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Module 5C – Duty to Exercise Powers for a Proper Purpose

1.
Issue

Did [director] exercise their power for a proper purpose?

2.
Duty Owed

As director [director] must exercise their powers for a proper purpose, not for a purpose foreign to the power or to obtain some private advantage: Mills v Mills.  

The onus of establishing that there was an improper exercise of power rests on [plaintiff] as they are asserting misuse: Ascot Investments v Harper.  

Duties are owed under the general law and under the Corporations Act.
Here, [director] has exercised their power for [purpose].  In considering this purpose an objective test is used involving 2 steps: Howard Smith v Ampol Petroleum.

1. What are the purposes for which the power may be exercised?

2. Why was it exercised by the directors?

3.
What are the purposes for which the power may be exercised?
The court will examine the purposes for which the power may be exercised. This is a question of law.

The court will need to ascertain the nature of the power and the purpose for which it was conferred: Howard Smith.

· This is a question of law for the courts

· Must be exercised in the proper interests of the members generally

There is no set test as to what is a proper and improper purpose, however, the court will try to identify some objective purpose to the power and will be guided by the constitution of the company: Whitehouse v Carlton Hotel.  

The board of directors has an unfettered power to issue shares: s124(1)(a) RR.  Unless there is a restriction on this power in the constitution, the board and [director] are generally free to issues shares; however the issuing of shares is not always done for a proper purpose. 

IF purpose to raise capital required by company

Here, [director] would argue that the purpose was to raise capital required by the company.  It has been held that this is a proper purpose, but it would be too narrow a purpose to be the only reason to issue shares: Howard Smith
IF purpose to secure the financial security of company

Here, [director] would argue that the purpose was to secure the financial security of the company.  It has been held that this is a proper purpose: Harlowe’s Nominees.
IF purpose a good commercial opportunity to issue shares

Here, [director] would argue that the purpose was a good commercial opportunity existed by issuing shares.  It has been held that this is a proper purpose: Pine Vale Investments v McDonnell.  
IF power manipulates voting power in favour of one shareholder or group

Here, [plaintiff] would be arguing that the purpose was to manipulate the voting power in favour of one shareholder or a group of shareholders.  This has been held to be an improper power: Whitehouse v Carlton Hotel.
IF power destroys a majority interest

Here, [plaintiff] would be arguing that the purpose was to destroy a majority voting power.  If the directors are motivated by a desire to relegate a majority interest into a minority power by issuing more shares it will be held to be an improper power: Ngurli v McCann and Howard Smith.

Therefore on balance, the purpose of the power exercised [may/may not] have been done for a proper purpose.  

4.
Why was the power exercised?

The reason the power was exercised is an question of fact, tested objectively: Howard Smith.  It is the perception of the directors, rather than the objective commercial justification which will determine the purpose: Re Southern Resources.

Here, [director] would argue that the power was exercised to [raise capital/secure financial security/good commercial opportunity], however, [plaintiff] would argue that the purpose was to [destroy a majority interest/manipulate voting power].  

IF more than one purpose

Where there is more than one purpose the court will not intervene unless it is established that [directors] motivating purpose is improper.  The ‘but for’ test is used: Whitehouse v Carlton Hotel.  The test is ‘but for’ the presence of the improper purpose, the power would not have been exercised.  Here, [directors] would argue that the motivating purpose was [reason].  

· Regardless of whether the improper purpose is dominant or but one of a number of significantly contributing causes, the issue of shares is invalidated if improper purpose is causative in the sense that, but for its presence, the power would not have been exercised (Whitehouse v Carlton Hotels @ 426-27)

If the need for shares is finance based, the court will consider a variety of factors. 

IF defending hostile takeover bid

Here, similar to Howard Smith, they sought to increase share numbers to defend a takeover bid.  While it was conceded that capital was needed, no other means was sought, and it was held that, but for, the takeover, the share issue would not have happened.  This is not considered an improper purpose if designed to maximise the value of members’ shares or advance the commercial interests of the company.  
IF no other sources of finance have been sought

Here, [directors] have not pursued any other means of raising capital, such as loan capital or selling assets.  This would indicate that but for the improper purpose the shares would not have been issued: Howard Smith.

IF other sources of capital pursed

Here, [directors] have pursued other means of raising capital, such as loan capital or selling assets.  This evidences that the financial factor was main reason behind the share issue, and the issuing would have occurred even without the effects on the majority voting control: Howard Smith.

IF amount of share issue greater than 15%
Here, the share issue is more than 15% which requires a resolution of support from members in the general meeting: ASX Listing Rules.  Therefore, if the majority members were in danger of losing their majority, they would vote against such a proposal.  

IF Directors support the Majority

Here, it will be relevant that the directors support the majority voting power.  This shows an intention to carry out the issuing despite the affect on the majority power.  
Howard Smith Ltd v Ampol Petroleum Ltd

· A takeover of R W Mill (Holdings) Ltd, whose major shareholders (Ampol and Bulkships) owned 55% of the capital

· The 2 independent shareholders pooled their votes to make a joint takeover bid

· Howard Smith made a higher takeover bid and to ensure it succeed Miller issued sufficient shares to reduce Ampol-Bulkships majority

Held

· Miller had breached their duty and the share issued to Howard Smith was invalidated

· Directors were motivated to reduce the combined majority shareholding, and this was invalid.

Whitehouse v Carlton Hotel Pty Ltd

· Carlton Hotel was a family company controlled by the father who was its governing director, and had the sole power to issue shares

· There were 3 classes of shares: A (the father held), B (his wife) and C (2 sons and 4 daughters), and only A class shares had voting rights while the father was alive.

· When the family divorced, the daughters sided with mother, and sons with father

· To prevent losing control, the father issued B class shares to his son, and some time later sought to annul the allotment

Held

· The allotment was invalid as a result of the governing director’s breach of duty

· Father was motivated by purely selfish considerations, in the hope that after his death the company would be controlled by those who he favoured

· Interestingly the decision to invalidate the share issued was advantageous to the director who issued them and changed his mind

Hannes v MJH Pty Ltd

· The motivating purpose and the real reason for the governing director’s actions to issue shares to himself and enter into a serve agreement was self-interest and desire to derive additional personal benefits

· These motives overshadowed the directors duty to act in the interests of the company and to act for a proper purpose

Kokotovich Constructions Pty Ltd v Wallington

· An issue of shares by a governing director to his children was invalid even though one of the purposes of the issue was to raise capital

· Concluded that but for the governing directors improper purpose of manipulating voting power, the share issue would not have been made

5.
Remedies

If there is a breach, [directors] action is voidable at the instance of [company].  

Other remedies may be available to members including:

· Statutory Derivative Action: s236 CA

· Injunction: s1324 CA.
· Oppression (individual shareholder right to pursue): s232 CA.  

More information on members’ remedies ( Module 5I?
6.
Duty under Corporations Act

[Director] may also be liable under a breach of s181(1)(b) CA, which mirrors the general law above, and requires directors to exercise their power for a proper purpose and has no effect on the equitable duties: s185 CA.  

The section is a civil penalty provision, so only ASIC can enforce it: s1317E(1)(a) CA.  The court may:

· Make a declaration of contravention: s1317F CA.

· Impose a pecuniary Penalty: s1317G CA
· Disqualify [director] from bearing office: 

· Make a compensation order, for any loss or damage resulting from the breach: s1317H CA.    

IF action is reckless or intentionally dishonest

Here, [director] has acted recklessly or intentionally dishonest, which would also make them criminally liable for their actions: s184(1) CA.  However, ASIC will address civil penalty provisions before considering criminal action.  

Therefore, [director] [may/may not] be liable under the Corporations Act for the breach if ASIC choose to begin proceedings.  
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