LWB334 – Riedel Notes
 
                                                                   Semester 2, 2008


Module 5F – The Misuse Rule

1.
Issue

Has [director] breached a duty to [company] to avoid a conflict of interest regarding corporate opportunity?

2.
What is the misuse Rules?

As director, [director] is under a duty to avoid conflict or any real sensible possibility of conflict: Qld Mines v Hudson.  

Here, either the appropriation rule or profit rule will apply.

IF appropriate company property

Here, [director] is under a duty to not appropriate company property in his or her own favour without the fully informed consent of the members in general meeting: Cook v Deeks.

IF gained profit

[Director] must account to a company of which he or she is director for any benefit or gain which is obtained or received by use of or by reason of his or her position or of opportunity or knowledge resulting from that position unless it’s with the fully informed consent of the members in general meeting: Chan v Zacharia; Furs Ltd v Tomkies.
3.
Elements of the Misuse Rule

To establish the misuse rule it is necessary to: Regal (Hastings) Ltd v Gulliver
1. Show the act of the director is related to the affairs of the company and done in the course of their management and in utilisation of their opportunities and special knowledge as directors

2. Looking for the act of the director resulting in a personal profit

3. The company did not give its fully informed consent

(i)
Gain special knowledge in the court of management

The misuse rule will not be breached where the opportunity falls outside the scope of trust and agency which is created by the relationship of director and company: Qld Mines v Hudson.  

If there is a sufficient temporal and casual connection between the fiduciary obligations of [director] and the corporate opportunity, relevant factors include:

· Circumstances in which the opportunity arises

· Nature of the opportunity

· Nature and extent of companies operations

· Anticipated future operations

IF opportunity came to director by virtue of that office

Here there is a strong argument that the opportunity came about as a result of [director’s] position in [company], which would be a breach of their duty: Furs Ltd v Tomkies
IF company has already considered opportunity

Here the opportunity has previously been contemplated and rejected by [company]. Similar to Qld Mines v Hudson here it is likely that this will be favourable to director. 

IF company was unable to pursue the opportunity

Here [Director] would argue [company] was not in the position to take advantage of the opportunity therefore the opportunity was beyond his fiduciary obligation. In Regal Hastings the court held that it does not matter that the company cannot pursue opportunity as to allow this argument would provide temptation for directors not to exercise their best efforts in their capacity. However this position may be relaxing in Australia: Per Deane J in Chan v Zacharia.

IF director learned of opportunity in his personal/private capacity

Here [director] would argue that there is an insufficient nexus as he gained the opportunity in his private capacity rather than in his capacity as a director of [company]. Providing [director] can prove this, there is a good chance the court will accept the argument: Lord Russel in Regal. 

If took the opportunity before becoming director

The facts here resemble those in SEA Food International v Lam as the business opportunity arose before [director] was a director. In SEA the court held that an opportunity prior to the director being appointed was not in his capacity as director, however the court did note the future anticipated operations may be a relevant consideration. Therefore the court would examine [director’s] knowledge of him becoming a director and the anticipated future operations of [company] at that time.

IF company not involved in that area at the time

Here [director] would be seeking to relying on the fact [coy] was not involved in the business area at the relevant time. In SEA Food International v Lam noted that the future anticipated operations may be a relevant consideration to whether there has been a conflict. In the present case [talk about likelihood of coy pursuing that business opportunity].

Argument put forward by director that the transaction was fair
Here [director] should attempt to argue that the transaction was fair by the company. Although not currently an established excuse: Regal; Parker v McKenna there does appear to be a shifting judicial attitude to a position in favour of such an argument: by analogy with Furs Ltd v Tomkies; Mills v Mills.

Therefore, on the balance of probabilities it is likely that [director] [has/has not] acted on an opportunity arising from being [director].

(ii)
Profit

A profit made by a third party (rather than the director himself) will not be a breach (Regal Hastings v Gulliver).
IF profit clearly gained

Here, [director] has clearly gained a profit from the misuse of position.

IF no profit on facts

Here, [director] does not appeared to have profited from the opportunity.

(iii)
Consent

Under the General Law [director] will not be liable if:

1. there was fully informed consent by [coy] members in general meeting: Qld Mines v Hudson
2. there was provision in the constitution allowing directors to take up business opportunities or where there is provision for a bona fide resolution ratifying action.

IF there has been some consent by members but not fully informed

Here the members have consented but they would argue that that consent was not fully informed and therefore the breach should be found: Furs Ltd v Tomkies.  In light of the decision in Tomkies, here there is likely not to be fully informed consent.

IF there has been consent of the board

Here there has been consent of the board. This consent is usually insufficient to remove coy right to complain: Woolworths v Kelly However if there is a constitutional provision facilitating that approval then it is likely to be good consent. 

IF director is majority shareholder

In this case, [director] may be saved by the fact that she/he is a majority shareholder. Similar situation arose in Qld Mines v Hudson. In that case the court held that there was an informal acceptance by the members, but in that case the shareholders were also the directors. 
Therefore, considering all the elements, it would appear that [director] has misused their position as [director] and acquired knowledge or profit by way of the managements operations.  

4.
Strictness of Application

Generally [director] will not be able to avoid liability by proving that [company] did not suffer any loss, or that the transaction is otherwise fair to the company: Regal (Hastings) Ltd v Gulliver.  

· Where director breaches fiduciary duty director cannot avoid liability by proving that the company did not suffer any loss or tha the TX is otherwise fair to the company (Regal Hastings v Gulliver @ 154; Furs v Tomties @ 592)

· Although, fairness may be relevant to an application to the court for relief by a director under s 1318 (Fexuto v Bosnjak)

· No answer to breach of fiduciary duty that any profit made is of a kind that the company could not have exploited for itself (eg for financial reasons) (Regal Hastings v Gulliver @ 134, 144-5; Gemstone v Grasso @ 702; cf Chan v Zacharia @ 204-05)

5.
Remedies

May be liable for:

· Account of Profits: Regal (Hastings) Ltd v Gulliver.
· Constructive trust over certain property

· Shares held on constructive trust for innocent party

· Equitable compensation where the breach causes loss to the company: Tavistock Holdings Pty Ltd v Saulsman.
6.
Duty under Corporations Act

(i)
Misuse of Position

s182(1) CA – A director, secretary, other officer or employee of a corporation must not improperly use their position to:

(a) Gain an advantage for themselves or someone else or

(b) Cause detriment to the corporation

(ii)
Element of Misuse of Position

1. defendant was at relevant time a director of corporation;

2. defendant made improper use of his/her position;

3. defendant made improper use for purpose of gaining an advantage or alternatively, causing detriment to corporation;

4. advantage was either for director or for some other person.

(iii)
Misuse of Information

s183(1) CA – A director, secretary, other officer or employee of a corporation must not improperly use the information position to:

(a) Gain an advantage for themselves or someone else or

(b) Cause detriment to the corporation

(iv)
Element of Misuse of Information

1. defendant was at relevant time a director of corporation;

2. defendant acquired the relevant information;

3. defendant acquired that information by virtue of position as director of corporation;

4. defendant made improper use of information;

5. defendant made improper use for purpose of gaining an advantage or alternatively, causing detriment to corporation;

6. advantage was either for director or some other person 
(v)
Application
Elements (1), (2), (3) in each section can be easily applied with regard to the facts.  

(vi)
‘improper use of position/information’

It is an objective test as it consists of a breach of the standards of conduct that would be accepted of a director by a reasonable person with regard to: R v Byrnes:

· Knowledge of the duties

· Power and knowledge of the director

· Circumstances of the case

1. Consists of breach of standards of conduct that would be expected of a director by reasonable persons with knowledge of duties, powers and authority of a director and the circumstances of the case (R v Byrnes)

2. Content of the standards of the conduct which the law applies to directors here may mean in a particular case that a director’s state of knowledge or purpose may be relevant (eg duty to exercise power for proper purpose) (R v Byrnes; R v Towey @ 61)

3. Director may act “improperly” although there was no intent to act otherwise than honestly and in the best interests of the company as a whole (R v Byrnes)

4. Consequently, this section resemble the general law fiduciary duty to avoid conflict of interests

5. The fact that the benefits received by the director are reasonable does not preclude a finding that a director has made improper use of that position or information (Cummings v Claremont Petrol)

The director’s state of mind or their purpose may also be relevant: R v Byrnes.  

(vii)
‘to gain an advantage for themselves or to cause detriment to the corporation’

The courts have emphasised the word ‘to gain’ and that proving a breach of these provisions is done by showing improper use for the purpose of gaining and advantage or causing detriment without having to show that the conduct in fact caused the advantage to be gained or the detriment to be caused: Chew v R.  

· Narrower than the general law fiduciary duty regarding avoidance of conflicts of interests where proof of such purpose is not necessary

· Wider than the general law fiduciary duty because it covers gains to others (the general law only covers personal profit)

7.
Statutory Remedies

Section 182 and 183 are civil penalty provisions: s1317E(1) CA.  

Consequently under Part 9.4B CA the court may:

· Make a declaration of contravention, then

· Impose a pecuniary penalty: s1317G CA.

· Disqualify director from bearing office

· Make a compensation order: s1317H CA.

Additionally the sections may impose criminal liability if breaches are a result of dishonesty (s 184(2), (3)).  
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