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ABSTRACT: Directors are facing a strong conflict of interests when a hostile company is trying to take over their 
company. In such a situation the directors’ desire not to be replaced by a new management team often conflicts 
with the shareholders’ interest to sell their shares above market price. Whether a director is committed to accept 
the takeover offer or to apply defensive measures--such as the issuance of shares to a friendly party--is dependant 
on the duties owed to the company and/or to the shareholders. In addition, his decision is always a business 
decision leading to the isuue of whether courts should be able to second-guess such decisions. This article evaluates 
the regimes of Australia, the United States and New Zealand by comparing four fundamental principles arising in a 
takeover situation: (1) The underlying business purpose of a defence; (2) the burden of proof related to the 
violation of a duty; (3) the review of business decisions; and (4) the duty to auction the company. The article 
concludes that the Australian and New Zealand approach are too restricted and should be reformed to resemble the 
American approach. 
 
 

I INTRODUCTION 
 

Whenever a director is facing a hostile takeover, he has to deal with a strong conflict of interest. 
A successful takeover frequently results in a replacement of incumbent management, whereas a 
successful defence by the target director possibly may cause a loss by the shareholders of the 
target company. However, directors are supposed to act solely for the benefit of their company 
and its shareholders if they want to avoid shareholder lawsuits and personal liability. 

Over the decades complex regulations have been developed to substantiate the fiduciary 
relationship of the director to his company. Common law and equity have been partly codified 
into statute, however many issues in this context are not decided yet. Closely related to the 
director’s duties in a takeover situation is the question of whether courts should be able to 
second guess business decisions. Courts developed different instruments to balance the need to 
judge business decisions in order to protect shareholders with the need to recognize directors’ 
leeway in making business decisions. Both the form of duties and the way business decisions are 
reviewed are decisive factors for the economical aspects of a takeover. In addition, they have the 
potential to influence the economy of a whole country. It will be argued that the Australian and 
New Zealand approaches are too restricted and should be adapted to the American approach. 

One defensive measure is the issuance of shares to a friendly party. There are manifold other 
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means of defence, but the issuance of shares is most suitable to discuss because there are many 
cases involving this issue (especially in Australia) and the rights of shareholders are strongly 
influenced by the issuance of shares as their shareholder value frequently is diluted. 

Part II of this essay will describe the takeover situation in general and give an overview of 
defensive measures including the issuance of shares. Part III delivers a detailed description of 
directors’ duties in a takeover situation in Australia, New Zealand and the USA. Besides the 
analysis of the relevant duties, the review of business decisions will be emphasised. Finally, part 
IV summarises differences and similarities of all three countries by concentrating on four 
important principles in the takeover situation. These include the underlying business purpose of 
a defence, the burden of proof, the review of business decisions and the duty to auction the 
company. As pointed out, this article argues in favour of the American approach, which 
influences the economy in a positive way. 

II THE TAKEOVER SITUATION IN GENERAL 

A What is a Takeover? 
To further the understanding of particular directors’ duties in defending a company against 

takeovers a description of the takeover process is useful. Notwithstanding the fact that the US, 
Australia and New Zealand offer different legal approaches related to takeovers, the situation 
itself remains similar if not identical and will therefore be illustrated at the same time for all 
three countries. 

Unfortunately there is no uniform definition of the term ‘takeover’. Frequently it is used 
interchangeably with the terms ‘merger’ and ‘acquisition’.1 Farrar2 defines the term ‘takeover’ as 
a loose term used to describe the situation where one company (‘the bidder’) makes an offer to 
shareholders of another company (‘the target’). As an acquisition is in fact any transaction in 
which something is acquired (in this situation shares), takeovers are also ‘acquisitions’.3 The 
term ‘merger’ is often used in preference to ‘takeover’ where the takeover results in the 
formation of a new legal entity.4 

Generally a takeover can be hostile or friendly. If, on the announcement of the offer, the 
acquiring firm does not have the support of the target firm’s management, the offer is hostile. 
When the purchaser has the support of the target management, the offer is friendly.5 However, 
the bidder is always trying to gain control of the board (and, through it, the company’s 
management) by purchasing a major part of the company’s shares. This is important to note as 
different director’s duties arise out of this situation. The following essay will mainly concentrate 
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1 See Scott Slorach Corporate Finance, Mergers & Acquisitions (Oxford University Press, Oxford, 2003) 
 139. 

2 John Farrar Corporate Governance – Theories, P nc ples, and Practice (2nd ed, Oxford University Press,  
Oxford, New York, 2005) 49 (“Corporate Governance”). 

3 Bryan A Garner (ed) Black’  Law Dictiona y (8th ed, West Publishing Company, St Paul, MN, 2004)  
1493: “Takeover. The acquisition of ownership or control of a corporation. A takeover is typically  
accomplished by a purchase of shares or assets, a tender offer, or a merger.” 

4 See Slorach, above n 1, 139. 
5 Dale A Oesterle The Law of Mergers and Acquisitions (2nd ed West Group,St Paul, Minnesota, 2002) 3-4. 
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on hostile takeovers as this situation usually involves additional duties and more complexity. 

B Defensive Tactics 
In order to protect companies from hostile takeovers many different defensive measures 

have been developed. The suitability of these measures depends on the circumstances 
surrounding the company, including whether the measure can be justified as promoting the 
interests of shareholders, whether or not the company is listed6 and whether shareholder 
approval is required to adopt a strategy.7 

Generally, it can be distinguished between anticipatory and responsive defensive measures.8 
Responsive measures are always related to a specific takeover situation, whereas the anticipatory 
measures are adopted as a precautionary measure before a specific takeover threat emerges. 
Another distinction of defensive measures can be made by considering the role of shareholders 
in the creation of each defence.9 Some defensive measures require specific shareholder 
ratification (such as ‘shark repellents’) or need to be granted by the articles of association (such 
as a charter provision authorizing the issuance of ‘blank check’ preferred stock to promulgate a 
poison pill plan), others are based on the board’s general power and can be exercised without 
any further ratification (such as using a statutory provision authorizing the board to contract 
for the sale of firm assets to erect a ‘crown jewel’ defence). 

Most commonly the question of director’s duties arises in the context of issuing shares.10 
The company under attack (the ‘target’) issues a significant number of shares to a person who is 
perceived as friendly. This person may be a corporation, a private company, or a private person 
that is sometimes referred to as a ‘White Knight’ or ‘White Squire’.11 The issuance of shares then 
provides a block before another person (the ‘bidder’) can acquire sufficient shares to gain 
control of the company. The company becomes more valuable and more expensive for the 
bidder. In addition, it has also the effect of diluting shareholdings, including those of any 
potential bidders. 

Frequently particular standstill agreements are connected to the new issued shares in order 
to obtain control over the investor’s shareholding. Such agreements include terms and 
conditions regulating how long squires are obliged to hold their shares, how to vote shares, or if 
the acquisition of more shares should be possible. 

Potential squires can be employees of the target itself or trustees for the employees. Instead 

                                                 

l

6 This is important as stock exchange listing requirements generally contain prohibitions which can affect  
the ability of a company to implement a particular strategy. 

7 Rod Levy Takeovers – Law and Strategy (LBC Information Services, Melbourne, 1996) 132. 
8 Stephen Kenyon-Slade Mergers and Takeovers in the US and the UK – Law and Practice (Oxford  

University Press, Oxford, 2004) sec 5.01. 
9 See Oesterle, above n 5, 406. 
10 See H A J Ford et al (eds) Australian Corporation Law, Princip es and Practice (Butterworth, Sydney,  

2005) Vol 1 (“Australian Corporation Law 1”) sec 3.2.0445; ibid: “The question of proper purpose may  
also arise if the directors of a target company take steps to reorganise the company’s business or the use of  
its assets in order to reduce the risk of a takeover offer being made or to reduce the risk of that offer  
succeeding.” 

11 See generally Kenyon-Slade, above n 8, sec 5.01; Oesterle, above n 5, 412; Levy, above n 7, 143-149. 
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of issuing shares to a single person, existing shareholders might also be issued with new shares 
on a pro-rata basis and possibly below market price. Bonus shares may be issued too. 
Theoretically, bonus shares do not have any effect on proportionate ownership of any particular 
shareholder or on the overall value of the company, but they do dilute the share price. 

III DIRECTOR’S DUTIES IN A TAKEOVER SITUATION 
The threat of a hostile takeover usually involves great uncertainty. In addition, different 

parties may have different interests that conflict with each other. Thus, the director must adhere 
to certain duties, both owed to the company and arguably to the shareholders. These duties are 
determined by interests, which sometimes conflict with the director’s own interest, because 
takeovers mean new owners of the company and frequently new management will be installed. 
Therefore, incumbent management might have an interest in protecting its own position or may 
seek to profit from arrangements with the bidder. On the other hand, a takeover can be 
advantageous for shareholders as the economic value of the company might increase. But 
shareholders are not always informed enough to decide properly upon a tender offer. A 
defensive measure, ultimately based on misinformation, might take away from the shareholders 
the right to decide whether or not to continue with their investment in the company. 
Consequently a self-interested director is not always the best person to supply shareholders 
with fair information or to decide upon defensive measures on his own. 

In the following section the different legal approaches of the US, Australia and New Zealand 
concerning director’s duties will be compared. Both statutory and common law will be 
examined. 

A Australia 

1 Overview 
In Australia three fields of law have to be considered: The ASX Listing Rules Chapter 7 and 

11, the Corporations Act Chapter 6, and directors’ duties general.12 The ASX Listing Rules only 
apply to companies listed under the Australian Stock Exchange and shall be left aside in this 
article. Because Australia is a federal system, many laws relevant to takeover situations are state 
rather than federal law.13 For this reason, each state enacted its own corporation laws. As these 
laws are now uniform throughout Australia, it is possible to refer to only one corporations act. 

In a hostile takeover numerous duties of directors apply which were originally developed by 
common and equity law and later partially enacted into statutory law. Most of them are closely 
related and probably overlap.14 However, regard must be paid to the rule that directors of a 
corporation act with good faith in the (best) interest of the corporation and for a proper 
purpose. These duties are basic fiduciary duties which are now codified in section 181(1) of the 

                                                 
l

i i

12 See H A J Ford et al (eds) Australian Corporation Law, Princip es and Practice (Butterworth, Sydney,  
2005) Vol 2 (“Australian Corporation Law 2”) sec 6.6.0010. 

13 Michael Whalley, Thomas Heymann et al (eds) Internat onal Bus ness Acquisitions – Major Legal Issues &  
Due Diligence (Kluwer Law International, London, 1996) 16. 

14 Farrar, Corporate Governance, above n 2, 106. 
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Corporations Act 200115. Individuals covered under these rules include directors and officers 
who owe the duties to the company and arguably also to individual shareholders.16 

Likewise, the duty of care and diligence (section 180 CA) and the rules against conflict of 
interest (sections 182-184 CA) might be relevant in the given situation. In fact these aspects are 
frequently included in the duty to act with good faith in the best interest of the company.17 
Practically it is possible to narrow down the duties in question to the duty to act for a proper 
purpose, as this duty seems to be the decisive core when considering the issuing of shares in 
takeover situations.18 Therefore this essay will only concentrate on the duty to act for a proper 
purpose. 

2 Duty to act for a proper purpose 
Generally speaking a director has the power to control the management of a company. As it 

is not possible to foresee every single decision in advance and to formulate it in the articles of 
association, this power has to be construed as discretionary. In order to protect the company 
and its shareholders from misuse of discretion the law somehow limited the discretionary power 
by characterizing the director as a fiduciary. As a result, a high standard of loyalty is set for 
directors by principles of equity,19 which include also the duty to act for a proper purpose. This 
means that directors must not exercise their power for a purpose other than that for which the 

                                                 

r
i

i

t

i

l  t

t

15 In the following cited as CA. Despite its formulation it is broadly recognized that section 181(1) CA 
contains two separated duties; see LS Sealy “‘Bona Fides’ and ‘Proper Purposes’ in Corporate Decisions” (1989) 15 
Mon UL Rev 265, 266; H A J Ford, R P Austin, I M Ramsay Ford’s P inciples of Corporations Law (LexisNexis 
Butterworth, Chatswood NSW, 2003) sec 8.065 (“Ford’s Princ ples”); Farrar Corporate Governance, above n 2, 
106. 
 The wording of section 181(1) CA is as follows: 
 Good faith – directors and other officers 
  A director or other officer of a corporation must exercise their powers and discharge their duties: 
  (a) in good faith in the best interest of the corporation; and 
  (b) for a proper purpose. 
16 For an overview of this discussion see H A J Ford et al (eds) Austral an Corporation Law 1, above n 10,  

3.2.0355. 
17 For example in Chew v R (1991) 5 ACSR 473, 499, Malcolm CJ summarised the requirements of the duty  

to act in good faith in the best interest of the company as being that directors must exercise their powers in  
the interests of the company, and must not misuse or abuse their power; must avoid conflict between their  
personal interests and those of the company; and must not take advantage of their position to make secret  
profits. Similarly, the following definition of good faith in H A J Ford et al (eds) Aus ralian Corporation  
Law 1, above n 10, sec 3.2.0395 is provided: “Broadly speaking, the duty of good faith requires that  
directors exercise their powers only for proper corporate purposes; (…)”. The repetition of the same terms  
in the context of different duties demonstrates that these duties overlap and are therefore not always  
clearly distinguishable. 

18 Ngurli Ltd v McCann (1953) 90 CLR 425, 440 (“Ngurli Ltd”); Harlowe’s Nominees Pty Ltd v Woods de  
(Lake Entrance) Oil Co NL (1968) 121 CLR 483 (“Harlowe’s Nominees”); Ashburton Oil NL v Alpha  
Minerals NL (1971) 123 CLR 614, 640 (“Asburton”); Howard Smith Ltd v Ampol Petroleum Ltd [1974]  
AC 821 at 837 (“Howard Smith”); Whitehouse v Carlton Hote  Pty L d (1987) 162 CLR 285, 289  
(“Whitehouse”); Bailey v Mandala Private Hospital Pty Ltd (1987) 12 ACLR 641 (“Bailey”); H A J Ford et  
al (eds) Aus ralian Corporation Law 1, above n 10, sec 3.2.0040. 

19 Ford Ford’s Principles, above n 15, sec 8.010. 
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power was conferred under the company’s constitution.20 

Courts use a two step approach to determine whether a director has used a power for an 
improper purpose.21 These two steps will be considered in the subsequent section, followed by a 
description of the proper purpose in the context of issuing shares, possible legal actions against 
directors and an analysis of the business judgment rule. 

(a) Determination of an improper purpose – two steps in general 
First, the courts ascertain as a matter of law the purpose for which the power may, and may 

not be, exercised. Second, the courts determine as a matter of fact the purpose for which the 
power was exercised in the instant case and whether that purpose is within the category of 
permissible purposes. 

(i) Analysing the power as a matter of law 
In the first step the courts try to analyse the abstract power of the director, focusing on the 

nature and purpose for which it was conferred.22 This is necessary in order to define the 
limitations within which the power may be exercised.23 Most importantly for this analysis is 
frequently the constitution of the company and its function for the particular company, having 
regard to the constitution as a whole and the “constitutional” relationship between directors and 
shareholders.24 In addition, the size and nature of the company are decisive factors. 

If the constitution of the company does not allow a proper determination of the abstract 
power, the courts must draw a conclusion by referring to the type of company, its activities and 
its particular constitutional structure.25 

(ii) Determining the purpose of a particular exercise of power 
After having assigned the nature of the power and the purpose for which it was conferred as 

a matter of law, the courts will determine the purpose of the particular exercise of power in 
question. The decisive factors in this determination are the subjective reasons of the directors 
for their action. Where there is no common collective reason amongst multiple directors the 
courts have to ascertain the substantial purpose.26 If a single director is motivated by multiple 
purposes it can generally be stated that regard should be had to the directors’ main purpose.27 

                                                 

t

20 Mills v Mills (1938) 60 CLR 150, 185 (“Mills”). 
21 See Howard Smith, above n 18, 835; Kokotovich Constructions Pty L d v Wallington (1995) 17 ACSR 

 478, 490 (“Kokotovich”). 
22  See Howard Smith, above n 18, 835. 
23 See also Hogg v Cramphorn Ltd [1967] Ch 254 (“Hogg”). Hogg assumes that the board of directors is  

vested with only limited powers, ie there is a range of purposes for which the power may or may not be  
used. The Canadian court in Teck Corp Ltd v Millar (1973) 33 DLR (3d) 288 (“Teck”) did not share this  
view and stated that there is no limitation in the terms of the power itself. Instead, powers are completely  
and not limited by the court. Only the fiduciary duty of loyalty would prevent the directors from using the  
power for any purpose they see fit. 

24 See Ford Ford’s Principles, above n 15, sec 8.210 
25 Ibid. 
26 See Ford Ford’s Principles, above n 15, sec 8.230. 
27 LS Sealy Cases and Materials in Company Law (7th ed, LexisNexis Butterworths, Edinburgh, 2001) 300. 
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Moreover, the presence of an impermissible purpose does not automatically invalidate a 
permissible purpose as long as the latter can be determined as substantial and as commercially 
justified in the corporate interest.28 On the other hand, in Whitehouse,29 in obiter dicta, Mason, 
Deane and Dawson JJ, speaking of the exercise of the power to issue shares, suggested a “but 
for” test:  

As a matter of logic and principle, the preferable view would seem to be that, regardless of whether the 
impermissible purpose was the dominant one or but one of a number of significantly contributing causes, 
the allotment will be invalidated if the impermissible purpose was causative in the sense that, but for its 
presence, “the power would not have been exercised” (per Dixon J Mills v M lls (1938) 60 CLR 150 at 186). i

                                                

After having established the purpose of a particular exercise of power a comparison between 
the results of step one and two is made. To manifest a proper purpose it has to be shown that 
the purpose of the exercised power actually lies within the power for which it was conferred. 

As pointed out above, the particular purpose is mainly determined by subjective criteria. This 
subjective test seems to conflict with section 181(1) CA which has a more objective wording. 
The question then arises: what if section 181(1) is already breached when a director was 
subjectively honest but the court considered the purpose to be improper? There are no 
authoritative cases on this question yet, but section 184(1) might be relied on to answer this 
question affirmatively. Section 184(1) provides for criminal sanctions only when the director 
was “intentionally” dishonest. The word “intentionally” would be uneccessary if it were already 
included in section 181. 

(b) Proper purpose in the context of issuing shares as a defensive measure 
Generally speaking, directors may exercise the power to issue shares only for a proper 

purpose.30 In Baigent v D McL Wallace Ltd (1984)31 the High Court of Auckland pointed out 
that: 

[t]he reason for this lies in the constitution of a company. The directors are appointed by the votes of the 
majority: if the directors use their power of allotting shares to destroy that majority, when it disagrees with 
policy of the board, and to substitute for it another majority bloc which does agree, that is clearly an abuse 
of power. 

If a director is using his power for an improper purpose he is in breach of his fiduciary duty 

 
t r

t
t t

28 Win hrop Investments Ltd v Winns Ltd (1979) 4 ACLR 1 (“Winth op”) 13; Rossfield Group Operations  
Pty Ltd v Austral Group Ltd [1981] Qd R 279 (“Rossfield”); Condraulics Pty Ltd v Barry & Roberts Ltd  
(1984) 2 ACLC 408, 415; Baigent v D McL Wallace L d (1984) 1 BCR 620 (“Baigent”); Pine Vale  
Investmen s Ltd v McDonnell & Eas  Ltd (1983) 8 ACLR 199, 209-210. 

29 Whitehouse, above n 18, 294. 
30 See Harlowe’s Nominees, above n 18, 492; H A J Ford et al (eds) Australian Corporation Law 2, above n  

12, 6.6.0040. 
31 See Baigent, above n 28, 628. Although this case is not authoritative in Australia, this general remark is also  

true for Australia. 
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and therefore may be held personally liable.32 In addition, the share allotment itself is voidable.33 
It is impossible to deliver a clear and comprehensive definition of what is a proper or improper 
purpose. Some indications may be given by the company’s constitution, but frequently the 
constitution confers unqualified power to issue shares on the director. In such a case the notion 
of proper purpose has to be construed in light of the manifold case law in this area. In the 
following, an overview of basic principles related to this area is provided. 

(i) Permissible purposes 
The raising of capital is generally accepted as a proper purpose for the issue of shares.34 

Besides the raising of capital there may be other reasons for the issuing of shares:35 

The principle is that although primarily the power is given to enable capital to be raised when required for 
the purposes of the company, there may be occasions when the directors may fairly and properly issue shares 
for other reasons, so long as those reasons relate to a purpose of benefiting the company as a whole, as 
distinguished from a purpose, for example, of maintaining control of the company in the hands of the 
directors themselves or their friends. 

Such a reason may be the desire to give financial stability to the company.36 In addition, the 
constitution may authorise an issue of shares for an otherwise impermissible purpose. For 
example:37 

[I]t may be assumed that the articles of a company could be so framed that they conferred upon a governing 
director authority to exercise a power to allot shares for the purpose of diluting the voting power or other 
rights of shareholders. 

(ii) Impermissible purposes 
Due to difficulties in defining the term “proper purpose” in a positive way, it might be 

helpful to take a negative approach by elaborating what a proper purpose is not. Broadly, two 
groups of impermissible purposes for the issue of shares can be distinguished. For these 
purposes the power to issue shares may not be used unless the company’s constitution expressly 
permits.38 

                                                 

r
r t

32 See Ford Ford’s Principles, above n 15, sec 8.280: “If the directors’ improper exercise of power causes loss  
to the company they will be jointly and severally liable to compensate the company on the same basis that  
trustees are liable personally to restore trust property lost in breach of trust.” As the issuance of shares  
normally dilutes the shareholders’ own voting rights, the shareholders are proper plaintiffs. 

33 See H A J Ford et al (eds) Australian Corporation Law 1, above n 10, sec 3.2.0440: “An allotment of shares  
made for an improper purpose is voidable and not void. It is open to the general meeting to ratify an issue  
of shares made for an improper purpose, so long as its conduct in doing so does not amount to a fraud on  
the minority.” See eg Hogg, above n 23; Bamfo d v Bamford [1968] 3 WLR 317. 

34 Punt v Symons & Co [1903] 2 Ch 506 (“Punt”); Grant v John G ant & Sons P y Ltd (1950) 82 CLR 1;  
Ngurli Ltd, above n 18, 439-40. 

35 See Harlowe’s Nominees, above n 18, 483; Howard Smith, above n 18, 835. 
36 Ibid. 
37  See Whitehouse, above n 18, 292. 
38 Ford Ford’s Principles, above n 15, sec 8.210. 
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The first group involves directors who try to maintain control of the company by issuing 
shares.39 This includes any attempt to deprive an existing majority shareholder or group of 
shareholders of control of the company by creating a new majority. In this context, shares are 
issued for the primary purpose of defending the directors’ position itself against a hostile 
takeover bid. 

The second group combines all cases involving efforts by directors to give themselves an 
advantage, such as increasing their own shareholdings so as to enable them to defeat resolutions 
of other shareholders.40 This group does not necessarily involve a takeover situation. 

In addition, some behaviour gives rise to an implication that shares have been issued for an 
improper purpose.41 Examples for these implications are issued shares that confer full voting 
rights, notwithstanding that they are only partly paid.42 Another example is shares that have 
been issued to a single shareholder at a lower price than would have been paid by others,43 or a 
company that has acted with great haste in issuing shares or, in doing so, has contravened listing 
requirements.44 However, one has to bear in mind that these implications are not sufficient 
proof that shares have been issued for an improper purpose, albeit a strong indication. 

Summarising, it can be stated that, as long as the issuance of shares is not intended to be for 
the prevailing benefit of the company as a whole, it is motivated by an improper purpose. 
Conversely, the director is acting with a proper purpose if the issue is motivated by a desire to 
promote the company’s interests. 

(iii) The “But for” test 
As pointed out above the so called ‘but for” test’45 was developed in relation to the issuance 

of shares in a takeover situation. The test is applicable in situations where there are both 
permissible and impermissible purposes that motivated the issuance of shares. Originally, Mills v 
Mills46 developed a causation test to solve the issue of competing purposes by focusing on the 
cause of the allotment. Similarly, in Howard Smith47 it was held that it was necessary to 
determine “the primary purpose of the directors in making the disputed allotment.” The “but 
for” test seems to revive the causation test of Mills v Mills. Basically, it states that the issuing of 

                                                 
t

r

r

 

 
t

t

39 Harlowe’s Nominees, above n 18, 493; Hogg, above n 23; Howard Smith, above n 18, 837; Whi ehouse,  
above n 18, 290; Ngu li Ltd, above n 18, 440; Ashburton, above n 18, 640; Lorenzi v Lorenzi Holdings Pty   
Ltd (1993) 12 ACSR 398 (“Lorenzi”). 

40 Punt, above n 34, 516; Pie cy v S Mills & Co Ltd [1920] 1 Ch 77, 84 (“Piercy”). 
41 Levy, above n 7, 144. 
42 Harlowe’s Nominees, above n 18, 494. 
43 FAI Insurance Ltd v Pioneer Concrete Services Ltd (1986) 13 ACLR 492. 
44 Howard Smith, above n 18, 838. 
45 See above n 18 and 29. The „but for“ test has been adopted in a number of cases, eg Darvall v North  

Sydney Brick & Tile Co Ltd (1987) ACLR 537, 555 (“Darvall”); Abraham v Tunalex Pty Ltd (1987) 5  
ACLC 888, 890; McGuire v Ralph McKay (1987) 12 ACLR 107, 110; Bailey, above n 18; T C Newmann  
(Qld) Pty Ltd v DHA Rural (Qld) Pty Ltd [1988] 1 Qd R 308, 321; Re Southern Resources Ltd v 
Residues Treatment & Trading Co L d v Southern Resources Ltd (1989) 15 ACLR 770 (“Southern  
Resources”), 787; Koko ovich, above n 21. 

46 Mills, above n 20, 165. 
47  Howard Smith, above n 18, 832. 
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shares will be invalidated if it was not made but for the improper purpose. 

(iv) Duty to choose the best offer out of multiple offers 
Sometimes directors have to face the situation where more than one takeover bid is made to 

their company. As it is not possible to accept both offers, it is the directors’ duty to choose the 
offer that is preferable for the company as a corporate entity.48 This means that shares might be 
issued for a proper purpose in order to defend the company against a less attractive offer, thus 
preserving the option of accepting a more preferable offer later. The purpose the director is 
acting for is not improper as long as the dominant purpose of the director is a legitimate 
commercial objective not related to control. This was also stated in the Canadian case Teck 
Corp Ltd49 and then approved in Howard Smith50: 

The recent Canadian decision in Teck Corporation Ltd. v. Millar (1972) 33 D.L.R. (3d) 288 held that the 
directors of a company were entitled to use their powers to defeat the majority shareholders in order to fight 
off a takeover if they considered it reasonable in the interests of the company to do so. The purpose of the 
directors in that case was to obtain the best contract for the company. They had reasonable ground for their 
beliefs and they acted in good faith and not in their own self-interests. It was held that their motive was not 
improper. Similarly, in the present case, the directors acted to keep the Howard Smith offer open and they 
did so in the belief that this was in the best interests of the company despite the wishes of the majority 
shareholders. 

In Darvall51 it was added that directors should also take into account the fact that 
shareholders may wish to obtain cash for their shares in the short term if the alternative to the 
bid is “the bare possibility of getting a better arrangement at some later stage”. At least the 
interest of shareholders in accepting an attractive price for their shares in the short term and the 
likelihood that a takeover would generate future returns for shareholders should be recognized 
by the directors’ decision.52 

(v) Duty to “auction” the company 
Closely related to the duty to choose the best offer out of multiple offers is the duty to 

‘auction’ the company; i.e., to obtain the best price for the shareholders. This duty was 
developed in certain US cases53 which have not been expressly approved by Australian case law. 
In Darvall,54 a related, although not entirely identical, approach was taken: “It is within the 
powers of a director to ensure that, where an unsatisfactory takeover offer is made, there is an 
alternative offer available at a better price.”55 Further, Mahoney JA distinguished between a 
transaction for the purpose of defeating a takeover offer and one prompted by the takeover 
offer--the instant case falling into the latter category. Therefore, the directors’ decision was 
                                                 

t t

48 Darvall, above n 45. 
49 Teck, above n 23. 
50 Howard Smith, above n 18, 825. 
51  Darvall, above n 45. 
52 See H A J Ford et al (eds) Australian Corporation Law 1, above n 10, 3.2.0045. 
53 See eg Revlon Inc v MacAndrews & Forbes Holdings Inc (Del 1986) 506 A.2d 173 (“Revlon”). 
54 Darvall v Nor h Sydney Brick and Tile Co L d (1989) 15 ACLR 230, 286 (Appeal) (“Darvall Appeal”). 
55 The differences between Darvall and Revlon will be discussed below in part IV-D. 
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motivated by a proper purpose. 

As the Darvall case did not involve any issue of shares it is arguable if it applies to the 
situation in question. In other words: Is a director acting for a proper purpose when issuing 
shares in order to ensure that there is an alternative offer available at a better price? If answered 
in the affirmative, the ratio of Darvall must apply to the situation of issuing shares. Therefore, a 
short summary of the Darvall case is useful. 

In Darvall, a company was the subject of a hostile takeover bid. The directors decided to sell 
the company’s undeveloped land to a subsidiary, entering at the same time into a joint venture 
agreement for the development of the property. At the same time the managing director of the 
company also entered into an agreement with the subsidiary under which he was provided with 
finance to enable him to make a takeover bid at a price higher than that offered by the hostile 
bidder. 

On appeal, the court differentiated between the joint venture itself and the financing of the 
offer. The court held that:56 

…the directors had not acted for improper purposes in their decision to enter the joint venture. The primary 
purpose had not been to defeat the appellant’s takeover offer but was to secure a better offer for the 
shareholders of the company (emphasis added). 

Concerning the financing the court held, that:57 

[T]he directors had sufficient knowledge to infer a connection between the joint venture and the financing 
of [the manager’s] offer. There was a positive duty on the directors to satisfy themselves that there was 
nothing in this connection which would affect the acceptability of the joint venture contract. Having failed 
to take such action their decision could not be described as being bona fide in the interests of the company 
as a whole (emphasis added). 

With respect to producing an alternative offer at a better price, only the joint venture itself is 
of interest. The connection between the joint venture and the financing may be left aside 
because it was not considered in regard to the proper purpose issue. The joint venture in the 
Darvall case is the issuing of shares in the situation discussed in this essay. Therefore, the joint 
venture and the issuing of shares in a hostile takeover situation must be compared. As stated 
above, the director is acting for a proper purpose so long as his decisions are intended to benefit 
the company as a whole. Thus, the benefit of the company can be used as the tertium 
comparationis between the joint venture and the issuing of shares. As pointed out in the Darvall 
appeal, the joint venture was arranged to receive a better offer for the shareholders and, 
therefore, the directors were motivated by a proper purpose. The impacts of a joint venture for 
shareholders are normally less when compared to the issuing of shares, as additional shares 
dilute the voting power of existing shareholders. Therefore, both means are not precisely 
comparable. To justify the issuing of shares there must be additional circumstances; e.g., 

                                                 
56 Darvall Appeal, above n 54, 230. 
57 Darvall Appeal, above n 54, 230-231. 
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possibly losing the opportunity to enter into a joint venture or a joint venture that would 
discriminate against shareholders more than the diluting effect of additional shares. 

Under such circumstances the director would not be in breach of his duty to act for a proper 
purpose if he is issuing shares for the benefit of the company as a whole. 

(vi) Defeating a takeover bid as an incidental purpose 
A director trying to ensure that, where an unsatisfactory takeover offer is made, there is an 

alternative offer available at a better price always runs the risk that the original offer will be 
defeated. In Rossfield Group Operations Pty Ltd v Austral Group Ltd58 it was held that the 
directors did not act improperly in defeating a takeover bid incidentally. The directors had 
arranged for a rival bid for a company to be made to provide shareholders with an offer 
reflecting the “real worth” of their shares and to protect the company against the possible loss 
of its franchises in the event of a change of control, but with the incidental effect of denying the 
success of the original bid. 

Problems may arise if a bidder is an existing shareholder, as the director is obligated not “to 
favour one shareholder or group of shareholders by exercising a fiduciary power to allot shares 
for the purpose of diluting the voting powers attaching to the issued shares held by some other 
shareholders or group of shareholders.”59 On the one hand, the director is compelled not to 
discriminate against one shareholder or group of shareholders. On the other hand, the duty to 
act for a proper purpose may require him to defeat a takeover bid of an existing shareholder. In 
such a situation the director must compare the hypothetical damage suffered by the shareholder 
after the takeover bid has been defeated against the hypothetical damage suffered by the 
company after the takeover is successful. After comparing, the action which causes least damage 
should be chosen. As the company’s interest generally prevails over the interest of one 
shareholder or a group of shareholders, it should be favoured as long as the damage to the 
shareholder is not completely disproportionate to the company’s benefit. 

(vii) Attempt of a bidder to run down the company 
Frequently it will be very difficult for a director to discover if a takeover would harm or 

benefit his company, as a huge variety of facts and predictions have to be assessed. Therefore it 
might often be doubtful if the director is acting with a proper purpose. However, in Cayne v 
Global Natural Resources Plc60 it was held that “directors can take action with the substantial 
purpose of impeding the bidder, when the bidder would run down the company.” This 
judgment can be taken as a guideline for a director acting to defeat a hostile takeover. 

In order to make the defence successful, directors may also provide information about the 
implications of a takeover bid to shareholders and may draw shareholders’ attention to relevant 
considerations including any reasonable belief by the directors that the long term plans of the 

                                                 
58 Rossfield, above n 28, 285. Similarly, in Harlowe’s Nominees, above n 18, 493, it was held that a valid  

allotment of shares may not be set aside if an incidental effect of the allotment is the frustration of a  
takeover bid, even if that frustration happens to accord with the wishes of the directors. 

59 Whitehouse, above n 18, 285. 
60 Cayne v Global Natural Resources Plc (1982) Chancery Division, unreported but noted 56 ALJ 600. 
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company under its existing management will be of greater benefit to shareholders than 
acceptance of the bid.61 

(viii) Burden of proof 
The burden of proof to establish that a director did not act for a proper purpose lies on those 

challenging the directors’ decision; i.e., the plaintiff.62 This general rule applies to the duty to act 
for a proper purpose in general as well as in the context of a takeover situation. 

(c) Review of business decisions 

(i) Introduction: business decisions in the context of issuing shares 
A director defending a company against a hostile takeover bid is always concerned with 

business decisions. He must assess various economic factors in order to evaluate the outcome of 
a possible takeover. These factors include, for example, the economic situation of the directors’ 
own company before and after the takeover as well as market conditions and future 
developments. In addition, business decisions typically take place in conditions of uncertainty 
and involve taking risks. Therefore, each decision is influenced strongly by the directors’ 
economic knowledge and experience and his willingness to take risks. 

In this context the question arises whether courts should be permitted to second guess 
business decisions by directors. Judges have demonstrated their reluctance to substitute their 
judgment on business affairs for the judgment of people involved in business. Courts frequently 
do not have the expertise to review the commercial aspects of a decision as opposed to the 
honesty of such a decision.63 In addition, courts should not substitute their view for those of the 
directors as it is the directors in whom the shareholders have vested the right to determine 
where a company’s commercial interest lies.64 

In Australia, New Zealand and the US, different approaches have been taken to business 
judgments.65 In Australia, the common law rules and the statutory business judgment rule in 
section 180(2) CA must be distinguished and analysed in relation to the duty to act for a proper 
purpose. This will be done in the following part. 

(ii) The situation at common law – proper purpose doctrine 
Australian Courts have traditionally been reluctant to interfere with directors’ discretion in 

matters of corporate management.66 This reluctance is based on the so called proper purpose 
doctrine which was developed in common law. There are mainly two cases which can be taken as 
stating the law with respect to the protection of business judgments. 

                                                 
61 Darvall, above n 45. 
62 See H A J Ford et al (eds) Australian Corporation Law 1, above n 10, 3.2.0435; Ford Ford’s Principles,  

above n 15, sec 8.200. 
Ross B Grantham, Charles E F Rickett Company and Securities Law (Brookers Ltd, Wellington, 2002), 
568. 

64 Ibid. 
65 The New Zealand and USA approach will be described in detail in part III-B and III-C. 
66 Matthew Berkhan “A statutory Business Judgment” (1999) 3 Southern Cross University Review 215, 221. 
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In Harlowe67 it was held that: 

[D]irectors in whom are vested the right and the duty of deciding where the company’s interests lie and how 
they are to be served may be concerned with a wide range of practical considerations, and their judgment, if 
exercised in good faith and not for irrelevant purposes, is not open to review in the courts (emphasis added). 

In Howard Smith68 it was held that: 

(…) it would be wrong for the court to substitute its opinion for that of the management, or indeed to 
question the correctness of the management’s decision (…) if bona fide arrived at. There is no appeal on 
merits from management decisions to courts of law: nor will courts of law assume to act as a kind of 
supervisory board over decisions within the powers of management honestly arrived at (emphasis added). 

Both cases express the view that the courts will respect the directors’ judgment in questions 
of business decisions if the directors acted for a proper purpose. The finding of a proper 
purpose will therefore protect the business decision. If the director is in breach of the duty to 
act for a proper purpose, then the proper purpose doctrine does not apply and the business 
decision is open to courts’ review. In the context of a hostile takeover the determination of an 
improper purpose would result in a voidable allotment of shares.69 

In finding whether a power has been used on proper grounds the courts pay attention to the 
subjective motivations of the directors.70 However, in Re Southern Resources Ltd v Residues 
Treatment & Trading Co Ltd v Southern Resources Ltd71 it was held that: 

[I]t is only by analysis of the individual purposes of the directors (…) that one can determine whether the 
directors failed to act bona fide and in the interests of the company as a whole. An examination of the 
objective commercial justification for a course of action is relevant only to assess the credibility of assertions 
by the directors as to their motivation (emphasis added). 

Similarly, in Howard Smith72 the court stated that: 

(…) when a dispute arises whether the directors of a company made a particular decision for one purpose or 
for another, or whether there being more than one purpose, one or another purpose was the substantial or 
primary purpose, the court is entitled to look at the situation objectively in order to estimate how critical or 
pressing or substantial an alleged requirement may have been. If it finds that a particular requirement, 
though real, was not urgent or critical at the relevant time, it may have reason to doubt or discount the 
assertions of individuals that they acted solely in order to deal with the matter (…)(emphasis added). 

Both cases refine the basic subjective test by adding the possibility of examining the 

                                                 
67 See Harlowe, above n 18, 493. 
68 See Howard Smith, above n 18, 832. 
69 See Harlowe, above n 18, 493-494. 
70 Ford Ford’s Principles, above n 15, 8.230. 
71 Southern Resources, above n 45, 788. 
72 See Howard Smith, above n 18, 822. 
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objective situation. According to the courts, the objective examination of the situation does not 
involve an assessment of the business decision itself, but is only used as an indication of the 
credibility of the directors’ subjective motivation. In other words, in order to protect a business 
decision against an objective review by the courts, the courts are allowed to examine the 
subjective motivation of the director looking at the situation objectively. Even if this objective 
test is not exactly equal to the review of the business decision after having established an 
improper purpose,73 it is not convincing for the following reason: If the objective situation 
indicates that the directors’ subjective motivation to act for a proper purpose is valid, then in 
most cases the business decision will also be held reasonable. Thus, in this situation there is no 
need for the protection of the business judgment. Of course, this criticism is rather theoretical. 
In practice, it is frequently hard if not impossible to find the purpose for which an individual 
acts. The difficulty is compounded where the collective purpose of a group must be determined. 
Therefore, the courts are forced to find methods of determining the subjective motivation of a 
director. 

(iii) The business judgment rule 
The approach adopted in the Australian cases has an equivalent in the principle described in 

US law as the “business judgment rule”, which offers a director protection from civil liability in 
relation to business decisions under certain circumstances.74 Some authors differentiate between 
the business judgment rule and the business judgment doctrine.75 The former “immunizes 
individual directors from liability for damages stemming from particular decisions”, whereas the 
latter “protects the decision-making itself.”76 The Australian proper purpose doctrine is similar 
in effect to the American business judgment doctrine, as it prevents the courts from second 
guessing management decisions.77  

As opposed to the proper purpose doctrine, which in fact embodies a common law business 
judgment rule, there is now also a statutory business judgment rule in Australia in section 
180(2) CA: 

Business judgment rule 
A director or other officer of a corporation who makes a business judgment is taken to meet the 
requirements of subsection (1), and their equivalent duties at common law and in equity, in respect of the 
judgment if they:  
 (a) make the judgment in good faith for a proper purpose; and 

                                                 

t
t

73 The objective test is not exactly equal to the review of business decisions as the latter might be more  
exacting and analysing more deeply. 

74 See H A J Ford et al (eds) Australian Corporation Law 1, above n 10, sec 3.2.0390. For a detailed  
description of the US business judgment rule see below, part C-2 and C-3. 

75 Joseph Hinsey IV “Business Judgment and the American Law Institute’s Corporate Governance Project:  
The Rule, The Doctrine, and the Reality” (1984) 52 Geo Wash L Rev 609, 611; John H Farrar “Business  
Judgment and Defensive Tactics in Hostile Takeover Bids” in John H Farrar (ed) Takeovers – Ins itutional  
Investors and the Modernization of Corpora e Laws (Oxford University Press, Auckland, 1993) 359  
(“Takeovers”). 

76 See Farrar Takeovers, above n 75, 359. 
77 See Larelle Law “The Business Judgment Rule in Australia: A Reappraisal Since the AWA Case” (1997) 15  

C&SLJ 174, 180. 
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 (b) do not have a material personal interest in the subject matter of the judgment; and 
 (c) inform themselves about the subject matter of the judgment to the extent they reasonably believe to 

be appropriate; and 
 (d) rationally believe that the judgment is in the best interests of the corporation. 
 
The director’s or officer’s belief that the judgment is in the best interests of the corporation is a rational one 
unless the belief is one that no reasonable person in their position would hold (emphasis added). 

The statutory business judgment rule in section 180(2) applies only to the requirements of 
the duty of care and diligence formulated in section 180(1), and does not provide a defence to a 
breach of the director’s duty to act for a proper purpose. If the duty imposed by section 181(1) 
is breached by a business decision by the directors, even in the absence of subjective bad faith on 
the part of the director, the Business Judgment Rule would not apply to that breach.78 This is 
stated in the note to section 180(2) CA. 

In addition, the use of the proper purpose wording in section 180(2) CA seems to exclude 
its use in the takeover situation,79 as section 181(1) CA also provides for the duty to act for a 
proper purpose and is more relevant in those situations. 

B New Zealand 

1 Overview 
In New Zealand there are basically three different legal institutes which place restrictions on 

defensive measures in a takeover situation: the stock exchange listing requirements, the 
Takeovers Code and directors’ duties. As in Australia, the stock exchange listing requirements 
only apply to companies listed under the New Zealand Stock Exchange and shall be left aside. 
The Takeovers Code80 contains some disclosure provisions which are an attempt to prevent 
abuse in the area of defensive measures of directors, but it also only applies to parties to a listing 
agreement with the stock exchange or companies with 50 or more shareholders and at least $20 
million in assets. Therefore it will be left out as well. 

For the most part, cases which are recognized in Australia are also authoritative in New 
Zealand. Thus, restrictions on directors’ duties in takeover situations are very similar in both 
countries. As in Australia, the most important duty is the duty to act for a proper purpose, 
which exists in common law and was codified in section 133 of the New Zealand Companies 
Act 1993.81 

                                                 

i  

78 See H A J Ford et al (eds) Australian Corporation Law 1, above n 10, 3.2.0390. 
79 Farrar Corporate Governance, above n 2, 108. 
80 The Takeovers Act 1993 was part of the company law reform package to come into force on 1 July 1994.  

However, only the administrative parts of the Act took effect immediately. The important substantive  
sections which relate to enforceable takeover rules only came into effect on 1 July 2001: Takeovers Code  
Approval Order 2000, cl 2. See Andrew Beck, Andrew Borrowdale Gu debook to New Zealand Companies  
and Securities Law (7th ed, CCH New Zealand, Auckland, 2002) 315-316. 

81 In the following abbreviated as CA 1993. 
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2 The Duty to act for a proper purpose 

(a) The Duty to act for a proper purpose in general 
As in Australia, the duty to act for a proper purpose (section 133 CA 1993) is now separated 

from the duty to act in good faith and in the best interest of the company (section 131 CA 
1993).82 Directors must use their power only for the purpose for which the power was 
conferred. As in Australia, courts use the two step approach to determine whether a director has 
exercised a power for an improper purpose.83 Within this approach it must be recognized that 
directors’ duties are owed to the company and not to individual shareholders.84 Thus, 
shareholders generally must bring a derivative action on behalf of the company in order to 
compensate a damage suffered by the company.85 

(b) Proper purpose in the context of issuing shares as a defensive measure 
Concerning proper purposes and the issuance of shares as a defensive measure, New Zealand 

recognizes the same common law rules as Australia.86 Nonetheless, the High Court of Auckland 
distinguished the leading case Howard Smith in Baigent v D McL Wallace Ltd (1984).87 In this 
case directors of Wallace sold a major asset of the company to thwart a takeover bid. The court, 
in finding this permissible, distinguished the cases involving the issue of shares as in Howard 
Smith. This distinction was criticised by Farrar.88 Regardless of whether Farrar is right, even if 
Baigent was properly decided, the underlying principle would only be valid for the selling of a 
‘Crown Jewel’ as a defensive measure. 

(c) Review of business decisions 
In New Zealand the issue of business judgment has been left to the courts The right and 

duty to determine where the company’s interests lie and how those interests might be best 
served, is vested in the board of directors, not in the court.89 In contrast to Australia, New 
Zealand has not adopted the business judgment rule.90 Until recently, the proper purpose 
doctrine has never been applied in New Zealand, but will inevitably be used to interpret section 
133 CA 1993.91 

                                                 

i
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82 See Hogg, above n 23. 
83 See above part III-A-2; see also Grantham, above n 63, 512-513. 
84 See Susan Watson et al The Law of Business Organizat ons (3rd ed, Palatine Press, Auckland, 1999) 542;  

Grantham, above n 63, 937. 
85 See Watson, above n 84, 542. 
86 Especially Howard Smith, above n 18 (see Farrar Takeovers, above n 75, 378); Whitehouse, above n 18,  

W nthrop above n 28 (see Beck, above n 80, 322-324); Harlowe’s Nominees, above n 18; etc. 
87 See Baigent, above n 28, 628. 
88 See Farrar Takeovers, above n 75, 378. 
89 Grantham, above n 63; Farrar Corporate Governance, above n 2, 145. 
90 The only reference to business judgments is given in the long title in para (d) of the CA 1993: 

An Act to reform the law relating to companies, and, in particular, (…) to encourage efficient and  
responsible management of companies by allowing directors a wide discretion in matters of business  
judgment while at the same time providing protection for shareholders and creditors against the abuse of  
management power; (…). 

91 See Watson, above n 84, 238. 
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C United States 

1 Overview 
In the US the volume of takeover litigation compared to Commonwealth jurisdictions has 

generated a huge body of case law.92 As a result, the role of independent directors in takeover 
situations is more clearly defined than in Australia or New Zealand.93 Due to the federal system, 
both federal and state laws affect the acquisition of American businesses. However, the situation 
of directors facing a hostile takeover bid is mostly governed by state law. These laws sometimes 
differ as some follow the Delaware General Corporation Law while others follow the Model 
Business Corporation Act.94 The following section will mainly concentrate on Delaware cases 
because the highest number of incorporations takes place in the State of Delaware due to the 
more flexible regulations in that jurisdiction. Moreover, the law related to defensive measures in 
general, and not only to the issuing of shares, will be described as there is a lack of cases in the 
US where this issue is discussed in detail. 

In the US there are two primary director duties related to a hostile takeover situation; 
namely, the duty of care and the duty of loyalty. It is difficult to separate these duties and courts 
frequently blur the distinction between these obligations.95 The duty of care is about the process 
by which directors are to reach decisions and, more generally, fulfil their monitoring 
obligations. However, the duty of loyalty is about the directors’ motives, purposes, and goals.96 
They are both fiduciary duties which are owed to the corporation and its shareholders.97 

In a hostile takeover situation both duties are addressed. On the one hand, directors must 
evaluate the desirability of a target’s acquisition and therefore must make a business decision 
while observing the duty of care. On the other hand, directors face an inherent conflict of 
interest in confronting a transaction which frequently affects their own position as director. 
Thus, a defensive measure may end up breaching the duty of loyalty. 

To review directors’ conduct, US law uses the business judgment rule. According to the rule, 
the courts will not substitute their judgment for the directors’ judgment.98 This rule has evolved 
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92 J Geoffrey Howard “Takeover Defences: A Reappraisal” (1990) 24 UBC Law Review 53, 70. 
93 Farrar Corporate Governance, above n 2, 380. 
94 Whalley, Heymann et al (eds), above n 13, 293. 
95  James D Cox, Thomas Lee Hazen Cox & Hazen on Corpora ons (2nd ed, Aspen Publishers, New York, 

 2003) Vol I, § 10.11, 517. 
96 Ibid. 
97 William Meade Fletcher F etcher Cyclopedia of the Law of Priva e Co porations (Westlaw, Database  

updated November 2004) Vol 3 (“3 Fletcher Cyclopedia of Private Corp”) § 990. 
98 Unitrin, Inc v American General Corp (Del 1995) 651 A.2d 1361 (“Uni rin”). The basic business judgment  

rule, detached from the takeover background, consists of “five elements, each of which is assumed to be  
satisfied when the rule is applied. They are as follows: (1) the directors exercised a business judgment, in  
that there was an affirmative act by the directors as opposed to inaction (…); (2) the directors did not have  
a personal interest in the challenged directorial action; (3) the directors made a reasonable effort to  
ascertain and consider all information relevant to their action; (4) the directors acted with the belief that  
their action was in the best interest of the corporation and its shareholders; and (5) the directors’ action  
did not constitute gross overreaching or an abuse of discretion.” (See Michael St Patrick Baxter “The  
fiduciary obligations of directors of a target company in resisting an unsolicited takeover bid” [1988] 20  
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from the twin duties of care and loyalty.99 Originally, the business judgment rule was formulated 
in connection with the diligence obligations of directors and it is more appropriate to this type 
of context.100 However, it has since been applied in the context of the duty of care and loyalty as 
fiduciary duties. Besides the business judgment rule, other standards to review directors’ 
conduct when facing hostile takeovers were developed. Following is a description of these 
standards. 

2 The traditional business judgment rule in the takeover context 
It was already pointed out that it is a common tactic for directors to adopt defensive 

measures against a hostile takeover. The issue then is whether the board’s actions are protected 
under the business judgment rule. Under the traditional business judgment rule the defensive 
measure would not be held voidable unless the bidder was able to establish that the primary 
purpose of the target’s directors was to retain their own position within the company. Being 
successful in doing so, the burden of proof would shift to the directors, who then had to 
identify a “danger to corporate policy” to qualify for the rule’s protection.101 It was sufficient to 
demonstrate that the hostile bidder would likely operate the target company in a way different 
from the course followed by the incumbent management. As most takeovers result in at least 
some change in course, it was very simple for the target’s directors to fulfil this requirement. On 
the other hand, the bidder was only successful in court when he was able to demonstrate that 
the directors acted in haste without developing an adequate record for their actions.102 As 
takeovers became more common, this traditional standard of review was heavily criticised for its 
ineffective protection of shareholder interests.103 

3 Delaware’s heightened business judgment standard: The “Unocal” test 

(a) Two steps of Unocal 
Before the mid-1980’s, as described above, the Delaware Supreme Court applied the 

traditional business judgment rule to protect target management’s defensive tactics. In response 
to rising criticism the court then adopted a heightened standard of review, called the “Unocal” 
test.104 This test comprises a two step approach. Both steps must be met to receive protection 
under the business judgment rule.105 
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Ottawa Law Review 63, 68). See also Smith v Van Gorkom (Del 1985) 488 A.2d 858; Oesterle, above n 5,  
353. Also the American Law Institute (ALI) in its Principles of Corporate Governance tried to deliver a  
definition of the basic business judgment rule. See Principles of Corporate Governance: Analysis and  
Recommendations, Proposed Final Draft, 31 March 1992, Parts IV and VI. The basic rule is set out in para  
4.01(c). 

99 Gary P Kreider “Corporate Takeovers and the Business Judgment Rule: An Update” (1985) 11 J Corp L  
633. 

100 Farrar Takeovers, above n 75, 360. 
101 See Cheff v Mathes (Del Ch 1964) 199 A.2d 548. 
102 See Bennett v Propp (Del 1962) 187 A.2d 405. 
103 William Meade Fletcher F etcher Cyclopedia of the Law of Priva e Co porations (Westlaw, Database  

updated November 2004) Vol 3A (“3A Fletcher Cyclopedia of Private Co p”) § 1041.40. 
104 See Unocal Corp v Mesa Petro eum Co (Del 1985) 493 A.2d 946 (“Unocal”). 
105 James D Cox, Thomas Lee Hazen Cox & Hazen on Corpora ons (2nd ed, Aspen Publishers, New York, 
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(i) Reasonableness test 
First, directors of the target company must prove that they had reasonable grounds for 

believing that a danger to corporate policy and effectiveness existed. This step corresponds to 
the traditional business judgment rule, but shifts the burden of proof to the directors of the 
target company as a reaction to the risk of conflicting interests.106 In order to prove reasonable 
grounds for believing that a danger existed, directors must demonstrate that they acted with 
good faith and reasonable investigation.107 In Unocal a strong indication to fulfil the criterium of 
reasonableness was the presence of a majority of outside independent directors.108 When 
directors hold a substantial number of shares of the company, a presumption of reasonableness 
arises.109 Once the director has discharged this burden, the burden then shifts back to the bidder 
to prove some breach of the directors’ fiduciary duties.110 A director who is solely motivated by 
the interest to retain his own position is certainly in breach of his duty. In Johnson v 
Trueblood111 it was held that: 

[The] business judgment rule under Delaware law is rebutted only where director’s sole or primary purpose 
for adopting course of action or refusing to adopt another is to retain control; fact that retaining control is a 
motive is not sufficient. (…)112 
(…) Because the [business judgment] rule is designed to validate certain transactions despite conflicts of 
interest, the plaintiffs’ rule [that “a” motive to control is sufficient to rebut the business judgment rule] 
would negate that purpose, at least in many cases. As already noted, control is always arguably “a” motive in 
any action taken by a director. Hence plaintiffs could always make this showing and thereby undercut the 
purpose of the rule.113 

(ii) Proportionality test 
Second, the defensive measure “must be reasonable in relation to the threat posed.”114 This 

step postulates a proportionality test, which requires the director to balance the impact of the 
defensive measure against the harm threatened by a particular bid. This second step is more 
exacting and potentially more rigorous than step one. 

The procedural fairness of the acquirer’s offer to the target shareholders determines whether 
the offer can be judged as a “threat”.115 As soon as an offer is “coercive” it is a threat. Coercive 
can be defined as an offer “that put[s] the shareholder to a choice of accepting the offer or risk 
being squeezed out.”116 However, a non-coercive offer may also be qualified as a “threat” where 
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 2003) Vol III, § 23.06, 1421. 
106 Farrar Takeovers, above n 75, 363. 
107 See Unocal, above n 104, 954. 
108 Ibid, 955. 
109 See Unitrin, above n 98, 1377. 
110 Farrar Takeovers, above n 75, 363. 
111 See Johnson v Trueblood (1980, 3rd Cir) 629 F.2d 287. 
112 Ibid, 288. 
113 Ibid, 292-293. 
114 See Unocal, above n 104, 955. This requirement was also used in Moran v Househo d Int’l Inc (Del 1985) 

 500 A.2d 1346, 1356 (“Moran”); Revlon, above n 53, 181. 
115 Fletcher 3A Fletcher Cyc opedia of Private Corp, above n 103, § 1041.40. 
116 Ibid. 
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shareholders were not given enough time to properly evaluate the offer.117 

To evaluate a “threat”, courts may refer to the “inadequacy of the price offered, nature and 
timing of the offer, questions of illegality, the impact on ‘constituencies’ other than 
shareholders (…), the risk of nonconsummation, and the quality of securities being offered in 
the exchange.”118  

Balancing the defensive measure against the threat posed means that the director may 
respond with an alternative coercive offer. Conversely, he is not allowed to respond coercively 
to a non-coercive offer, but his response must fall into a “range of reason”.119 

The proportionality test of Unocal was watered down during the following years. This 
development started with a holding of the Delaware Supreme Court in Moran120, stating that the 
adoption of a poison pill121 by a board was consistent with Delaware law; that is, a poison pill 
could be used as defensive measure against a hostile takeover. However, it was left open under 
which circumstances a court would order directors to redeem the pill. In City Capital 
Associates v Interco122 it was held that the use of a poison pill to defeat a noncoercive tender 
offer was not proportionate to any legitimate threat posed by the tender offer. The Delaware 
Supreme Court rejected this judgment by holding that almost anything would be considered a 
legitimate threat justifying the use of potent defensive measures.123 In the following years this 
development culminated in allowing directors to “just say no” when facing a hostile takeover 
bid.124 

(b) Differences between the business judgment rule and Unocal125 
The courts developed the Unocal test to answer the criticism that there was inadequate 

shareholder protection.126 In fact, the number of cases upholding defensive measures of 
directors did not decrease noticeably.127 However, Unocal is not a mere restatement of the 
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119 See Unitrin, above n 98. 
120 See Moran, above n 114. 
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122 See City Capital Associates v Interco (Del Ch 1985) 551 A.2d 787. 
123 See Paramount Communications v Time (Del 1989) 571 A.2d 1140. 
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126 See above Part III-B-3-(a). 
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traditional business judgment rule. Fletcher128 formulates it as follows: 

Delaware courts no longer rubber-stamp the preclusive conduct of any target management that can come up 
with some business excuse, no matter how transparently weak, to fight a takeover. Instead, the focus has 
shifted to whether the acquirer’s bid gave target shareholders a fair, noncoercive environment in which to 
decide to tender their shares. (…) This shift in focus towards shareholder autonomy instead of management 
discretion is a welcome change (…). 

4 The intrinsic fairness test 
If the directors are not able to fulfil all prerequisites of the Unocal test their conduct will be 

judged under the intrinsic or entire fairness test.129 The test is exacting and requires both fair 
dealing (a fair process) and a fair price.130 The burden of proving that actions were taken 
primarily to serve the interests of the company and the shareholders generally remains on the 
directors.131  

5 Duty to auction the company - Revlon 
As pointed out above, directors in the US have the duty to auction the company. This duty 

arises where shareholders decide to sell their shares. Frequently, shareholders are not in a 
position to auction their shares on their own. They have diverse and often conflicting interests 
and lack the knowledge to evaluate a takeover. In contrast, directors are familiar with the 
company’s value and are also better suited to negotiate more favourable terms with the bidder or 
to seek a superior offer from other parties.132 Therefore, directors must sell the shares for their 
shareholders. In this situation directors might find themselves in a strong conflict of interest as 
they are tempted to fight the hostile takeover in order to keep their position. If directors favour 
one bidder over another, a special application of the Unocal test is used.133 In the Revlon case134 
the court found that Revlon’s directors had breached their fiduciary duty to the shareholders by 
cutting off an auction so that a “friendly” bidder could win. Thus, a duty to maximize the 
company’s value at a sale for the shareholders’ benefit by auctioning the firm, once the sale of 
the firm has become inevitable, was established.135 Although directors are acting for the 
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129 See Unitrin, above n 98, 1371: “When shareholders challenge directors’ actions, usually one of three levels  

of judicial review is applied: the traditional business judgment rule, the Unocal standard of enhanced  
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559 A.2d 1261, 1280. 

131 Unitrin, above n 129, 1363; see also Alex Devience, Jr., J.D. “A Hindsight Review of the Business  
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1993) 5 DePaul Bus LJ 114, 120. 
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shareholders, as each shareholder could sell his shares on his own, Revlon136 allows management 
latitude to insure the victory of the better offer. 

IV DIFFERENCES BETWEEN THE THREE COUNTRIES 
Part III of this essay demonstrates that there is almost no difference between the 

Commonwealth countries Australia and New Zealand. The US developed case law and statutes 
which frequently can be distinguished from, but sometimes also resemble, the commonwealth 
approach. The following section highlights and evaluates these differences by looking on four 
fundamental principles which strongly influence directors’ duties and behaviour in a takeover 
situation. 

A Valid Business Purpose Underlying the Transaction 
In assessing defensive measures of directors the courts ask whether there is a valid business 

purpose underlying the transaction. This question is related to the mere business purpose itself. 
It must be distinguished from the issue of reviewing business decisions, which is connected to 
the question of how courts ascertain a proper purpose and which conclusions are drawn from 
that finding.137 

All three countries agree where a directors’ defensive measure is solely motivated by the 
purpose to preserve the directors’ own position. In Australia138 and New Zealand the director 
would be in breach of the duty to act for a proper purpose, because he exercised his power for a 
purpose for which it was not conferred upon him. Similarly, a director in the US139 would be in 
breach of his fiduciary duty. 

Differences appear where a director is motivated by multiple purposes which include the 
motivation to manipulate control. In Australia/New Zealand140 the defensive measure will only 
be held valid as long as the substantial purpose is proper in terms of the company’s interest. The 
American approach141 favours a more economical view, stating that a motive to retain control is 
not sufficient to invalidate a measure if there is also a valid business purpose.142 The difference 
between both approaches is only slight. However, American courts will be more reluctant to 
hold a defensive measure illegal even if it is motivated by the wish to retain control. 

B Burden of Proof 
In Australia and New Zealand the burden of proof related to an alleged breach of fiduciary 

duty by a director is on the plaintiff.143 In contrast to that, the burden of proof in most 
American jurisdictions is reversed due to the inherent danger of conflicting interests of the 

                                                 
136 Revlon, above n 53. 
137 Discussed below under IV-C (Review of business decisions). 
138 See part III-A-2-(a)-(ii). 
139 See part III-C-3-(a)-(i). 
140 See part III-A-2-(a)-(ii). 
141 See part III-C-3-(a)-(i). 
142 See also Howard, above n 92, 68. 
143 See part III-A-2-(b)-(vii). 
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incumbent management.144 Thus, the American regulation tends to favour shareholder interests. 

C Review of Business Decisions 
The third principle is related to the review of business decisions by courts. There have been 

numerous discussions in all three countries about how much courts should be able to second 
guess business decisions. Again, the American approach differs from that taken in Australia and 
New Zealand. 

In Australia and New Zealand the proper purpose doctrine is applied.145 In the US the courts 
apply the business judgment rule qualified by a proportionality test, that is, the Unocal test.146 
There is also a statutory business judgment rule in Australia (section 180(2) CA); however, it is 
not applied in the context of defensive measures in a takeover situation.147 In New Zealand there 
is no statutory business judgment rule. 

Comparing both legal approaches, it can be concluded that takeover defences in Australia 
and New Zealand are more restricted than in the US. In other words, American directors have 
more discretion in defending their company. In the US, state courts are more permissive in their 
review of defensive measures. In order to gain protection of the proper purpose doctrine in 
Australia and New Zealand148 the director must prove that he acted for a proper purpose. In 
determining this proper purpose the courts mainly consider the subjective view of the director. 
The Unocal test in the US149 consists of a reasonableness test and a proportionality test, which is 
both subjective and objective. Nevertheless, as was pointed out above,150 the reasonableness test 
is not very exacting, whereas the proportionality test was originally more demanding, but 
eventually watered down by the Delaware Supreme Court. 

Both approaches are criticised for different reasons. One disadvantage of the proper purpose 
doctrine is that it is motive based.151 It is already difficult to determine the subjective motivation 
of one director and this difficulty is enhanced where there is more than one director or where a 
director was motivated by a bundle of various purposes. Closely related to this is the fact that 
the proper purpose doctrine places strong emphasis on the directors’ motivation at the cost of 
the economic benefit which a takeover defence might or might not achieve.152 The issuance of 
shares as a defensive measure will strictly be voidable when the director was motivated by the 
sole purpose to stay in office, even if the director’s action itself was economically advantageous 
for the company. 

Further, the proper purpose doctrine was criticised as resulting in target passivity.153 The 
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approach adopted in Howard Smith originates in the thesis that the power to control a company 
is originally vested in shareholders. Moreover, it was meant to mitigate the conflict of interest 
which arises for directors in a takeover situation. In fact, this approach is likely to cause target 
passivity as directors fear personal liability. Howard154 points out that “target passivity (…) will 
likely lower premiums to reflect the lower risk of defensive counter-measures. (…) 
Consequently, some of the spectacular gains (…) to accrue to target shareholders might be 
transferred to bidders. This transfer does not seem equitable (…).” The American courts tried 
to solve the conflict of interest by adding an objective standard to the subjective approach. 

The American approach is sometimes criticised as being to permissive in its review of 
defensive measures.155 Some authors suggest an introduction of the option for shareholders to 
choose a regime less tolerant of defensive measures.156 On the other hand one has to bear in 
mind the economic effects of takeovers.157 Takeovers are motivated by the potential to exploit 
synergies not available to either corporation alone, thereby enriching both target and bidder 
shareholders. In addition, the bidder frequently is willing to offer some of the anticipated 
benefits to target shareholders. Misplaced defensive measures by the target’s directors can 
frustrate such benefits. There is also statistical evidence that the market for corporate control in 
the US functions reasonably well.158 

D Duty to Auction the Company 
Finally, there are different approaches concerning the duty to auction the company. Some 

American cases159 state that once it is established that shareholders have decided to sell the 
company a duty for the director to obtain the best price for the shareholders arises. Australian 
and New Zealand cases have not gone so far. However, in Commonwealth countries directors 
may take into account the fact that an exercise of their powers may produce a better price for 
the shareholders.160 Therefore, the difference between both approaches is the degree of effort 
which directors have to make. In the US directors actively must try to produce preferable offers, 
whereas directors in Australia and New Zealand at least have to choose the most beneficial offer 
in terms of shareholder value. Thus, the American approach is favourable for shareholders. Any 
prohibition would violate the basic fiduciary duty of directors to serve present shareholders.161 
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V CONCLUSION 

The fiduciary duties of directors facing a hostile takeover bid are exacting and manifold. 
Therefore, in taking action to defend the company, directors must be careful and attentive in 
order to serve the company’s interest, increase shareholder value and avoid conflicts of interest. 
The approaches taken in the US, Australia and New Zealand often resemble eachother, but 
sometimes differ. 

In relation to the burden of proof and the duty to auction the company, the American 
approach seems to favour shareholder interests. The same is true for the Australian and New 
Zealand regulation concerning the valid business purpose and the review of business decisions 
which are more restrictive to defending directors. On the other hand, restrictions on defensive 
measures frequently reduce the economic benefit to the company and, in the end, to 
shareholders. Therefore, the economic approach is more favourable. 

Consequently, it is suggested that Australia and New Zealand reform their approach with regard 
to valid business purpose, the review of business decisions, burden of proof and the duty to 
auction the company. In this respect, the appraoch taken in the US is instructive 
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