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1. Separate Corporate Personality 

The ‘separate entity’ doctrine (that the company is an entity separate to its shareholders) established very early in Salomon’s case (Salomon v Salomon & Co [1897] AC 22) applies in Australia. 

The Corporations-Act-2001-(Cth) confirms that a company comes into existence as a body corporate on the day it is registered by the Australian Securities and Investments Commission (ASIC).
  In doing so, a ‘company’ becomes a legal entity with the legal capacity and powers of an individual.

2. Limited Liability
Salomon's Case also gives attention to the notion that a company’s property is not the property of the members, and its debts are not the debts of its members.
 As such, in combination with the principle of separate corporate identity, it may be argued that the principles have lent themselves to the concept of limited liability.
 Of course, it is for the company, at the time of incorporation, to determine the liability of its shareholders and this is a matter removed from its separate corporate personality status.  For a variety of reasons, including shareholder security and economic efficiency,
 Australian companies will often conclude to be limited by shares. 
In application, the shareholders of a limited liability corporation are not personally liable for debts incurred or torts committed by the company. In the event that a company falters, a shareholder's losses are limited to the amount that the shareholder has invested in the company.
 

3. Lifting the Corporate Veil 

3.1 Definition

The expression 'lifting or piercing the corporate veil' refers to a court looking behind the separate legal personality of a company. In effect, the court will look behind the corporate entity to assign a corporate right, privilege, duty or liability to a member of the company where a strict application of the separate legal personality doctrine would vest the liabilities or rights solely in the company.

3.2 When to lift

The case law in Australia has demonstrated that the courts are generally reluctant to lift the corporate veil.
 Yet, the limits of an occasional decision of a court to lift the corporate veil is not concluded. It is, therefore, difficult to predict the situations in which the courts will pierce the corporate veil, and there seems to be a tendency to ‘reinvent the wheel’ each time it is argued.
 

Australian courts have approached veil–piercing cases in an ad hoc manner with underlying policy considerations in mind. As Rogers AJA confirmed in Briggs-v-James-Hardie-&-Co-Pty-Ltd:

The threshold problem arises from the fact that there is no common, unifying principle, which underlies the occasional decision of courts to pierce the corporate veil. Although an ad hoc explanation may be offered by a court which so decides, there is no principled approach to be derived from the authorities...

When deciding to disregard the separate legal personality principle Jenkinson-J, in Dennis-Wilcox-Pty-Ltd-v-Federal-Commissioner-of-Taxation,
 stated that a court should do so,

“…only if [they] can see that there is, in fact or in law, a partnership between companies in a group, or that there is a mere sham or façade in which that company is playing a role, or that the creation or use of the company was designed to enable legal or fiduciary obligations to be evaded or a fraud to be perpetrated”.

Jenkinson J’s summation, while not exhaustive, does include some indicators where Australian courts have been willing to pierce the corporate veil 

3.3 Fraud or Sham

The corporate veil may be lifted where there has been a fraud or other breach of the law.
 The fraud and sham argument refers to the use of a corporation by the controller to evade a legal or fiduciary obligation, where the corporation is used as a front to mask real obligations.  

As the Full Federal Court noted in Donnelly-v-Edelsten
 “the argument [of fraud] is, of course circular. It can only succeed if the argument of sham succeeds”.
 If a company is a ‘sham’ or ‘façade’ then it has incorporated merely to disguise the reality of its operations
 or evade obligations.
 

In order to pierce the corporate veil for fraud, the company “must have the intention to use the corporate structure in such a way as to deny the plaintiff some pre-existing legal right”.
 More specifically, the corporation is therefore utilised in a manner to avoid a legal obligation.
  To be clear, it is generally permissible to form companies to avoid a future liability, for example in a risky business venture that may fail, however courts may not allow a company to be formed to avoid performing an existing legal duty.

Nevertheless, such arguments can be criticised for disregarding the separate entity principle.
 In regards to a ‘sham’ corporation, Windeyer J has held “if a company is duly incorporated and registered under the [Corporations] Act and the proper records are kept in due form and the prescribed returns made, it continues to exist as a legal entity. In that sense it is a reality and not a sham”.

3.4 Agency

The term 'agency' indicates an authority or capacity of one person to create legal relations between a person occupying the position of principal and third parties.
 Essentially, the agency argument is that a shareholder of a company (whether it be a parent company or human shareholder) has such a degree of effective control that the company is held to be an agent of the shareholder and the acts of the company are deemed to be the acts of the shareholder.

Notably, there is no reason to suggest that agency principles should be applied differently, however courts seem to be more reluctant to lift the veil between a company and an individual shareholder than they are to lift the veil between group companies.
 

An agency relationship can be created by the express or implied agreement (whether contractual or otherwise) of principal and agent whereby the agent consents so to act.
 Therefore, there can be no agency arrangement unless both principal and agent have consented to it either expressly or by implication from their words and conduct.

· Agency by express agreement is created where the principal, or some person authorised by the principal, expressly appoints the agent (whether in writing or orally).

· Agency by implied agreement arises from conduct of the parties towards each other which makes it reasonable to infer consent to the relationship of agency.

The agency principle mainly characterises the relationship between the holding/ parent company and its subsidiary in particular. However, a wider scope has been given to the term 'agency' and it can be applied to represent relationships between subsidiaries or related companies within a group.

Meagher JA in Briggs v James Hardie & Co Pty Ltd (1989) 16 NSWLR 549 at 556 held that a holding company and its subsidiary are prima facie separate legal entities, and without proof of an agency agreement between them, the subsidiary is not the agent of the holding company. As such, the courts have taken the approach of looking at the true nature of the agreement or the exact circumstances of the relationship between the alleged principal and agent.
 

3.5 Group Enterprise

Any divergence from the principle of separate corporate personality is likely to be accompanied by a recision of limited corporate liability. This is, perhaps, most evident in a corporate group structure.
 

The group enterprise ground includes circumstances in which a corporate group is acting in such a manner as to make each individual entity indistinguishable and, thus, the corporate veil is lifted to treat the parent company as liable for the acts of the subsidiary. Factors that indicate that two or more companies were engaged in a group enterprise include:
 

· overlapping directors, officers, and employees, 

· obvious influence of control extending from the top of the corporate structure;

· the extent to which the companies were thought to be participating in a common enterprise with mutual advantages;

· the relationship between the two companies is that of parent and subsidiary;

· there is an element of partnership or group accounting present;

· one company in the structure acts as agent for the controlling entity; and

· there is an element of sham or facade present, that is, the corporate structure is used to evade legal or fiduciary obligations.

As Rogers AJA asserted in Briggs-v-James-Hardie-&-Co-Pty-Limited-&-Ors
 “…the propositions…that the corporate veil may be pierced where one company exercises complete domination and control over another is entirely too simplistic”.
  Rogers AJA went on to recognise that it is a commercial reality that a parent company more often than not does exercise complete control over a subsidiary,
 hence, revealing the inherent flaw of a strict application of the separate entity principle to corporate groups.

In Australia, a shareholding of more than 50% is required to establish the relationship of holding company/ subsidiary under the Corporations Act (Division 6 of Part 1.2).  However, for the purposes of some areas of the Corporations Act, corporate groups are defined more broadly than holding company/ subsidiary. This broader definition of "controlled entities" looks not just to the ability to legally control the composition of the subsidiaries' board but also to practical influence. In these circumstances, something less than 50% holding would be sufficient.

It is uncertain whether a court will depart from the separate legal entity doctrine in circumstances where a parent or controlling company did not sufficiently resource the corporation that is unable to meet its obligations.

3.6 Subsidiary commits a tort

Although the courts have been more inclined to pierce the corporate veil in contract claims, there are indications that courts are prepared to lift the corporate veil and make a parent company liable in relation to torts committed by a group company (even if wholly owned). The categories include:

(a) cases of agency, partnership or trust between the subsidiary and parent company: Briggs v James Hardie & Co Pty Ltd (1989) 16 NSWLR 549; Spreag v Paeson Pty Ltd (1990) 94 ALR 674

(b) attribution of direct liability by reason of the parent company and subsidiary both owing a duty of care to the tort claimant according to the limiting tests of reasonable foreseeability and proximity, chiefly demonstrable by a level of actual control over day-to-day operations of the subsidiary (CSR Ltd V Wren (1998) Aust Tort Rep 81-461) akin to the subsidiary being a mere façade (see James Hardie & Co Ltd v Hall (1998) 43 NSWLR 554 at 579-584)

4. Corporations Act

4.1 Holding company’s liability for debts of subsidiary

A holding company may be liable for debts of its subsidiary incurred while there were reasonable grounds for suspecting that the subsidiary was insolvent (or would become insolvent as a result of the transaction).  The holding company or its directors must also be aware, or should have been aware, that the subsidiary was insolvent.  In this case the liquidator may recover from the holding company an amount equal to the loss or damage. See Corporations Act s588V. However, the provision will only be available where a debtor or claimant is unable to bring an action against the subsidiary due to the subsidiary’s insolvency.

4.2 Directors’ liability for unpaid tax 

If a company goes into liquidation and a court orders that a payment to the Australian Tax Office is voidable under s588FE (voidable transactions) and the court orders that it is void under s588FF (court orders regarding voidable transactions) then the directors must indemnify the Commissioner of Taxation for the tax debt: s588FGA

4.3 Directors’ liability for insolvent trading 

If a company incurs a debt while it is insolvent, or incurs a debt that makes it insolvent, and the director knew or should reasonably have known that the company was insolvent then the director commits an offence: s588G. The liquidator or creditor may then recover an amount equal to the loss: s588M (compensation available for losses incurred as a result of insolvent trading). See further Corporations Act s588G (specifying the offence of insolvent trading)

4.4 Personal liability of directors of trustee corporations

If a corporate trustee is unable to discharge an incurred liability and the corporate trustee is not entitled to be fully indemnified against the incurred liability out of trust assets a director of the corporate trustee will incur a liability: s197.

This liability is an individual liability and also a joint liability with the corporate trustee. The director’s liability arises even if the trust does not have enough assets to indemnify the trustee. Notably, liabilities incurred outside Australia by a foreign company do not fall within this provision. See Corporations Act s197 and Hanel and Anor V O'Neil (2004) 22 ACLC 274 

5. Case Study: Shadow Directors

The Corporations Act imposes personal liability on directors in a range of circumstances.  Shadow directors and defacto directors raise similar issues for piercing the corporate veil because a controlling shareholder may (perhaps unwittingly) be a shadow director.

If a Board is accustomed to act in accordance with the instructions or wishes of another person then that other person may be a shadow director. Parent companies or controlling shareholders are most commonly alleged to be shadow directors because of their influence over the Board's decision-making.

Shadow directors can attract liability for their acts under certain provisions of the Corporations Act. A company can be a shadow director under s.60(1)(b) and as such subject to the duties in s.232 and insolvent trading provisions s.588G of the Corporations Act.

Difference between a shadow and de-facto director:

· Defacto director (s9(b)(i)):  although not validly appointed as a director any person who acts in the position of director will (unless the contrary intention appears) be a "director" of the company or body.

· Shadow director (s9(b)(ii)):  although not validly appointed as a director, any person with whose instructions or wishes the directors of the company or body are accustomed to act, will (unless the contrary intention appears) be a "director" of the company or body.

In either case, the controlling shareholder may find itself subject to a liability which the Corporations Act imposes on directors.

5.1 Standard Chartered Bank of Australia Ltd v Antico (1995) 38 NSWLR 290 ("Antico") Supreme Court of NSW:  Hodgson J

In Antico, the issue of the potential liability of a lender as a shadow director was considered by the Supreme Court of New South Wales 

Facts:

In this case, the bank provided a A$30 million facility to a listed public company named Giant.  Subsequently the financial position of Giant declined.  During this period, Pioneer (another listed public company) held 42% of the shares in Giant, had 3 nominees on the Board and provided funding to Giant on an increasing basis.  The 3 nominee directors were also directors of Pioneer.  Additionally, at the time that the bank extended the facility was not advised of the security provided to Pioneer by Giant and was only given minor information about the funding by Pioneer.

Later, Giant indicated to the Bank that it could not meet its obligations under the Facility, and the Bank agreed to provide extended financial accommodation to Giant.  Winding up proceedings commenced in relation to Giant. At this stage, the Bank had only received some of the interest that was due to them and a $3.4 million reduction of the principal.

The Bank sued Pioneer and its 3 nominee directors for insolvent trading.  In order to find Pioneer in breach of the insolvent trading provisions of the then Corporations Law, the Court had to decide whether Pioneer, the company, was a director of Giant.

Judgment:

Hodgson J decided that Pioneer was never appointed a director of Giant but, nevertheless, was occupying or acting in the position of director, or as a company in accordance with whose directions or instructions the directors of Giant were accustomed to act.  Pioneer had shown, by its conduct, control over the management and financial affairs of Giant.  

It is arguable that this case can be distinguished as Pioneer was a major shareholder in Giant and there were no other significant shareholders in Giant.  However, the case should be noted and viewed as a warning with regard to liability as a shadow director.

5.2 Deputy Commissioner of Taxation v Austin (1998) 28 ACSR 565 Federal Court of Australia, Madgwick J

In this case, Talljade entered into liquidation and the liquidator commenced proceedings against the Deputy Commissioner of Taxation ("DCT") for the recovery of payments of group tax and penalties as unfair preferences within the meaning of s588FA and thus voidable under s588FE of the Corporations Act.

Orders were made in favour of Talljade.

Subsequently, the DCT, as cross-claimant, sought to be indemnified by Mr Austin as a defacto director under s588FG.  Section 588FG provides that, when such a preference payment is made and the court makes an order against the DCT, then the directors of the company (with presently immaterial exceptions) are liable to indemnify the DCT.

Mr Austin's involvement:

· Talljade was a small company of two family run restaurants.  Originally, Mr Austin was appointed a director but had retired. By an oversight on the part of Talljade's accountant, the ASIC form confirming his retirement was never lodged.

· Regardless of Mr Austin's resignation, Mr Austin:

· signed agreements with the DCT and had the authority to do so given to him by the company;

· counter signed cheques and authorised stop notices; and

· continued to negotiate on behalf of the company.

The issue was therefore, was Mr Austin a director?

Judgment

The court held that Mr Austin was a director. 

· Top level management:  The Court held (at 569):

"Thus it seems to be a necessary condition of acting as a director, whether properly appointed or not, that one exercises what might be called the actual (and statutorily extended) top level of management functions. However, that is not necessarily a sufficient condition for such a conclusion, nor is it the same as saying that one must do things which only a director can do."

· Small companies:  With specific regard to small companies the Court stated (at 570):

"If, in the case of a small company, a person has, with full discretion, “acted as the company” in relation to matters of great importance to the company, and other than as an arms' length expert engaged for a limited purpose, the conclusion that that person has acted in the capacity of a director may well be justified. The extent to which and the circumstances in which the person has so acted will nevertheless be of importance."

· This means that in relation to a small company, if a third party has acted:

· with full discretion; and

· other then at arm's length

the third party may be a director, subject to the circumstances.

· With specific regard to a large company, the Court discussed the considerations relevant to criminal liability of corporations and specifically referred to Tesco Supermarkets Ltd v Nattrass [1972] AC 153  which was concerned with the breaching of consumer protection law.  Madgwick J stated (at 570):

"In a large and diversified company, great discretion to deal with very important matters must be reposed in employees. In the case of a supermarket chain, as in Tesco, it would hardly occur to anyone to suggest that a managerial employee held to have “acted as the company” in breaking a consumer protection law at a particular store was acting as a director of the vast company concerned. As suggested above, in the case of a single person making decisions for a company the business of which was confined to the operation of a corner store, a different view might be taken."

· Madgwick J used this example to illustrate that while certain authority may be sufficient to deem an individual a director in a small company it will not necessarily be sufficient to do so in a large and diversified company.  This reiterates the point that there is not an all-encompassing list of factors or a single test to be applied, rather each company and facts must be analysed individually.

· The perception of others:  The Court also held that another relevant factor may be how the person who is claimed to have acted as a director was reasonably perceived by outsiders who deal with the company.  This may aid a conclusion that the supposed director has held himself or herself out as such (at 570).

Generally, while the Court came to the view that the variety of commercial and corporate life is such that it is unprofitable to attempt a general statement as to what is meant by "acting as a director", whether a person does so act will often be a question of degree, and requires a consideration of the particular company concerned (at 570).

5.3 Natcomp Technology Australia Pty Ltd v Graiche [2001] NSWCA 120 ("Natcomp Case") NSW Court of Appeal:  Spigelman CJ, Stein and Heydon JJ

One of the more recent cases that has considered de facto and shadow directors in a superior court in Australia is the Natcomp Case.

Facts:

Natcomp had supplied computer equipment to Amtech which was a small company and was operated by only 2 people.  Amtech subsequently entered into liquidation in late 1996 and Natcomp sought to recover from the directors of Amtech the price of the computer equipment that it had delivered to Amtech .

Dr Graiche was a medical practitioner and had an association with Amtech as follows:

· Graiche accompanied the directors of Amtech and the Managing Director of Natcomp to a trade fair in Taiwan in June 1996, during which Graiche made frequent use of the term "we at Amtech".

· During the fair, Graiche had distributed a business card carrying the logo of Amtech, which described him as the "CEO" of the Company, which in the view of the Court was intended to mean the Chief Executive Officer.  Graiche subsequently claimed that the reason he used these cards was in order to deal with the exhibitors at the trade fair for his own purposes, and obtain technical information.  

· Evidence was produced by a number of third parties that they had had conversations with Graiche in which he had said that "he was the person who made the decisions at Amtech".  

· In at least one instance Graiche had paid for computer equipment ordered by Amtech and paid for it in cash.  At the time Graiche had said that he had a financial interest in Amtech.

· At a meeting between the directors of Amtech, Graiche and an advertising agency, Graiche was introduced as the Company's business advisor, and he had contributed financially to the company.  At a later meeting, Graiche was introduced as "the brains behind Amtech".  

· Graiche had lent $18,000 to Amtech for a short period.  

· The trial judge held that Graiche was not a director for the purposes of the Corporations Act 2001.  Natcomp appealed.  

Judgment:

The leading judgment in the case was delivered by Stein J.  The Court applied Austin and decided that:

· indications that a person may be a "director" despite the absence of formal appointment require a consideration of the duties performed by that person in the context of the operations and circumstances of the particular company concerned (Natcomp Case at 13; Austin at 569);

(a) in a large and diversified company, great discretion to deal with important matters must be reposed in employees.  So, for example, a manager of a large supermarket would not be considered a director of the company where the supermarket is but one of many operated by the company (Natcomp Case at 13; Austin at 569);

(b) a relevant issue may be the reasonable perception of the person who is claimed to have acted as a director by outsiders who dealt with the company (Natcomp Case at 13; Austin at 570).  To that extent, the fact that the person holds himself or herself out as a director is relevant to a finding as to the person's status as director or otherwise (Natcomp Case at 13)

It was found that Graiche's involvement with Amtech was apparently limited to an interest in the development and marketing of possible new products and this was insufficient to bring Graiche within the definition of "director".  Accordingly the appeal was dismissed.

The result is surprising as the facts arguably indicate that Graiche wielded real authority in Amtech and had permitted third parties to perceive him in that capacity.  Unfortunately, in confirming the decision of the trial judge, the Court did not explain why Graiche did not come within the definition of defacto director.  However this case does do two things:

· it reaffirms the principles espoused in Austin; and

· it indicates that the threshold to be considered a defacto or shadow director is high.

Recent Trends

An empirical study of Australian case law relating to the limited liability doctrine was carried out in 2001.
  The authors looked at 104 cases.  Some of the findings include:

(i) there has been a substantial increase in the number of piercing cases heard by courts over time,

(ii) courts are more prepared to pierce the corporate veil of a proprietary company than a public company,

(iii) piercing declines as the number of shareholders in companies increases,

(iv) courts pierce the corporate veil less frequently when piercing is sought against a parent company than when piercing is sought against one or more individual shareholders, and

(v) courts pierce more frequently in a contract context than in a tort context.
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