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Holding ratings agencies to
account
Partner, Amanda Banton and Lawyer,
Denee Theodorou discuss the Federal
Court’s landmark decision in Bathurst
Regional Council v Local Government Financial Services
and its wider implications.

Government proposes
amendments to ease retail
corporate bond fundraising
regime
The Federal Government has released
draft legislation to amend the Corporations Act to
improve the attractiveness of issuing corporate bonds to
retail investors. Partner, Craig Yeung and Lawyer, Jarrod
Wilksch review the proposed changes.

Fuel tax system - is your
business eligible for the carbon
price opt-in scheme for its fuel
emissions?
The Australian Government has recently
finalised rules for the “opt-in scheme” to allow certain
businesses liable to pay an effective price on carbon
through the fuel tax system to elect instead to pay that
price under the carbon pricing mechanism. Partner,
Ashley Watson, Senior Associate, Kelly Scott, and Law
Clerk, Philippa Ward take a look at the scheme and its
benefits.

Think before you type - liability
for comments on social media
The Federal Court of Australia has found
an Australian swimwear designer’s
comments made on Facebook about
her rival swimwear label Seafolly to be misleading and
deceptive conduct. The decision serves as a reminder
that social media is not immune from the laws that
apply to businesses generally. Associate, Cheryl Nemeth
and Lawyer, Elle Nikou discuss.

Governance standards for the
not-for-profit sector
The Australian Government has released
its Consultation Paper on the proposed
governance standards to apply to all notfor-profits registered with the Australian Charities and
Not-for-profits Commission. Partner, George Raitt and
Lawyer, Ivor Kovacic discuss the proposed standards.

Buyer beware - Body corporate
resolution ineffective to secure
car parks
Partner, Kerri McElwaine and Law
Graduate, Ryan Ainscough examine
a recent Queensland Supreme Court decision which
highlights the risks of buyers not conducting sufficient
due diligence before settling on their purchase.
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Holding ratings agencies to account - The
Federal Court’s landmark decision in Bathurst
Regional Council v Local Government Financial
Services
Partner, Amanda Banton and Lawyer, Denee Theodorou discuss the Federal
Court’s landmark decision in Bathurst Regional Council v Local Government
Financial Services and its wider implications.
Introduction

Background to the proceedings

The CPDO

In November 2012, the Federal Court
of Australia handed down its decision in
Bathurst Regional Council & Ors v Local
Government Financial Services & Ors
(Bathurst v LGFS), which marks the first
time that ratings agency Standard & Poor’s
has been held accountable anywhere in
the world for the ratings opinions which it
is paid to assign to financial products. The
implications of the Honourable Justice
Jagot’s decision are global and widespread
within the financial services industry.
The decision highlights the capacity for
a duty of care to arise not only between
investors and their financial advisors,
but between investors and the parties
involved in structuring and rating the
financial products which they purchase. It
also exposes the inherent problems with
an ‘issuer-pays’ ratings process, under
which ratings agencies are paid by the
banks whose products they independently
rate. These problems have been widely
discussed in the wake of the global
financial crisis (GFC), and the collapse
in 2007 and 2008 of billions of dollars
in structured products, issued “A” and
above credit ratings by Standard & Poor’s
and its ratings agency counterparts.

The proceedings were issued by thirteen
New South Wales (NSW) local councils
(the Councils) against their financial advisor,
Local Government Financial Services
(LGFS), in relation to its recommendation
that the Councils acquire holdings in a new
financial product, a “constant proportion
debt obligation” (CPDO) known as the
‘Rembrandt 2006-3’ CPDO (Rembrandt).
Most significantly, the Councils brought
claims in negligence and for misleading and
deceptive conduct against McGraw-Hill
International (UK) Limited (which trades as
Standard & Poor’s (S&P)), for its assignment
of a “AAA” credit rating to Rembrandt, and
against the arranger of Rembrandt, ABN
Amro Bank NV (ABN Amro), for its role
in the assignment and dissemination of the
AAA rating.

In April 2006, ABN Amro developed the
first CPDO, a highly complex structured
financial product which made use of
leverage to provide returns to investors
above the average 90 day bank bill swap
rate. The CPDO was structured as
follows. The CPDO would earn or lose
money through notional “credit default
swap” (CDS) contracts which referenced
two CDS indices, the CDX and iTraxx
indices (which weighted equally together
were known as the Globoxx index). The
investor would receive a series of periodic
(e.g. monthly) premium payments under
the CDS contract, however in return
would be obligated under the CDS
contract to make “default payments” to
the swap counterparty if certain “credit
events” occurred. The CPDO was highly
leveraged and employed a “doubling
strategy” whereby the amount of leverage
would be increased in the face of losses
in an attempt to mitigate the loss. ABN
Amro and Justice Jagot likened this to the
casino strategy of increasing your bets
after a losing streak in an effort to “bet
yourself out of the hole”. Significantly, if
the net asset value (NAV) fell below 10%,
the Rembrandt notes were designed to
“cash out”, paying back to investors less
than 10% of their principal investment.
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The Rating
ABN Amro engaged S&P in May 2006 to
assign a credit rating to the Rembrandt
2006-2 CPDO, the first CPDO to be
issued in Australia. In September 2006,
S&P assigned Rembrandt 2006-2 a
“AAA” credit rating, S&P’s highest rating,
indicating that product’s capacity to meet
its financial commitments was “extremely
strong” and that the likelihood of default
was less than 0.728%.
LGFS, a financial advisor in NSW
which had operated for 25 years in the
local government investment market,
purchased $10m in the Rembrandt 20062 notes for its client StateCover. LGFS
then approached ABN Amro to create
and structure the Rembrandt 2006-3
CPDO for the purpose of on-sale to
LGFS’s local government clientele. LGFS
made ABN Amro aware that a high
degree of security, meaning a low risk
of default, was of central importance to
local councils. Accordingly, in order for
the Rembrandt 2006-3 ‘deal’ to proceed,
it was critical that the notes be assigned a
“AAA” credit rating by S&P.

N A M E ]

In 2007, sustained spread widening began
to occur on the Globoxx index, causing
the value of Rembrandt to decline and
“cash out” in October 2008, with the result
that noteholders, including the Councils,
received back less than 10% of their principal
invested.

Claims against Standard and Poor’s
The Councils and LGFS successfully brought
claims against S&P for negligence, alleging
that S&P owed a duty of care to investors
who purchased the Rembrandt 2006-3
notes, and that S&P had failed to exercise
reasonable care and skill in assigning the
“AAA” rating to the Rembrandt notes.
The Councils and LGFS also established
that S&P’s assignment of the AAA rating
constituted misleading and deceptive
conduct under section 1041H of the
Corporations Act 2001 (Cth) (Corporations
Act) and section 12DA of the Australian
Securities and Investments Commission Act
2001 (Cth) (ASIC Act), and contained
statements which were materially misleading
and/or false in a material particular in
contravention of section 1041E of the
Corporations Act.

ABN Amro again engaged S&P to rate
Rembrandt 2006-3 and in October 2006,
S&P assigned the Rembrandt 2006-3
notes a “AAA” rating. S&P authorised
ABN Amro to disseminate the rating to
potential investors, including to LGFS.
LGFS purchased the entire $40m initial
issue of the Rembrandt 2006-3 notes,
and proceeded to attempt to sell
the notes to its local council
clients. The applicants in the
Bathurst v LGFS proceedings
each acquired holdings of
between $500,000 and
$2m in the Rembrandt
2006-3 notes on the
advice of LGFS.
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Findings against S&P
The Court held that S&P did not have
reasonable grounds upon which to assign
the Rembrandt notes a AAA rating and
that the rating was not the product of
the exercise of reasonable care because
of fundamental errors made by S&P in
modelling the performance of Rembrandt.
Justice Jagot noted that this was not
a case about the appropriateness or
otherwise of the AAA rating, it was a
case about what S&P did, and did not do,
and whether that conduct was consistent
with how a reasonable ratings agency
would have conducted itself. The Court
found that S&P acted in a way which no
reasonable ratings agency would have
acted, noting that S&P’s testing of the
product disclosed “a pattern of irrational
reasoning favourable to the performance of
the CPDO”. The Councils had established
that several inputs in S&P’s modelling
of Rembrandt (on which S&P based its
ratings), could not reasonably be used
by any ratings agency for the purpose
that S&P had used them. The Court
emphasised that “S&P did not just fail to
apply good ratings practice. It failed to act
reasonably and rationally.”
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The Court found the following conduct of
S&P fell below the standard of reasonable
care to be expected of a reasonable
ratings agency:
•

•

S&P failed to develop its own model
for rating CPDOs and instead
adopted the model which was
developed by ABN Amro. This
ratings model contained hidden
biases (such as a 7% “roll down
benefit”) which were favourable to
the performance of the CPDO and
which ABN Amro failed to tell S&P
about.
The method which S&P employed for
modelling “default risk” (the risk that
companies forming part of the CDX
or iTraxx indices would default) was
flawed, meaning that a reasonably
competent ratings agency should
have approached the modelling
results with caution. The Court found
that S&P did the opposite.

•

S&P should have, but failed to,
consider the effect of “ratings
migration” in its modelling. The Court
found that ABN Amro knew this and
decided not to raise the issue with
S&P.

•

The figure which S&P adopted for an
input parameter known as the “long
term average spread” of the Globoxx
was an “arbitrary and irrational
selection”.

•

S&P adopted a 15% “volatility” figure
(which related to the performance of
the iTraxx and CDX indices) which
had been provided to it by ABN
Amro. There was no evidence that
S&P itself checked the 15% volatility
figure, though S&P could easily
have calculated this, and realised
the correct figure was around 28%.
Justice Jagot concluded that a ratings
agency acting reasonably would
be required to calculate volatility
for itself, and that no reasonably
competent ratings agency would have
adopted a volatility figure of 15%.
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•

•

S&P did not model the Rembrandt
2006-3 transaction at all but assigned
a AAA rating to it on the basis that it
was a repeat of the Rembrandt 2006-2
transaction. Further, in modelling both
transactions, S&P failed to use the actual
starting spreads on the Globoxx at the
time it issued the rating.
S&P did not give any consideration to
“model risk” when assigning the AAA
rating.

Had even one of these errors and omissions
been rectified by S&P, the Rembrandt notes
could not have achieved a AAA rating.
Further, Justice Jagot concluded that the
“minimum level of reasonable competence”
required a ratings agency to test the
performance of the CPDO, not only in
reasonably expected market conditions, but
also in “exceptional but plausible” market
conditions, and found that S&P’s modelling
had failed to do this.
Duty of Care owed by S&P
The most significant aspect of the decision
is the imposition of a duty of care between
S&P and the investors. In imposing a duty of
care, Justice Jagot emphasised that the class
of persons who purchased the Rembrandt
2006-3 notes was ascertainable, as the class
was comprised of potential purchasers of
the minimum $500,000 subscription in the
$40 million issue of the Rembrandt 2006-3
notes. The Court rejected S&P’s argument
that the liability was indeterminate, as at the
time Rembrandt was issued, there was no
secondary market for them and the factors
confining the scope of potential liability were
in the exclusive control of S&P. That is, S&P
chose what products it rated, understood
the issue size for each of the products,
understood the life of the notes for which
its rating would be carried, and at all times,
maintained the ability to reduce or control
its liability by downgrading or withdrawing
its rating.
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The Court held that:
•

S&P’s conduct outlined above was
not the conduct of a reasonable
ratings agency exercising reasonable
care and skill and that it constituted
a breach of the duty of care owed
by S&P to investors, including the
Councils and LGFS.

•

The claim had nothing to do with
whether S&P failed to foresee
the GFC. The GFC was not an
intervening cause of the Councils’
loss, as the experts agreed that the
GFC was not “unprecedented”. Even
if the GFC was unprecedented, the
Rembrandt notes did not require an
unprecedented event to cash out.

•

The cause of the harm was the cash
out of the notes, which was found
to have been caused by sustained
spread widening on the iTraxx and
CDX indices. The Court found that
S&P knew that sustained spread
widening was the main risk of cash
out and accordingly, it was “not only
reasonably foreseeable; it was one of
the main anticipated risks the CPDO
faced”.

Misleading and deceptive conduct
The Court found that S&P’s assignment
of the AAA rating constituted a “financial
service” and “financial product advice”
within the meaning of section 12BAB(5)
of the ASIC Act. The AAA rating was
found to convey that S&P had concluded
that Rembrandt’s capacity to pay interest
and principal was “extremely strong”
and that carried with it, a representation
that S&P had reasonable grounds for
that conclusion. For the reasons outlined
above, the Court concluded that S&P
did not have reasonable grounds for
assigning the AAA rating, in contravention
of s 1041E. For the same reasons, S&P’s
conduct in authorising ABN Amro to
disseminate the AAA rating to investors
was found to be misleading and deceptive,
in breach of sections 1041H and 12DA.
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Reliance on Disclaimers

Claims against ABN Amro

In defence to the Councils’ and LGFS’
claims, S&P relied on disclaimers in
various versions of the ratings report
which it issued for Rembrandt (S&P
Report). The S&P Report was published
on the S&P website and was disseminated
to ABN Amro, and then passed on to
LGFS and the Councils. The Court held
that the disclaimers were ineffective to
avoid liability as the notion that ‘investors
should not rely on the credit rating
in making investment decisions’, was
inconsistent with the very purpose for
which S&P was paid to issue its ratings.
The Court found that the effect of the
disclaimer would be to negate altogether
the representations made in the S&P
Report and that a “far more prominent”
disclaimer would have been required
to potentially achieve that effect. In
any event, the disclaimers could not be
understood to disclaim any exercise of
care and skill in the assignment of the
rating, and accordingly, S&P could not rely
on the disclaimers to avoid liability.

The applicants were also successful in
establishing claims against ABN Amro:

Implications for Ratings Agencies
Ratings agencies can now be directly
accountable to investors to ensure
that their ratings are the product of
reasonable care, and are based on
reasonable grounds. Ratings agencies can
no longer rely on disclaimers that ratings
are merely an ‘opinion in reliance on
which no investment decisions should be
made’, as reliance by investors for making
investment decisions is the very purpose
for which the ratings agencies are paid to
rate the product.
The decision creates a precedent for
claims against S&P and other ratings
agencies in respect of their ratings of
other CPDOs and structured products.
As the majority of these products were
issued between 2005-2008 and defaulted
in 2007 and 2008, this may mean an influx
of litigation in the next two years.
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•

For knowing involvement in S&P’s
contraventions of the Corporations Act,
alleging that ABN Amro was knowingly
concerned in S&P’s assignment of the
AAA rating, having played an active role
in the modelling and testing process in
accordance with which the rating was
assigned.

•

For breaches of sections 1041H and
1041E of the Corporations Act and
12DA of the ASIC Act, alleging that
ABN Amro’s dissemination of the AAA
rating was misleading and deceptive, and
its representations as to the meaning of
the rating were false, in circumstances
where ABN Amro knew or ought to
have known the rating was not based
on reasonable grounds.

•

In negligence, for breach of its duty to
potential investors in the Rembrandt
2006-3 notes, by failing to disclose
that the AAA rating was not based on
reasonable grounds.

Findings against ABN Amro
Knowing Involvement
The Court found the ABN Amro had actual
knowledge of the falsity of the AAA rating
and was “involved” within the meaning of
sections 1041I and 79 of the Corporations
Act, in S&P’s contraventions of sections
1041H and 1041E. The Court found ABN
Amro knew there were no reasonable
grounds for S&P’s rating, by reason of its
involvement in the modelling of the CPDO
and the assignment of the rating, and its
knowledge of the fundamental errors in the
assumptions adopted by S&P. Justice Jagot
summarised ABN Amro’s involvement in the
assignment of the AAA rating as follows:
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“Although ABN Amro engaged S&P to
assess the product and assign a rating to it,
the only rating ABN Amro was interested
in S&P assigning was a rating of AAA…To
that end ABN Amro created and provided
to S&P a model to assess the performance
of the CPDO for ratings purposes. ABN
Amro identified all of the inputs into that
model that it wanted S&P to use. ABN Amro
knew that S&P was using the model it had
provided, albeit with some modifications that
Mr Ding [of S&P] had made. ABN Amro
knew what inputs S&P were using…It is also
apparent that ABN Amro was involved in the
drafting of the S&P reports.”
Misleading and Deceptive Conduct
The Court was satisfied that ABN Amro,
in marketing Rembrandt to LGFS and
the Councils, had made misleading
representations including, that the
capacity of Rembrandt to pay principal
and interest was extremely strong, that
the risk of default was not more than
0.728%, and that S&P’s rating of AAA
could be safely relied on, in breach of
sections 1041H and 1041E. Justice Jagot
concluded that ABN Amro must have
known that the capacity of Rembrandt
to repay interest and principal was not
“extremely strong” and that S&P’s rating
of AAA could not be safely relied on. Her
Honour noted at [3174] that “[g]iven what
ABN Amro knew, it is difficult to see how
ABN Amro could have deployed the AAA
rating at all without engaging in misleading
conduct.”
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Negligence
ABN Amro was also held to owe a duty
of care to the Councils and to LGFS to
exercise reasonable care and skill in the
provision of information and advice to
LGFS about Rembrandt. This was because
it knew that LGFS required a rating of
AAA for the purpose of selling the notes
to local councils. It was not significant that
ABN Amro did not know the identity of
the particular councils to whom LGFS
intended to market the Rembrandt
notes, as ABN Amro was aware that the
class of potential investors was a limited
class comprised entirely of public bodies
dealing with public funds. ABN Amro
was found to have breached that duty by
disseminating to LGFS and causing to be
disseminated to the Councils, the AAA
rating. A significant consideration was
that ABN Amro had the capacity to (and
did) replicate S&P’s modelling, but had no
reasonable basis to assume that LGFS or
local council investors could replicate it, in
order to identify deficiencies in the rating.
Implications for Arranging Banks
The Court’s finding against ABN
Amro should serve as a warning to all
investment banks who have issued and
continue to issue structured financial
products. Although a rating is not a
representation of the bank, the bank can
still be found liable for passing on these
credit ratings to investors in circumstances
where the bank has knowledge that the
rating is not based on reasonable grounds.

Claims against LGFS
The Councils also successfully established
claims against LGFS for breach of fiduciary
duty, negligence, misleading and deceptive
conduct, breach of contract, and for
breach of the terms of LGFS’ AFSL, in
respect of LGFS’ recommendation to the
Councils to purchase Rembrandt.
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LGFS were largely successful in crossclaiming against S&P in respect of its liability
to the Councils, by reason of LGFS’s own
reliance on the AAA rating.
Rembrandt CPDO - derivatives or debenture?
The Court held that the Rembrandt notes
were a derivative, and that, accordingly
LGFS was prohibited from dealing in them
or providing financial product advice under
the terms of its AFSL (which did not permit
LGFS to deal in, or provide advice about,
derivatives). However Justice Jagot rejected
S&P’s contention that LGFS had breached
its AFSL simply by acquiring the Rembrandt
notes, noting that LGFS was free to buy the
Rembrandt 2006-3 notes for itself.
Further, the Court held that, in breach of s
912A(1)(e) of the Corporations Act, LGFS
failed to maintain the competence required
to provide the financial services covered
by the AFSL, as it failed to appreciate
that there was an issue as to whether the
Rembrandt notes were a derivative and
therefore might not fall within the terms
of its AFSL. LGFS was also found to have
breached sections 912A(1)(a) and (aa), by
its failure to maintain safeguards to ensure
that the products it dealt with were covered
by its AFSL, and that it did not implement
adequate arrangements for the management
of conflicts of interest.
Implications for Financial Services
Providers

Wider Implications
This decision confirms that an investment
advisory relationship, giving rise to a duty
of care and a fiduciary relationship, can
exist between a financial services provider
and its investor clients notwithstanding the
absence of a written agreement between
the parties.
The wider effect of Justice Jagot’s decision
in Bathurst v LGFS may ultimately be to
create greater independence between
ratings agencies and arranging banks,
resulting in more reliable and truly
independent ratings for investors. There
is also potential for further claims to be
brought in the Europe, where €2 billion in
CPDOs were issued and rated.
Final orders in the proceedings are
expected to be made in February 2013.
S&P has already publically announced its
intention to appeal Justice Jagot’s decision.

For further information contact:
Amanda Banton, Partner
t +61 2 9253 9929
abanton@piperalderman.com.au
Denee Theodorou, Lawyer
t +61 2 9253 9927
dtheodorou@piperalderman.com.au

The finding that the Rembrandt Notes are a
derivative, and not a debenture, may mean
that other AFS licensees dealing in similar
structured products are operating, or have
already operated, outside the boundaries
of their AFSL. The decision should serve
as a reminder to AFS licensees to maintain
procedures for ensuring that new financial
products, particularly structured financial
products, fall within the terms of the
licensee’s AFSL.
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Fuel tax system - is your business eligible for the
carbon price opt-in scheme for its fuel emissions?
The Australian Government has recently finalised rules for the “opt-in scheme” to
allow certain businesses liable to pay an effective price on carbon through the fuel
tax system to elect instead to pay that price under the carbon pricing mechanism.
Partner, Ashley Watson, Senior Associate, Kelly Scott, and Law Clerk, Philippa
Ward take a look at the scheme and its benefits.
Treatment of emissions from
fuel under the carbon pricing
mechanism
Transport and non-transport emissions
from fuels are generally not subject to the
carbon pricing mechanism. Instead, an
effective price on carbon is imposed on
these emissions through a reduction in
fuel tax credits or an increase in excise. In
this way a carbon price is indirectly placed
on emissions from fuels through the
already established fuel tax system.

How the opt-in scheme will operate
The opt-in scheme allows entities already
liable for the carbon price and large users
of liquid petroleum fuels (e.g. those who
use liquid petroleum fuels with potential
emissions of greater than 25,000 tonnes
of CO2-e) to take on an emissions liability
for that fuel under the carbon pricing
mechanism rather than paying the equivalent
carbon price through the fuel tax system.

In order to opt-in to the carbon pricing
mechanism, businesses will need to
apply to the Clean Energy Regulator.
Applications to opt-in for the 2013-2014
financial year must be submitted to the
Regulator by 31 March 2013.

The opt-in scheme will now allow some
businesses to manage their emissions
liability for fuel through the carbon pricing
mechanism.
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Those businesses opting into the carbon
pricing mechanism will cease to have their
fuel tax credits reduced by an effective
price on carbon. They will instead be
required to purchase and surrender an
eligible emission unit for each tonne of
CO2-e emitted from fuels they use.
Businesses opting into the carbon pricing
mechanism will be locked into that
mechanism for a minimum of one financial
year. If a business later wishes to opt-out
of the scheme for future financial years,
the Regulator must be notified by 31 May
of the preceding financial year.
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Benefits of the opt-in scheme
One of the key benefits of the opt-in
scheme is a potential cash flow benefit.
Businesses may be able to take advantage
of an increased cash flow as they receive a
higher fuel tax credit in advance of having
to acquit their liability under the carbon
pricing mechanism. Under the carbon pricing
mechanism, businesses generally acquit 75%
of their liability by 15 June each year and the
remainder of the liability by 1 February the
following year.
Additionally, businesses may be able to
reduce the carbon price they pay by opting
into the carbon pricing mechanism. Under
the fuel tax system, the indirect carbon price
payable on fuel will be based on the fixed
permit price during the initial fixed price
period and then later on the average market
price of permits. If businesses choose to optin, there may be an opportunity for them
to acquire lower priced permits, thereby
reducing the price they pay on carbon.
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Piper Alderman can advise your business
on the operation of the opt-in scheme
and the carbon pricing mechanism more
generally. If you would like to understand
how the carbon pricing mechanism or
the opt-in scheme affects your business,
please contact Ashley Watson or Kelly
Scott
For further information contact:
Ashley Watson, Partner
t +61 8 8205 3308
awatson@piperalderman.com.au
Kelly Scott, Senior Associate
t +61 8 8205 3476
kscott@piperalderman.com.au
Philippa Ward, Law Clerk
t +61 8 8205 3436
pward@piperalderman.com.au
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Governance standards for the not-for-profit sector
The Australian Government has released its Consultation Paper on the proposed
governance standards to apply to all not-for-profits registered with the Australian
Charities and Not-for-profits Commission. Partner, George Raitt and Lawyer, Ivor
Kovacic, discuss the proposed standards.
Registration with the Australian Charities
and Not-for-profits Commission (ACNC)
is a necessary prerequisite to obtaining
tax concessions. Charities at the time
the ACNC commenced have been
automatically registered by the ACNC.
All registered charities must comply with
specified governance standards (and
external conduct standards if the entity
undertakes foreign activities). The new
standards will come into effect from 1 July
2013. Proposed governance standards
have been released and the public
consultation period has ended. Proposed
external conduct standards have yet to be
released for comment.

Effect of the governance standards
Compliance with the prescribed
governance standards is a condition
of eligibility. An entity wishing to be
registered with the ACNC will not be
entitled unless it complies. The ACNC
can impose a range of sanctions against
a registered charity which fails to comply
with the governance standards. While
the expressed purpose of the standards is
laudable – to simplify existing governance
requirements applying to charities under
the Corporations Act and State laws –
the governance standards, in the form
released for comment, create complexity
and uncertainty.
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Proposed standards
The Consultation Paper has proposed six
governance standards on the following
topics:
1. Purposes and not-for-profits
(NFP) nature of a registered
charity
A registered charity must be able to
demonstrate that it is complying with
its purposes and its character as a
NFP entity. The proposed standard
duplicates other legal requirements
applying to companies limited by
guarantee under the Corporations
Act and to charitable trusts under
the general law. The standard is
expressed in different terms to existing
requirements and so will create
uncertainty. The effect of this standard
is to give the ACNC the power to
scrutinise a registered charity’s activities
to determine whether activities pursued
by that charity properly fall within its
purposes.
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2. Accountability to members
The proposed standard requires
that “reasonable steps” be taken by
a registered charity to ensure that it
is accountable to its members and
that members have an adequate
opportunity to raise any governance
concerns. This standard will not
apply to charitable trusts as they
do not have members. Registered
charities that are either companies
limited by guarantee or incorporated
associations are currently bound
by accountability requirements in
either the Corporations Act or the
relevant Incorporated Associations
legislation. For example, statutory
provisions exist to give members the
right to call for a general meeting.
The Corporations Act is to be
amended from 1 July 2013 to exclude
the application of these provisions
to registered charities. Thus current
specific statutory provisions will be
replaced with the “reasonable steps”
standard. This will create uncertainty
about members’ rights and what they
must do to exercise their rights.
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3. Compliance with Australian
laws
A registered charity must not engage
in conduct that “may be dealt with”
as a criminal or civil penalty matter
involving possible penalties exceeding
$6,600 or imprisonment for a term
exceeding 12 months. The effect
of this draft standard is to expose
the charity to legal sanction by
the ACNC in addition to the legal
liability at law and before guilt is
legally determined by due process
of law. On one view, those matters
ought to be left to the appropriate
law enforcement agency, and a
charity like any other citizen ought
to be entitled to the presumption of
innocence.
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4. Responsible management of
financial affairs
Registered charities must take
reasonable steps to ensure that their
financial affairs are managed “in a
responsible manner”. Registered
charities that are either companies
limited by guarantee or charitable
trusts are currently bound by either the
Corporations Act, the general law or
State legislation with regard to financial
management. The Corporations Act
is to be amended from 1 July 2013
to exclude the application of certain
provisions, e.g. the prohibition on
insolvent trading. Thus current specific
statutory provisions will be replaced
with the “responsible management”
standard. This will create uncertainty
about the obligations of directors and
trustees of charities and what they must
do to comply with the conditions of
registration as a charity.
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5. Suitability of directors and
trustees
Reasonable steps must be taken by
a registered charity to ensure that
its directors or trustees are not
disqualified under the Corporations
Act from managing a corporation
or disqualified by the ACNC. The
ACNC does not have power
under its Act to disqualify directors
or trustees, but the proposed
governance standard purports to give
the ACNC this power.
6. Duties of directors and trustees
Registered charities must take
“reasonable steps” to ensure that
their directors or trustees comply
with duties that are largely based
on existing directors’ duties in the
Corporations Act and trustee duties
under the general law and State
legislation:
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• to act with due care and diligence
in the best interests of the charity
• not to misuse their position or
information obtained through their
position
• to disclose material personal
interests to other directors and the
members of a corporate charity,
and
• to ensure that the charity does not
trade while insolvent.
These duties are imposed directly on
the registered charity rather than on
the directors or trustees themselves.
However, the Corporations Act is
amended to “turn off” corresponding
duties of directors. Despite this, general
law duties, including fiduciary duties,
would remain and it is unclear as a result
what duties directors owe corporate
charities.
Four defences are provided in the
standard for charities that might otherwise
breach the governance standards. The
charity has a defence against a claim
by the ACNC that the charity has not
complied with the standard if the director
or trustee:
•

relied in good faith on information
received

•

acted in good faith believing the
action to be in the best interests of
the charity

•

had reasonable grounds to expect
that the charity was solvent and took
reasonable steps to prevent insolvent
trading, and

•

was not involved at the relevant time
due to illness or other good reason.
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It is not clear why the charity should be
subject to sanctions as a result of a director
or trustee breaching duties to the charity.
The effect of the standard on liability of
directors is unclear, e.g. where some or
all of its directors or trustees may have
breached the duties, the standard and
associated changes to the Corporations
Act may result in revocation of the charity’s
registration and tax concessions and leave
the charity without a remedy against
defaulting directors or trustees.

Enforcement of governance
standards
The ACNC has a range of sanctions that
can be imposed to enforce the governance
standards, and ultimately the ACNC can
deregister an entity, leading to a loss of tax
concessions. However, for constitutional
reasons, these powers can only be used on
“federally regulated entities”, (i.e. trading
and financial corporations such as companies
incorporated under the Corporations Act).
Individual trustees and trustees comprising
individual trustees and public trustee
corporations will clearly not fall under the
ACNC’s jurisdiction. It is questionable
whether incorporated associations will
be “trading or financial corporations”.
The Consultation Paper states that where
the ACNC cannot directly enforce the
governance standards, it will liaise with State
regulators. However, State regulators will
not have the power to enforce the ACNC’s
governance standards.
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Secondly, there is significant uncertainty
regarding what enforcement steps
the ACNC will take in particular
circumstances. Although the
Consultation Paper states that the
governance standards are to be applied
proportionately to each registered charity
depending on the circumstances of that
charity, this requirement has not been
expressly included in the draft governance
standards. Instead, the inherently vague
and uncertain expression “reasonable
steps” has been used throughout the draft
standards. While the ACNC may intend
to enforce compliance having regard to
proportionality, the standards do not
enshrine this principle, and registered
charities will not know whether the
steps they take will be considered to
be reasonable having regard to their
particular context. This raises the question
whether the governance standards
achieve their stated purpose of reducing
the compliance burden on charities by
reducing complexity under the current
regulatory regimes of the States and the
Commonwealth.

For further information contact:
George Raitt, Partner
t +61 3 8665 5532
graitt@piperalderman.com.au
Ivor Kovacic, Lawyer
t +61 3 8665 5571
ikovacic@piperalderman.com.au
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Government proposes amendments to ease retail
corporate bond fundraising regime
The Federal Government has released draft legislation to amend the Corporations
Act to improve the attractiveness of issuing corporate bonds to retail investors.
Partner, Craig Yeung and Lawyer, Jarrod Wilksch review the proposed changes.
The proposed amendments to the retail
corporate bond fundraising regime are
part of the government’s push to establish
a strong and liquid retail debt market in
Australia.

•

be offered on the basis that no bonds
will be issued unless a minimum
subscription amount of $50m is raised

•

The government proposes to do this by
reducing the regulatory burden, cost and
complexity of issuing simple corporate
bonds to retail investors by:

have a fixed term of up to 10 years at
which point the principal and accrued
interest must be repaid

•

have a face value of no more than
$1,000

•

introducing the concept of “simple
corporate bonds”

•

rank higher than any debts owed to the
issuer’s unsecured creditors

•

simplifying the disclosure
requirements, and

•

not be convertible into any other
security, and

•

easing the liability burden on
directors by removing the automatic
civil liability provisions for misleading
or deceptive statements or omissions
in the offer document.

•

be redeemable before the end of the
fixed term only in certain circumstances,
examples of which include at the option
of the bond holder, where there is a
change of control in the issuer or when
fewer than 10% of the bonds remain on
issue.

Simple Corporate Bonds
Key to the application of the proposed
amendments is the type of instruments
that will be considered “simple corporate
bonds”. In summary, to qualify as a
“simple corporate bond” the bond must:
•

be a debenture as defined in section
9 of the Corporations Act

•

be quoted on a prescribed financial
market (such as ASX)

•

be denominated in AUD
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Further, in order to be able to offer the
bonds under the proposed new regime, the
issuer must have continuously quoted ASX
securities on issue or be a wholly owned
subsidiary which is guaranteed by the listed
company. There are also qualifying criteria
relating to the listed company’s compliance
with the continuous disclosure regime,
trading suspensions and audit reports.
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Proposed New Disclosure
Requirements
The proposed amendments to the
corporate bond disclosure regime will
dispense with the requirement to prepare
a “full” prospectus and allow companies
to issue simple corporate bonds to retail
investors using a two part prospectus.
The two part prospectus will consist of
a base prospectus and an offer specific
prospectus.
The base prospectus will have a life
of three years and contain general
information about the issuer that is
unlikely to change significantly over that
period.
An offer specific prospectus will need
to be issued for each tranche or offer
of simple corporate bonds made under
the base prospectus. Each offer specific
prospectus will supplement the base
prospectus and contain the “offer specific”
information for the relevant offer or
tranche.
The base prospectus must be made
available on the issuer’s website
throughout its three year life while the
offer specific prospectus must be made
available throughout the application
period of the specific offer.
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Importantly the exposure draft states
that the specific disclosure requirements
for each prospectus will be set out in the
regulations. These regulations are yet to
be released. The attractiveness to issuers
of the proposed new regime is therefore
likely to depend on the level and nature of
information that will be required in each
prospectus under these regulations.

Director Liability Amendments
The proposed amendments remove
the “automatic” civil liability of directors
and proposed directors of the issuer for
misleading statements or omissions oin
the combined prospectus. Instead these
persons will be civilly liable for misleading or
deceptive statements and omissions only if
they had a direct involvement in the making
of the statement or omission.

In addition, the exposure draft proposes
changes to the general offence provisions
contained in section 1308(4) and 1309(2)
of the Corporations Act which relate
to officers and certain other persons
failing to take reasonable steps to ensure
documents or information they lodge
or make, or authorise the lodgement
or making of do not contain false or
misleading statements or omissions.
The proposed changes introduce a “due
diligence” and “reasonable reliance” type
defence to these offences similar to that
included in the current prospectus liability
provisions.
For further information contact:
Craig Yeung, Partner
t +61 8 8205 3435
cyeung@piperalderman.com.au
Jarrod Wilksch, Lawyer
t +61 8 8205 3433
jwilksch@piperalderman.com.au
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Think before you type - liability for comments on
social media
The Federal Court of Australia has found an Australian swimwear designer’s
comments made on Facebook about her rival swimwear label Seafolly to be
misleading and deceptive conduct. The decision serves as a reminder that that
social media is not immune from the laws that apply to businesses generally.
Associate, Cheryl Nemeth and Lawyer, Elle Nikou discuss.
Background
In September 2010, Ms Leah Madden,
principal and designer of the swimwear
label White Sands, created a Facebook
album on her personal page entitled
“The most sincere form of flattery?” The
album contained a series of composite
photographs of White Sands’ swimwear
and similar swimwear from Seafolly’s
collection. Ms Madden captioned each
photograph with the name of the
designer, the name of the swimwear and
date (or alleged date) of release of the
design.
Ms Madden posted various comments on
the Facebook album:
•

“Why allowing ‘buyers’ to
photograph your collection at RAFW
can be a bad idea.”

•

“Ripping off is always going to
happen, but sending in a dummy
‘buyer’ to get photos is super
sneaky!”

•

“Seriously, almost an entire line-line
rip-off of my Shipwreck collection.”

Ms Madden then emailed a copy of her
composite collection to several media
outlets, including newspapers and trade
publications, asking “Is it just us, or
has Seafolly taken a little to [sic] much
‘inspiration’ from White Sands?”
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Upon becoming aware of Ms Madden’s
claims and actions through the media,
Seafolly issued a press release, stating that
Ms Madden had knowingly made false claims,
which were maliciously intended to damage
Seafolly. Ms Madden shortly thereafter
removed the Facebook album but continued
to post references about Seafolly’s alleged
conduct on Facebook.

Although Ms Madden did not use clear
and unequivocal statements that Seafolly
had “copied” her designs, the Court held
that, when read in context, Ms Madden’s
statements were intended to, and did
in fact, convey to her audience that she
believed, erroneously, that Seafolly had
copied her designs and as such constituted
misleading and deceptive conduct.

Seafolly brought proceedings against Ms
Madden for misleading and deceptive
conduct under the Trade Practices Act 1974
(now replaced by the Competition and
Consumer Act 2010), injurious falsehood
and copyright infringement.

The Court observed that Ms Madden
could have taken a number of investigative
steps that would have revealed the
error in Ms Madden’s allegations and
avoided the costly and bitter dispute.
The case highlights the importance of
making proper enquiries prior to making
allegations, particularly in an online forum
such as Facebook, where allegations can
be widely and quickly propagated.

Personal accounts are no defence
Although Ms Madden’s Facebook postings
were made on her personal page, the Court
held that because Ms Madden was a trade
competitor and her comments related to
Seafolly’s business and “sought to influence
the attitudes of customers and potential
customers of Seafolly”, her Facebook
comments were made “in the course of
trade or commerce” and as such were
subject to the Trade Practices Act.

Think before you type
The Court found that the Seafolly swimwear
designs, published on Ms Madden’s
Facebook page and in her correspondence,
had, in fact, been on the market or in
production well before Ms Madden created
and released her similar swimwear designs.
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Facts versus opinions
The Court rejected Madden’s argument
that she was no more than expressing
an opinion about the similarity of the
depicted swimwear designs. The Court
held that, regardless of Madden’s
intentions or purpose in making the
Facebook comments, it was the
understanding of the audience which was
significant and that her statements were
taken by her audience to be allegations of
copying. Further, the Court held that Ms
Madden was “reckless” and as such Ms
Madden’s allegations lacked any honest
foundation.
February 2013

In turn, Ms Madden’s cross-claim against
Seafolly for defamation and misleading and
deceptive conduct arising out of its press
release failed. Whilst Seafolly’s comments
were considered defamatory, were they
held to be defensible in that they were
substantially true and proportionate to
the seriousness of Madden’s allegations.

In whom does copyright vest?
Seafolly also sought a claim against Ms
Madden for infringement of Seafolly’s
copyright by way of reproducing
Seafolly’s photographs. The Court
rejected Seafolly’s claim of infringement,
on the grounds that Seafolly could not
demonstrate that, at the date Ms Madden
posted the photographs on Facebook,
Seafolly was the legal owner of the
photographs.

Although the Court recognised that Seafolly
had been given retrospective rights from the
legal owner to sue for past infringements,
Seafolly’s action against Ms Madden was
flawed as it had sought infringement and
subsequently damages in its own right and
not on behalf of the legal owner. The Court
importantly acknowledged that even if
Seafolly had brought the action on behalf
of the legal owner (rather than its own
name), no evidence had been submitted by
Seafolly that the legal owner had suffered
any damage as a result of Ms Madden’s
reproduction.
This decision provides a useful reminder
to businesses when engaging contractors
to ensure that ownership of intellectual
property rights are dealt with upfront.

Take home lessons
The decision serves as a reminder
that laws that apply to businesses
generally also apply to their social media
activities. Businesses need to be careful
that statements made on social media
are correct and can be substantiated.
Businesses should be particularly aware
of risks relating to social media: the
ease by which comments can be hastily
typed without proper reflection and
the consequent speed by which these
statements can spread. Larger businesses
should also ensure that they have
appropriate policies and procedures
governing use of social media by its
employees.
For further information contact:
Cheryl Nemeth, Associate
t +61 3 8665 5526
cnemeth@piperalderman.com.au
Elle Nikou, Lawyer
t +61 3 8665 5587
enikou@piperalderman.com.au
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Buyer beware - Body corporate resolution
ineffective to secure car parks
Partner, Kerri McElwaine and Law Graduate, Ryan Ainscough examine a recent
Queensland Supreme Court decision which highlights the risks of buyers not
conducting sufficient due diligence before settling on their purchase.
Background
The Proprietors Cathedral Village Building
Units Plan No. 106957 & Ors v Cathedral
Place Community Body Corporate & Ors
[2012] QSC 301 concerned a mixed use
development known as Cathedral Place
in Brisbane’s Fortitude Valley. Cathedral
Place has a complex structure and
includes both residential and commercial
units within a number of different bodies
corporate.
The Plaintiff body corporate, Proprietors
Cathedral Village Building Units Plan
No. 106957 (“Commercial BC”) had
been operating a commercial car park
in Cathedral Place since 2001. The
Commercial BC scheme contains
commercial units. The area of the car
park is principally common property
of four bodies corporate, including the
Commercial BC which has only six car
spaces as part of its common property.
The remaining 24 plaintiffs own units in
the Commercial BC scheme.
The first defendant, Cathedral Place
Community Body Corporate (“Cathedral
Place CBC”) owns common property
associated with the whole development
located in the car park area.
There were no car parks allocated to the
owners of the units in the Commercial
BC scheme. However, during the initial
stages of development representations
were made by the developer of the
complex (“Developer”) to purchasers of
the Commercial BC units that they would
have at least 55 unallocated car spaces
available to them by either exclusive use,
easement or other mechanism.
PA e-Bulletin

The Developer tried to honour this
representation on 29 November 2000 by
making a new by-law 28 of Cathedral Place
CBC which was approved by comprehensive
resolution. The only voting member to
attend the meeting of Cathedral Place CBC
was Mr Ritchie, an officer of the Developer
who was also representing all unit owners of
Cathedral Place CBC because all units were
then still owned by the Developer.
As relevant by-law 28 provided that
“persons entitled to use the [car park]
are the Proprietors [Commercial BC] and
any person authorised by them”. It also
further provided that Commercial BC must
maintain the car park and ensure it is only
used for purposes ancillary to the Mixed Use
Development of Cathedral Place and in a
manner that complies with the by-laws.
In managing the car park, Commercial
BC had marked it off from the balance of
Cathedral Place CBC’s common property
with chains, bollards and fencing.
Cathedral Place CBC passed a
comprehensive resolution on 28 June 2010
revoking by-law 28 and had the chains and
bollards removed, effectively disabling the
operation of the car park by Commercial BC
and enabling users to enter and exit without
passing through the boom gate or taking
a ticket. An interlocutory injunction was
granted to reinstate the status quo pending
the final hearing.
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Issues
The chief issues for consideration were:•

Whether Commercial BC had
acquired a legal or equitable interest
in the area of the car park beyond its
own common property and whether
any such interest in the car park has
been terminated.

•

Whether the resolution creating
by-law 28 should be set aside as an
improper exercise of power.

Decision
The acquisition of the car park
spaces
The relevant legislation governing the
making of by-law 28 was the Mixed Use
Development Act 1993 (Qld) (‘MUD Act’)
namely sections 206 and 206A.
Cathedral Place CBC argued that by-law
28 was a “property by-law” pursuant
to section 206 dealing with the “control,
management, administration, use or
enjoyment of the community property”
and therefore could be made by a
comprehensive resolution (that is, a
resolution with members voting in favour
of the resolution possessing not less
than 75% of the voting entitlements).
Such a by-law can only be repealed by a
comprehensive resolution.
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Conversely, Commercial BC argued
that by-law 28 was a “restrictive by-law”
made under both sections 206 and 206A
as a by-law to “restrict the use of any part
of the community property” to use by a
nominated entity. To pass or repeal such
a by-law requires a resolution without
dissent.

Accordingly, while Justice Douglas
sympathised with the Commercial BC unit
owners who did not obtain what they were
promised by the Developer, he held that the
only interest the Plaintiff had in the car park
area is the spaces forming part of its own
common property as the rights it may have
had earlier have been terminated.

Justice Douglas agreed with Cathedral
Place CBC and found that by-law 28 was
not a restrictive by-law for the following
reasons:

“Fraud on a Power”

•

The by-law does not restrict the
use of the community property to a
nominated entity.

•

The resolution creating the by-law
was a comprehensive resolution.

•

The by-law was expressed as a grant
to use the car park rather than an
attempt to restrict the use of the car
park.

Therefore, by-law 28 was revocable
by a comprehensive resolution,
not a resolution without dissent.
Consequentially the comprehensive
resolution revoking by-law 28 in 2010 was
validly made and by-law 28 had not been
in force since that resolution in 2010.

An alternative argument raised by the
Defendant was that by-law 28 should be set
aside as Mr Ritchie for the Developer had,
in the exercise of the voting power at the
meeting in 2010, preferred the Developer’s
interests under the sale contracts with the
original Commercial BC unit owners (and
without regard to the implications for the
other bodies corporate) over the duty of
the first defendant, Cathedral Place CBC, to
discharge appropriately its power to control
the use of its common property.
Even though the Plaintiff argued that the
Commercial BC needed to have car parking
to assist the development to work “together
in its totality” the Court found that this
could be achieved by Cathedral Place
CBC remaining in control of the carpark
and therefore there was no reason which
justified an appropriation of Cathedral Place
CBC’s rights to control the car park.

Other arguments were mounted by the
Plaintiff that the Commercial BC had
acquired a legal or equitable interest
in the car park or a statutory right of
user. Justice Douglas held that at best
all Commercial BC had enjoyed was a
licence which had been validly terminated
and it was inappropriate to imply a
statutory right of user where there was
a complex statutory scheme for the
regulation of bodies corporate.
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While this issue did not directly affect
the outcome of the case, Justice Douglas
stated that had By-law 28 not been validly
revoked then he would have set it aside as
an improper exercise of power.

Comment
This case highlights the importance
for purchasers, especially of lots in a
mixed use or community titles scheme
developments, to conduct sufficient
due diligence (including verifying body
corporate resolutions are properly
passed) prior to completion to ensure
that they receive the rights they
contracted to acquire.
It is also important for a developer
to consider whether the resolutions
they pass while they control the body
corporate are in the best interests of the
body corporate as it will be constituted
after the developer has sold out of the
complex.

For further information contact:
Kerri McElwaine, Partner
t +61 7 3220 7740
kmcelwaine@piperalderman.com.au
Ryan Ainscough, Law Graduate
t +61 7 3220 7734
rainscough@piperalderman.com.au
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