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Welcome to the latest edition of Piper Alderman’s e-Bulletin,  
which aims to provide accessible and informative summaries  
of recent significant legal developments.

2

54
China outbound investment 
regulations and requirements 
China’s overseas investment has rapidly 
increased over the last few years as Chinese 
companies expanded into new markets, 

seeking to develop advanced technology and acquiring energy and 
resources and brand names. Lawyer, Shao Ma gives an overview 
of the regulations around Chinese investment.

ESOP tax changes announced 
On 14 October, the Federal Government 
announced the changes it foreshadowed 
to the tax treatment of Employee Share 
and Option Plans (ESOPs). The changes 

are significant for any company, whether public or private, 
which would benefit from issuing equity (or options to acquire 
equity) to employees or directors at a discount to market 
value as a means of remuneration, incentivisation, retention 
or raising capital. Partner, Judy Choate provides a summary of 
the changes.

57
Allegations of Union corruption - 
the Royal Commission into Union 
Misconduct
On 10 February 2014, Prime Minister Tony 
Abbott issued a joint media statement 

signifying his intention to recommend to the Governor-General 
the establishment of a Royal Commission to inquire into the 
alleged financial irregularities associated with the affairs of trade 
unions. Partner, Erin McCarthy and Law Clerk, Eliza Hampton 
provide an overview on the Royal Commission into Trade Union 
Governance and Corruption.

PA e-Bulletin 1 October 2014

59
Have you duly undertaken due 
diligence?
A recent decision in the High Court of New 
Zealand, Houghton v Saunders [2014] 
NZHC 2229, may provide helpful guidance 

to directors of Australian companies and their advisers when 
planning and undertaking ‘due diligence’ when preparing a 
prospectus and other disclosure documents in Australia. Senior 
Associate, Josh Steele and Associate, Rachel Austin discuss the 
decision.



PA e-Bulletin 2 October 2014

[ P U B L I C A T I O N  N A M E ]

ESOP tax changes announced
On 14 October, the Federal Government announced the changes it 
foreshadowed to the tax treatment of Employee Share and Option Plans 
(ESOPs). The changes are significant for any company, whether public or 
private, which would benefit from issuing equity (or options to acquire equity) 
to employees or directors at a discount to market value as a means of 
remuneration, incentivisation, retention or raising capital. Partner, Judy Choate 
provides a summary of the changes.
Summary of the changes

• Concessions for eligible start-up 
businesses. 
 
Eligible start-up businesses will be 
unlisted private or public companies 
with a turnover under $50m that 
are less than 10 years old. Upfront 
taxation will be removed on options 
and shares which are issued to 
employees at a small discount by 
eligible start-up businesses, provided 
they are held by the employee for 
more than 3 years. The tax deferral 
period will be extended from the 
current 7 years up to 15 years. 

• Concessions for all companies 
 
Options issued by all companies will 
no longer be taxed in the year in 
which they are issued and will instead 
be taxed in the year in which they 
are exercised. This will effectively 
reverse one of the main detrimental 
impacts of the current provisions, 
which have been in place since 2009, 
and return companies to the position 
that existed before 2009. Tax on the 
discounted price of shares will be 
deferred until the shares are sold, 
so that the employee is taxed on 
the capital growth in the value of the 
shares when that growth is realised 
– a position that is more aligned with 
the treatment in the US and UK.

Impetus for the changes

The changes announced are a direct 
response to the adverse consequences 
that have followed amendments to the tax 
treatment of ESOPs made in 2009. Although 
the 2009 amendments were intended to 
counter perceived abuses by corporate 
executives in mature businesses earning 
more than $180,000 per annum, they 
had the effect (amongst others) of stifling 
the establishment and growth of start-up 
businesses, which have traditionally been 
heavily reliant on the ability to use shares 
and options as a means of luring talent and 
investors and remunerating founders and 
key employees. Start-ups in the technology 
and biotech fields were particularly hard 
hit. The rules created a tax liability for the 
employees receiving the shares or options, 
before they were able to sell the shares and 
access cash proceeds.

Prior to the 2009 amendments, it was 
possible for recipients of shares and options 
issued at a discount to market value to elect 
to have the discount taxed in the year of 
issue and receive a $1000 tax exemption, or 
to defer the tax payable, in some cases for 
up to 10 years. These provisions had been 
in place since 1995 and were themselves 
a response to the government’s view that 
ESOPs had been open to tax minimisation 
abuse by corporate executives of established 
companies.

As a result of the 2009 amendments, 
the amount of the discount became 
taxable in the year in which the shares or 
options were issued, unless the shares or 
options are at a “real risk of forfeiture” 
or are obtained under a salary sacrifice 
arrangement (and other requirements are 
met). Where the discount is assessable 
upfront, a $1000 exemption is available 
in limited circumstances. Where tax 
on the discount is able to be deferred, 
tax becomes payable at the earliest 
occurrence of a number of trigger 
events, but within 7 years after issue. The 
amount of the discount is measured as 
the difference between the market value 
of the share or option, and its cost base, 
which is effectively what the recipient 
pays to acquire it. Market value takes its 
ordinary meaning in respect of shares and 
listed options, but the pre-2009 rules for 
determining the market value of unlisted 
options continue to apply.

For further information contact: 

 Judy Choate, Partner 
 t +61 3 8665 5549 
jchoate@piperalderman.com.au
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China outbound investment regulations and 
requirements
China’s overseas investment has rapidly increased over the last few years as 
Chinese companies expanded into new markets, seeking to develop advanced 
technology and acquiring energy and resources and brand names. Lawyer, Shao 
Ma gives an overview of the regulations around Chinese investment.

Regulations governing outbound 
investment 

Investment abroad by Chinese companies 
is regulated by three governmental 
bodies: the Ministry of Commerce 
(MOFCOM), the State Administration of 
Foreign Exchange (SAFE) and the National 
Development Reform Commission 
(NDRC). In recent years, these agencies 
have sought to make expanding abroad 
easier for Chinese companies. 

MOFCOM Regulation

MOFCOM is the main regulatory body 
governing outbound investment in 
China. It is responsible for formulating 
regulations in relation to outbound 
investment and coordinates the activities 
of the commercial counsellors in China’s 
embassies in protecting and advancing the 
interests of Chinese companies. In March 
2009, MOFCOM released the Measures 
for the Administration of Outbound 
Investment (the Measures), the Measures 
detail the level of review that various 
Chinese enterprises are subjected to in 
order to receive an Outbound Investment 
Approval Certificate. Chinese enterprises 
must receive an Outbound Investment 
Approval Certificate in order to complete 
foreign currency, banking and customs 
procedures with the relevant Chinese 
government agencies. 

According to the Measures, the following 
kinds of outbound investment transactions 
require central-level MOFCOM review: 

• investing in a country that has not 
established diplomatic relationships with 
China

• investing in a specific country or 
region on a list to be determined 
by MOFCOM and the Ministry of 
Foreign Affairs as well as other relevant 
departments

• investing an amount greater than $100 
million

• making an investment that involves 
the interests of multiple countries or 
regions

• setting up a special-purpose company 
overseas to enable a domestic company 
to gain the benefits of a foreign listing. 

The following kinds of outbound investment 
transitions require provincial-level 
MOFCOM review: 

• Overseas investment level of between 
$10 million and $100 million

• Overseas investment in the fields of 
energy or minerals

• Overseas investments that require 
capital to be raised from within China. 

As a general rule, central - level and 
provincial – level authorities will deny 
permission to make an overseas 
investment under three circumstances: 

• The transaction endangers the 
sovereignty, national security or 
public interests of China or violates 
a law or regulation of China.

• The transaction will likely violate 
any international treaty concluded 
by China with a foreign party.

• The transaction involves exporting 
any technology or goods prohibited 
by China. 

The Measures call for central and 
provincial MOFCOM officials to consult 
the appropriate Chinese embassy or 
consulate where the investment will be 
made as to the security status of the 
target country and the probable effect 
of the proposed investment on bilateral 
economic, political and trade relations. 
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All other investment transactions by 
Chinese enterprises are not subject to 
central or provincial level MOFCOM 
approval, and the investor need only 
submit an Application Form for Overseas 
Investment and should receive approval 
within three days. The Measures mark 
a significant change from the previous 
approval procedures that subjected all 
investments to full review by central 
or provincial MOFCOM officials. The 
Measures make it clear that MOFCOM 
will not conduct or review feasibility 
studies of proposed investments, 
providing, in relevant part, that “economic 
and technical feasibility of an overseas 
investment shall be the sole responsibility 
of the enterprise.” 

The Measures streamline the approval 
process for Chinese outbound 
investment and make the process much 
more predictable. This should enable 
potential foreign sellers and joint-venture 
participants to select their preferred 
investors based on accurate predictions 
of the time necessary for governmental 
review. 

SAFE Regulation 

SAFE is responsible for, amount other things, 
handing China’s significant foreign exchange 
reserves. In that capacity, SAFE drafts and 
implements the rules that determine the 
conditions under which Chinese companies 
can use foreign currency. 

On 9 June 2009, SAFE issued the Notice 
on Certain Issues Relating to Foreign 
Exchange Administration on offshore 
Lending by Domestic Enterprises ( the 
Notice), which became effective as of 
August 1, 2009. The Notice makes it easier 
for Chinese enterprises to finance their 
operations abroad by reducing qualification 
requirements for offshore lending, 
expanding the sources of funds for lending, 
and simplifying verification and remittance 
procedures for lending. 

The Notice allows Chinese enterprises to 
use their own foreign currency holdings 
as well as government foreign exchange 
reserves to make loans to their foreign 
subsidiaries. 

National Development Reform 
Commission (NDRC) Regulation 

The NDRC supervise outbound investments 
to ensure they align with China’s overall 
economic development policy. The 
Commission plays an active role in the 
approval of outbound investment, and 
its review includes the commercial and 
technical feasibility of proposed projects. 
It is particularly interested in investment 
transactions that relate to natural resource 
exploration and development as well as 
transactions that require a large amount 
of foreign currency reserves. According 
to the Measures, Chinese companies are 
required to obtain NDRC approval to make 
investments abroad under two conditions: 

• when the investment transaction relates 
to natural resource exploitation and the 
investment amount is in excess of $30 
million

• when the company requires a large 
amount of foreign currency to make the 
investment and the investment is above 
$10 million. 
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If investments meet either of the two 
following conditions they require both 
NDRC and State Council approval: 

• the investment relates to natural 
resource development and the 
investment amount is above $200 
million

• the Chinese company requires a large 
amount of foreign currency to make the 
investment and the investment amount 
is above $50 million. 

The NDRC also require Chinese companies 
that intend to acquire overseas companies 
in transactions that are subject to NDRC 
approval to submit certain informational 
reports to the NDRC before they sign 
any legally binding contracts. The NDRC 
can then identify “apparent significant 
adverse factors” and notify the company 
accordingly.  

Banking Regulations 

Another regulation supporting increased 
outbound investment by Chinese enterprises 
is the guidelines on Risk management of 
loans Extended by Commercial Banks for 
Mergers and Acquisitions (the Guidelines). 
The Guidelines were promulgated in 
response to a call by the State Council to 
increase bank support for M&A transactions 
as part of a stimulus effort to combat the 
global financial crisis. 

Under the Guidelines, banks incorporated 
in China ( including locally incorporated 
subsidiaries of foreign banks) can lend 
to enterprises incorporated in China 
(including foreign invested enterprises) 
for a variety of M& A purposes, including 
purchases of existing equity interests, 
subscriptions for new capital, mergers, 
asset acquisitions, debt restructurings and 
other similar transactions, but excluding 
the purchase of non-controlling minority 
stakes. 

The Guidelines include capital and other 
requirements that banks must meet before 
lending for M&A transactions. Specifically, 
banks must have: 

• comprehensive risk management 
systems and effective internal control 
systems

• a loan loss special reserve ratio of 
100% or above

• a capital adequacy ratio of 10% or 
above

• a general reserve balance of at least 
1% of the loan balance over the same 
period

• professional management capable of 
performing credit due diligence and 
risk assessment. 

In addition, the Guidelines place the 
following restrictions on M&A loans: 

• An M&A loan cannot exceed 50% of 
the total acquisition price.

• A loan to a single borrower cannot 
exceed five years.

• The borrower must provide 
adequate security for the loan. 

On top of these financial restrictions, 
the Guidelines require banks to perform 
due diligence regarding compliance, 
operational and commercial risks relating 
to the parties and the transaction. Banks 
must evaluate factors like potential 
synergies between the two enterprises. In 
order to comply with these requirements, 
Chinese banks will have to devote 
resources to developing expertise not 
only in the financial aspects of M&A 
transactions, but in other aspects of M&A 
deals as well.

For further information contact: 

 Shao Ma, Lawyer 
 t +61 2 9253 9924 
sma@piperalderman.com.au
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Allegations of Union corruption - the Royal 
Commission into Union misconduct
On 10 February 2014, Prime Minister Tony Abbott issued a joint media 
statement signifying his intention to recommend to the Governor-General 
the establishment of a Royal Commission to inquire into the alleged financial 
irregularities associated with the affairs of trade unions. Partner, Erin 
McCarthy and Law Clerk, Eliza Hampton provide an overview on the Royal 
Commission into Trade Union Governance and Corruption.

The Royal Commission into Trade 
Union Governance and Corruption 
was established on 13 March 2014 by 
the former Governor-General, Her 
Excellency the Honourable Quentin Bryce 
AC CVO.

The Honourable John Dyson Heydon 
AC QC was appointed to lead the Royal 
Commission in accordance with the 
Terms of Reference. 

Terms of Reference

The Terms of Reference which inform the 
Commission as to the scope of the inquiry 
are broad. The focus is to investigate 
financial irregularities within trade unions 
and registered employee associations, but 
it is not limited to particular organisations, 
allegations or industries.

The inquiry is to be conducted to gather 
the facts using three methods; oral 
testimony, documentary evidence, and 
circumstantial reasoning. The Commission 
has already held public hearings to gather 
evidence of this nature.

Significant Evidence

The Commission began the hearing process 
on 9 April 2014 and has heard evidence 
from over 120 witnesses during much-
reported on public hearings.

The Australian Workers Union (AWU), 
the Communications, Electrical, Electronic, 
Energy, Information, Postal, Plumbing and 
Allied Services Union of Australia (CEPU), 
the Construction, Forestry, Mining and 
Energy Union (CFMEU), the Health Services 
Union (HSU), the National Union of 
Workers (NUW), the Shop, Distributive 
and Allied Employees Association (SDA), 
and the Transport Workers Union (TWU) 
have all been the subject of these hearings 
and related evidence has been submitted to 
the Commission.

Out of these hearings, some notable 
evidence has been provided relating to 
alleged misuse of funds, threatening conduct, 
and criminal activity.

Misuse of Funds

A significant line of inquiry for the 
Commission was the financial irregularities 
in union affairs and potential misuse of 
funds by union members and officials. 
One of the more high-profile witnesses 
was former Prime Minister Julia Gillard 
who gave evidence after the Commission 
had received evidence from an AWU 
official that funds linked to an association 
established to raise funds for union 
elections were used to pay a deposit 
on a property in Victoria in 1993. Both 
Ms Gillard and her former boyfriend, 
AWU official Bruce Wilson, have denied 
receiving any financial benefit for the union 
slush fund. 

Threatening Conduct

Evidence has been given by an owner of 
a crane company, Albert Smith, which 
accuses the CFMEU of attempting to 
financially cripple his business. Mr Smith 
gave evidence that the CFMEU had 
threatened to end his company and 
remove the business from Townsville. 
Michael Ravbar, the CFMEU Divisional 
Branch Secretary for Queensland and the 
Northern Territory, has refuted these 
allegations saying there were heated 
discussions with Mr Smith, but no threat 
to ban his company.
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Criminal Activity

As recently as mid-September, Victoria 
Police Assistant Commissioner, Stephen 
Fontana, gave evidence at the Royal 
Commission of the involvement of 
organised crime in the building industry, 
naming the CFMEU as a particular 
concern. 

Mr Fontana’s evidence detailed examples 
of criminal activity including threats of 
violence relating to debts on behalf of, 
or directly by, union officials, and the 
involvement of out-law motorcycle 
gang members in the intimidation of 
those involved in union affairs. While 
being unable to name particular union 
officials linked directly to organised 
crime, Mr Fontana clearly held concern 
for witnesses to organised crime in the 
building industry and called for their 
protection.

Future Direction

The Royal Commission has held public 
hearings as recently as late October 2014 
Written submissions by Counsel assisting 
the Commission will be published online on 
31 October 2014, and submissions by those 
who have appeared before the Commission 
must be lodged by 14 November 2014, also 
to be published online. Anyone affected 
by these submissions will have until 21 
November 2014 to respond.

Following the conclusion of the lodgement 
of submissions by relevant parties, the 
Commissioner will deliver an interim 
report to the Governor General on 15 
December 2014 which may detail the 
evidence received, the interim conclusions 
which have been drawn, and the likely 
recommendations that the Commissioner 
wishes to make. 

For further information contact: 

 Erin McCarthy, Partner 
 t +61 8 8205 7733 
emccarthy@piperalderman.com.au

 Eliza Hampton, Law Clerk 
 t +61 8 8205 3330 
ehampton@piperalderman.com.au



Have you duly undertaken due diligence?
A recent decision in the High Court of New Zealand, Houghton v Saunders 
[2014] NZHC 2229 , may provide helpful guidance to directors of Australian 
companies and their advisers when planning and undertaking ‘due diligence’ 
when preparing a prospectus and other disclosure documents in Australia. 
Senior Associate, Josh Steele and Associate, Rachel Austin discuss the decision.

The decision related to an action brought 
on behalf of shareholders of Feltex 
Carpets Limited (Feltex) against former 
directors and shareholders of Feltex and 
promoters of its 2004 initial public offering 
(IPO), for untrue statements contained 
the prospectus issued in relation to the 
IPO and listing on the New Zealand Stock 
Exchange, following Feltex being placed 
into liquidation.

That decision concerned s. 56(1) of 
the New Zealand Securities Act 1978 
(Securities Act), which provides that 
certain persons are liable for a pecuniary 
penalty and may be required to pay 
compensation:

“for the distribution of…. [a] registered 
prospectus that includes an untrue 
statement…”

The Securities Act deems a statement to 
be ‘untrue’ if it is misleading in the form 
and context in which it is included, or if 
it is misleading by reason of the omission 
of a particular which is material to the 
statement in the form and context in 
which it is included. 

These provisions are the New 
Zealand equivalent to section 728 
of the Corporations Act 2001 (Cth) 
(Corporations Act), which provides that 
directors and others may be liable if there 
is:

“a misleading or deceptive statement in a 
disclosure document….”

The crux of the Feltex matter was that the 
IPO prospectus contained various untrue 
statements, including in relation to, among 
other things:

 � undisclosed adverse trends in Feltex’s 
recent trading history

 � misstatements or omitted disclosure of 
certain risks facing Feltex’s business

 � the use of misleading or unreasonable 
assumptions in predicting the future 
performance of its business for 
the coming financial years and the 
misleading presentation of historical 
and prospective financial data, which 
effected the manner in which certain 
quantitative data was presented in the 
prospectus.

Ultimately, the plaintiff’s claim, that the 
prospectus included untrue statements, 
were dismissed by the Court on the basis 
that, “while a number of the criticisms of the 
prospectus had some justification, none of 
them made out material misleading content or 
omissions that would trigger liability” .

Of note, however, were several 
comments made by Justice Dobson in 
relation to the ‘due diligence’ process 
that was undertaken when preparing the 
prospectus.

Although the Court was not required 
to specifically decide whether the ‘due 
diligence’ defence was available to the 
directors and others, as the Court 
had already found that the statements 
were not ‘untrue’ for the purpose of 
the Securities Act, the Court noted 
the thoroughness of the due diligence 
process undertaken when preparing the 
prospectus, suggesting that, even if the 
plaintiff’s claim had been successful, the 
directors and others would have been 
entitled to rely on the ‘due diligence’ 
exemption contained in section 56(3) of 
the Securities Act, which provides that:

No person shall be liable under subsection 
(1) of this section in respect of any untrue 
statement included in an advertisement or 
registered prospectus, as the case may be, 
if he or she proves that—

….

(c)  as regards every untrue statement 
not purporting to be made on the 
authority of an expert or of a public official 
document or statement, he or she had 
reasonable grounds to believe and did, 
up to the time of the subscription for the 
securities, believe that the statement was 
true.”
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For further information contact: 

 Erin McCarthy, Partner 
 t +61 8 8205 7733 
emccarthy@piperalderman.com.au

 Eliza Hampton, Law Clerk 
 t +61 8 8205 3330 
ehampton@piperalderman.com.au
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While not identical to the Australian 
equivalent provision, in light of the 
limited judicial guidance in Australia as 
to the application of section 731 of the 
Corporations Act, the Court’s comments 
are of assistance to directors and their 
advisers when planning their due diligence 
processes, by providing helpful colour 
as to the level of detail that the Courts 
may consider regarding the due diligence 
process that has been undertaken and 
what may be required if the defence is to 
be available.

The Court expressed the view “that the 
due diligence process…appeared (without 
the benefit of comparison with any other 
processes undertaken for prospectuses 
at or around the same time) to be very 
thorough’’. That process included, 
among other things, the establishment 
of a formal due diligence committee, 
management interviews of 11 of Feltex’s 
senior managers (and written sign-offs on 
specific areas of responsibility from each), 
the preparation of a detailed due diligence 
report, legal advice as to the standard of 
discourse required and advice from an 
accounting firm as to, among other things, 
the manner in which the prospective 
financial information contained in the 
prospectus had been prepared and 
presented .

The judgement also confirmed the position 
that, while the directors were not required 
to conduct all relevant research personally, 
they must not rely blindly on information 
provided by others and must undertake 
a ‘genuine individual assessment of the 
accuracy of the content’ of the prospectus 
and must reasonably believe in the accuracy 
of the information presented so as to be 
able to rely on the due diligence defence.

As the plaintiffs have lodged an appeal 
against the decision, it may not be the final 
position as to whether the statements 
contained in the prospectus were in fact 
untrue, or not. However, as the due 
diligence process undertaken in the Feltex 
matter appears to be similar to that often 
undertaken in Australia, the decision 
provides helpful colour to Australian 
directors and their advisers as to the 
appropriateness of their own due diligence 
processes and the potential availability of the 
‘due diligence defence’ in practise.

For further information contact: 

 Josh Steele, Senior Associate 
 t +61 7 3220 7744 
jsteele@piperalderman.com.au

 Rachel Austin, Associate 
 t +61 7 3220 7745 
raustin@piperalderman.com.au
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