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Module 5G – Duty of Due Care and Diligence

1.
Issue

Has [director] breached the duty of due care and diligence to [company] regarding conduct surrounding [takeover by company]?

2.
General Law Duty

Here, [director] is employed by [company] in the capacity of [director/non-executive director].  A duty of carer can arise: Daniels v AWA Ltd.

IF non-executive director

Here, [director] is a non-executive director and is also subject to the duty of care and diligence.  The basis for the duty arises through equitable obligations, and also under the tort of negligence: Permanent Building Society (in liq) v Wheeler.
IF Executive Director

Here, [director] is an executive director.  Generally the duty of care arises through [directors] employment contract; however, a duty also arises through equitable obligations and under the tort of negligence.

3.
General Principles

[Director] is under a duty to take reasonable care in the performance of their office.  The test is an objective standard judged by reference to what a reasonable director in the same position would have done, and also any skills [director] had at the time of taking office: Daniels v AWA Ltd.  

‘Same position’ will vary depending on the type of company, the size, nature of business and enterprise, and board composition.  

There is no clear distinction between the obligations of Executive and non-executive directors, as each situation must be considered individually, as more or less may be required of non-executive directors, depending on the circumstances: Daniels v Anderson.

[Director] must take reasonable steps to place themselves in a position to guide and monitor the management of the company.  More particularly:

· Directors must familiarise themselves with the company’s business when they join the board;

· Directors need not have equal knowledge and experience, but they are under a continuing obligation to make inquiries and keep themselves informed about the company’s business operations;

· Directors must be familiar with the company’s financial position;

· Directors appointed because they have special skills or experience in an aspect of the business of the company must pay attention to other aspects of the business which might reasonably be expected to attract inquiry, even if this is outside their area of expertise;

· Directors must be allowed to make business judgments and take commercial risks, but can’t safely proceed on the basis that ignorance and failure to inquire are protection against liability for negligence; 

· Directors can’t shut their eyes to corporate misconduct and then claim they didn’t see the misconduct and didn’t have a duty to look.

IF director has a special skill

Here, [director] has specialist skills, [lawyer/accountant etc].  Therefore [director] will be held to a higher standard of care for decisions within the scope of their expertise: Gold Ribbon (Accountants) Pty Ltd v Sheers.  In ASIC v Rich the qualifications of a chartered accountant together with broad financial experience was relevant to finding a higher level of duty.  

IF director argues that subjective considerations should be made

Here, [director] is arguing that the fact they were not qualified should be considered.  In Gamble v Hoffman, the court held that subjective characteristics did not affect the subjective standard.  

IF director absent from board meetings

Here, [director] has been absent from board meetings, which may be argued as a breach of directors duty to pay proper attention to the affairs of [company].  In Vrisakis v ASIC it was held that a director is expected to attend all meetings unless exceptional circumstances, such as illness or absence from the state.  The recent trend of high accountability would mean that [directors] absence without good reason would likely be a breach of duty.

IF director was not paying attention but relying on other directors

Here, [director] would be seeking to argue that his function only required him to attend the meetings and be concerned about things in his field. However, in Re Property Force Consultants the court held that the fact a director is appointed for specialised skill does not relieve him of his duty to pay attention to the company’s affairs which might be reasonably expected to attract inquiry.
CBA v Friedrich

A director is obliged to inform himself as to the financial affairs of the company and to the extent necessary to form each year, the opinion of solvency required for the directors under s259(4) CA, and this obligation cannot be avoided by claiming that they never read the financial statements

Daniels v Anderson

· AWA made losses on foreign exchange transactions

· Deals were not adequately supervised – there weren’t adequate internal controls to enable deals to be monitored

· Director able to conceal losses he was making on deals

· Audits took place – Daniels was the audit partner

· Real situation did not come to light notwithstanding audits – Daniels was aware of internal control defects, mentioned to CEO but warnings never taken up

· Sued auditors for negligence – for failing to bring defects to board’s attention

· Auditors argued company & directors had been negligent

Held

· auditors had been negligent, so had company

· Executive directors were held negligent, but non-executive directors were not – had requested information but full details were concealed from them

Gold Ribbon (Accountants) Pty Ltd v Sheers

· Director with special skills didn’t use them for the benefit of the coy

· Non-executive director had extensive commercial lending experience

· Company he sat on board of was making unsecured loans to accountant’s service coy at very high interest rates

· Directors set up operation and administration of loan scheme which was very high risk, the administrator in change inexperienced and incapable of filling role, and standard due diligence procedures not carried out on borrowers

Held QCA

· director had breached his duty of care:

· Didn’t involve himself in lending scheme and ensure it worked properly when he had special skills that made him capable

· However held that his breach of duty did not cause the loss as the other directors were also involved in scheme

4.
General Law Remedies

Here, [director] has breached the common law duty of care and may be liable for equitable compensation: AWA Ltd v Daniels.  

5.
Breach under Corporations Act

Section 180(1) contains the statutory duty of care and diligence.  The duty mirrors the general law: Re HIH Insurance Ltd; ASIC v Adler; Daniels v Anderson.

Examples of a breach of this duty include:

· Where the director allowed the company to enter into transactions that produce no benefits for it: ASIC v Adler (2002) (on appeal Adler v ASIC (2003).

· Where the director fails to take part in active supervision of the company’s management, or fails to supervise the company’s accounts: Daniels v Anderson.   

6.
Defences to Breach

Here, [director] may be able to raise a defence to the duty.  [Director] would argue that the decision was a business judgement.  A director or other officer who makes a business judgement is taken to meet the obligations of the duty of due care and diligence under the common law, equity and statute if:

(a) The judgement was made in good faith and for a proper purpose: s180(2)(a) CA.
(b) They do not have a material personal interest in the subject matter of the judgement: s180(2)(b) CA.

(c) They inform themselves about the subject matter of the judgement to the extent they reasonably believe to be appropriate: s180(2)(c) CA.

(d) They rationally believe that the judgement is in the best interests of the company: s180(2)(d) CA.

A business judgement is any decision to take or not to take action in respect of a matter relevant to the business operations of the company: s180(3) CA.  

There is next to no case law interpreting the decision, and it has not been used as a successful defence.  

IF director takes no interest in board of directors

Here, [director] may argue that as they took no part in the decisions of the board, and were not allocated specific tasks, then they can raise the defence, as they meet the requirements.  However, in Gold Ribbon (Accountants) Pty Ltd v Sheers, it was held that such a situation does not give rise to the defence as it is outside its scope.  

7.
Statutory Remedies

Section 180(1) and (2) are civil penalty provision: s1317E(1) CA.

Therefore the court may:

· Make a declaration of contravention, then

· Impose a pecuniary penalty: s1317G CA.
· Disqualify director from bearing office: s206C CA
· Make a compensation order: s1317H CA
IF Plaintiff is a shareholder

Here, even if there is a breach of duty it does not appear that [plaintiff] would have standing to bring an action
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