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PROBLEM QUESTION APPROACH

Whose injury are we talking about?

The Company

General law

The company Corporations Act

Shareholder action: derivative action

o
oo

£ IR TR Shareholder action: constitution
h=

o

o

< ASIC Corporations Act

=

Third Party
Generally:

Shareholder(s)

Articles
General law rights
Fraud on the minority
Oppression

1. Identify the parties, their roles, and their responsibilities? Have they been
appointed and correctly constituted etc.? What are their titles? What are their
implied roles? What are their roles for the purposes of the statue?

2. work through all possible causes of action then make a judgement at the end about

whether it would be worthwhile for the party.

If advising a third party:

1. look at corporate contracting for enforcement of contracts;

2. look at directors’ duties for breaches that impact third party — can apply for statutory

injunction;

If advising the company:

1. look at corporate contracting for enforcement of contracts;

2. look at corporate constitution for breaches against the company by directors or

members;

3. look at directors’ duties for injuries against the company;

4. look at shareholder action for injuries against the shareholder.



If advising a shareholder:

1. look at directors’ duties via derivative action for injuries against the company;

2. look at corporate constitution for breach of constitution by company or other
shareholders;

3. look at shareholder action for injuries against the shareholder.

If advising ASIC:
1. look at statutory directors’ duties for injuries against the public or the company.
If advising a director:

1. look at corporate constitution for breaches of constitution by company;

2. look at liability for all directors’ duties for injuries against the public or the company
(ASIC, company or derivative action);

3. look at liability for shareholder action for injuries against the shareholder
(shareholder).



DEFINITIONS: CORPORATE GROUPS

Subsidiaries

e Under s 46, an entity is a subsidiary of another if the other body:
o controls the composition of the first body’s board, that is, if it can appoint or remove all or a
majority of directors of the first body (s 47); or
o isin a position to cast, or control the casting of more than one-half of the maximum number of votes
at a general meeting; or
o holds more than one half of the issued share capital of the first body; or
o the subsidiary is a subsidiary of a subsidiary.
Gramaphone & Typewriter Ltd v Stanley — if one buys even all shares of a company, it does not in any way diminish
the rights and powers of the directors, or make the property of the company his, as distinct from the corporations.
He is merely entitled to dividends on his shares and to vote as per the rights in his shares.

Related Bodies

e Under s 50, an entity is a related body corporate if it is:
o a holding company of another body corporate; or
o asubsidiary of another body corporate; or
o asubsidiary of a holding company of another body corporate.
IEL v Blackburn — ‘it can hardly be contender that the provisions of the Act operate to deny the separate legal
personality of each company in a group... the creditors of ... a subsidiary company within a group can only look to
that company for payment of their debts. They cannot look to... the holding company for payment.

Control

e An entity controls another entity where it has the capacity to determine the outcome of decisions about the
second entity’s financial and operating policies —s 50AA(1).

e This will occur where it has a practical influence on a practice or behaviour of the second entity —s 50AA(2).

e Itis not enough that a first and third entity jointly have the capacity to determine the outcome of decisions
about the second entity’s financial and operating policies - s 50AA(3).

e [f the first entity is under an obligation to exercise their capacity for the benefit of someone other than the
first entity’s members, they are not ‘in control’ of that entity - s 50AA(4).



DEFINITIONS: DIRECTORS AND OFFICERS

Who is a director?

Common law - a person who acts as a director or senior manager without legal authority cannot escape
liability under statue or the general law by denying that they are a director or officer — CAC v Drysdale.
Corporations Act — For the purposes of the Corporations Act, a director is one validly appointed as a director
or someone who satisfies the s 9 definition of director:

O

De facto director — [Director] is a de facto director because they have acted in the position of a
director or the directors of the company —s 9. In Grimaldi v Chameleon Mining NL, it was held that
the nature and extent of the functions to be performed and the constraints imposed on the person
will be the decisive factors in determining if the person is a director. If they have a general and
unconstrained role that permits them to take an active part in the affairs of the company, it is more
likely that the person is a director. [Party] undertook an active part in managing the affairs of the
company by [action]. [Party] also had free reign to [action]. Therefore, [party] is a director for the
purposes of the act.

= (Grimaldi was a consultant, integrally involved in Chameleon’s operations. Court held that

Grimaldi was a director.)

Shadow director — [Director] is a shadow director because the body of the company is accustomed
to act in accordance with their instructions or wishes — s 9. In Standard Chartered Bank of Australia,
it was held that this ‘shadow’ director provision is made out when the person shows a willingness
and ability to exercise control, and actual control over the management and financial affairs of the
company. [Party] satisfies the first element by [action]. [Party] satisfies the second element by
[Action]. Therefore, [Party] is a director for the purposes of the act.

Note: officers are also liable for most duties.

Who is an officer?

Rule — For the purpose of the act, a person is an officer if they are:

A director or secretary of the corporation — s 9 ‘officer’ (a)

A person who makes or participates in making, decisions that affect the whole, or a substantial part, of the
business of the corporation — s 9 ‘officer’ (b)(i)

A person who has the capacity to affect significantly the corporation's financial standing — s 9 ‘officer’ (b)(ii)
A person in accordance with whose instructions or wishes the directors of the corporation are accustomed
to act (excluding advice given by the person in the proper performance of functions attaching to the person's
professional capacity or their business relationship with the directors or the corporation) —s 9 ‘officer’ (b)(iii)
A receiver —s 9 ‘officer’ (c)

An administrator — s 9 ‘officer’ (d)

A liquidator — s 9 ‘officer’ (f)

Application — Party Action. Therefore, Party is an officer for the purposes of the act.



TYPES OF ASSOCIATION

Why associate?

People choose to associate for a number of non-profit goals including charitable, educational, scientific, sporting,
professional, or individual objects. Association is also used to enhance private business activity, minimise tax imposts
and marshal public funds.

Types of Business
Association

Unincorporated Incorporated

Entities Entities

Sole Trader Public Private

Incorporated

Joint Venture o
' . Associations

Limited by shares Jied Unlimited Liability

Limited by
guarantee

Partnership == Limited by shares

Insurance

Unlimited liability oS

Not for Profit

association No liability Charted Company

Statutory
Corporation

Syndicate

10



Public and Private Companies

The two main types of companies that can be registered under the Corporations Act 2001 (Cth) are proprietary or
‘private’ companies and public companies -s 112.

Key differences between public and private

Raising money
Regulation
Shareholder limits

Directors

Limited by shares

Unlimited liability

Limited by
guarantee

No liability

Shares and
guarantee

Public
Can raise money from the public

Increased regulation
No limit

Min. three directors —s 201A

Private
Can’t raise money from the public —s 113(3)

Less regulation

Maximum of 50 non-employee shareholders -
s113; s 45A

Min. one director —s 201A

Liability Structures

A company limited by shares is a company formed on the principle of having the lability
of tits members limited to the amount (if any) unpaid on the share respectively held by
them. If shares are issued as fully paid, their holder has no further obligations to
contribute to the debts and liabilities of the company.

There is no limit to the liability of members. If the share capital cannot satisfy creditors,
then members may be called to satisfy debts.
Not often used, but has the benefit of allowing share capital to be reduced without

restriction.

In practice, employed for non-profit
activities. The Act defines it as one
‘formed on the principle of having the
liability of its members limited to the
respective amounts that the members
undertake to contribute to the property
if it is wound up’ - s 9. Members’
guarantees can only be charged during
the winding up, not during the life of the
company. Inconvenient vehicle for a
business requiring share capital as it has
none. Revenue is raised through fees or
loans.

Only for mining companies. Designed to
encourage investment in inherently risky
operations. Only really relevant for not
fully paid shares. If a company goes
bankrupt then the outcome is the same
for fully paid shares.

These types of companies can no longer
be registered. Developed to address
cases where some capital was required
to obtain a premises etc.

Not available to private companies.

Not available to private companies.

Not available to private companies.

11



Changing of company types

Can be changed through Pt 2B.7 procedures.

Factors affecting the decision to incorporation

Types of finance

There are two types of finance, debt and equity. Both can be used to diversify risk.

e Equity — (from shareholders and business activity) — shareholders take risk of company success failure.
e Debt — (from creditors) — creditors take risk of company success or failure.

Benefits of incorporation

There is complex calculus involved in the choice of form of association. Generally, however, for large enterprise the
advantages of incorporation, the transferability of corporate securities and the existence of organised securities
markets will compel registration under the Corporations Act.

e Limited liability — partners are personally liable for the firms debt and their credit may be pledged by a
partner acting within the ostensible scope of firm business. Incorporation insulates members’ other assets
from claims.

e Perpetual succession — Unaffected by death or bankruptcy of any member.

¢ Financing — floating securities (float above the assets of the company. The company can still obtain and
dispose of assets, until a predefined default).

e Cost, formality and continuing obligations — Cannot be freely dissolved like a partnership. This burden of
formality is a major cost of incorporation against which the corporate advantages must be weighed.

e Taxation — Imputation credits — some complex tax issues.

Example: Engineers in partnership

e The advantages for those engineers of incorporating their business would be:
o Reduced transaction costs on entry or exit of partners — there is no need to transfer assets or re-
document leases, bank facilities, and etcetera each time such an event occurs.
o Ifthe y want to sell the business as a going concern, it will be much simpler
o They will be able to contract with outsiders using a default limited recourse term, which limits their
liability to clients to the assets of the business.

The nature of share capital

Share capital is a device to allocate risks, rights and functions among participant in a business. In companies that
have limited liability, there is the further function of fixing the minimum contributions by members to the liabilities
of their company. Shares confer a bundle of rights and are described as a chose in action as the shareholders do not
have any legal or equitable interest in the assets of the company.
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INCORPORATING UNDER AUSTRALIAN LAW

What companies can be registered?

The following types of companies can be registered:

Proprietary companies — Limited by shares | Unlimited with share capital —s 112.
Public companies — Limited by shares | Limited by guarantee | Unlimited with share capital | No liability
company —s 112.

Restrictions on proprietary companies

Limited in size and membership (50 non-employee members) and must not engage in any activity that would require
the lodgement of a prospectus.

Privileges of proprietary companies

All proprietary companies

o Any proprietary company may register with a single shareholder and trade with a single director —s
114(1)

o The requirement to hold an annual general meeting only applies to public companies —s 250N

o All proprietary companies may use the facility of passing shareholder resolutions without holding a
meeting —s 249A

o Proprietary company’s stand outside the prohibition upon participation by directors in deliberations
in which they have a material person | interest in.

Small companies only (less than $25m in revenue, assets of less than $12.5m and less than 50 employees — s
45A)
o Companies other than small proprietary companies must prepare financial statements for each
financial year, have those statements audited and lodge them with ASIC and have them publically
accessible.
o Small companies only must prep financial statements and send them to members if:
= Shareholders with at least 5% of votes direct company to do so —s 293.
= The company is controlled by a foreign company —s 292.
= ASICdirects it to doso—s 294,

o These statements do not need to be lodged with ASIC.

Process of incorporation

General rules:

Minimum of 1 member —s 114,

A proprietary coy must have at least 1 D. The D must ordinarily reside in Australia. A public coy must have a
least 3 directors. At least 2 must ordinarily reside in Australia —s 201A(1)-(2).

Application must be lodged with ASIC and contain all details required by —s 117.

ASIC gives company CAN, registers company and issues certificate —s 118.

Company comes into existence on registration —s 119.

A company is incorporated in Australia and is registered in the state or territory specified in the application —
s 119A.

A person becomes a member, director or company secretary on registration if the person is specified in the
application with their consent —s 120.
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SEPARATE LEGAL PERSONALITY: PRINCIPLES

Principles

e A company registered under the Corporations Act has the legal capacity and powers of an individual —s
124(1); Salomon v A Salomon (the boot maker case).

e A company is distinct from the individuals running it. Therefore, generally, acts of the directors or managers
as organs of the company are ascribed to the company - Salomon v A Salomon.

e The property of the corporation is distinct from that of its members — WS Holdsworth, A History of English
Law.

Consequences

e Owners, managers and employees can wear different hats. They can act in different capacities — Lee v Lee’s
Air Farming.

e Members, even a controlling shareholder, can contract with the company — Lee v Lee’s Air Farming (he was
an employee as well).
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SEPARATE LEGAL PERSONALITY: PIERCING THE VEIL

There are some cases in which departure from the doctrine must be made so that an act, omission, right, privilege,
duty or liability of a company can be treated as one of a director or manager in place of, or in addition to, the
company. Only occurs in exceptional circumstances, the company is made transparent so the persons behind it can
be seen as the persons to whom the corporate right, privilege, duty or liability can be ascribed.

This can occur where:

e The company is a mere cloak or sham — Gilford Motor Co v Horne; Jones v Lipman.
e Agency relationship — Smith, Stone & Knight.
e Statute —when a company incurs a debt while insolvent — s 588G,H V-X.

Cloak or Sham

Rule - a company is a mere cloak or sham whereby the company structure is used to enable another person to avoid
existing legal responsibilities - Gilford Motor Co Ltd V Horne.

e |n order for exception to apply, there must be evidence of impropriety — Jones v Lipman.
e This will be easier to prove where there is actual subjective dishonesty — Kensington International v Congo.

Examples

e Company was created to avoid non-compete clause — Gilford Motor Co.
e Avoid equitable remedy in relation to property sale to wholly owned company — Jones v Lipman.

Agency

Rule - there is an agency relationship between a parent company and a subsidiary and the subsidiary is carrying on
its business as the business of the parent company — Smith, Stone and Knight.

o The case established the following dicta:

o Were the profits treated as the profits of the parent?
Where those conducing the business appointed by the parent?
Who was the head and brain of the enterprise?
Did the parent make all strategy, tactics and capital d?
Did the parent make profit by application of its skill and direction?
Was the parent in effective and continual control?

O O O O O

Statutory Exceptions

Several provisions in the Corporations Act 2001 (Cth) contain directions to pierce the veil of incorporation.

e When debts are incurred by the company when it is insolvent or its solvency is impaired by incurring that
debt. Its directors are exposed to personal liability for those debts where they knew or ought to have known
of the insolvency —s 558G

e Similarly, where the company is a subsidiary of another company, that holding company may also be made
liable in relation to those debts where it knew or ought to have known of the state of its financial affairs —
ss 588V-588X.
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