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The structure of corporations
in Australia

A corporation in Australia is established by the
process set out in the Corporations Act 2001 (‘the
Corporations Act’). The effect of incorporation
is to limit the liability of the corporation, its
shareholders and those who direct it, manage
it or are employed by it.

A corporation will be placed into liquidation if it is
unable to pay its debts as and when they fall due.
Creditors may only recover against the corporation’s
assets. The shareholders remain protected from
liability as do the Directors and Officers (D&Os) of
the corporation provided they satisfactorily perform
their duties.

Historically, Australia inherited the common law

of England at the time of colonisation in 1788.

It modelled its company law upon English legislation,
including the English Companies Act 1862 which
applied for many years. The current legislation was
enacted by the Commonwealth in 2001 and applies
in each State and Territory of Australia.

Who are Directors and Officers?
An Australian proprietary company is required to
have at least one director while a public company
must have at least three and in many companies
there is a board of directors who have powers to
direct the actions of the company by resolution.

An officer is defined by the Corporations Act to
mean a director or secretary, a person who makes or
participates in making decisions that affect the whole
or substantial part of the corporation, a person who
can affect the financial standing of the corporation
or a person whose wishes or instructions are acted
upon by the directors. It includes liquidators,
receivers and administrators of the corporation.

Liability of Directors and Officers
Notwithstanding the limited liability of a corporation,
D&Os carry the risk of personal liability for loss
suffered by the corporation or by shareholders and
for loss suffered by third parties in some circumstances.

Liability to the company

In general, D&Os owe certain duties to the
corporation, breach of which may cause loss to
the corporation for which it may claim damages
against them.

The essential duties owed include:
[ aldutyltolexerciselduelcarelandldiligence;

] aldutyltolactlinlgoodfaithlandforlproper]
purposes;land!

[ aldutyltolavoidiconTictsloflinterest.]

These duties are imposed by the general law
(the common law and equity) and also by statute.
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Theldutyltolexerciselduelcarelandldiligencelis]
required under the common law and equity and
under section 180(1) of the Corporations Act. The
standard of care and diligence is judged objectively,
measured by reference to the ordinary prudent person
in the position of a director or officer and may vary
depending on the size and business of the corporation,
itslcircumstanceslandlthelextentlofltheldirectors’]

or officers’ responsibilities within the corporation.

This duty is subject to the business judgment rule
by which D&Os are allowed to make business
judgments and business decisions in a spirit of
enterprise — section 180(2).

A breach of this duty may give rise to an action for
damages by the corporation at common law or for
equitable compensation or for what is known as a
‘compensation order’ under section 1317H of the
Corporations Act.

The Australian Securities and Investment Commission
(*ASIC’) may also bring proceedings for a pecuniary
penalty of up to $200,000 under section 1317G of
the Corporations Act.

Similarly, the duty owed to the company by Directors
and Officers to act in good faith and for a proper
purpose arises at general law and under section 181
of the Corporations Act.




A breach of this duty where the director or officer
has done so with intentional dishonesty or
recklessness, leads to criminal sanctions including
penaltiesiwherebylalmaximumifneloflA$220,000!
or 5 years imprisonment or both may be imposed.
Wider equitable remedies may be available including
avoiding the transaction not entered into in good
faith or an account of profits.

The third duty owed by Directors and Officers to the
corporationloflavoidingiconfictsloflinterestlariseslin
equity as a fiduciary obligation.

Insolvent trading

Directors also have a statutory duty to prevent
insolvent trading under section 588G of the
Corporations Act. In essence, a breach of duty
occurs where the corporation incurs a debt and

the corporation is insolvent at that time, becomes
insolvent by incurring that debt or by incurring at
that time debts including that debt, and at that time
there were reasonable grounds for suspecting the
corporation was insolvent or would become insolvent.

The courts apply an objective test, according to

the standard of a director or officer of ordinary
competencelwholislexpected tolhavelthelcapacityl
of reaching an informed position about the financial
capacity of the corporation and whether the
corporation is able to pay its debts as and when
they fall due.

The statutory defences to this breach of statutory
duty include that the director or officer had
reasonable grounds to believe the corporation was
solvent at the time it incurred the debt including
that they relied on a competent and reliable person
to provide adequate information about whether the
corporation was insolvent, they did not take part in
the management of the corporation at the time the
debt was incurred because of iliness or some other
good reason, or they took all reasonable steps to
prevent the corporation from incurring the debt.

A director or officer who breaches this statutory duty:

| maylbelguiltyloflalcriminalloffence, subjectltola’
declaration by ASIC and pecuniary penalty order
made under section 1317G of the Corporations
Act of up to A$200,000 and a disqualification
orderlunderisectionl206C;[

] alcompensationlorderlinlfavourlofithelcompany’
under section 588J or section 1317H at the suit
oflASIClorlthelCorporation;!

| anlorderlitolcompensatelthelcompanylunder’
section 588K where a court finds an offence
committedlunderlsection’588G(3);!

[ recoverylproceedingsiunderlsection]588M!
brought by the Liquidator of the corporation
or by creditors in circumstances in section 588R
to 588U.
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Prospectus and misrepresentation liability

A director or officer may also be liable to investors
for breach of obligations from the offering of
securities and misstatements in or omissions from
disclosure documents (contained in chapter 6D of
the Corporations Act). The director may also be
liable for breach of continuous disclosure obligations
(under chapter 6CA of the Corporations Act).

A director or officer may be liable for engaging in
conduct in relation to a financial product or a
financial service that is misleading or deceptive or is
likely to mislead or deceive under section 1041H of
the Corporations Act. For similar conduct in trade or
commerce, a Director or Officer may be liable under
the Trade Practices Act 1974 or its equivalent.

Derivative liability

There are also duties owed under various State and
Federal legislation particularly in the occupational
health and safety and environmental areas which

in many cases is imposed as a ‘derivative’ liability.

A typical feature of such a ‘derivative’ liability is that
the Director or Officer may be held criminally liable
for the company’s offence.

Personal liability

A director or officer may be personally liable for his/
her wrongful acts such as defamation, discrimination
or harassment of other employees, personal
involvement in statutory breaches such as anti-trust
activity under Part IV of the Trade Practices Act 1974.




Who can sue?

Anyone who suffers a loss as a result of the wrongful
acts of the director or officer may be a potential
claimant. However, the law must recognise a cause
of action to enable such a claim to be made,

bearing in mind the legal nature of a corporation
and the protection from liability it affords individuals.

The following is a list of those who can sue but the
more relevant question is on what basis can any
liability be established (which is covered in the
previous section):

1 The Corporation.

2 Fellow D&O.

3 Shareholders.

4 Creditors and third parties.

5 Liquidators, Receivers and Administrators.
6 Regulatory authority.

7 Employees.

Scope of liability/indemnification

Civil damages
D&Os may be held personally liable for compensatory
damages either at common law or in equity.

Punitive,lexemplary,laggravated.damageslarelnot!
common in Australia and the courts take a reasonably
conservative approach both in relation to whether
to award these damages and for how much.

Civil penalties

Civil penalties may be awarded against directors or
officers as compensation orders under section 1317H
or 1317HA for certain breaches of the Corporations
Act where damage has resulted. Pecuniary penalties
of up to A$200,000 may be ordered in favour of
the Commonwealth. A penalty is a civil debt payable
to ASIC on the Commonwealth’s behalf. Both
compensation orders and pecuniary penalties may
be enforced as a debt due by the person as if it
were a judgment debt.

Criminal sanctions

Criminal sanctions are available against D&Os where
they breach the Corporations Act with liability for
pecuniary penalties or imprisonment or both.
Generally these offences are not strict liability but
require culpable conduct with intent or recklessness
on the part of the Director or Officer.

Indemnification

The primary source of protection for D&Os is an
indemnity provided by the company under the
company’s Constitution or Deed of Indemnity.
Certain liabilities however are prohibited from being
indemnified by the corporation (see section 199A of
the Corporations Act) and in particular:

[ liabilitieslofitheldirectorlorloffceritolthel
corporationlandlitsisubsidiaries;

] liabilitiesIfor’compensationlordersioricivillpenalties;

[ liabilitiesitolthirdlpartiesiwhichldidInotlariselout]
oflconductlinlgoodfaith;land!
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<[ inlcertainlcircumstances,/paymentloficostsiforl
defending proceedings where adverse findings
are made against the director or officer.

Procedural issues

Statutes of limitations

The usual limitation period under Australian law is
6 years from the date the cause of action accrued in
contract or tort although the period varies from
State to State. In cases of personal injury and fraud
thisImaylbelextendedlwherelthelclaimantlhadlno!
knowledge or means of knowledge of the
circumstances giving rise to the claim. Proceedings
for a declaration of statutory breach, a pecuniary
penalty order or a compensation order may be
started no later than 6 years from the date of the
breach (section 1317K of the Corporations Law).

Class actions

Class actions are available in Australia and in the last
decade, there has been a large growth in the number
of shareholder and investor claims against corporations,
boards of directors and liquidators. In general, they
may be brought where an event gives rise to a
common cause of action amongst claimants.

A breach of the continuous disclosure requirements
has given rise to a number of these actions
particularly by shareholders. They often result from
the corporate collapses of large Australian entities.




Australian law allows litigation funders to support
the bringing of a class action on the basis that they
will pay the claimants’ legal costs and indemnify
them for any adverse costs orders in return for
which they are entitled to a share of the proceeds
of the litigation (usually 25% to 40%).

Investigations and Royal Commissions

D&Os are often the subject of investigation before
regulatory investigators such as ASIC or called to
appear as witnesses before formal investigations
such as a Royal Commission. These investigations or
inquiries can lead to adverse findings against the
director or officer and can give rise to civil or criminal
proceedings. As there may be no determination of
liability, the director or officer may need to be
legally represented and incur substantial legal costs.

Enforceability of foreign judgments
Australia is a signatory to treaties such as the New
York Convention which permits enforcement of
arbitration awards obtained in foreign jurisdictions
or has legislation (Foreign Judgments Act 1991)
which enables recognition of foreign judgments
for enforcement within Australia (usually where
reciprocal arrangements are in place).

Relevant insurance law

General background

Australian contractual insurance law is generally based
on the Insurance Contracts Act 1984 (‘the ICA’).
Prior to the operation of the ICA, Australian law
was governed by the common law with certain
statutory modifications.

The parties are free to contract as they like but the ICA
overrides breach of certain fundamental insurance
obligations including non-disclosure and
misrepresentation and the failure to comply with the
terms and conditions of the policy. In general, the
ICA will look to the prejudice suffered by the insurer
before allowing an insurer to avoid or restrict its
liability for claims.

Regulatory issues

The Insurance Act 1973 requires any insurer carrying
on insurance business in Australia to be approved by
the local insurance regulator, APRA, and obtain an
Australian Financial Services Licence (‘AFSL’). An
exceptionlappliesitolalLloydsunderwriter.]Itis!
generally accepted that Directors & Officers liability
insurance is permissible under Australian law.

AldebatelexistslaboutiwhetherlAustralialshouldlpermit]
‘non-admitted’ insurance in Australia. There is
legislation under debate about DOFIs, direct

off-shore foreign insurers, offering insurance in
Australia without approval or regulation by APRA.
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However insurers who are not currently deemed to
be carrying on insurance business in Australia, even
though they may in fact be covering risks located
in Australia, are not required or regulated at the
present time.

Avoidance/Severability

The rules concerning avoidance (or rescission) of an
insurance policy are set out in the ICA. In general,
the ICA will look to the prejudice suffered by the
insurer before allowing an insurer to avoid liability
for claims, even in the case of fraudulent
non-disclosure.

Insurance of Directors’ and
Officers’ liability

Claims experience

D&O insurance was first offered in Australia by AIG
in 1975. There was little demand for the product
until National Companies legislation was introduced in
approximatelyl19797andlcertainldirectorsidutiesiwere’
codified. In 1981, Chubb commenced underwriting
D&O which was soon followed by CE Heath.

Following the stock and property market collapses
of the late 1980s and early 1990s, there were
some huge claims made against Directors and
Officers which emphasised the importance

of these policies to protect the personal assets

of the individuals involved.




In 2001, one of Australia’s largest insurance
companies, HIH, collapsed which led to a hardening
of the D&O market, accelerated by reinsurance
pricing after September 11.

Significant claims have continued with much
publicised claims against Directors and Officers of
HIH and FAI, One-Tel and arising from a number
oflotherlcorporatelcollapses.Morelrecently,lsome!l
financial investment companies have collapsed
which is likely to lead to claims against the D&Os
of those companies.

Scope of local coverage
CurrentImarketiconditionslarelsoftlwithlextremel
competition amongst insurers and a particularly
benign claims environment due to strong equity
markets and strong economic conditions. Australian
D&OQIlpolicieslarelalmostlexclusivelylwrittenlon!?

a claims made basis.

Common exclusions include Insured v Insured
(subject to modification), dishonesty/intentional
acts,Imajorishareholdersiclaims;lotherlformslof!
insurancelsuchlas’Pl;linsolvency;lgeographylsuchl
aslUSA/Canadalclaims;lunacceptablelrisksisuchl
aslcollusion;lknown(claimsland.circumstances.

Common extensions, beyond the scope of the
InsuringlClause,lincludeloutsideldirectorships;’
extendedlreporting’period;licontinuancelcover;]
prospectus;linvestigations/inquiries; crisisicontainment.
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Market overview

There are no official statistics of the size of the
Australian D&O market. There are a number of
international players for D&O in Australia including
ACE, AIG, Chubb, Liberty and Zurich. Domestic
carriers include IAG/CGU and QBE.

Patrick George
Managing Partner

Kennedys (Australasia) Pty Ltd
Level 31, Citigroup Centre
2 Park Street

Sydney NSW 2000
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