LWB334 – Riedel Notes
 
                                                                   Semester 2, 2008


Module 5D – Duty to Avoid Conflict of Interest

1.
Issue

Has [director] breach a duty to [company] to avoid a conflict of interest.  

2.
Principle and Scope

[Directors] duty is not to have an interest in a contract, trust or other transaction with a company, unless the director makes full disclosure of the nature of the transaction to the members of the company in general meeting, and they approve of it by ordinary resolution: Aberdeen Railway Co v Blaikie Bros; Woolworth’s v Kelly.

The test of whether it is a breach is an objective test, generally tested by considering whether a reasonable man, looking at the circumstances of the case could see a ‘real sensible possibility of conflict’: Phipps v Boardman.  
A breach may occur where the contract is direct or indirect.  

· Direct vs indirect interests (SA v Clark)

· Director breaches duty whether the interest in the contract is direct or indirect

· Direct = where director contracts personally with the company

· Indirect = where director is director and shareholder of another company (SA v Clark) or partner in partnership that contracts with the company (Aberdeen)

IF director contracts personally with company

Here, the breach would be a direct breach as [director] has contracted personally with [company], and has obtained a direct benefit.  [Director] may be liable unless full disclosure has been given.  

IF director is a shareholder as well and contracts with company

Here, the breach would be an indirect breach as [director] is also a shareholder, and contracts with [company]: South Australia v Clarke.  An indirect breach will still be considered a breach of conflict.  [Director] may be liable unless full disclosure has been given.  

IF director is a partner in a partnership which contracts with company

Here, the breach would be an indirect breach as [director] is a partner in a partnership which is contracting with [company]: Aberdeen Railway Co v Blaikie Bros.  An indirect breach will still be considered a breach of conflict.  [Director] may be liable unless full disclosure has been given.  
IF director receives a salary from the other company

Here, [director] receives a salary from the other company; however this in itself will be insufficient to constitute a conflict: Baker v Palm Bay.  There needs to be something more than an ephemeral association and [director] being personally involved in both transactions would suffice: QLD Mines v Hudson.
IF there is a real possibility of conflict

Here, [director] has dealings with [company], which is contracting with [contracting company], which may result in an indirect benefit from the contract: QLD Mines v Hudson.  Whether this conflict is sufficient will depend on the extent of [directors] interest.  Generally the more involved [director] is the more likely there will be conflict: ANZ v Bangadilly.  
It is not necessary for conflict to cause either a loss to the company, or a profit to the director for there to be a breach: Gemstone v Grasso.  There are qualifications on the strictness of the application of the conflict rules.  

3.
Qualifications on strictness of application
While [director] may have breached the duty to avoid conflict of interest, there are qualifications which may lessen the general rules and permit [director] to have a conflicting interest, if [director] can show:

(a) They have been given authority by the company’s constitution to proceed with involvement in the transactions

(b) There has been full disclosure

· Effect of s 194 (voting and completion of TX – directors of proprietary companies)

· Director of pty ltd:

· Is permitted to vote

· Can retain benefits of TX and company cannot avoid it

provided that the director discloses nature and extent of interest in relation to affairs of company at directors’ meeting.

· Legal effect is that:

· Lessens director’s fiduciary duty to a degree; but

· Must be strictly complied with if equitable duty is to be prevented from operating (Guinness Plc v Saunders)

· Interested director can vote but still subject to a duty to vote in interests of company as a whole (Aust Growth Resources v Van Reesema)

· Disclosure of interest = no formal disclosure of facts to directors is required where directors are wholly aware of facts and in circumstances where relevant director’s interest is apparent (Woolowrths v Kelly)

· So don’t need some dogmatic declaration of interest where the director’s interest is apparent etc

(i)
Full Disclosure

The precise requirements for full disclosure under the general law are unclear.  It has been generally accepted that full disclosure and consent must be given to members at a general meeting: Regal Hastings Ltd v Gulliver.  

IF no disclosure

Here, [director] has failed to make any disclosure to the members in general meeting or the board of directors.  Therefore, [director] would likely be found to have breached their duty of conflict of interest.  

IF partial disclosure
Here, [director] has only disclosed part of the interest.  This is unlikely to be sufficient because it fails to give members all the information needed to identify risks and whether the transaction is in the best interests of the company: Pilmer v Duke Group.  Therefore, [director] would likely be found to have breached their duty of conflict of interest.  

IF full disclosure and no consent at General Meeting

Here, [director] has made full disclosure of their interest to members at a general meeting; however, the members have not given their consent for the transaction to continue.  Therefore this is unlikely to be sufficient and [director] would likely be found to have breached their duty of conflict of interest.  

IF full disclosure and consent at General Meeting

Here, [director] has made full disclosure of their interest to members at a general meeting and the members have consented for the transaction to continue.  This is likely to be sufficient disclosure and lessen [directors] duty: Furs Ltd v Tomkies.  

IF disclosure only to Board of Directors

Here, [director] has made full disclosure of their interest only to the board of directors who have given their consent.  Unless there is a provision in the constitution allowing for this disclosure, it is unlikely that this will be sufficient to attenuate [directors] duty: Woolworths v Kelly.  

Woolworths v Kelly

· Provision in const

· Kelly chairman, board resolved that it would establish pension fund, under fund entitled to $26 000 pa

· Board then resolved to increase K’s entitlements

· Change of control of Woolworths, new board wanted to reduce K’s entitlements

· Argued K made adequate disclosure even though no formal declaration of interests – no need to, quite clear that K was interested in resolution to establish fund

Held – could rely on const & disclosure

· Samuels JA – no need for ritualistic disclosure, substance is important so if everyone on the Board knew, that will be sufficient. no further information he could have given them

· Kirby P (dissent) – focussed on fact there was no actual disclosure (formalities)

(ii)
Authority by Company’s Constitution

Here, [director] would argue that they cannot be disqualified because they have acted in accord with clause # of [company’s] constitution.  

A typical provision would be similar to:

Where a director has an interest in a contract with the company:

(a) The contract cannot be voided

(b) The director is not disqualified from office

(c) The director is not liable to account for any profit realised

(d) The director can be accounted for in quorum (minimum number of people needed to start the meeting) at any meeting where the contract was considered

Providing the director makes full disclosure of the interest at the first relevant meeting of the board of directors.  

[Director] is still able to vote on matters relating to the contract with [contracting company], however, [director] must still meet the fiduciary duties to act honestly for the company as a whole etc: Australian Growth Resources Corp Pty Ltd v Van Reesema.  
IF director has complied with requirements (inc. disclosure as above)

Here, [director] would argue that they have fully complied with the requirements in the constitution as they have [set out things they’ve done], which is sufficient to less or attenuate the duty to a degree: Guinness Plc v Saunders.   

IF director has complied with some requirements

Here, [director] would argue that they have complied with the requirements in the constitution as they have [set out things they’ve done].  However, [director] has failed to [meet requirement #], and therefore this will not lessen or attenuate the duty as the provisions need to be strictly complied with to prevent the equitable principle from operating: Guinness Plc v Saunders.   

IF Board of Directors already aware of the interest

Here, the board of directors were already aware of the interest of [director] with regard to the contract with [contracting company].  In this case there does not need to be explicit disclosure of the interest: Woolworths v Kelly.  
4.
Duty under Corporations Act

In addition to the common law duty, [director] may also be liable under s191(1) CA, for failing to give notice of a material personal interest in a matter which relates to the affairs of [company].  

At a meeting of directors, [director] must give details of:

(a) The nature and extent of their personal interest

(b) The relation of the interest to the affairs of the company
(i)
Material Personal Interest in the matter

The interest must involve a relationship of some real substance, to the contract or some arrangement proposed so that it has the capacity to influence the vote of the director upon the decision to be made: McGellin v Mount King Mining NL.  It does not matter whether the interest is direct, indirect or continuing.  

Here, the interest is [state interest] which clearly [is/is not] a relationship of real substance which has the power to influence the voting.  
(ii)
Affairs of the company

Affairs of the company are defined in s53 CA, which provides an extensive definition.  
Any dealings by a body: s53(a)
This category covers:

(a) Promotion

(b) Formation

(c) Membership

(d) Control, business

(e) Trading

(f) Transactions

(g) Dealings, property

(h) Liabilities

(i) Profits

(j) Receipts

(k) Losses

(l) Outgoings

(m) Expenditure

of the body corporate.

Where the body is a trustee, matters concerned with the identification and rights of any beneficiaries under the trust: s53(b)
This category applies without limiting the generality of this sub-section and involves any rights or payments made under the trust that any beneficiary has received or is entitled to receive. 

The internal management and proceedings of the body: s53(c) 

Any act done by or on behalf of or in relation to the body corporate, its business or property when: s53(d); 

(a) a receiver is in possession of or has control over the body's property; 

(b) the body is under administration; 

(c) a deed of company arrangement executed by the body corporate has not yet terminated; 

(d) a compromise or arrangement between the body and any other person or persons is being administered; 

(e) the body is being wound up

Ownership of a body's securities: s53(e)
This includes:

(a) Shares

(b) Debentures

(c) Interests in a managed investment scheme. 

Powers over voting rights and the disposal of shares in the body corporate: s53(f)
This includes the power to exercise or control the exercise of voting rights attached to the shares or their disposal. 

Matters concerned with the ascertainment of persons financially interested in the body's success or failure, or able to control or materially influence its policy: s53(g)
There appears to be no distinction in this category between people who influence directly and those who do so indirectly. Neither is there any distinction between people who influence from within the company structure (such as directors and shareholders) and those from without. As the category is very wide, it will clearly be a question of fact as to whether or not a person falls into it. 

Dealings in the body's securities: s53(h)
The circumstances under which a person acquires or disposes (or becomes entitled so to do) of shares in, debentures of or interests in a managed investment scheme made available by the body. As with sec 53(e) and (f), information acquired under this clause is important in determining who holds and deals with the securities of the body corporate. 

Schemes for the sale of interests in a managed investment scheme: s53(i). 

Matters arising out of an audit or relating to an auditor's report: s53(j)

(iii)
Exemptions from notice

[Director] will be exempt from giving notice of an interest is it falls within one of the categories of s191(2) CA.  These categories include:

IF information about the interest: s191(2)(a)(i)-(viii) CA.  
If the interest:

i. arises because the director is a member of the company

ii. arises in relation to the director's remuneration as a director of the company; or 

iii. relates to a contract the company is proposing to enter subject to approval by the members 

iv. arises because the director is a guarantor, has given an indemnity or security for all or part of a loan to the company; or 

v. arises because the director has a right of subrogation to matters in (iv); or 

vi. relates to a contract that insures, or would insure, the director against liabilities 

vii. relates to any payment by the company or a related body corporate in respect of an indemnity permitted under section 199A or any contract relating to such an indemnity; or 

viii. is in a contract, or proposed contract, with, or for the benefit of, or on behalf of, a related body corporate and arises merely because the director is a director of the related body corporate; 

[Director] will not be required to give notice.   

IF the company is Proprietary

Here, [company] is a proprietary company and the other directors are aware of the nature and extent of the interest and its relation to the affairs of the company (191(3) CA) therefore, notice will not need to be given: s191(2)(b) CA.  And director can vote, maintain benefits and company can’t avoid transaction: 191(4) CA.  
IF certain conditions are satisfied: s191(2)(c)(i)-(iii) CA.  

If [director] has already given notice of the interest under s191(1) CA, and notice also given to any new directors, and the nature or extent of the interest has not materially changed above that disclosed, they will be exempt from the need to give notice of the interest.  

IF director has given standing notice under s192 CA

Here, [director] has given a standing notice of the nature and extent of the interest under section 192 and the notice is still effective in relation to the interest.  [Director] will be exempt from giving additional notice: s191(2)(d) CA.  
(iv)
Has notice been given

Notice:
· must give details of; and

· the nature and extent of the interest; and

· the relation of the interest to the affairs of the company; and

· be given at a directors’ meeting as soon as practicable after the director becomes aware of their interest in the matter.

· The details must be recorded in the minutes of the meeting.

IF notice given

Here, [director] has provided the board of directors with the required notice at the first available directors meeting.  The notice included the required information.  Therefore, [director] may not be liable for breach of duty.  

IF notice given but incomplete

Here, [director] has given some notice to the board of directors, but failed to provide all the required information.  It is likely that this is insufficient and [director] would be liable for breach of duty.  

IF no notice given

Here, [director] has failed to give notice to the board of directors regarding their interest in [company].  Therefore, [director] may be liable for a breach of their duty.  

5.
Remedies

A breach of the statutory requirements does not derogate from the general law or the company’s constitution: s193 CA.  

· Avoidance or recession of the K at the option of the company (Woolies v Kelly)

· Account of profits - Furs Limited v Tomkies (1936) 54 CLR 583; Regal (Hastings) Ltd v Gulliver Equitable compensation - Tavistock Holdings Pty Ltd v Saulsman (1990) 3 ACSR 502;

· Constructive trust - Cook v Deeks [1916] 1 AC 554;

· Equitable Injunction
IF Breach of Corporations Act.  

Here, [director] has breached their duty by failing to give full and proper disclosure of their interest.  The contravention of s191 CA, does not affect the validity of any transaction, act or agreement: s191(4) CA.  

Section 191(1A) CA, imposes strict liability on [director], who may face a maximum penalty of a fine of 10 penalty units ($1,100) or 3 months imprisonment, or both: Sch 3 CA.  
