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Explanatory Note
AFMA standard form Spot Contract for Sale of Environmental Products
“Derivatives” under the Corporations Act 2001

This note is based on the July 2013 edition of @uwntract for Spot Purchase/Sale of
Environmental Products (“Spot Contract”) publisheg the Australian Financial Markets
Association Ltd (AFMA) on its website in the Enuvmmental Products and Contract
Documentation section.

The Spot Contract documents a transaction for dhedrd sale of Environmental Products,
being ESCs, GACs, GECs, LGCs, STCs, GRECs, VEEUgbE ACCUs and Voluntary
NKACCUs. A “GAC” is a greenhouse abatement cexdifé created under Part 8A of the
Electricity Supply Act 199%f New South Wales or th&lectricity (Greenhouse Gas
Emissions) Act 2004€f the Australian Capital Territory, a “GEC” is gas electricity
certificate created under thgectricity Act 1994o0f Queensland, an “LGC” is a large-scale
generation certificate created under tRenewable Energy (Electricity) Act 20@0 the
Commonwealth (“REC Act”), an “STC” is a small-seaéchnology certificate created under
the REC Act, a “GREC” is an LGC created by a geteeraccredited under the National
GreenPower Accreditation Program, a “VEEC” is arrgg efficiency certificate created
under theVictorian Energy Efficiency Target A@007 (Vic) and an “ESC” is an energy
saving certificate created under Part 9 of the tHiBty Supply Act 1995 of New South
Wales. An “Eligible ACCU” is an Australian carbamedit unit issued under thearbon
Credits (Carbon Farming Initiative) AcR011 (Cth) (“CFI Act”) that is also an eligible
Australian carbon credit unit under tli&dean Energy Ac2011 (Cth) and a “Voluntary
NKACCU” is a non-Kyoto Australian carbon credit utas defined in the CFI Act) that is not
also an Eligible ACCU.

This note contains general advice only and is nohtended to constitute a legal opinion
on which users may rely in implementing actual trasactions. It is strongly
recommended that intending users seek specific ldgand accounting advice in relation
to their own particular circumstances.
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This note does not apply to transactions for Elegg®CCUs or Voluntary NKACCUs. This
is because the products are regulated as fingp@ducts under th€orporations Act2001
(Cth)}

Q1. Is AFMA'’s Spot Contract a “derivative” unddre Corporations Act?

Under the Corporations Acf‘Act”) a transaction that is a “derivative” under
section 761D(1) is also a “financial product” undmction 764A(1)(c) and so, a
number of important financial services regulatiapply. The purpose of this note is
to consider whether AFMA’s Spot Contract constisute derivative as defined in
section 761D(1) of the Aét.

Thelaw
Section 761D(]) of the Act states that:
“For the purposes of this Chapter, subject to sutisas (2), (3) and (4), derivative

is an arrangement in relation to which the follogioconditions are satisfied:

@) under the arrangement, a party to the arrangemesndtyiror may be required
to, provide at some future time consideration giaicular kind or kinds to
someone; and

(b) that future time is not less than the number ofsdayescribed by regulations
made for the purposes of this paragraph [being business day or less for
derivatives which are not foreign exchange cong?chfter the day on
which the arrangement is entered into; and

(© the amount of the consideration, or value of theaagement is ultimately
determined, derived from or varies by referencgwbolly or in part) the
value or amount of something else (of any naturatsdever and whether or
not deliverable), including, for example, one orrenof the following:

0] an asset;

(i) a rate (including an interest rate or exchange jate
(i) an index;

(iv) a commodity.”

Analysis

In order to be a derivative for the purposes ofise761D(1) of the Act, a contract
must satisfy each of paragraphs (a), (b) and (sgofion 761D(1).

The Spot Contract satisfies paragraph (a) and wenaes for present purposes that it
also satisfies paragraph (b).

Does the Spot Contract satisfy paragraph (c) oftise@6ID(1)? First,
section 761D(1)(c) refers to thearhount of the consideration, or value of the
arrangemerit  Secondly, section 761D(1)(c) applies where tumsideration or
value ‘is ultimately determined, derived from or variesrbference to (wholly or in

! Refer to section 764A(1) of the Corporations Antl ahe related regulations in ti@orporations
Regulation2001 (Cth).

2 There are other categories of financial productenrthe Corporations Act. This note considers only
the derivatives definition.

% Regulation 7.1.04(1), but refer also to sectiob(D§(2) and regulation 7.1.04(2).
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part) the value or amount of something else (of rmatyire whatsoever and whether
or not deliverable), including, for example”...

It is convenient first to consider the amount @& tonsideration in the Spot Contract.

The amount of the consideration is (for one patty future delivery of the
commodity and (for the other party) the future pawtof the Unit Price multiplied
by the Sold Commodity, grossed up for GST.

Is the GST rate a “something else” within the megrof section 761D(l)(c) of the
Act? It is possible to adopt a very broad intetqtren of the words “something else”,
as illustrated by the decision of the Court of Agpef New South Wales in
International Litigation Partners Pte Ltd v ChameteMining NL[2011] NSWCA
50. We consider that there is a real prospectthhabroad interpretation of
section 761D(1)(c) will adopted in future caseshsti@t the GST rate is capable of
being a “something else” for the purposes of sacti®lD(1)(c)*

Even if the GST rate is a “something else”, capeitsaid that in the case of the Spot
Contract, the amount of the consideration “is uitiety determined by, or derived
from, or varies by reference to (wholly or in patig value or amount of” the GST
rate? We think it is unlikely that a court wouidd that the GST gross up in the Spot
Contract satisfies that part of the definition.

It is also necessary under section 761D(1)(c) tasicter the Value of the
arrangemerit and whether that valueis' ultimately determined, derived from or
varies by reference to (wholly or in part) the va@lor amount of something else”

A similar point arose in the Federal Court in thatter of Keynes v Rural
Directions. That matter concerned forward contracts for thke ©f grain and
whether the contracts werederivatives. In the smof their decisions, both Besanko
J at first instance and the Full Court on appealsitered whether the value of a
forward commaodity contract varies by referenceh® market price of the underlying
commodity for the purposes of section 761D(1).filst instance, Besanko J rejected
the argument. The Full Court did not need to decide the pointe it agreed that
section 761D(3)(a) applied and the contracts instiole were not derivatives. The
Full Court nonetheless referred to the questionthdrethe value of a forward
contract can be said to vary by reference to thekemgprice of the underlying
commodity. It cast some doubt on the approacheftrimary judge, but declined to
determine the questidn.

Based on the decision of the Besanko J, we con#idérthe Spot Contract is not a
derivative by reason of the value varying by refeseto the market price of the
underlying commaodity. Nonetheless the commentshef Full Court create some
legal uncertainty.

Conclusions

We conclude that the Spot Contract is not a devieatnder section 761D(1).

* We note for completeness that if the Forward Gamttused some market reference price or index
reflectingthe market price of the Environmental Product commpodit the Cash Settlement Price (as is
usual in most cash-settled forward commodity tratieas), then it would also satisfy paragraph ) o
section 761(D)(1) of the Act, and hence would lakeavative.

® Keynes v Rural Directions (22009] FCA 567; decision on appeal at [2010] FCAFD.

® Keynes v Rural Directions Y22009] FCA 567 at [87].

7 At [62].
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In relation to the GST gross-up clause, a party wighes to put this point beyond
doubt could, as an alternative, express the UmiteRon a GST-inclusive basis and
then delete the GST gross-up clause.

We consider that the comments of the Full Courthef Federal Court ilKeynesv
Rural Directionshas created some legal uncertainty about thecatigh of the Act
to forward commodity contracts for intangible pragesuch as the Spot Contract.
Users of the Spot Contract should consider whetbeh legal uncertainty presents
any risk to them.

Q2: Does the Spot Contract fall within the “tanggbproperty” exemption in section
761D(3)(a) of the Corporations Act?

Section 761D(3) excludes certain arrangements, ractst or things from the
definition of derivative in subsection (1) for thprposes of Chapter 7. Under
section 761D(3)(a), the section only applies tesalf tangible property (other than
currency).

In our view the section does not apply on the btmes Environmental Products are
not tangible property within the meaning of thetieec

Johnson Winter & Slattery
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