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ASIC fails to prove its case

Justice Austin in the New South Wales Supreme Cbartded down judgement on
18 November 2009 in the case brought by the Auatrabecurities and Investments
Commission (ASIC) against Jodee Rich and Mark @i@an. The action was

commenced in December 2001, shortly after the ps#laof One.Tel. ASIC's case was
that Mr Rich and Mr Silbermann misled the One.Tadtdl (which included James Packer
and Lachlan Murdoch) about the financial statehef¢company.

Whilst One.Tel was a listed entity, its major slalders were Kerry Packer’s

Publishing & Broadcasting Limited and Rupert Murda@cNews Corporation. Both of

those entities lost huge sums in the One.Tel cedlafphe question which Justice Austin
had to determine was whether or not the execuireetdrs had failed to keep the board
informed of the company’s financial position. He dot have to determine whether or
not the other directors on the board were carefedailing to find out the truth about

their company’s position, although that issue migihs$e in other litigation currently on

foot.

Waste of time?

Some commentators have pointed out that the caskegson for ASIC in how not to run
litigation. The case ran for eight years and oreed to have cost ASIC $20 million in
legal fees. If ASIC is ordered to pay the costthefdefendants, then the case could cost
ASIC up to $40 million in total. This is particuba significant when considered in light
of ASIC’s overall annual budget of about $300 roilli There is no doubt that the case
has chewed up an enormous amount of resourcesiarted those resources away from
other routine compliance and enforcement activities

However, the case is instructive in relation to e about directors’ duties. Justice

Austin is an acknowledged authority on the subjaist] he has taken the trouble to write
his judgement in a way which is instructive for ethdirectors. The judgement is 3,105

pages long but is conveniently broken up into ol@pt Anyone wanting to focus on the

important findings regarding directors’ duties sldowead chapter 23 which starts at page
2,942.

We have summarized below some of the importantirfgsl from the case. Directors
should take note that this represents the curtame ®f the law in Australia and their
performance will be judged against these principles

Duty of care and diligence

Section 180(1) provides as follows:
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A director or other officer of a corporation muskegcise their powers and
discharge their duties with the degree of care dildyence that a reasonable
person would exercise if they:

(@) were a director or officer of a corporationihe corporation’s circumstances;
and

(b) occupied the office held by, and had the sapspansibilities within the
corporation as, the director or officer.

Justice Austin made the following points:

1.

There is a general law duty of care which has lEeloped by the courts over
many years, and this has been expanded to encotmgassncept of negligence in
more recent times. The statutory duty of care dihgence is generally the same,
except that there are some important structurabémet differences.

In talking about the standard required of a directioder theCorporations Act
2001 (the Act), Justice Austin noted that the legigiatdid not intend to dampen
business enterprise and penalise legitimate buuasessful entrepreneurial
activities. Accordingly, the question whether eedior had exercised a reasonable
degree of care and diligence could only be answkyedalancing the foreseeable
risk of harm against the potential benefits thatldweasonably have been expected
to accrue to the company from the conduct in qoesti

A contravention of the section could be establisiwébout proving damage to the
company. A necessary element of the statutorydatanof care and diligence is
that it is reasonably foreseeable that harm tarttezests of the company might be
caused by the director’s act or omission.

Justice Austin rejected whole-heartedly a submmsgiat to him by Mr Rich and
Mr Silbermann that the statutory provision only ggpto negligence gross enough
to become a matter of public concern, sufficieninterest the State by reasons of
its gravity. The degree of negligence requireddshigher than that which would
support a claim of negligence of common law.

In considering the corporation’s circumstancédor the purposes of the section,
consideration must be given to the type of compgamglved, the size and nature
of its business, the provisions of its constitutite composition of the board, the
distribution of work between the board and otheficefs, the status of the

company as a listed or unlisted entity, and, indase of a parent company, the
size and nature of the business of its subsidiaries

When considering whatrésponsibilities a particular director has, this will include

arrangements flowing from the experience or skilkst he or she brings to bear to
the office, and also any arrangements within thardb@r between the person and
executive management affecting the work that thheqreis expected to carry out.

It is not limited to a consideration of the specifasks delegated to the relevant
director by the constitution or by a board resoluti

The statutory requirement of diligence incorporageminimum standard which
requires every director to do the following:

(&) Become familiar with the fundamentals of the bussnef the company.

(b) Keep informed about the company’s activities.
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10.

11.

12.

13.

(c) Monitor the company’s affairs.

(d) Maintain familiarity with the financial status di¢ company by appropriate
means, including review of the company’s finangtdtements and board
papers, and to make further enquiries into mattesealed by those
documents where it is appropriate to do so.

(e) Have a reasonably informed opinion of the comparfiyiancial capacity.
This includes the obligation to prevent insolveating.

The statutory obligation encompasses a duty of etemge, which is to be
measured objectively. It is to be determined bgrence to what a reasonable
person of ordinary prudence would do. This is eckd where the directorial
appointment is based on special skill. The stajustandard includes a standard of
competence in reading and understanding finance&knal, and does not make
allowance for the director's personal inexperiemmcelack of skill. Whatever
particular skills an individual director actuallpgsesses, or inexperience they may
suffer from, they are still accountable to a careducible requirement of skill
which is measured objectively.

These rules may have different consequences fotuéxe and non-executive
directors. Non-executive directors are not subjecthe same higher standard as
executive directors.

A fully informed general meeting of shareholdersn carospectively or
retrospectively ratify actions of the directorsttiauld otherwise be in breach of
their general law duty of care. Where the directamd shareholders are the same,
ratification is implicit. However, those princiglenust be applied with great
caution where the directors and shareholders areneaisely the same. In the
One.Tel case, the company was listed so at best thay have been an informal
acquiescence of a majority of shareholders. Howehes does not have the same
effect as a formal resolution at a properly condegeneral meeting.

The reality is that for large companies, managerntedelegated in large measure
to its executive officers. That delegation is gaflg sanctioned by the law as long
as the non-executive directors act reasonably amgbod faith, after making an

independent assessment of the information suppbethem by the executive

officers.

In assessing what a reasonable person would dweipdsition of the director in
response to a given risk, the court needs to censi® magnitude of the risk and
the degree of the probability of its occurrencengl with the expense, difficulty
and inconvenience of taking alleviating action amdy other conflicting
responsibilities the director may have. In congidgethe cost of alleviating action,
Justice Austin accepted a submission put to hinMbyRich and Mr Silbermann
that the court should avoid a finding that cerfaformation not contained in board
papers should have been there where the consegueragebe that board papers
would grow to the size of a telephone book.

The statutory standard of care and diligence fongany directors recognises the
distinction between negligence and mere mistak@sparticular in the One.Tel
case, the complaints made by ASIC were about fiahfarecasting in the context
of a telecommunications company. Justice Austitechdhat forecasting is a
difficult and uncertain process, with much room fmistakes and errors of
judgement, and for differences of opinion. He dhil issue was not whether the
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directors made mistakes in the processing of fimhfiarecasting or whether they
formed opinions different from the opinions of ASHE the court. The statutory
issue is whether they failed to meet the standamhie and diligence that the Act
lays down. The relevant standard is the degreeaoé and diligence that a
reasonable person would exercise, taking into atcotne corporation’s

circumstances, the office occupied by the direetod his or her responsibilities
within the company. That conduct should be assebgehaving regard to the
circumstances existing at the relevant time withihigt benefit of hindsight and
with the distinction between negligence and mistakeerrors of judgement firmly
in mind.

ess judgement rule

Sections 180(2) and (3) of the Act provide as fafio

(2) A director or other officer of a corporationhew makes a business judgement
is taken to meet the requirements of subsectigra(ij their equivalent duties
at common law and in equity, in respect of the @ndgnt if they: a) make the
judgement in good faith and for a proper purposadab) do not have a
material personal interest in the subject mattertlodé judgement; and c)
inform themselves about the subject matter ofudlggment to the extent they
reasonably believe to be appropriate; and d) ratityn believe that the
judgement is in the best interests of the corporatiA director’s or officer’s
believe that a judgement is in the best interekthacorporation is a rational
one unless the belief is one that no reasonableqoein their position would
hold.

(3) In this section Business Judgeménmneans any decision to take or not take
action in respect of a matter relevant to the bes# operations of the
corporation.

Justice Austin made the following comments in refato the business judgement rule:

1.

He considered in some detail the question of wharde¢he onus of proof in
relation to the business judgement rule. With sdmsitation, he reached the
conclusion that the Act casts the onus of proviregfour criteria in section 180(2)
on the directors. He noted that the purpose ofittreduction of the business
judgement rule was to ensure that directors are dimtouraged from taking
advantage of opportunities that involve respongilsletaking. He felt that casting
the onus of proof onto the directors was not nesdgsincompatible with that

purpose, because the onus can be relatively esibfied.

In considering what constitutes a business judgémhrstice Austin approved
U.S. commentary to the effect that it doesn’t jastompass risky or economic
decisions, but also applies to decisions relatiagcorporate personnel, the
termination of litigation and other less explicithusiness decisions. It could
embrace decisions including the setting of polioalg and the apportionment of
responsibilities between the board and senior memagt. Justice Austin also
considered that it would include matters of plagnioudgeting and forecasting.

However, he noted that under the Act, it must imgdla decision to take or not
take actiort. This means that a decision must consciouslyriaele so that the
judgement has actually been exercised. A direstur simply neglected to deal
with proper safeguards, with no evidence that hehereven turned his or her mind
to a judgement of what safeguards there shouldhbs, not made a business
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judgement and accordingly, cannot invoke the defenthe important question is
whether the director has turned his or her minthéomatter.

Justice Austin agreed with the submission made ByCAthat the discharge by
directors of their dversight duties, including their duties to monitor the
company’s affairs and policies and to maintain ferity with the company’s
financial position, is not protected by the buss@sdgement rule, because the
discharge or failure to discharge those duties duoasinvolve any business
judgement as defined.

As can be demonstrated in the One.Tel case, this @ an important
consideration. ASIC claimed that Mr Rich and Mib&mann had artificially
attempted to treat what was, in substance, inacioamissions on their part as
conscious and considered acts involving the exemfigudgement. Justice Austin
did not accept that submission. He found that MRand Mr Silbermann had
given evidence, which he generally accepted, tetfeet that they made decisions
about the matters of which ASIC complained. It wata case where the directors
had failed to turn their minds to decisions thatl@&illeges they should have
taken. To a substantial degree, it is a case wtheredirectors considered the
matters of which ASIC complained, but made decwsionith which ASIC
disagreed. In essence, this is why ASIC’s actailed. Justice Austin accepted
the evidence from the directors that they had clamed the matters but had simply
made a different business judgement about whattdadie done.

The business judgement rule requires that the tdir®aenust inform themselves

about the subject matter of the judgement to thengxhat they reasonably believe
to be appropriate. Justice Austin said that tlesoeableness of the belief should
be assessed by reference to the following:

(@) The importance of the business judgement to be made
(b) The time available for obtaining information.

(c) The costs related to obtaining information.

(d) The director’s confidence in those exploring thdtera

(e) The state of the company’s business at that ting the nature of the
competing demands on the board’s attention.

(f)  Whether or not material information is reasonalgilable to the director.

In considering the requirement that the direct@geha fational belief as to the
best interests of the company, Justice Austin tbeitirequirement is satisfied if the
evidence shows that the director believed his orjhbggement was in the best
interests of the company, and that belief was sdpgoby a reasoning process
sufficient to warrant describing it as a rationaliéf, as defined, whether or not the
reasoning process is objectively a convincing oRleis is an important conclusion,
and highlights the importance of directors recagdine thought process involved
in making various decisions and recording it eitirerthe board papers or the
minutes in case the decision is later called intestjon and they need to rely upon
the business judgement rule.

usion
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The reasoning and conclusions in this case are elingpreading for anyone involved in
the management of a company. Justice Austin haulated the principles relevant to
assessing the performance of a director in a watyshould be readily understandable to
company directors and officers.

McMahon Clarke Legal can assist you with any queragarding directors’ liability and
obligations.

For more information, email sarah.davies@mcmahokelaom or call 07 3239 2960.

This paper is produced as general information immary for clients and should not be relied
upon as a substitute for detailed legal advice eraabasis for formulating business or other
decisions. McMahon Clarke Legal asserts copyrighgrdahe contents of this document.
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