More about:

Personal Liability

*  Breach of duty/misfeasance

*  Wrongful trading

*  Fraudulent trading

* Remuneration considered to be unreasonable or excessive

* Debts owed to the company by a company officer

* Personal liability following use of a prohibited name

e Liability when acting whilst disqualified

* lllegal (ultra-vires) dividends/distributions (amended April 2013)

e Preferences
e Transaction at an undervalue




Breach of duty/misfeasance

A director has a duty to act in the best interests of the company and not, for example, to seek
personal profit when carrying out his/her role as director.

Where a director has misapplied or retained, or become accountable for, any money or other
property of the company, or been guilty of any misfeasance or breach of any fiduciary duty
(including a duty of care in relation to the company), the liquidator can bring a claim in the court, for
the court to examine the director’s conduct and compel him/her —

e to repay, restore or account for the money or property or any part of it, with interest at such
rate as the court thinks just, or

e to contribute such sum to the company’s assets by way of compensation in respect of the
misfeasance or breach of fiduciary or other duty as the court thinks just.

These provisions apply equally to any officer of the company (including a shadow director and a de-
facto director) or a company secretary, and the order for compensation may be apportioned
between the directors as the court sees fit.



Wrongful trading

Where a director, former director or shadow director, knew or ought to have concluded that there
was no reasonable prospect that the company would avoid insolvent liquidation, and took the
decision to carry on trading, the court, on the application of the liquidator, may declare that the
director is liable to make such contribution to the company’s assets as the court thinks proper.

Simply allowing the company to continue to trade when insolvent would not put the director in
contravention of these provisions. It must be shown that he/she ought to have known, or
concluded, that there was no reasonable prospect of avoiding insolvent liquidation.



Fraudulent trading

If it appears that any business of the company has been carried on with intent to defraud creditors
of the company or of any other person, or for any fraudulent purpose, the court may, on the
application of the liquidator, declare that any persons (not just company officers) who were
knowingly parties to the carrying on of the business in the manner mentioned above are liable to
make such contributions to the company’s assets as the court thinks fit.

For a successful recovery action under the provisions relating to fraudulent trading, it is necessary to
demonstrate that there was an intent to defraud. Fraudulent trading is also a criminal offence.



Remuneration considered to be unreasonable or excessive

Generally, excessive remuneration is remuneration which goes beyond what is reasonable in all
circumstances. Reasonableness might be measured in terms of what the company could afford and,
whilst this is a useful rule of thumb it should be applied with care and without an over-reliance on
hindsight.

Reasonableness cannot be measured by the remuneration that the director and his/her family need
to live on, and does not necessarily equate to the market rate for a director.

The director should have reasonable grounds for believing that the company can or will be able to
afford the remuneration (whether on its own or through a third-party). Examples of general
circumstances where a challenge might be appropriate:

e The remuneration is so excessive as to contribute a fraud on creditors; or

e Although the director could receive payment simply for holding office, if the payment was above
the amount which might be reasonably paid to the director in question, it might be held to be a
gift out of capital (transaction at an undervalue)



Debts owed to the company by a company officer

Where a company officer owes money to the company under a contract or other arrangement (such
as an overdrawn loan account) this will be pursued through the normal channels for debt recovery.

In addition, the Liquidator will consider if any other company officers may be liable under a breach
of duty if the loan was not made with the consent of the company.



Personal liability following use of a prohibited name

Where a company uses a prohibited name, a person will be personally responsible for any debts
incurred when he/she was involved in the management of the ‘new’ business and/or incurred at a
time when he/she was acting or willing to act on the instructions of the person restricted from using
the name.

Where only part of the business was conducted under a prohibited name, the person will be liable
only for those debts incurred under the prohibited name.

The person will be jointly and severally liable for the relevant debts with the company, and liability is
automatic — there is no need for a court order or conviction. The creditor(s) may pursue the person
for settlement of his/her debt.



Liability when acting whilst disqualified

Where a person is:

e acting in contravention of a disqualification order, or whilst an undischarged bankrupt, without
leave of court is involved in the management of a company, or

e involved in the management of the company, and he/she acts or is willing to act on instructions
given without leave of the court by a person whom he/she knows at that time to be the subject
of a disqualification order or to be an undischarged bankrupt,

That person will be liable for any debts incurred when he/she was involved in the management of
the company and/or incurred at a time when he/she was acting or willing to act on the instructions
of the disqualified person.

The person will be jointly and severally liable for the relevant debts with the company, and liability is
automatic — there is no need for a court order or conviction. The creditor(s) may pursue the person
for settlement of his/her debt.



lllegal (ultra-vires) dividends/distributions (amended April 2013)

A company can declare a dividend only if it has sufficient distributable reserves, as defined by the
Companies Act. Any unlawful dividends are repayable by the shareholders in receipt of the
payment. In deciding whether the distribution is unlawful, it is irrelevant if the company was solvent
at the time of the distribution and ignorance of the law is no defence.

Where the directors authorise or fail to stop an unlawful dividend payment being made, this would
be misfeasance in respect of which a civil recovery may be made.



Preferences

The Liquidator may challenge the doing by a company (or the suffering of anything by a company) of
an act which has the effect of putting a creditor (or guarantor) in a position which, in the event of
the company going into insolvent liquidation, will be better than the position he/she would have
been in if that act had not been carried out.

The ability of the liquidator to challenge such transactions is subject to time limits, the financial
position of the company/debtor at the time of the transaction, the relationship between the
company and the beneficiary of the transaction and the purpose of the transaction.

One of the more common examples of a preference would be in respect of a director causing a
company to repay an outstanding loan account owed to one or more of the directors

The Liquidator has the power to apply to court for an order restoring the position where there is
evidence that a company has entered into a transaction resulting in a preference.

The general principle is that, having decided that a preference has been made, the court shall make
such order as it thinks fit for restoring the position to what it would have been if the company had
not entered into the transaction. In this regard, the court has wide discretion as to the order it may
make restoring the position. The order can be made against the recipient of the property or their
successors in title.



Transaction at an undervalue

The Liquidator may challenge the gifting or undervalue transfer of property entered into by the
insolvent in the period leading up to the commencement of the winding-up.

The ability of the liquidator to challenge such transactions is subject to time limits, the financial
position of the company at the time of the transaction, the relationship between the company and
the recipient of the property and the purpose of the transfer.

There is no requirement to show that the transaction was carried out with the intention to put
assets out of the reach of creditors, it is enough to show that the transaction was, in fact, a
transaction at an undervalue.

The following transactions are identified in legislation as being those that are capable of displaying
“undervalue”:

e A gift or transaction to a person on terms that provide for the company to receive no
consideration].

e A transaction for a consideration the value of which, in money or money’s worth, is significantly
less than the value, in money or money’s worth, of the consideration provided to the company.

The Liquidator has the power to apply to court for an order restoring the position where there is
evidence that a company has entered into a transaction at an undervalue.

The general principle is that, on hearing such application, the court shall make such order as it thinks
fit for restoring the position to what it would have been if the company had not entered into that
transaction. In this regard, the court has wide discretion as to the order it may make restoring the
position. The order can be made against the recipient of the property or their successors in title.
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