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Background

The well-known saying that the ‘Private Sectorhie Engine of Growth’ implies that a
company is a creature of the law for the purposee@inomic gain (other than the
negligible percentage of non-profit entities) anot mo sustain losses. However, in
practice, many companies do not achieve their gbalaking profit and cause hardship to
all stakeholders. Is the law adequately coverirggdiities of responsible persons; who is
responsible for the losses, if they can be idestdjfihow can the duties posed on those
personnel be enforced; can they be held liablettaese any ways to prevent company
making losses or at least whether the damage caredheced, are the questions for
research. Downfall of companies is considered nedhstages in this research for the
purpose of analysis. Companies sustaining lossegnain transactions, but still stable
and solvent is the first stage; companies in firgnarisis and striving hard to survive by
using the means available under the Companies &Q@v of Sri Lanka (CA 2007) is the
second stage and the last stage is after the cooememt of insolvent winding-up.

The role companies play at present is differentnfrine historic era. The widespread
acceptance of CSR has converted companies fronpdks#ion of mere commercial
entities to corporate citizen status which are llggand socially responsible for a wide
range of duties. While shareholder value is rethia® expanded notion of stakeholder is
given prominence. Companies owe a duty not onlghareholders but to employees,
consumers, suppliers, society and the State. Kethstakeholders enjoy the fruits of
earnings, or in other words get benefit out of cames’ profits, are they not responsible
when the company suffers losses?

Firstly, employees as stakeholders are not paimtefnal management of the company.
They will learn about the downfall (thé€' ktage referred above) only when the bonus is
not paid. Even in such a situation the employeege hao right to interfere in the
management of the company. It is to be noted thak&hka does not have a provision
similar to s.172(1)(b) of Companies Act 2006 of thi¢ which provides that the directors
of a company must regard interests of the employees

Secondly, the consumers and suppliers are in rerly@sition and they do not have any
special information as to the company’s financiasipon. Suppliers may be alert when
their bills are not settled, but their rights arailed to that of a creditor. The Companies
Act of Sri Lanka has not provided for any right ttee creditor during the life of the
company. In the recent Australian caseMmiCracken v Phoenix Constructions (QIld) Pty
Ltd [2012] QCA 129 the Queensland Court of Appeal reaffirmed the amtix position
that creditors, (or other persons whose interesgsaffected) are not entitled to claim
damages against a director personally for conttamenf s.1324(10) of the Corporations
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Act of Australia, and unanimously held that the Alad not empower the trial judge to
award damages to Phoenix Constructions (the cr@¢dital to do so was contrary to the
intent of the statutory provisions.

Thirdly, the recipient of the benefits of the compas the society or the public at large.
The Companies Act 2007 allows public inspectiorartain records. (S.120 of CA 2007)
and in addition, financial statements of all PL@s published in the newspapers. These
are sufficient for any smart citizen to become an@fra company’s plight. However, the
people are too busy in this competitive world aastehno time to spend on something in
which they are not directly connected.

Fourthly, the State has given, by law, freedomctimpanies to do any business or activity
or enter into any transaction (s.2 (2) CA 2007) dadhot interfere unless there is crislg.
such situations of difficulties the State internv&ti@ough its agencies such as CB or SEC in
the interest of the public. The Seylan Bank finahcrisis is a good example of how State
intervention prevented the fall of the bank. Nelvelss it will not be possible for the State,
through CB, to revive a non-banking company inigrisut may be possible through the
SEC which reviews the Annual Reports of all PLOaaugh it is not a statutory duty. The
SEC may be in a position to detect losses in thetdge that is referred above.

Fifth and the last category of stakeholder areedi@ders who are important in the life of
a company. Shareholders take part in the profitthefcompany by way of dividends,
bonus shares and capital gain. They have the t@lubtain copies of annual reports
(s.167 of CA 2007) and right to inspect minutes aasblutions (s.119 of CA 2007).
Hence, they are privy to company’s financial statdkhough remedies are available
under ss.224, 225 and 234 of the CA 2007 of Srkhathe general trend in Sri Lanka is
that the shareholders are not vigorous and veny twafind an active shareholder like the
petitioner inAmarasekera v. Mitsui & Co. Ltc€Courts are also mindful about shareholder
actions that are very costly asPnudential Assurance Co v. Newman IndustflE382].

At the same time the shareholders do not owe fadyauty towards the company.

The whole responsibility ultimately rests on theatub of the company. Directors are
equivalent to trustees and bound by fiduciary dutiehe directors statutory duties are
mainly under ss.187,188,189 of CA 2007 and ouhe$e s.187 speaks of acting in the
best ‘interests of the company’ which is very wate could hold any director responsible
for breaching the same. In addition ss.219 anda22@aramount duties on directors when
they come to know that the company is not finahgistiable. Moreover, Solvency Test is
another important mechanism introduced in the CA72® curb situations of financial
crisis. Civil and criminal liabilities of Directorsprovided in the Act for non-
compliance/contravention are also mechanisms te dngectors to comply although the
liability provisions are rarely enforced. PLCs ameder a further stringent obligation to
adopt corporate Governance. Nevertheless, thea®ldn statute lacks a provision similar
to s, 172 of CA 2006 of UK which provides that tfieectors owe a duty to promote the
success of the company. This is referred as onbkeointeresting innovations by authors
who, at the same time raise doubts as to the mipon of this requirement, as liiem
Software (UK) Ltd v. Fassili2004].

! For example, the Seylan Bank PLC crisis during®200 or NSB-The Finance PLC issues.
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Methodology

The study uses Mixed Method Procedures, includiath l[gualitative and quantitative
methods. The approach is qualitative in the sehatit is an in-depth analysis of the
stakeholders’ responsibilities and directors’ dut@ a comparative basic from library and
web sources. It is quantitative partly since theeagcher’s intent is to do a case study of
some PLCs that are not making profit. The focudhef research is limited to quoted
public companies (PLCs) of Sri Lanka.

Conclusion

Society must play a more responsible role sincaltvenfall of companies has an indirect
impact on them. Educating public in this regardesessary and the steps taken by SEC in
this regard are insufficient in the opinion of tiesearcher. It is a commendable move that
the inaugural meeting of the proposed ‘Investorso&iation’ took place on the YQune
2012 with the participation of the SEC represewésti This association, once formed
must perform as a watchdog. The SEC should take steps when annual reports are not
submitted. Timely action of reprimand/warning otistehg when companies do not earn
profits is necessary. These should be published 8imple manner for the public to
understand. Easy methods to enforce directorsedwhould be introduced. Stakeholders
should be informed of possibility of disqualificai orders under ss.213 and 214 and
especially under s.214(1)(d). As suggestéde current duty of directors should be to
maximize value in the long term interest, takingoirtonsideration the co-operation
between shareholders and other constituencies iag bee basis on which such value
maximization can best be achieved.
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2 See Modern Company Law for a Competitive EconoGonsultation Document from the Company
Law Review Steering Group, UK, February 1999.
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