
INTRODUCTION

For most private equity and venture capital firms, it is an established industry practice

to appoint their partner(s) to act as investor director(s) in their portfolio companies

with a view to gaining more active supervision and management of the company.

Few, if any, questions have been asked, and scant concerns have been raised about this

standard practice during the recent golden era of finance.  After all, most companies

performed well, and in good times there is rare occasion to question the performance

and prudence of the directors.  However, the current financial turmoil is casting doubt

on this standard practice. Irrespective of how or why a director holds office, he or she

still has certain duties and responsibilities.

A crucial question facing all directors who sit on boards of UK companies in troubled

market conditions is the following: what can they do to keep the company in business

without running the risk of committing an offence or incurring a personal liability?

Investor directors must ask themselves the same question because they also owe a

duty to the company. 

POTENTIAL FOR PERSONAL LIABILITY

Directors of private UK companies who have fallen on hard times may find themselves

at risk of participating in the following actions1 before a company becomes subject to

an insolvency proceeding for which they will be liable:

1. Wrongful Trading 2

The court may require that a director contributes to a company’s assets, where the

company has gone into insolvent liquidation and that director knew or should have

known that the company could not reasonably avoid insolvency. 

Wrongful trading is a difficult problem for directors because of the imprecision in

determining that they had taken every step to minimise potential loss.  Therefore, it is

highly recommended that directors seek legal advice early and act upon it promptly.

2. Fraudulent Trading 3 

Where a person who was knowingly a party to the conduct of business with intent to

defraud creditors of the company or for any other fraudulent purpose, a liquidator can

apply to the court to declare that that person is liable to make a contribution to the

company’s assets. 

A person found guilty of Fraudulent Trading may also have a disqualification order

made against him or her by the court. 4
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3. Misfeasance or Breach of Fiduciary Duty 5

Where a director has misapplied/retained/become accountable for company assets,

or been guilty of any misfeasance or breach of any fiduciary or other duties, the

court may order the director to repay/restore/account for the assets.

4. Other Offences and Common Law Duties

There are additional offences under the Insolvency Act 1986 such as transactions

in fraud of creditors6, defrauding creditors7, misconduct in the course of winding up 8

and false representations to creditors.9

Common law duties also apply, and directors owe a duty to the company to act in

the best interests of the creditors of the company.10

CONCLUSION

Given the current financial climate, it is prudent for directors to be more pro-

active and cautious than usual.  This might mean that a company’s board has to

seek independent advice separate from the advice obtained by the company in

order to be properly protected.  As soon as the directors are aware that their

company is in financial difficulty, they should seek external advice (a step endorsed

by the Department of Trade and Industry - now the Department for Business

Enterprise and Regulatory Reform).
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1 Pursuant to the Insolvency Act 1986 (the “Act”)
2 s214 of the Act
3 s213 of the Act.  Fraudulent trading is also a criminal offence under s993 of the Companies Act 2006. 
4 s10 of the Company Director Disqualification Act 1986
5 s212 of the Act
6 s207 of the Act
7 s423 of the Act
8 s208 of the Act
9 s211 of the Act 
10 as preserved by s172(3) of the Companies Act 2006
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