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Introduction
Management liability is a central concern for investors. It provides a means of control over persons
with wide authority to dispose of investors' assets by establishing accountability of managerial staff.
Further, understanding the relevant management liability regime in the country in which a manager
or director is employed is relevant to all parties. Directors and managers must understand what
duties a specific legal system imposes on them and the consequences of failing to comply. A review of
Saudi Arabia's management liability regime is of particular interest, not only because foreign
investors continue to extend their investment in the country, but also because Saudi Arabia recently
passed a new commercial company law.
The liability of the person(s) charged with the management of a corporation is relevant not only for
the manager, but also for the company and its shareholders. The principal purpose of management
liability provisions is to influence management conduct and induce desired behaviour. By virtue of
their position and the authority bestowed on them by law and agreement, persons entrusted with the
management of a corporation assume far-reaching competences with respect to the administration
of assets of third parties (ie, the shareholders of the relevant corporation and other investors).
Further, where the liability of the relevant entity is limited – and thus its creditors have no recourse
against its shareholders – creditors and the market in general have an interest in these corporations
being managed soundly and diligently. To serve these interests, management liability regulations
seek to encourage behaviour that will minimise risks through establishing responsibility for
managerial conduct.(1)
However, this deterrent effect poses a risk for the company and its sound operation. Where
management liability is too restrictive, managers may become overly cautious and avoid
transactions or business opportunities with even moderate risk. This might considerably harm the
business of a corporation. Consequently, a balance must be struck between encouraging
management not to take unnecessarily high risks and allowing it to conduct the normal business of
the company without constant concern of being held liable for acceptable risks.
Understanding the management liability regime in the jurisdiction in which a company is
incorporated is not only relevant for local managerial staff in order for them to appreciate their
liability exposure, but also for the corporation and its shareholders. Where the existing management
liability regime is unsatisfactory for investors, they may choose to amend it by agreement. This may
be of particular importance where a local subsidiary will be subjected the control of its parent
company.
As the management and administration of different forms of corporation pose different challenges
and requirements for their management, the liability of the persons vested with the management of a

particular form of corporation may vary noticeably. This update focuses on the regulation of the
liability of managers of the two most frequently used corporations in Saudi Arabia:
l
l

limited liability companies (LLCs);(2) and
joint stock companies (JSCs).(3)

Overview
Unlike the legal systems of its neighbours, Saudi Arabian law is based nearly entirely on Islamic law,
as interpreted by the Hanbali school of law. Consequently, Saudi Arabian law is governed much less
by codifications and instead by Sharia law – in other words, the Islamic law principles derived from
an interpretation of the three sources of law accepted by the Hanbali school of Islamic law:
l
l

l

the Quran;
the Sunnah (ie, the verbally transmitted record of the teachings and deeds of the prophet
Muhammad); and
the Ijma' (ie, the consensus of Islamic scholars).(4)

Apart from Sharia law,(5) codifications have been implemented in certain areas of law. Due to the
primacy of Sharia law, as established by Article 48 of the Basic Law of the Kingdom of Saudi Arabia
(Royal Decree A/90, dated August 27 1412 Hijri),(6) these codifications are subordinate to Sharia
law. This means that they must be interpreted in line with Sharia principles. Where it is impossible to
conform a codified provision with Sharia principles, Sharia law will prevail.( 7 ) That said, Saudi
Arabian corporate law is largely codified. However, since these codifications must be interpreted in
line with Sharia principles and gaps therein will be filled by Sharia law, Islamic law remains highly
relevant in Saudi Arabian corporate law.
Liability under Companies Law
The issue of management liability is regulated for both JSCs and LLCs in individual sections of the
Companies Law(8) (Regulation of 1437 Hijri),(9) which was published in the Saudi Arabian Official
Gazette on December 4 2015 and entered into force in May 2016. JSC directors' liability is governed
by Article 165(2) of the Companies Law. The responsibilities of LLC managers is regulated by Article
78(1) of the Companies Law. Both provisions stipulate that persons engaged in the management of a
company will be individually and jointly liable towards the company, its shareholders and third
parties for:
l
l
l

violations of their duties under the Companies Law;
breaches of the company's articles; and
errors of management.

Liability for fraudulent acts is not expressly mentioned in Articles 78(1) and 165(2) of the Companies
Law. Nonetheless, since both articles stipulated extended statutes of limitation for fraudulent acts
(Articles 78(3) and 165(4) of the Companies Law), it is clear that they both establish management
liability for fraudulent acts.(10)
Where misconduct that would prompt liability of JSC directors under Article 78(1) of the Companies
Law is based on a unanimous decision of the board of directors, all board members will be held liable.
As for majority decisions, those directors who opposes a majority decision cannot be held
accountable, provided that their objection was recorded in the minutes of the relevant board
meeting. A director that was absent from the board meeting during which a decision prompting
management liability was made will not be released from liability under Article 78(1) of the
Companies Law, unless he or she can establish that he or she was unaware of the decision or unable
to object to the decision after becoming aware of it (Article 78(2) of the Companies Law). Similar to
Qatari law, the general assembly of a JSC may not release a director from its liability under Article 78
(1) of the Companies Law (Article 78(3)).
Liability claims against a director or manager are time barred three years after the harmful act being
discovered. Where the harmful act was conducted fraudulently, the statute of limitations is five years
(Articles 78(3) and 165(4) of the Companies Law).

Infringements
The duties of a manager of an LLC are not explicitly regulated by the Companies Law. Unlike as, for
example, UAE or Qatari corporate law, the Companies Law does not establish that the provisions
governing the duties of JSC directors must apply to the managers of an LLC accordingly. However, it
was generally accepted that the old Saudi Arabian Companies Law (Royal Decree M/6 of 1385 Hijri)
governing the duties of JSC directors applied to LLC managers analogously.(11) Since the
management liability regime was not changed within the new Companies Law, it stands to reason that
the same understanding will be applied to the new Companies Law, and the articles of the Companies
Law governing the liability of JSC directors will be applied to LLC management. However, this
interpretation has not yet been tested in front of the Saudi Arabian courts. However, even if the
courts were to change their position with the new Companies Law, the duties imposed on JSC
directors by the Companies Law are founded in Sharia law. Therefore, the same duties imposed on
JSC directors under the Companies Law would apply to LLC managers under Sharia law, which
remains applicable due to the priority of Sharia law over codifications of Saudi Arabian law.
General duty of loyalty
Saudi Arabian law does not explicitly impose a general duty of loyalty on directors to their company.
While a general duty of loyalty appears to be founded in the more concrete duties bestowed on
directors by the Companies Law (eg, see Articles 71 and 72 of the Companies Law), Article 75(1) of
the Companies Law – the principle regulation on the powers of directors – provides only that
directors must have the "widest authority"(12) to manage the company and does not limit such
powers to the objective of the company. However, a general duty of loyalty derives from Sharia law.
This duty may be derived from the director's classification as an agent of the company's shareholders
or as trustee of the shareholders' assets.(13) Regardless which understanding of the director's
position is applied, the doctrine generally accepts that Sharia law compels a director to act loyalty
towards the company and treat all shareholders fairly.(14)
Non-competition
Pursuant to Article 72 of the Companies Law, a director may not engage in any commercial activity
that is in competition with a business activity carried out by the company or conduct business in any
branch of the activities carried out by the company, unless with the permission of the company.
Permission must be issued by resolution of the general assembly and renewed every year. Notably,
Article 72 of the Companies Law does not address the issue of a director competing with the
company for third-party accounts. However, such a duty is established by Islamic law.(15)
Considering the priority of Sharia law over the Companies Law, it is immaterial whether Article 72 of
the Companies Law prohibits directors from competing with the company for third-party accounts.
Where a director infringes this obligation, the company may choose to seek compensation under
Article 78(1) of the Companies Law or consider the relevant transaction to be executed in its name
and for its benefit (Article 72 of the Companies Law). Considering that the non-competition
obligation is, among other things, founded in Sharia law, the manager of an LLC is bound to it
regardless of whether Article 72 of the Companies Law will apply to LLC management.
Self-dealing
Article 71 of the Companies Law prohibits directors from having a direct or indirect interest in any
transaction or contract concluded for the account of the company. Where a director contravenes
this ban, he or she will be liable for any damage or loss caused to the company, its shareholders or
third parties in this regard (Articles 71 and 78(1) of the Companies Law). Unlike its equivalent in
Qatari law, Article 71 of the Companies Law allows directors to be released from the ban of selfdealing. Directors will typically be released by a resolution of the general assembly, which must be
renewed annually. Whether Article 71 of the Companies Law can be applied analogously to managers
of an LLC is irrelevant, since the same obligation exists under Islamic law as applied in Saudi Arabia.
(16)
Use of insider information
According to Article 73 of the Companies Law, directors may not disclose insider information
concerning the company. Where they infringe this obligation, they may be held liable for damages or
loss caused by such indiscretion.
Duty to call extraordinary meeting of general assembly

If the losses of an LLC reach 50% of its capital – thus, its liabilities amount to the value of its assets,
plus 50% of its capital – the manager(s) must, within 90 days of becoming aware of such losses,
convene an extraordinary meeting of the general assembly to consider whether to continue or
dissolve the LLC (Article 181 of the Companies Law). Where the shareholders resolve to continue the
company, they must cover the losses of the company so that the company's assets amount to 100%
of its capital.( 1 7 )
A similar requirement exists for JSCs. Article 150 of the Companies Law requires the directors of a
JSC to convene an extraordinary meeting of the company's general assembly within 45 days of
discovering that the losses of the company reached 50% of its capital in order to decide whether the
company will be dissolved or its capital increased. Where managers or directors fail to comply with
this duty, they may not only be held liable under Articles 78(1) and 165(2) of the Companies Law,
but also may face punitive penalties pursuant to Article 211(d) of the Companies Law.
Infringement of company's articles
The Companies Law does not explicitly state that the duties of a director may be expended in the
company's articles. However, this follows indirectly from the fact that the articles of association of a
company may deviate from the Companies Law, insofar as the articles do not conflict with any
binding provisions therein.(18) Thus, the company's articles may not relieve the director from any
duties imposed by the Companies Law. That said, they may introduce additional duties. Considering
the existing ambiguity regarding the analogous application of the provisions governing the duties of
JSC directors to LLC managers , it is, for the sake of clarity, advisable to include these duties in the
articles of an LLC incorporated in Saudi Arabia. In addition, foreign investors frequently choose to
impose further duties and restriction of authority on directors and managers through the company's
articles or other agreements to extend control over local management. As Articles 78(1) and 165(2)
of the Companies Law refer only to the company's articles, their wording suggests that a breach of an
obligation imposed on a director in an agreement other than the company's articles will not prompt
management liability therein. If this were the case, the relevant director(s) may be held responsible
under contractual or possibly tortious liability.(19)
Error of management
Neither Article 78(1) nor Article 165(2) of the Companies Law define what constitutes an 'error of
management' that would prompt liability of management under these provisions. Thus, even minor
mistakes could produce management liability according to Articles 78(1) and 165(2) of the
Companies Law. Since this would significantly hinder the operation of a company, economic
considerations suggest that an error of management within the meaning of Articles 78(1) and 165(2)
should be interpreted more restrictively. Nonetheless, since no relevant jurisprudence is available
from the Saudi Arabian courts, it is unclear whether the courts would follow this interpretation.
Fraudulent act
The liability of JSC directors and LLC managers for damages or loss caused by their fraudulent
actions is provided for by Articles 78(1), 78(3), 165(2) and 164(4) of the Companies Law. However,
what constitutes a fraudulent act is not defined by the law. Under Islamic law, 'fraud' is generally
understood as:
l

l

the suggestion – as a fact – of something untrue by someone who does not believe his or her
statement to be true; or
the suppression of that which is true by someone with knowledge of that fact.(20)

Whether the Saudi Arabian courts will apply this definition of 'fraud' in respect of management
liability is uncertain, since no relevant jurisprudence is available.
Abuse of authority
Directors' liability for abuse of their authority is also not mentioned in Articles 78(1) and 165(2) of
the Companies Law. Further, a duty not to exploit managerial powers is not expressly mentioned in
the Companies Law.(21) Nevertheless, management liability for abuse of authority is generally
considered to be established by the Companies Law.(22)
Liability under Corporate Governance Regulation

Directors of a publicly listed JSC are bound to the Capital Market Regulation, issued by the board of
the Capital Market Authority pursuant to Resolution 1/212 of 2006 (October 21 1427 Hijra).(23) It
establishes, among other things, corporate governance duties and responsibilities in addition to
those deriving from the Companies Law. These include setting out rules of internal control (Article
10(b) of the Capital Market Regulation) and internal codes of conduct (Article 10(c) of the Capital
Market Regulation). Further, some of the duties established by the Companies Law are reaffirmed in
the Capital Market Regulation (eg, the ban of self-dealing without the permission of the general
assembly (Article 18(a) of the Capital Market Regulation and Article 71 of the Companies Law,
respectively) or the obligation not to compete with the company without the approval of the general
assembly (Article 18(b) of the Capital Market Regulation and Article 72 of the Companies Law,
respectively)). However, the Capital Market Regulation contains no clause holding directors liable
for breaching their obligations under the regulation.(24) Thus, liability for a violation of a director's
duties will – unless the violation also constitutes an infringement of the Companies Law – likely be
available only under tort.
Penalties and punitive measures
Further, directors may be penalised pursuant to Article 212 and following of the Companies Law. The
most severe penalties are provided for in Article 211 of the Companies Law, which stipulates that a
director may be punished by incarceration for up to five years or a fine of up to Sr5 million for
conduct (eg, misuse of funds and forgery of a company's financial records) listed in Articles 211(a)
through 211(e) of the Companies Law. Notably, Article 211(d) of the Companies Law penalises
directors for failing to call for an extraordinary meeting of the general assembly pursuant to Articles
150 and 181 of the Companies Law. Somewhat less severe punishments for misconducted are
provided for in Article 212 of the Companies Law, which penalises making misrepresentations
regarding the company to the public with imprisonment of up to one year and/or fines of up to Sr1
million. Finally, certain lesser offenses may be punishable by fines of up to SR500,000 pursuant to
Article 213 of the Companies Law. These include, among other things, not calling for the regular
annual general assembly or preventing a shareholder from participating in a general assembly.
While penalties under Articles 211 and 212 of the Companies Law will be imposed by public
prosecution, fines according to Article 213 of the Companies Law will be imposed by the Ministry of
Commerce and Industry or the Capital Market Authority.
Comment
While Saudi Arabian law is chiefly based on Islamic law, its corporate law is largely codified.
Therefore, management liability is mostly regulated by codified law. That said, some provisions of
Islamic law must be consulted in order to clarify certain ambiguities and gaps in the relevant statues.
The management liability regime of Saudi Arabia establishes the liability of managerial staff towards
the company, its shareholders and third parties. Managers may be held liable for infringement of the
Companies Law, breach of the company's articles of association and errors in management. In
principle, Saudi Arabian law comprises a management liability regime that is quite similar to that of
European jurisdictions. However, managements' responsibilities with respect to preventing overindebtedness under Saudi Arabia law are much stricter than in western jurisdictions. However, the
Saudi Arabian provision are similar to those of the other Gulf Cooperation Council companies.
For further information please contact please contact Nicolas Bremer at Alexander & Partner
Rechtsanwälte by telephone (+49 30 8870 8567) or email (nb@alexander-partner.com). The
Alexander & Partner Rechtsanwälte website can be accessed at www.alexander-partner.com.
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