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Forrest in the High Court: What
Lessons Does FMG v ASIC & Anor
[2012] HCA 39 Hold for the Future?

DANIELLA SPENCER-LAITT*

On 2 October 2012 the long-running dispute between the Australian Securities and Investments
Commission (ASIC) and Fortescue Metals Group (FMG), was brought to a close by the High Court
of Australia (High Court). FMG v ASIC & Anorl was heralded as an overwhelming victory?2 for
FMG and it’s Chief Executive Officer Andrew Forrest, vindicating FMG'S consistent denial that
a series of statements made in 2004 misled and deceived the market. Moreover, the High Courts
findings that Andrew Forrest had not breached his director’s duty of skill, care and diligence
(director’s duty of care) cleared the way for Forrest to continue his directorship unhindered by the
prospect of disqualification. This case note will comment on the implications of FMG § victory for
the director’s duty of care. Further, it will suggest that ASIC s loss may have profound implications

for the corporate regulator’s approach to achieving compliance.

BACKGROUND

In 2004 FMG entered into negotiations with China Railway Engineering
Corporation (CREC) to design and construct infrastructure for the purposes of
the Pilbara Iron Ore Infrastructure project. The result of these negotiations was a
series of ‘Framework Agreements’, that provided that the parties would ‘jointly
develop and agree’’ terms for proposed Build and Transfer Contracts. Importantly,
these Framework Agreements did not stipulate prices, create terms of obligation,
or set out a scope for the proposed works. In August and November 2004,
FMG announced in a number of letters and press releases that the Framework
Agreements were ‘binding’.*

In response to FMG’s announcements, in 2006, ASIC instituted civil penalty
proceedings against FMG and its Chief Executive Officer Andrew Forrest.
ASIC alleged that FMG’s representation that the Framework Agreements were
binding misled and deceived the market in contravention of section 1041H of the
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Corporations Act 2001 (Cth) (CA).> ASIC also argued that FMG’s misleading
statements generated an obligation to disclose that the Framework Agreements
were not legally binding under section 674(2) of the CA.¢ Further, ASIC claimed
Andrew Forrest had ‘breached his duty as a director to exercise care and diligence
by failing to ensure that FMG complied with its obligations’” and should be
disqualified from acting as a director.

FIRST INSTANCE

At first instance, Gilmour J dismissed ASIC’s claim,® holding that FMG’s
announcements were not misleading or deceptive because they were statements
of opinion which were reasonably held by the company.” Gilmour J held that
FMG had no obligation to disclose that the agreements were not in fact legally
binding under section 674(2) CA.!"® FMG submitted that ASIC must prove the
allegations against the company as a pre-condition for any attempt to ascribe
liability to Andrew Forrest.!! In the absence of a contravention by FMG, Andrew
Forrest was not liable. However, Gilmour J noted that ordinarily a director would
be liable where he or she has not acted reasonably to prevent their company’s
contravention and where the contravention adversely affects the interests of the
company.'?

FULL FEDERAL COURT

The Full Federal Court allowed ASIC’s appeal.'* The Court held that the Framework
Agreements were not certain, enforceable and legally binding.'* Further, FMG’s
representations that the Framework Agreements were binding would be likely to
mislead or deceive investors under section 1041H CA."> FMG’s failure to correct
its earlier misstatement constituted a breach of FMG’s continuous disclosure
obligations under the CA since a reasonable investor would expect the non-
binding nature of the Framework Agreements to be disclosed.'® The Full Federal
Court further held that Andrew Forrest was a person ‘involved’ in a contravention
of FMG’s continuous disclosure obligations and liable for breach of the director’s
duty of care under s180(1). Forrest’s ‘involvement’ in FMG’s contravention
of its continuous disclosure obligations arose because it could ‘not be inferred
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that reasonably necessary steps had been taken [by Forrest]’!” to ensure that the
agreement with CREC was binding before disclosure to the market.

Interestingly, there was no evidence presented to the Court that FMG’s statements
misled investors or caused loss to shareholders or the company.'® The Full Federal
Court concluded that FMG’s conduct was misleading and deceptive because a
member of the relevant section of the public may have been misled or deceived
by the statements made.'” Indeed, Finkelstein J considered that the objective of
chapter 6CA of the CA is to ensure that ‘there is a fully informed and efficient
marked for listed securities’.?® According to Finkelstein J, the goal of market
efficiency should not be sidestepped merely because shareholders have made a
‘serendipitous’ gain.?!

THE HIGH COURT DECISION

The High Court of Australia reversed?? Forrest and FMG’s liability on appeal by
special leave.

Misleading and Deceptive Conduct

The High Court held that FMG’s conduct was not misleading and deceptive.?
The Court distinguished the legal consequences of the Framework Agreements
from what the Framework Agreements actually said.** ASIC’s case, according
to Heydon J, focused on the legal consequences of the Framework Agreements
and ‘boil[ed] down to the question of whether Fortescue was right to call the
agreement a binding contract’.? In this respect, Heydon J noted that the agreement
was ‘certainly a binding contract to negotiate further contracts’.?¢

The primary focus of the High Court judgment was on what the Framework
Agreements actually said. French CJ, Gummow, Hayne, and Kieffel JJ focused their
judgment on whether FMG’s impugned statements expressed the consequences of
the Framework Agreements accurately.”” FMG’s references to the ‘binding’ nature
of the Framework Agreements expressed only that the parties intended to enter
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into a binding agreement to enter final negotiations in the future.”® The impugned
statements, according to the High Court, were an accurate reflection of the effect
of the Framework Agreements.

Further, the High Court did not accept ASIC’s submission that the intended
audience would infer that a ‘binding’ framework agreement empowers FMG
to force CREC to ‘design, build, transfer, and finance the railway’.*® Heydon
J in particular noted that the intended audience for FMG’s statements was a
particular portion of the investing public equipped with knowledge of the Western
Australian mining industry.>! Given the complex commercial environment within
which mining and exploration transactions take place, Heydon J found that this
specific audience was unlikely to be misled or deceived that there were wider
legal implications to the Framework Agreements, such as the power to compel
performance.®

Continuous Disclosure

In light of the finding on section 1041H, the High Court also overturned FMG’s
liability for breaching continuous disclosure obligations contained in section 674
of the CA.3

Andrew Forrest’s Liability

The High Court held that Forrest’s liability ‘depended upon** ASIC demonstrating
FMG’s contraventions. Since ASIC failed to demonstrate that FMG had
contravened s1041H and s674, Forrest’s liability was not made out.

SHOULD THE DIRECTOR’S DUTY OF CARE BE LINKED
WITH THE COMPANY'’S LIABILITY?

The High Court held that Andrew Forrest’s liability ‘depended upon’®® FMG’s
liability. The High Court did not, however, address whether Forrest could be
liable for a breach of the director’s duty of care in the absence of loss suffered
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Kiefel JJ)
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by the company. In doing so, the High Court may have left the door open for
the use of the director’s duty of care to punish directors for corporate behaviour
that adversely affects the public interest rather than the company’s interest. This
generates difficulties for two reasons discussed below.

Subverts the compensatory function of negligence

Liability for breaching the director’s duty of care in the absence of loss may subvert
the compensatory function of the general law of negligence that underpins the
director’s duty of care. As with a claim in general law negligence,* to recover for
breach of the director’s duty of care at common law, the breach must cause some
harm, loss or damage to the company.’’ The position for the statutory director’s
duty of care is less settled, but it seems likely that there is a requirement for at
least potential harm to the company for the director’s conduct to be considered
negligent.’® The case law indicates that the types of harms remedied by the
director’s duty of care can span from exposure to litigation** to the reduction of
the value of the company’s securities.* The High Court did not directly address
whether the loss suffered by FMG or its shareholders was too remote to be
compensated by the director’s duty of care.

Civil ‘Derivative Liability’

Deriving the liability of the director from the liability of the company imposes a
civil “derivative liability’ on the director. The use of derivative liability by regulators
(particularly in the criminal regulatory context) has been criticized*' and is subject
to on-going reform.*? The criticisms of derivative liability are likely to be less
acute where civil, and not criminal penalties are imposed given that civil sanctions
do not carry the stigma of criminal blame. Nonetheless, where the director’s
liability is derived from the liability of the company, there is potential for over-
deterrence since it will be difficult for directors to predict the level of compliance
needed to avoid sanctions.*® Imposing liability on directors for breaching
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their duty of care in the absence of a direct relationship between the director’s
conduct and the director’s liability may therefore stifle entrepreneurial risk.

WHAT ARE THE IMPLICATIONS FOR THE CORPORATE
REGULATOR?

ASIC’s prosecution of Andrew Forrest in the absence of discernible harm to the
company reflects ASIC intervening in the wider public interest to protect the
integrity of the market and promote accurate information sharing in the market.*
This is a controversial approach; nonetheless there appears to be some academic,*
government,* and judicial*’ support for the notion that public interest alone could
give rise to sufficient standing for an action for a breach of the director’s duty of
care.

In the wake of FMG’s win in the High Court, the question is whether scope
remains for ASIC to launch similar prosecutions in the future. On the one hand,
the High Court did not address whether a director could be liable for a company’s
contravention in the absence of harm to the company. In that sense, ASIC may
well continue to have legal scope to mount a similar case where a company
has breached a regulation that protects the wider public interest. However, on
the other hand, the High Court’s decision reveals an awareness of and focus on
commercial realities. Specifically, Heydon J interpreted FMG’s statements in light
of the conditions of the Western Australian resources market. It follows that there
might be disapproval for future legal action launched without a sound commercial
rationale.

Much commentary has been directed at ASIC and its apparent strategy of high-
profile prosecutions. ASIC’s case against FMG and Forrest has been labeled
‘misguided’, *® ‘over-zealous’ “and its defeat ‘embarrassing’.® In the corporate
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regulatory context, regulators usually rely on a number of techniques in order
to administer an ‘optimal regulatory mix’3' which maximizes compliance.
Specialized agencies such as ASIC, are empowered to use their discretion to
utilize sanctions to best achieve compliance ends. ASIC’s loss may trigger a shift
in strategy from the corporate regulator from prosecution to the conciliatory end

of the corporate regulatory ‘pyramid of sanctions’.>?

CONCLUSIONS

The High Court did not comment extensively on Andrew Forrest’s liability in
finding in his and FMG’s favour in FMG v ASIC & Anor.>* In doing so, the High
Court failed to clearly delineate that Andrew Forrest’s liability was a separate but
related consideration to the liability of the company. This could leave space for the
use of the director’s duty of care to punish directors for corporate contraventions
that are contrary to the public interest even where the company has not suffered
loss. Overall, FMG’s victory in the High Court does not create profoundly new
directions in the law of continuous disclosure, misleading and deceptive conduct
or the director’s duty of care. It could however, have significant commercial and
regulatory implications. The High Court has signaled a focus on commercial
realities in applying the Corporations Act 2001 (Cth) and disapproval for ASIC’s
strategy of using high profile prosecutions to deter non-compliance.
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