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Summary

This article addresses the company law principles applying to corporate
giving in Australia. In summary:

e the Corporations Act provides Australian companies with the power
to make charitable donations

e the exercise of the corporation’s power to make donations must be
in compliance with applicable laws, including the laws dealing with
directors’ and officers’ duties and may be further limited by specific
restrictions in the constitution of the company, or any contractual
obligations entered into (for example security documents)

e directors of companies are subject to both statutory and fiduciary
duties when making charitable donations out of corporate funds

e the proper exercise of the power to make charitable donations will
depend on the size of the gift, the motivation for the donation, the
decision-making process followed and the financial health of the
corporation at the time the donation is made, and

e particular care needs to be exercised by directors and officers where
they have a personal interest in the charity which will benefit from
a corporate gift.

For the purposes of this article the term philanthropy is not confined
to donations and includes any support given by a company to the
not-for-profit sector.

Introduction
In 1883, Lord Justice Bowen in the case Hutton v West Cork Railway stated:

It is not charity sitting at the board of directors, because as it seems
to me charity has no business to sit at boards of directors qua charity.
There is, however, a kind of charitable dealing which is for the interest
of those who practise it, and to that extent and in that garb (I admit
not a very philanthropic garb) charity may sit at the board, but for no
other purpose.1

The relationship between corporations and the community in which they
operate is still a topic of debate in Australia 120 years after the Hutton
decision. This may be due in part to the increase in size and influence
of today’s corporations.2 While it may be a traditional role of government
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to redistribute wealth, it has been argued in some jurisdictions that
government resources are no longer sufficient for this task and that
corporations with their wealth and influence should help make up the
shortfall.3 Some commentators, concerned that corporations should

not be charitable for purely philanthropic motives, have argued that the
company has only one responsibility and that responsibility is to make
profits for its shareholders.* Whichever view is preferred, ‘that companies
do intervene in social affairs is indisputable’5.

This article considers the circumstances in which corporations are
entitled to give to charity.

As artificial legal persons, companies must conduct business through
their officeholders. Officeholders must consider two issues before a
company can proceed with any conduct. First, the corporation must
have the power to engage in the activity and second, any exercise of
that power must be proper in light of any internal or external limitations.
These same considerations apply in the context of corporate giving.

With an understanding of these issues and the development of a practical
approach within corporations and charities alike, there is significant
scope for corporate giving in Australia, generating mutual benefits for
both sectors.

The source of the power to donate
Section 124(1) of the Corporations Act 2001 (Cth)(Act) provides:

A company has the legal capacity and powers of an individual
both in and outside this jurisdiction. A company also has all
the powers of a body corporate ...

This section of the Act confers upon companies the ability to act as
individuals. Just as individuals have power to donate to charity, so too
can companies.

There are a number of limitations to the extent that companies can act
like an individual, for example, a company cannot donate all of its capital
and profit to charity. This however is a limitation on the exercise of the
power conferred by section 124 rather than a limitation on the capacity
of a (:ompany.6 The limitations on the exercise of the power to make
charitable donations are discussed later in this article.

Exercising the power to donate

The fact that a company has the power of a natural person to make
donations does not mean that the power can be exercised without
restriction. Numerous limitations exist in the way that companies can
exercise their powers. In summary, the exercise by directors’ of the power
of a company to make charitable donations can be limited by:

e the constitution of the company
e the duties of directors under statute, common law and equity
e contractual obligations, and

e any other applicable legislation for example, taxation laws prohibiting
a company reducing its assets in a way which may adversely affect
its capacity to pay tax and employee entitlements.

This paper is confined to a discussion of the limitations noted in the first
two points. >
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Limitations imposed by the company constitution

The ability of a company to exercise the powers of a natural person

and body corporate as described in section 124 of the Act may be
constrained by the company’s constitution. The constitution is the
governing document of the company and operates as a contract between
the members of the company and the company itself.®

Section 125 of the Act states:

e f a company has a constitution, it may contain an express
restriction on, or a prohibition of, the company’s exercise of any of
its powers. The exercise of a power by the company is not invalid
merely because it is contrary to an express prohibition in the
company’s constitution

e if a company has a constitution it may set out the company’s objects.
An act of the company is not invalid merely because it is contrary to
or beyond any objects in the company’s constitution.

Activities undertaken by a company that are contrary to the constitution
will not be invalid or a prima facie breach of the Act.? However, acts
carried out in disregard of the company’s governing document may give
rise to an action by shareholders against the relevant officeholders of the
company for a breach of the statutory contract and breach of duty.

Usually the constitution will vest the powers of the management and
affairs of the business in the directors. These powers are generally broad
and authorise directors to do all things necessary to carry out the conduct
of the business unless the Act or constitution requires a particular power
to be exercised by the members at a general meeting. If the constitution
of a company has no express constitutional restriction it is the decision
of the directors (properly discharging their duties as directors) who will
decide whether the company’s assets will be made available to charity.

This position is not always viewed favourably by shareholders. Supporters
of the shareholder-maximisation or shareholder primacy10 view of the
corporation often argue that it is not the role of the corporation to support
charity with corporate funds. As Milton Friedman expounded in the
1970’s ‘the social responsibility of business is to increase its profits
Friedman also commented on the role of the corporate executive and
stated, ‘in his capacity as a corporate executive, the manager is the agent
of the individuals who own the corporation’lz. The legal force behind

this statement is questionable and it has been pointed out that ‘these
directors are not, in any legal sense, anyone’s agent’13.

11

In Australia, shareholders have very little direct control over the decisions
of management that are made in the ‘best interests of the company'”.
Shareholders cannot directly instruct management as to how they should
exercise the powers vested in them by the company’s constitution or

by legislation. Shareholders can indirectly influence management by
seeking the removal of directors or by changing the constitution to limit
the exercise of certain powers in defined ways. The limited province of
shareholders was made clear by Justice McLelland in NRMA v Parker
where he stated:
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It is no part of the function of the members of a company in
general meeting by resolution, ie as a formal act of the company,

to express an opinion as to how a power vested by the constitution
of the company in some other body or person ought to be exercised
by that other body or person ... The members of the [company] no
doubt have a legitimate interest in how these powers are exercised,
but in their organic capacity in general meeting they have no part to
play in the actual exercise of the powers.15

The view that charity should not be in the domain of a company
because shareholders own the corporation has also been rejected by
commentators in other jurisdictions. For example in the United States,
Margaret Blair and Lynn Stout make the following comments:

Corporate law itself does not obligate directors to do what
shareholders tell them to do ... To the contrary, it grants—
and should grant—the directors of public companies enormous
freedom to decide where and how the firm ought to allocate its

scarce resources.le

Conceivably, in an attempt to curtail the ability of directors in Australia
to make corporate gifts to charity, companies (through the resolution of
shareholders) could insert an express prohibition into their constitution
banning charitable donations. However, there are a number of reasons
why shareholders would ordinarily refrain from attempting to insert such
a provision.

Shareholders seem to be increasingly aware that corporate social
responsibility including the donation of corporate funds to charity is good
for business.!’ Restricting unselfish activity on the part of companies
could operate to the detriment of a company in terms of damage to
goodwill, reputation, and the loss of other indirect benefits. This is partly
due to the increasing pressure on corporations to become good corporate
citizens'® in the eyes of shareholders, customers, and the investing public.

In August 2001 the Shareholders Project, a group that examines
shareholder corporate relations in Australia, commissioned Irving
Saulwick and Associates to conduct surveys of individual and
institutional investors.® The surveys targeted the issues of corporate
citizenship, share ownership and sustainability. The results show the
emergence of a shareholder view in Australia, that business should:

Share the benefits of company benefits with key stakeholders as well
as the shareholders and demonstrate that the company can make
more money by doing the right thing, in some cases by re-inventing
its business strategy.20

Second, any move to ban the giving of corporate assets to charity may
unnecessarily limit the exercise of the directors’ power. Directors, after
viewing the position of the company, are not obliged to make charitable
contributions and should in any event refuse to accede to a request
where it is not viewed to be in the best interests of the company. To
facilitate the objective review and consideration of requests received from
charities, corporations often identify a particular officer to administer a
philanthropy budget. Companies may also choose to work with a limited
number of partner charities (charities chosen by the organisation to be
long term partners) in order to define the boundaries of the company’s
charitable pursuits.
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Inserting a prohibition on the company making gifts of any sort may
prevent the company from engaging in legitimate business development
activities or from implementing programs that assist or encourage
employees. Such a limitation of power was a concern of the court in the
early case of Hutton. Typically, it would be unduly restrictive for a company
to voluntarily draft in such a prohibition. As Lord Justice Bowen stated:

It seems to me you cannot say the company has only got power to
spend the money which it is bound to pay according to the law,
otherwise the wheels of business would stop.21

Limitations imposed by directors’ duties

Part 2D.1 of the Corporations Act sets out the duties and powers of
company officers. These statutory duties sit alongside the common law
and equitable duties which require directors to ‘act bona fide for the
benefit of the company as a whole’??. The duties of directors are owed to
the company. These duties must be considered and complied with when
directors decide to make a charitable donation.

Care and diligence

Directors owe a duty to exercise reasonable care and diligence in
discharging their role as directors.?3 The Act provides that the standard
of a director’s duty of care and diligence will be that of a reasonable
director, with the same set of skills and responsibilities when placed in
the same circumstances.?

The duty of care and diligence in the context of corporate giving will
include requiring that the directors ensure the company has the financial
capacity to make the donation without prejudicing the company’s
interests. This will depend on the size of the company, the size of the
donation and the financial position of the corporation. Directors are
required to inform themselves of the company’s activities and financial
affairs.?® As with any expenditure, directors should not give corporate
funds to charity if there is a danger that the company is in a precarious
financial position or approaching insolvency.26

The Act makes an exception to the statutory duty of care and diligence
and the equivalent equitable and common law duties where a legitimate
business judgment has been made.?’ To satisfy the business judgment
rule, the judgment must be made in good faith, must be for a proper
purpose and the director must rationally believe that the decision is in
the best interests of the company. The director must be informed and
must not have a material personal interest in the decision.

Courts are generally reluctant to interfere in matters that involve the
exercise of a commercial judgment, especially where a range of decisions
could have been made by a director in a particular circumstance. This
is likely to be the approach taken by a court if a reasonable corporate
donation was ever challenged in Australia. Charitable donations by
their nature often accrue intangible benefits to a company, making the
reward for the company difficult to measure. For example, the result
of philanthropy may be increased goodwill to the business, improved
reputation or a long-term shift in the well-being of the community where
the business operates. If a decision has been made to donate to a charity
for these reasons, courts will be cautious in second guessing the business
decision of the directors.

5
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Conflict of interest

Directors must avoid making charitable donations out of corporate funds
where they have a material personal interest in the decision to donate.?®
Even where the director’s interest falls short of a ‘material personal’
interest, they must take particular care where they face conflict issues
because corporate funds are directed towards charities that are linked to
the director. For example, a director’s spouse may be diagnosed with a
life threatening disease and the company of which he or she is a director
considers making a sizeable donation to the hospital unit treating the
spouse. Or, for example, where the company is considering a donation to
a local church of which a director is a member.

Directors need to be transparent with the other directors on the

board when disclosing their personal involvement with non-for-profit
organisations. Directors are required under section 191 of the Act to
disclose their interests where there is a ‘real and sensible possibility’ of
conflict. Usually directors will give a standing notice of interest when
they are appointed. This should be the case where a director is on the
board of a non-profit organisation. In the event another type of conflict
arises, the director should formally write to all other directors on the
board informing them of the interest.

There are a range of mechanisms for dealing with conflicts, for example
a director may remove him or herself from any decision to donate to a
particular charity or the company may choose to direct corporate funds
to other non-profit organisations to remove any danger of impropriety.

A company may also choose to let employees decide who will be the
recipient of any company donations.

After the Enron collapse in the United States there were allegations

that at least one independent Enron director served on the board of

a non-profit organisation which received sizeable donations from the
company.29 In response, the Corporate Charitable Disclosure Act of
2005%° was proposed to Congress. The Bill requires directors to disclose
their interests and for the company to make clear the amount given each
year to director involved charities which exceed a certain value. The Bill
has been referred to the House Committee on Financial Services and
then the subcommittee on Capital Markets, Insurance and Government
Sponsored Enterprises for review. In Australia, there is no equivalent
legislation to that proposed by the Corporate Charitable Disclosure Act
of 2005. Any disclosure of charitable activities carried out by Australian
companies is done on a voluntary basis. For example after the tsunami
disaster which affected large parts of Asia at the end of 2004, many
Australian companies disclosed the amount of support pledged to relief
efforts in annual reports or media releases.3!

Good faith

Directors are required to act in good faith and in the best interests of the
company.32 For this purpose, the ‘interests of the company’ are often
equated to the interests of the body of shareholders as a whole. The
duty extends to existing members and the future interests of existing
members.33 If the directors’ decision in making the gift is motivated by
a judgment that supporting the community confers appropriate benefits
to the corporation in the short-or long-term, the directors are likely to be
acting in compliance with their ‘good faith’ duties.
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Some supporters of the shareholder primacy view of the corporation
argue that providing corporate funds to charity necessarily reduces the
resources available to the corporation to increase value for shareholders.
As mentioned above, this does not follow. There are a range of business
reasons why companies will hold profits in reserve or will sacrifice a
short-term gain in share price. The shareholder primacy view may be
served best by implementing a range of strategies including philanthropy
and not just heeding to the short-term financial goals of shareholders. As
long as these strategic decisions are made in good faith and for a proper
purpose, the directors are adequately discharging their duties.

The benefits of corporate giving were addressed by the Delaware Court of
Chancery in Theodora Holding Corporation vs Henderson.3* In this case
the company made a grant of $528,000 to a foundation it had set up to
rehabilitate and educate deprived young people. The cost of the gift to
shareholders was approximately $80,000 after taxation considerations
were applied. The court stated:

The relatively small loss of immediate income otherwise payable to
the plaintiff and the corporate defendant’s other stockholders, had
it not been for the gift in question, is far out-weighed by the overall
benefits flowing from the placing of such gift in channels where

it serves to benefit those in need of philanthropic or educational
support, thus providing justification for large private holdings,
thereby benefiting the plaintiff in the long run.3%

In Australia, the position of creditors also needs to be considered where
the company is approaching insolvency or is insolvent. In both of these
situations a director would not be acting in the best interests of the
company by providing a charitable donation. Apart from breaching the
duties of directors, the prohibition against trading while insolvent3® and
the provisions in the Act relating to voidable transactions3’ would need
to be considered.

Use of position

Directors must be careful not to use their position as director to
‘improperly gain advantage for themselves or someone else or

cause detriment to the corporation’.38 For example, if a well-known
environmentalist was to be elected to the board of a public company

it would be an abuse of his or her position to direct as many funds as
possible away from the organisation and into the hands of environmental
groups. In this scenario the director would be improperly using their
position to create an advantage that is not for the company’s benefit.

Use of information

In line with the duty not to improperly use the position of director,
directors must not use the information they receive by virtue of their role
as director to gain an advantage for themselves or someone else or to
cause detriment to the corporation.39

For example, a director with ties to a not-for-profit environmental
organisation should not hand over information of a company’s
environmental impact report to the not-for-profit agency. This would be a
misuse of the information that has been provided to the director in his or
role as director and would cause the director to breach the Act.

Intentional, reckless or dishonest breaches of duties may cause directors
to face criminal sanctions, not just civil penalties.40 7
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Conclusion

It was once stated that the law relating to company directors as applied
in Australia will ‘often prevent directors making decisions on the basis of
social responsibility'.41 While it is true that Australian law does not set
specific guidelines as to how much and in what circumstances Australian
companies should give or not give to charity, the law provides flexibility
and protection for companies.

The power to donate is clear and yet the limitations imposed on the
exercise of the power to donate ensure that philanthropic support

is appropriate for the particular position of the company and its
shareholders. Companies that have reliable systems in place to relay
information to directors have greater scope to donate to charity. This is
because directors will be able to make prudent decisions about the level
of support offered based on accessible, timely and accurate information.
Business judgments are less likely to face legal challenges when a
company fosters reasonable care, diligence and transparency in day-to-
day operations.

Approaches to Australian corporate philanthropy under the current law
can also be tailored to the needs of the company. It may be beneficial
for companies to introduce employee payroll matching schemes, staff
volunteer programs or sponsorship support. Although charities may be
wary of sponsorship from corporations, charities need to be aware that
sponsorship is an attractive option for the company directors as it is
easier to show a tangible benefit accruing from the assistance. This type
of support fits more readily into the test that the financial donation is in
the best interests of the company.

On the other hand, unpublicised donations may also have an impact

by word of mouth. For example, if stakeholders are aware by informal
channels that a certain company donates to charity without using the
exercise as a marketing tool, this may create greater benefits through
consumer and employee loyalty than if the donations were publicised
in a high profile marketing campaign. As highlighted in a recent
Australian study:

There was ... a general consensus that companies these days

had to be, and had to be seen to be, corporate citizens. If this
involved sponsorships or other community-based investment, so

be it. However, sponsorship needed to be done with a sense of
propriety and in a spirit of genuinely adding to the well-being of the
community. Done crassly, it could be damaging.42

As no two companies or charities are alike, the law allows companies to
direct their resources in a way that is unique to their organisation and
to the not-for-profit organisations they support. However, companies
cannot sacrifice their own viability to serve the community and the
worthiness of the cause should not be allowed to prejudice the interests
of shareholders and creditors. As one United States judge commented;
‘only among the inhabitants of Sherwood forest has need been accepted
as justifying the end’3.

In Australia the law provides directors with the flexibility to contribute to
charity but requires directors to take an informed and sensible approach
to all of their company’s activities including philanthropy.
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