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Thesis Title Legal Liability of Shadow Director to the Company:

Case Study of Conflict of Interest

Author Taratip Piyatiansawat
Thesis Advisor Associate Professor Pinit Tipmanee
Department Law
Academic Year 2009
ABSTRACT

This thesis is aimed at analysis of roles, duties and responsibilities of any shareholder
or person having actual influence and controlling power upon the company’s director but not
openly acting as a director in order to instruct the company’s director to manage the company’s
business in favour of such person or their associates which are seen as conflict of interest and to
the detriment of the company. The findings of this study may be used as a guideline for reviewing
and amending the Civil and Commercial Code Book 3 Title 22 regarding partnership and company to
comprehensively cover this subject as required by the objective of law to effectively protect the
company’s and shareholders’ interest; especially the minority shareholders. In addition, The Companies
Act 2006 (c.46) of England also expressly provides the definition for those above mentioned shareholder
or person as Shadow director.

Findings indicate that the present Commercial and Civil Code Book 3 Title 22
regarding partnership and company can not be applied as a basis for brining an action against the
shareholder or any other person exercising, in bad faith, influence and power as a shadow director
to interfere and control the director’s management, to be liable for the company in case of conflict
of interest.

The researcher has proposed solutions to legal liability of shadow director for the
company in case of conflict of interest as follows: the provisions relating to duties of the director
against the company should be applied to shadow director; a person, de facto, having control
power upon the company’s director to act in management of the company business in compliance
with his direction or instruction whether such influence results from the fact that he is a

shareholder or authorized by contractual obligation or otherwise. Furthermore, basic principle of



allowing the shareholder to bring an action on behalf of the company (Derivative Action) and of
disregarding the Corporate Entity (Piercing the Corporate Veil) should be considered for applying
for Section 1169 to enable the company or any shareholder to bring an action against such person

and demand for liability for the company as a de facto director.
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The Companies Act 2006 (c.46) S.174 “Duty to exercise reasonable care, skill and diligence.”
The Companies Act 2006 (c.46) S.176 “Duty not to accept benefits from third parties.”
The Companies Act 2006 (c.46) S.175 “Duty to avoid conflicts of interest.”

The Companies Act 2006 (c.46) S.170 “Scope and nature of general duties.”
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" The Companies Act 2006 (c.46),s.251 (1) In the Companies Acts “shadow director”, in relation to a company,
means a person in accordance with whose directions or instructions the directors of the company are accustomed to act.
(2) A person is not to be regarded as a shadow director by reason only that the directors act on advice given by him in

a professional capacity.
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The Companies Act 2006 (c.46)

Section 2 The Companies Acts
(1) Inthis Act “the Companies Acts” means—
(a) the company law provisions of this Act,
(b) Part 2 of the Companies (Audit, Investigations and Community Enterprise) Act
2004 (c. 27) (community interest companies), and
(¢) the provisions of the Companies Act 1985 (c. 6) and the Companies Consolidation

(Consequential Provisions) Act 1985 (c. 9) that remain in force.

Section 170 Scope and nature of general duties

(1) The general duties specified in sections 171 to 177 are owed by a director of a
company to the company.

(2) A person who ceases to be a director continues to be subject—

(a) tothe duty in section 175 (duty to avoid conflicts of interest) as regards the exploitation
of any property, information or opportunity of which he became aware at a time when he was
a director, and

(b) to the duty in section 176 (duty not to accept benefits from third parties) as
regards things done or omitted by him before he ceased to be a director. To that extent those
duties apply to a former director as to a director, subject to any necessary adaptations.

(3) The general duties are based on certain common law rules and equitable
principles as they apply in relation to directors and have effect in place of those rules and
principles as regards the duties owed to a company by a director.

(4) The general duties shall be interpreted and applied in the same way as common
law rules or equitable principles, and regard shall be had to the corresponding common law rules
and equitable principles in interpreting and applying the general duties.

(5) The general duties apply to shadow directors where, and to the extent that, the

corresponding common law rules or equitable principles so apply.
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Section 171 Duty to act within powers
A director of a company must—
(a) act in accordance with the company’s constitution, and

(b) only exercise powers for the purposes for which they are conferred.

Section 172 Duty to promote the success of the company

(1) A director of a company must act in the way he considers, in good faith, would
be most likely to promote the success of the company for the benefit of its members as a whole,
and in doing so have regard (amongst other matters) to—

(a) the likely consequences of any decision in the long term,

(b) the interests of the company’s employees,

(c) the need to foster the company’s business relationships with suppliers,
customers and others,

(d) the impact of the company’s operations on the community and the environment,

(e) the desirability of the company maintaining a reputation for high standards
of business conduct, and

(f) the need to act fairly as between members of the company.

(2) Where or to the extent that the purposes of the company consist of or include
purposes other than the benefit of its members, subsection (1) has effect as if the reference to
promoting the success of the company for the benefit of its members were to achieving those
purposes.

(3) The duty imposed by this section has effect subject to any enactment or rule of
law requiring directors, in certain circumstances, to consider or act in the interests of creditors of

the company.

Section 173 Duty to exercise independent judgment
(1) A director of a company must exercise independent judgment.
(2) This duty is not infringed by his acting—
(a) in accordance with an agreement duly entered into by the company that

restricts the future exercise of discretion by its directors, or
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(b) in a way authorised by the company’s constitution.

Section 174 Duty to exercise reasonable care, skill and diligence
(1) A director of a company must exercise reasonable care, skill and diligence.
(2) This means the care, skill and diligence that would be exercised by a reasonably
diligent person with—
(a) the general knowledge, skill and experience that may reasonably be expected of
a person carrying out the functions carried out by the director in relation to the company, and

(b) the general knowledge, skill and experience that the director has.

Section 175 Duty to avoid conflicts of interest

(1) A director of a company must avoid a situation in which he has, or can have,
a direct or indirect interest that conflicts, or possibly may conflict, with the interests of the
company.

(2) This applies in particular to the exploitation of any property, information or
opportunity (and it is immaterial whether the company could take advantage of the property,
information or opportunity).

(3) This duty does not apply to a conflict of interest arising in relation to a transaction
or arrangement with the company.

(4) This duty is not infringed—

(a) if the situation cannot reasonably be regarded as likely to give rise to a
conflict of interest; or

(b) if the matter has been authorised by the directors.

(5) Authorisation may be given by the directors—

(a) where the company is a private company and nothing in the company’s
constitution invalidates such authorisation, by the matter being proposed to and authorised
by the directors; or

(b) where the company is a public company and its constitution includes provision
enabling the directors to authorise the matter, by the matter being proposed to and authorised by

them in accordance with the constitution.
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(6) The authorisation is effective only if—
(a) any requirement as to the quorum at the meeting at which the matter is considered
is met without counting the director in question or any other interested director, and
(b) the matter was agreed to without their voting or would have been agreed to
if their votes had not been counted.
(7) Any reference in this section to a conflict of interest includes a conflict of

interest and duty and a conflict of duties.

Section 176 Duty not to accept benefits from third parties
(1) A director of a company must not accept a benefit from a third party conferred
by reason of—
(a) his being a director, or
(b) his doing (or not doing) anything as director.
(2) A “third party” means a person other than the company, an associated body
corporate or a person acting on behalf of the company or an associated body corporate.
(3) Benefits received by a director from a person by whom his services (as a director
or otherwise) are provided to the company are not regarded as conferred by a third party.
(4) This duty is not infringed if the acceptance of the benefit cannot reasonably be
regarded as likely to give rise to a conflict of interest.
(5) Any reference in this section to a conflict of interest includes a conflict of

interest and duty and a conflict of duties.

Section 177 Duty to declare interest in proposed transaction or arrangement
(1) If a director of a company is in any way, directly or indirectly, interested in a
proposed transaction or arrangement with the company, he must declare the nature and extent of
that interest to the other directors.
(2) The declaration may (but need not) be made—
(a) at a meeting of the directors, or
(b) by notice to the directors in accordance with—

(1) section 184 (notice in writing), or
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(i) section 185 (general notice).

(3) If a declaration of interest under this section proves to be, or becomes, inaccurate
or incomplete, a further declaration must be made.

(4) Any declaration required by this section must be made before the company
enters into the transaction or arrangement.

(5) This section does not require a declaration of an interest of which the director is
not aware or where the director is not aware of the transaction or arrangement in question.

For this purpose a director is treated as being aware of matters of which he ought
reasonably to be aware.

(6) A director need not declare an interest—

(a) if it cannot reasonably be regarded as likely to give rise to a conflict of
interest;

(b) if, or to the extent that, the other directors are already aware of it (and for
this purpose the other directors are treated as aware of anything of which they ought reasonably
to be aware); or

(c) if, or to the extent that, it concerns terms of his service contract that have
been or are to be considered—

(i) by a meeting of the directors, or
(i) by a committee of the directors appointed for the purpose under the

company’s constitution.

Section 178 Civil consequences of breach of general duties

(1) The consequences of breach (or threatened breach) of sections 171 to 177 are the
same as would apply if the corresponding common law rule or equitable principle applied.

(2) The duties in those sections (with the exception of section 174 (duty to exercise
reasonable care, skill and diligence)) are, accordingly, enforceable in the same way as any other

fiduciary duty owed to a company by its directors.
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Section 182 Declaration of interest in existing transaction or arrangement

(1) Where a director of a company is in any way, directly or indirectly, interested in
a transaction or arrangement that has been entered into by the company, he must declare the
nature and extent of the interest to the other directors in accordance with this section.

This section does not apply if or to the extent that the interest has been declared under
section 177 (duty to declare interest in proposed transaction or arrangement).

(2) The declaration must be made—

(a) at a meeting of the directors, or

(b) by notice in writing (see section 184), or

(c) by general notice (see section 185).

(3) If a declaration of interest under this section proves to be, or becomes, inaccurate
or incomplete, a further declaration must be made.

(4) Any declaration required by this section must be made as soon as is reasonably
practicable. Failure to comply with this requirement does not affect the underlying duty to make
the declaration.

(5) This section does not require a declaration of an interest of which the director is
not aware or where the director is not aware of the transaction or arrangement in question. For
this purpose a director is treated as being aware of matters of which he ought reasonably to be
aware.

(6) A director need not declare an interest under this section—

(a) if it cannot reasonably be regarded as likely to give rise to a conflict of
interest;

(b) if, or to the extent that, the other directors are already aware of it (and for
this purpose the other directors are treated as aware of anything of which they ought reasonably to
be aware); or

(c) if, or to the extent that, it concerns terms of his service contract that have
been or are to be considered—

(1) by a meeting of the directors, or
(ii) by a committee of the directors appointed for the purpose under the

company’s constitution.
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Section 183 Offence of failure to declare interest
(1) A director who fails to comply with the requirements of section 182 (declaration
of interest in existing transaction or arrangement) commits an offence.
(2) A person guilty of an offence under this section is liable—
(a) on conviction on indictment, to a fine;

(b) on summary conviction, to a fine not exceeding the statutory maximum.

Section 184 Declaration made by notice in writing
(1) This section applies to a declaration of interest made by notice in writing.
(2) The director must send the notice to the other directors.
(3) The notice may be sent in hard copy form or, if the recipient has agreed to
receive it in electronic form, in an agreed electronic form.
(4) The notice may be sent—
(a) by hand or by post, or
(b) if the recipient has agreed to receive it by electronic means, by agreed
electronic means.
(5) Where a director declares an interest by notice in writing in accordance with this
section—
(a) the making of the declaration is deemed to form part of the proceedings at
the next meeting of the directors after the notice is given, and
(b) the provisions of section 248 (minutes of meetings of directors) apply as if

the declaration had been made at that meeting.

Section 185 General notice treated as sufficient declaration

(1) General notice in accordance with this section is a sufficient declaration of
interest in relation to the matters to which it relates.

(2) General notice is notice given to the directors of a company to the effect that the

director—
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(a) has an interest (as member, officer, employee or otherwise) in a specified
body corporate or firm and is to be regarded as interested in any transaction or arrangement
that may, after the date of the notice, be made with that body corporate or firm, or

(b) is connected with a specified person (other than a body corporate or firm)
and is to be regarded as interested in any transaction or arrangement that may, after the date of
the notice, be made with that person.

(3) The notice must state the nature and extent of the director’s interest in the body
corporate or firm or, as the case may be, the nature of his connection with the person.
(4) General notice is not effective unless—
(a) itis given at a meeting of the directors, or
(b) the director takes reasonable steps to secure that it is brought up and read at

the next meeting of the directors after it is given.

Section 187 Declaration of interest in existing transaction by shadow director

(1) The provisions of this Chapter relating to the duty under section 182 (duty to
declare interest in existing transaction or arrangement) apply to a shadow director as to a director,
but with the following adaptations.

(2) Subsection (2)(a) of that section (declaration at meeting of directors) does not
apply.

(3) In section 185 (general notice treated as sufficient declaration), subsection (4)
(notice to be given at or brought up and read at meeting of directors) does not apply.

(4) General notice by a shadow director is not effective unless given by notice in

writing in accordance with section 184.

Section 223 Transactions requiring members’ approval: application of provisions to
shadow directors
(1) For the purposes of—
(a) sections 188 and 189 (directors’ service contracts),
(b) sections 190 to 196 (property transactions),

(c) sections 197 to 214 (loans etc), and
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(d) sections 215 to 222 (payments for loss of office), a shadow director is treated
as a director.
(2) Any reference in those provisions to loss of office as a director does not apply in

relation to loss of a person’s status as a shadow director.

Section 239 Ratification of acts of directors

(1) This section applies to the ratification by a company of conduct by a director
amounting to negligence, default, breach of duty or breach of trust in relation to the company.

(2) The decision of the company to ratify such conduct must be made by resolution
of the members of the company.

(3) Where the resolution is proposed as a written resolution neither the director (if
a member of the company) nor any member connected with him is an eligible member.

(4) Where the resolution is proposed at a meeting, it is passed only if the necessary
majority is obtained disregarding votes in favour of the resolution by the director (if a member of
the company) and any member connected with him. This does not prevent the director or any
such member from attending, being counted towards the quorum and taking part in the
proceedings at any meeting at which the decision is considered.

(5) For the purposes of this section—

(a) “conduct” includes acts and omissions;

(b) “director” includes a former director;

(c) ashadow director is treated as a director; and

(d) in section 252 (meaning of “connected person”), subsection (3) does not
apply (exclusion of person who is himself a director).

(6) Nothing in this section affects—

(a) the validity of a decision taken by unanimous consent of the members of the
company, or
(b) any power of the directors to agree not to sue, or to settle or release a claim

made by them on behalf of the company.
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(7) This section does not affect any other enactment or rule of law imposing
additional requirements for valid ratification or any rule of law as to acts that are incapable of

being ratified by the company.

Section 250 “Director”
In the Companies Acts “director” includes any person occupying the position of

director, by whatever name called.

Section 251 “Shadow director”

(1) In the Companies Acts “shadow director”, in relation to a company, means a
person in accordance with whose directions or instructions the directors of the company are
accustomed to act.

(2) A person is not to be regarded as a shadow director by reason only that the
directors act on advice given by him in a professional capacity.

(3) A body corporate is not to be regarded as a shadow director of any of its
subsidiary companies for the purposes of—

Chapter 2 (general duties of directors),

Chapter 4 (transactions requiring members’ approval), or

Chapter 6 (contract with sole member who is also a director), by reason only that the

directors of the subsidiary are accustomed to act in accordance with its directions or instructions.

Section 260 Derivative claims
(1) This Chapter applies to proceedings in England and Wales or Northern Ireland
by a member of a company—
(a) in respect of a cause of action vested in the company, and
(b) seeking relief on behalf of the company.
This is referred to in this Chapter as a “derivative claim”.
(2) A derivative claim may only be brought—

(a) under this Chapter, or
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(b) in pursuance of an order of the court in proceedings under section 994
(proceedings for protection of members against unfair prejudice).

(3) A derivative claim under this Chapter may be brought only in respect of a cause
of action arising from an actual or proposed act or omission involving negligence, default, breach
of duty or breach of trust by a director of the company. The cause of action may be against the
director or another person (or both).

(4) Tt is immaterial whether the cause of action arose before or after the person
seeking to bring or continue the derivative claim became a member of the company.

(5) For the purposes of this Chapter—

(a) “director” includes a former director;
(b) a shadow director is treated as a director; and
(¢) references to a member of a company include a person who is not a member

but to whom shares in the company have been transferred or transmitted by operation of law.
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The Companies Act of Singapore 1994 (Chapter 50)

Section 216 —

(1) Any member or holder of a debenture of a company or, in the case of a declared
company under Part IX, the Minister may apply to the Court for an order under this section on the
ground —

(a) that the affairs of the company are being conducted or the powers of the
directors are being exercised in a manner oppressive to one or more of the members or holders of
debentures including himself or in disregard of his or their interests as members, shareholders or
holders of debentures of the company; or

(b) that some act of the company has been done or is threatened or that some
resolution of the members, holders of debentures or any class of them has been passed or is
proposed which unfairly discriminates against or is otherwise prejudicial to one or more of the
members or holders of debentures (including himself).

(2) If on such application the Court is of the opinion that either of such grounds is
established the Court may, with a view to bringing to an end or remedying the matters
complained of, make such order as it thinks fit and, without prejudice to the generality of the
foregoing, the order may —

(a) direct or prohibit any act or cancel or vary any transaction or resolution;

(b) regulate the conduct of the affairs of the company in future;

(¢) authorise civil proceedings to be brought in the name of or on behalf of the
company by such person or persons and on such terms as the Court may direct;

(d) provide for the purchase of the shares or debentures of the company by
other members or holders of debentures of the company or by the company itself;

(e) in the case of a purchase of shares by the company provide for a reduction
accordingly of the company’s capital; or

(f) provide that the company be wound up.

(3) Where an order that the company be wound up is made pursuant to subsection

(2) (f), the provisions of this Act relating to winding up of a company shall, with such adaptations
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as are necessary, apply as if the order had been made upon an application duly made to the Court
by the company.

(4) Where an order under this section makes any alteration in or addition to any
company’s memorandum or articles, then, notwithstanding anything in any other provision of this
Act, but subject to the provisions of the order, the company concerned shall not have power,
without the leave of the Court, to make any further alteration in or addition to the memorandum
or articles inconsistent with the provisions of the order; but subject to the foregoing provisions of
this subsection the alterations or additions made by the order shall be of the same effect as if duly
made by resolution of the company.

(5) A copy of any order made under this section shall be lodged by the applicant
with the Registrar within 14 days after the making of the order.

(6) Any person who fails to comply with subsection (5) shall be guilty of an offence
and shall be liable on conviction to a fine not exceeding $1,000 and also to a default penalty.

(7) This section shall apply to a person who is not a member of a company but to
whom shares in the company have been transmitted by operation of law as it applies to members

of a company; and references to a member or members shall be construed accordingly.

Section 216A —
(1) In this section and section 216B —
"company" means a company other than a company that is listed on the securities
exchange in Singapore;
"complainant" means —
(a) any member of a company;
(b) the Minister, in the case of a declared company under Part IX; or
(c) any other person who, in the discretion of the Court, is a proper person to
make an application under this section.
(2) Subject to subsection (3), a complainant may apply to the Court for leave to
bring an action in the name and on behalf of the company or intervene in an action to which the
company is a party for the purpose of prosecuting, defending or discontinuing the action on behalf

of the company.
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(3) No action may be brought and no intervention in an action may be made under
subsection (2) unless the Court is satisfied that —

(a) the complainant has given 14 days’ notice to the directors of the company of
his intention to apply to the Court under subsection (2) if the directors of the company do not
bring, diligently prosecute or defend or discontinue the action;

(b) the complainant is acting in good faith; and

(¢) it appears to be prima facie in the interests of the company that the action be
brought, prosecuted, defended or discontinued.

(4) Where a complainant on an application can establish to the satisfaction of the
Court that it is not expedient to give notice as required in subsection (3) (a), the Court may make
such interim order as it thinks fit pending the complainant giving notice as required.

(5) In granting leave under this section, the Court may make such orders or interim
orders as it thinks fit in the interests of justice, including (but not limited to) the following:

(a) an order authorising the complainant or any other person to control the conduct
of the action;

(b) an order giving directions for the conduct of the action; and

(¢) an order requiring the company to pay reasonable legal fees and disbursements
incurred by the complainant in connection with the action.

(6) Where the action has been commenced or is to be brought in the subordinate courts,

an application for leave under subsection (2) shall be made in a District Court.

Section 216B — (1) An application made or an action brought or intervened in under
section 216A shall not be stayed or dismissed by reason only that it is shown that an alleged
breach of a right or duty owed to the company has been or may be approved by the members of
the company, but evidence of approval by the members may be taken into account by the Court in
making an order under section 216A.

(2) An application made or an action brought or intervened in under section 216A
shall not be stayed, discontinued, settled or dismissed for want of prosecution without the
approval of the Court given upon such terms as the Court thinks fit and, if the Court determines

that the interest of any complainant may be substantially affected by such stay, discontinuance,
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settlement or dismissal, the Court may order any party to the application or action to give notice
to the complainant.

(3) In an application made or an action brought or intervened in under section 216A,
the Court may at any time order the company to pay to the complainant interim costs, including
legal fees and disbursements, but the complainant may be accountable for such interim costs upon

final disposition of the application or action.

Section 339 (3) If, in the course of the winding up of a company or in any proceedings
against a company, it appears that an officer of the company who was knowingly a party to the
contracting of a debt had, at the time the debt was contracted, no reasonable or probable ground
of expectation, after taking into consideration the other liabilities, if any, of the company at the
time of the company being able to pay the debt, the officer shall be guilty of an offence and shall
be liable on conviction to a fine not exceeding $2,000 or to imprisonment for a term not exceeding

3 months.
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The Delaware Constitution of 1897 (Title 8 - Corporations)

Section 325 Actions against officers, directors or stockholders to enforce liability of
corporation; unsatisfied judgment against corporation.

(a) When the officers, directors or stockholders of any corporation shall be liable by
the provisions of this chapter to pay the debts of the corporation, or any part thereof, any person
to whom they are liable may have an action, at law or in equity, against anyone or more of them,
and the complaint shall state the claim against the corporation, and the ground on which the
plaintiff expects to charge the defendants personally.

(b) No suit shall be brought against any officer, director or stockholder for any debt
of a corporation of which such person is an officer, director or stockholder, until judgment be

obtained therefore against the corporation and execution thereon returned unsatisfied.

Section 327 Stockholder's derivative action; allegation of stock ownership. In any
derivative suit instituted by a stockholder of a corporation, it shall be averred in the complaint that
the plaintiff was a stockholder of the corporation at the time of the transaction of which such
stockholder complains or that such stockholder's stock thereafter devolved upon such stockholder

by operation of law.
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The Private Limited Companies Act 1980 of Germany (GmbHG 1980)'

Section 46 Scope of Members’ Function
The members decide on the following matters :

1. the approval of the annual balance sheet and the distribution of the net profits
shown therein ;

2. the making of calls in respect of original subscriptions ;

3. the repayment of supplementary contribution ;

4. the division and also the redemption of shares ;

5. the appointment and removal of directors as well as their release ;

6. the measures for the control and supervision of the management ;

7. the appointment of Prokuristen* and of Handlungsbevollméachtigten* for the enterprise
as a whole ;

8. the making of the company’s claims for compensation arising out of formation or
management against the directors or members, as well as the representation of the company in

legal proceedings which it has brought against the directors.

' M.C. Oliver. (1976). The Private Company in Germany. p.75-77.

* The Prokura and the Handlungsvollmacht are both types of commercial agency governed by §§ 48-53
and §§ 54-58 of the Commercial Code respectively. The Prokurist may be considered to be a general agent with
wide authority whose appointment must be entered in the commercial register. The Handlungsvollmachtigter’s authority
is narrower, being restricted to acts which would be usual in the particular business. His appointment is therefore

not entered in the commercial register.
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