SHEET 17 b

What liability do directors have for asset deficiency?

Liability claims based on asset deficiency (responsabilité pour insuffisance d’actif - RIA),
known as an action to cover liabilities (action en comblement de passif) until the law of
26 July 2005, are governed by Articles L. 651-1 et seq. of the Commercial Code, which
gives them a specific framework that is partly outside the scope of general law.

1 - Initiating liability proceedings for assetdeficiency

a) Principle of non-cumulation of liability for asset deficiency

When a compulsory liquidation reveals asset deficiency, the provisions of Articles L. 651-
1 et seq. of the Commercial Code are not cumulative with the provisions of general
corporate law, nor with the provisions of general civil liability law (Court of Cassation,
Commercial Chamber, 19 Nov. 2013, no.12-16.099). This long-standing approach was
adopted with regard to claims to cover liabilities under Articles 180 and 183 of the Law
of 25 January 1985 (Court of Cassation, Commercial Chamber, 28 Feb. 1995, no.92-
17.329).

This principle of non-cumulation is therefore established, but its application is still being
debated in the courts.

The Paris Court of Appeal has ruled that the commencement of insolvency proceedings
has an impact on an action brought by the company, because if the action is successful,
the sums will have to be paid to the liquidator to make up for the asset deficiency.
Referringto the public order principles governing insolvency proceedings, the Court ruled
that a liquidator who finds that assets are insufficient has no choice but to initiate a liability
action based on Articles L. 651-1 et seq. of the Commercial Code. The Court therefore
dismissed the derivative ut singuli company action which had been brought prior to the
insolvency proceedings and taken over by the liquidator (Paris Court of Appeal, 4 Feb
2021, no. 19/15149).

Finally, it should be noted that the principle of non-cumulation only applies to
proceedings brought under corporate law and general civil liability law. Tax liability
actions under Articles L. 266 and L. 267 of the French Tax Procedures Code can be
cumulated with liability actions for asset deficiency (Court of Cassation, Commercial
Chamber, 5 Sept. 2018, no. 17-13.626). In addition, a company creditor is entitled to
bring a civil action in connection with criminal proceedings brought against the director
of a company in compulsory liquidation following the discovery of asset deficiency
(Cass., crim., 11 March 2015, no. 13-86.155).
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b) In which cases?

A claim is only applicable in the case of compulsory liquidation. Since the decree of
18 December 2008, only compulsory liquidation is covered, and this claim necessarily
presupposes that such proceedings have been initiated.

c) Against whom?

The wording of Article L. 651-2 relating to liability for asset deficiency refersto de jure or
de facto directors of a legal entity.

Since the decree of 9 December 2010, this also applies to sole trader limited liability
companies (entrepreneur individuel a responsabilité limitée, EIRL). Sole trader limited
liability companies were traditionally exempt from this sanction, given that all their assets
were realised in the interests of their creditors, but this is no longer the case since the
decree of 14 February 2022, and its entry into force on 15 May of the same year. Article
L. 651-1 was amended to this effect. This has the effect of rendering the previous case
law, which did not apply liability for asset deficiency to artisans for example, null and void
(Court of Cassation, Commercial Chamber, 30 June 2015, no. 14-15.984).

Although the claim can only succeed if compulsory liquidation proceedings have already
been initiated against the aforementioned persons, it can be brought against any de jure
or de facto director, including in particular a legal entity governed by public law. It may
also be brought against the permanent representatives of legal entity directors.

i. Dejuredirectors

The term "de jure director” refers to statutory management bodies, i.e. company
managers, chairs of boards of directors and also board members, even though they do
not assume the general management of the company (Court of Cassation, Commercial
Chamber, 28 Jan. 2004, no. 02-16.774; Court of Cassation, Commercial Chamber, 31
May 2011, no. 09-13.975). The same applies to an deputy chief executive officer of a
public limited company (Court of Cassation, Commercial Chamber, 5 May 2021, no. 15-
23.575).

On the other hand, members of the supervisory board (Court of Cassation, Commercial
Chamber, 12 July 2005, no. 03-14.045) and shareholders, for example, are not de jure
directors (Court of Cassation, Commercial Chamber, 12 Jan. 2016, no. 14-23.359), and
the same applies to employees such as a salaried technical director. However, these
persons may qualify as de facto directors.

It does not matter whether or not the director is remunerated (Cass. com. 9 Dec. 2020,
no. 18-24.730). See below for an assessment of mismanagement by a voluntary director
of a non-profit organisation.

Directors who are no longer in office on the date the proceedings commence may be
held liable if assets were deficient on the date the directors ceased their duties (Court of
Cassation, Commercial Chamber, 24 March 2021, no. 20-10.677; Court of Cassation,
Commercial Chamber, 24 Jan. 2018, no. 15-26.810).

This also applies to natural persons who are the permanent representatives of the legal
entity directors of a private law legal entity subject to compulsory liquidation.
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ii. De facto directors

In the case of de factodirectors, itis generally accepted that they should perform positive
and independent activities in the overall management of the company (Court of
Cassation, Commercial Chamber, 26 June 2001, no. 98-20.115) including through an
intermediary (Court of Cassation, Commercial Chamber, 27 June 2006, no. 04-15.831).
In practice, this is often the de jure non-executive shareholder of a EURL, or even a
banker, franchisor, local authority (for example, a municipality deemed to be the de facto
director of a sports association: Court of Cassation, Commercial Chamber, 13 May 2003,
no. 01-17.505), or a relative of a de jure director. It must be demonstrated that the
measures taken were completely independent. However, the simple fact of being a
majority shareholder and having a decisive role at general meetings is not sufficient to
gualify as de facto management (Court of Cassation, Commercial Chamber, 30 May
2006, no. 05-14.958).

In any case, only directors are concerned (Court of Cassation, Commercial Chamber, 12
Jan. 2016, no. 14-23.359).

d) Who can bring an action?

Initiators of the proceedings. The matter is referred to the court by the liquidator or the
public prosecutor (Commercial Code, Art. L. 651-3, para. 1). However, since the Law of
2005, if the liquidator entitled to bring proceedings has not commenced the action and
has not answered a default notice delivered by registered letter with acknowledgement
of receipt within two months from the date of receipt, a majority of creditors having a
controlling interest may also make an application before the court (Commercial Code,
Art. L. 651-3, para. 2; R. 651-4). However, regulations stipulate that the proceedings
must be brought by at least two controlling creditors (Commercial Code, Art. R. 651-4).
As a result, if only one creditor has been appointed as controller, that creditor cannot
take action alone, and if, for example, there are four creditors, at least three must take
action. The 2005 law abolished the right for the court to take up cases of its own motion.

e) How can a claim be made?

Court with jurisdiction. The court with jurisdiction is the one responsible for the
insolvency proceedings, i.e. the courtthat instituted or ordered the compulsory liquidation
(Commercial Code, Art. R. 651-1).

Statute of limitations. The right of action shall be barred after three years from judgment
pronouncing the compulsory liquidation (Commercial Code, Art. L. 651-2, para. 4), with
the proviso that the date on which the judgment is handed down is not included in the
calculation of the time limit (Court of Cassation, Commercial Chamber, 18 Jan. 2023, no.
21-22.090) and without consideration of the date on which the mismanagement of which
the director is accused was committed (Court of Cassation, Commercial Chamber, 8
April 2015, no. 13-28.512).

Referral procedures. Pursuant to Article R. 651-2, the matter shall be referred to the
court by writ of summons or in accordance with the procedure set out in Article 4R.631-
4.
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f) What are the substantive conditions?
i. A management fault, but not simple negligence

The text refersto mismanagement. However, since the Law of 9 December 2016, the
liability of the de jure or de facto director cannot be incurred in cases of "simple
negligence". For example, it has been ruled that failure to declare the cessation of
payments cannot be construed as simple negligence (Court of Cassation, Commercial
Chamber, 5 Feb. 2020, no. 18-15.072; Court of Cassation, Commercial Chamber, 3 Feb.
2021, no. 19-20.004). However, it all depends on the individual case.

ii. Mismanagement and associations

Since the Law of 1 July 2021, article L. 651-2 expressly states that when a non-profit
organisation is in compulsory liquidation, the court shall assess the mismanagement
taking into account the fact that the director is a volunteer.

iii. Date of fault

Only mismanagement prior to the judgment to open insolvency proceedings can be
taken into account. Therefore, when a debtor's compulsory liquidation is ordered during
or at the end of the supervision period of court-ordered reorganisation, the action for
liability on grounds of asset deficiency may not be brought on the grounds of faults
committed during the supervision period of the court-ordered reorganisation (Court of
Cassation, Commercial Chamber, 8 March 2023, no. 21-24.650). On the other hand, if
the compulsory liquidation follows the termination of the court-ordered reorganisation
and proceedings are initiated for a second time, a fault committed during the supervision
period of the first set of proceedings may be taken into account (Court of Cassation,
Commercial Chamber, 22 Jan. 2020, no. 18-17.030). It should be noted that directors
who delay in declaring the cessation of payments cannot be held to be at fault before the
expiry of the forty-five-day period available to directors to make this declaration. This
fault, even if established, would only serve to increase the shortfall in assets arising after
the expiry of this period (Court of Cassation, Commercial Chamber, 17 June 2020, no.

18-11.737).

iv. Damage

Damage is constituted by the asset deficiency, and the court cannot find a director
responsible for all liabilities, but merely asset deficiency (Court of Cassation, Commercial
Chamber, 30 June 2004, no. 03-12.816). However, a liability claim can be filed even if
the verification of debts has not been completed, as long as asset deficiency is certain
(Court of Cassation, Commercial Chamber, 28 Jan. 2004, no. 01-16.355). Only past
liabilities are taken into account(Court of Cassation, Commercial Chamber, 7 Oct. 2020,
no. 19-14.291). The factthat the company has ceased payments is not sufficientto prove
the existence of asset deficiency (Court of Cassation, Commercial Chamber, 24 May
2018, no. 17-10.117). Only debts incurred prior to the court's judgment to open
proceedings can be taken into account in determining the asset deficiency, which is
therefore not the case, for example, for redundancy payments unless they constitute
debts incurred prior to the judgment opening proceedings (Court of Cassation,
Commercial Chamber, 18 March 2008, no. 02-21.616).
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V. Causation

The fault must have contributed to asset deficiency. Therefore, a judgment ordering the
director of alegal entity to assume all or part of company's asset deficiency must specify
how each fault found against one or more directors contributed to the asset deficiency
(Court of Cassation, Commercial Chamber, 17 June 2020, no. 18-11.737).

Vvi. Settlement

No settlement may be reached in respect of judgments for asset deficiency (Court of
Cassation, Commercial Chamber, 5 Nov. 2003, no. 00-11.876). However, a settlement
is possible before the judgment is handed down (Court of Cassation, Commercial
Chamber, 8 March 2017, no. 15-16.005).

vii. Aspects of evidence

Investigative measures. Paragraph 2 of Article L. 621-9 of the Commercial
Code states that “where the appointment of an expert is necessary, this
may only be made by the bankruptcy judge, for the duties he shall determine
(...)” In practice, this often involves verifying the conditions of a liability claim.
According to the Court of Cassation, this assignment "is not a court-
appointed expert assignment pursuant to the rules laid down by the Code of
Civil Procedure on expert evidence" (Court of Cassation, Commercial
Chamber, 22 March 2016, no. 14-19.915). However, while setting aside the
very restrictive rules of the Code of Civil Procedure, this supreme court
changed its case law in this judgment, requiring compliance with "at the
minimum an adversarial procedure" (DP diff. entr., published in the Bulletin,
No. 380, April 2016, obs. J.-P. Rémery). This case law was reiterated in a
priority question of constitutionality: "There is no established case law
according to which Article L. 621-9, paragraph 2, of the Commercial Code
would be interpreted as authorising the expert appointed by the bankruptcy
judge to draw up and submit a report without having to comply with the
adversarial principle. While the Court of Cassation has ruled that the
assignment that a bankruptcy judge may entrust to an expert is not a court-
appointed expert assignment subject to the rules of the Code of Civil
Procedure and therefore does not require the permanent observation of the
adversarial principle in the performance of the investigations, it must be
ensured that the debtor or the director are involved in the expert's activities"
(Court of Cassation, Commercial Chamber, 5 Oct. 2022, no. 22-13.290). In
other words, as High Counsellor Jean-Pierre Rémery pointed out when
commenting on the judgment of 22 March 2016, “without going so far as to
impose a permanent adversarial procedure during the performance of the
operations, the Court of Cassation is seeking a delicate balance in the
abovementioned judgment and now requires that the interested parties
nevertheless be involved, even if it clearly excludes the obligation to
communicate a preliminary report” (cited above).

Article L. 651-4 allows the president of the court, acting on its own motion or at the
request of the persons entitled to initiate insolvency proceedings, to instruct the
bankruptcy judge or, failing that, a member of the court appointed by the bankruptcy
judge, notwithstanding any legislative provision to the contrary, to obtain disclosure of
any document or information on the assets and liabilities of the directors and
permanent representatives of the directors of legal entities, or on the income and
unrestricted assets of individual entrepreneurs with limited liability, or on the income and
personal assets of individual entrepreneurs covered by the status defined by the Law of
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14 February 2022, from public administration bodies and organisations, pensions funds
and social security organisations, payment institutions, finance companies, electronic
money institutions and credit institutions. This appointed judge may be assisted by any
person of their choosing, whose findings are recorded in a report filed with the court
registry and communicated by the registrar to the public prosecutor (Commercial Code,
Art. R. 651-5, para. 1).

2 —The outcome of liability proceedings for assetdeficiency

Judgment amount. Proportionality. This is a very important and specific point. As soon
as they identify several instances of mismanagement, trial judges must take care to
legally justify each of them. If they fail to do so, their decision is censured (Court of
Cassation, Commercial Chamber, 15 Dec. 2009, no. 08-21.906) based on the principle
of proportionality. As regards the amount of the judgment, the lower courts make their
own assessment at their discretion, within the limit of the deficient assets, bearing in
mind the seriousness of the misconduct and its impact on asset deficiency, without the
proportionality of this amount being reviewed by the Court of Cassation (Court of
Cassation, Commercial Chamber, 9 May 2018, no. 16-26.684). However, the amount
ordered may not exceed the amount of the deficient assets as determined on the day on
which the court rules (Court of Cassation, Commercial Chamber, 21 Jan. 2003, no. 01-
03.656). It is therefore a specific form of compensation for loss, compared with the
general principle of full compensation.

Precautionary measures. In practice, there is alow recovery rate for judgments handed
down for asset deficiency. The ability to take precautionary measures helps to improve
the recovery rate. Accordingly, the president of the court may order any appropriate
precautionary measure regarding the assets of directors or their permanent
representatives in order to prevent them from preparing for insolvency when an action
for liability on the grounds of asset deficiency is being considered. The text applies to
directors or their representatives as well as the unrestricted assets of sole trader limited
liability companies and, lastly, the rights or securities of individual entrepreneurs'
personal assets covered by the status set out in the Law of 14 February 2022 (C. com.,
Art. L. 651-4, para. 2). This provision derogates from article L. 511-1 of the Code of
Enforcement Procedures (Court of Cassation, Commercial Chamber, 31 May 2011, no.
10-18.472). It is worth noting that the amount of the sums ordered as precautionary
measures may not exceed the amount of the claim against the director or entrepreneur.
(Commercial Code, art. R. 651-5, para. 2).

Distribution of sums paid by directors. Pursuant to the last paragraph of Article L.
651-2, the sums paid by the directors or the sole trader limited liability company are
included in the debtor's assets. They are distributed among all the creditors on a pro rata
basis.

Since the decree of 18 December 2008, it has also been expressly stipulated that
directors or sole trader limited liability companies may not participate in distributions up
to the amount of the payments they have been ordered to make.

Version of 1 January 2024
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