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1. What Is Crowd Sourced Funding?
Crowd Sourced Funding (CSF) is a type of corporate capital raising whereby a company seeks funds, in small amounts, from a large number of individual investors in return for securities in the company.  CSF involves:

· Companies (issuers) that propose to raise funds;

· Intermediaries that host the platform through which offers are made to crowd investors;

· Crowd investors.

CSF has developed over the last few years in other countries as an online phenomenon, utilised particularly by small start-up companies seeking seed capital, as a complement to more established financing options involving professional investors, such as angel investing and venture capital.

However, the legislative framework in Australia presented barriers to CSF.  Proprietary companies are limited to 50 non-employee shareholders and are prohibited from making public offers of securities, while public companies are subject to governance, reporting and disclosure requirements that may be too onerous for a small business.  Also, the fundraising requirements in the Corporations Act 2001 (Cth) (Corporations Act) may be too expensive and onerous to be of any use to small start-up companies.
2. The CSF Legislation
The legislation known as the Corporations Amendment (Crowd-Sourced Funding) Bill 2017 was passed by the Australian Parliament in March 2017.
The legislation enables capital raising to commence in September 2017.

The Bill provides for the addition of a new Part 6D.3A to the fundraising provisions of the Corporations Act.  The new Part provides for a disclosure regime that can be used instead of the existing fundraising disclosure requirements for certain offers of securities for issue in small unlisted companies.
Under the CSF regime proposed in the Bill, small unlisted companies could raise up to $5M a year, with no more than $10,000 coming from any one retail investor in a twelve month period.

Only unlisted public companies would be able to use CSF.

However proprietary limited companies can convert to an unlisted public company so that they are able to utilise this legislation.

Eligible companies are exempt from various requirements otherwise applicable to public companies (the Annual General Meeting requirement, as well as various reporting and audit requirements).

The audit exemption ceases when the company raises $1M from investors.

An issuer would only be able to make an offer of CSF securities (a CSF offer) by publishing a CSF offer document on the offer platform of a single CSF intermediary, which would have to be licensed.  The intermediary would provide the means for investors to apply for securities in a company.  The intermediaries would also provide a communication facility to allow investors, the company issuing the securities and the intermediary itself to communicate with each other.

The intermediary would have a key role in providing investor protections, including a warning about the risk of investing in small start-up companies and information about “cooling off” rights for retail investors to back out of an investment during an initial period.

3. Eligible CSF Company
At the time of the offer, the company making the offer must be an ‘eligible CSF company’, which is a company that satisfied the following conditions:
· it is a public company limited by shares, with its principal place of business and a majority of its directors in Australia;

· the value of the consolidated gross assets of it and its related parties must be less than $25M at the time it is determining its eligibility to crowd fund (the “assets test”) (a related party, for the purpose of the CSF provisions, is a related body corporate or an entity controlled by a person who controls the company or an associate of that person);
· the consolidated annual revenue of it and its related parties must be less than $25M (the “turnover test”);

· neither it nor a related party is a listed corporation (as listed corporations generally have access to other forms of equity raisings such as rights issues and share purchase plans);

· neither it nor a related party has a substantial purpose of investing in securities or interests in other entities or managed investment schemes.

4. Issuer Cap
The offer must comply with an “issuer cap” of $5M in any twelve month period, calculated taking into account:
· the amount sought to be raised under the current offer;
· all amounts raised from previous CSF offers made within the twelve month period preceding the current offer;

· all amounts raised from small scale personal offers exempt from disclosure pursuant to s.708(1) within the twelve month period preceding the current offer;

· all amounts raised from certain offers made through the holder of an Australian Financial Services Licence (AFSL), and exempt from disclosure pursuant to s.708(10), within the twelve month period preceding the current offer.

5. Fundraising In Addition To A CSF Offer
In addition to the $5M that can be raised under the CSF regime, a company can raise funds from:
· sophisticated investors

· professional investors

Fundraising from these persons does not require a disclosure document under the current fundraising disclosure provisions in Chapter 6D of the Corporations Act (ss.708(8), 708(11)).

6. Primary Issue Only
The offer must be for a primary issue of securities of the company making the offer:  it cannot be for secondary sale of those securities.
7. Making a CSF Offer
An issuer must, for each CSF offer:
· prepare a CSF offer document containing clear, concise and effective information, as specified in the regulations (for instance, information about the company and its business, the securities on offer, how the proceeds from the offer will be used);

· obtain the consents of persons associated with the offer document;

· publish the offer document (including, or together with, the offer itself) on the platform of a single CSF intermediary;

· have only one CSF offer open at any one time;

· not have a CSF offer open at the same time as a CSF offer of a related party (this avoids circumvention of the issuer cap).

An issuer has the power to withdraw a CSF offer at any time before the offer is complete by notifying the intermediary.  Other stages of a CSF offer are mostly under the control of the intermediary.  Refer to Section 9 and 11.
Issuers have particular responsibilities when a CSF offer document is found to be defective.  Refer to Section 16.

8. Corporate Governance Concessions
The Bill provides a CSF issuer with corporate governance concessions for five years from the date of registration as a public company if it:
· satisfies the CSF eligibility criteria at the time of registration as a new public company and at the end of the relevant financial year; and

· intends to crowd fund at the time it is registered; and

· completes a CSF offer within twelve months of registration.

The corporate governance concessions are:

· an exemption from holding an Annual General Meeting;

· the option to provide financial reports to shareholders online only;

· not being required to appoint an auditor;

· not being required to have audited Financial Reports until more than $1M has been raised from CSF offers or other fundraising offers requiring disclosure.

9. CSF Intermediaries – Financial Services Licensing Requirements
A CSF intermediary must hold an AFSL to provide a crowd-funding service, which is a new category of financial service e created under the Bill.

A person provides a crowd-funding service if:
· applications may be made to the person for the issue, by an issuer company, of securities pursuant to the offer;
· a CSF offer document relating to securities of a company is published on a platform operated by the person.

The crowd-funding service is provided to:
· the issuer (when the issuer enters into the hosting arrangement for the offer of securities with the intermediary);

· potential investors who apply for CSF securities through the intermediary’s platform (when the investors first use the intermediary’s application facility to apply).
10. Australian Market Licence (AML)
In some circumstances, the operations of a CSF intermediary may require it to hold an Australian Market Licence (AML).
11. The Obligation Of A CSF Intermediary
The obligations of the intermediary include:
· Gatekeeper obligations, which require the intermediary to conduct certain checks (which will be prescribed in the regulations) to a reasonable standard before publishing an issuer’s offer document on its platform and not to publish an offer if the intermediary:

· is not satisfied about the identity of the company making the offer, or of any of the company’s directors or other officers;

· has reason to believe that any of the company’s directors or other officers are not of good fame or character;

· has reasons to believe that the company, or any of its directors or officers, has knowingly engaged in misleading or deceptive conduct in relation to the offer, for instance, by providing misleading information in response to a post on the communications facility;
· has reason to believe that the offer is not eligible to be a CSF offer (for instance, if it does not comply with the issuer cap);

· to have adequate arrangements, recorded in writing, to ensure that it complies with its gatekeeper obligations;

· to provide an application facility, reject applications not made via that facility (to ensure that applicant investors are aware of, and receive, the various investor protections) and not allow an application to be made while an offer is suspended or when it has closed;

· to provide a communication facility to allow potential investors, the issuer and the intermediary to communicate with each other about a particular CSF offer.  This facility should enable:

· investors to make and see posts relating to the offer and ask the issuer or the intermediary questions relating to the offer;

· the company or the intermediary to make posts responding to questions and other posts (officers, agents and employees of the issuer or the intermediary must disclose their status when making posts on the facility);

· to display prominently on the offer platform:
· the CSF risk warning (the terms of which, to be specified in the regulations, will include the potential risks associated with, and high failure rates of, start-ups and emerging companies);

· information on investors’ cooling-off rights (including the means by which investors can exercise these rights);

· fees charged to, and interests that the intermediary has or intends to take in, an issuer company;

· to comply with the prohibition on giving financial assistance to a retail client to purchase securities pursuant to the CSF offer;
· to close or suspend the offer as required;

· to deal with application money appropriately.

The provision of a crowd-funding service includes all these intermediary obligations.  This wide meaning of ‘crowd-funding service’ will ensure that all the intermediary’s activities will be subject to the general obligations of a licensee (s.912A), such as the obligation to provide the service ‘efficiently, honestly and fairly’.

Intermediaries have particular responsibilities when a CSF offer document is found to be defective.  Refer to Section 16.
12. Stages Of A CSF Offer
CSF intermediaries play a key role in determining when CSF offers are made, open, closed, suspended and complete.
The maximum duration for a CSF offer is three months from the time the offer was made.  This maximum offer period ensures that the information contained in the CSF offer document remains current and is consistent with the notion of CSF as a simpler, faster way of raising funds with streamlined disclosure.

When an offer is complete (that is, when the minimum subscription condition is met, disregarding any withdrawn applications), the intermediary must pay the application money to the issuer following the issue of the securities.  If the minimum subscription amount is not raised, the intermediary must refund the application money to the applicants.

13. CSF Investors
CSF Investors must:
· make their applications in response to a CSF offer via the intermediary’s offer platform, to ensure that they have the various protections of the CSF regime (such as the communication facility, the risk warning and cooling-off rights);

· provide the application money via the intermediary, to ensure that the money is handled according to the client money provisions and is subject to the CSF rules for when money is paid to the issuer and refunded to applicants.

14. General Investor Protections
Issuers and intermediaries must comply with the stipulated advertising rules.  For instance, an advertisement or publication about a CSF offer must include a statement that a person should, in deciding whether to make and application under the offer, consider the CSF offer document and general CSF risk warning.
There is an exception from the advertising rules for publishers and the publication of certain reports and notices.

There is also an exception for statements made in good faith on the intermediary’s communication facility.  However, the onus is on the person making the statement to show that it is made in good faith.

Persons will be prevented from offering securities for issue or sale through an unsolicited meeting or telephone call (a practice known as “securities hawking”), regardless of whether the offer is identified as a CSF offer.

ASIC will have stop order powers in relation to advertising and publications that are misleading or deceptive or that do not draw attention to the CSF offer document or the general CSF risk warning.

15. Investor Protections For “Retail Clients” Only
When providing a crowd-funding service to a person, the intermediary must determine whether the person is a “retail client” (i.e. not a “sophisticated investor”), as retail clients have additional protections both under the current law (Financial Services Guide, access to dispute resolution and compensation arrangements) and under the CSF provisions.
The tests for determining whether an investor is a retail client are, for the most part, the same as under the current licensing provisions.
Additional protections applicable to retail clients only under the CSF provisions are:

· an investor cap of $10,000 per issuer via a particular intermediary’s platform within a twelve month period (this amount is to be apportioned equally if there are joint applicants for securities);
· an unconditional ‘cooling off’ right for a retail investor to withdraw from a CSF offer within five business days of making an application;

· a prohibition on the company and its related parties, and the CSF intermediary and its associates, providing retail investors with the financial assistance to acquire securities under CSF offers;

· the requirements for a CSF intermediary to obtain a risk acknowledgment from a retail investor before accepting a CSF application from the investor.

Investors have particular rights when a CSF offer document is found to be defective.  Refer to Section 16.

16. When Is A CSF Document Defective?
A CSF offer document is defective where:
· it contains a misleading or deceptive statement;

· it omits information that is required to be included;

· since the document was published, a new circumstance has arisen that would have been required to be included if it had arisen before the document was published.

17. Obligations In Relation To Defective Documents
The following obligations arise when the relevant person becomes aware, while a CSF offer is open, that the offer document was defective:
· the issuer must notify the intermediary as soon as practicable;

· the intermediary must:

· notify the issuer as soon as practicable;
· remove the offer document from the platform and either close or suspend the offer

· a person liable on the offer document must notify the issuer and the intermediary as soon as practicable.

The issuer need not do anything other than notify the intermediary: it has the option of providing a replacement or supplementary offer document, but no obligation.  The intermediary is not obliged to publish a replacement or supplementary document, as the intermediary’s gatekeeper obligations apply to these types of document in the same way as to the original offer document.

18. Investor Rights – Defective Documents
Prospective investors who have already applied for securities under the document will either:
· receive a supplementary or replacement offer document that corrects the defect and then have the right, for one month, to withdraw their acceptance; or
· be refunded any application money paid as soon as practicable.

19. Criminal And Civil Liability
As issuer that offers securities under a defective CSF offer document is criminally liable if the relevant statement, omission or new circumstance is materially adverse from the point of view of an investor.
An intermediary that publishes an offer document that it knows to be defective is criminally liable.

An investor can recover from various persons associated with a CSF offer the amount of loss or damage suffered.  The investor has six years from the day the cause of action arose to commence recovery proceedings.

20. ASIC
Unlike other disclosure documents, a CSF offer document will not need to be lodged with ASIC.  However, ASIC will have stop order powers where a company offers securities under a defective CSF offer document.
21. Accountants Minute Articles
· Crowd Funding Offers Significant Benefits to SMEs and Accountants (AM106)
· Crowd Sourced Funding Equity Legislation Passed (AM105)
22. Professional Advice

Please contact your accountant for further advice if you're interested in raising capital utilising Crowd Funding.
AN IMPORTANT MESSAGE

The forms and commentaries contained in this paper are provided as a guide only and should not form the sole basis for any advice in relation to the particular situation of any person without first obtaining proper professional advice.

This paper is provided on the understanding that ESS BIZTOOLS Pty Ltd (ACN: 078 451 439) will not be responsible as a result of any use made by users hereof of the forms or commentaries of this paper without first obtaining specific professional advice.  Neither shall ESS BIZTOOLS Pty Ltd be responsible for any errors or omissions contained in these papers.  ESS BIZTOOLS Pty Ltd expressly disclaims liability whether under contract or negligence and whether to a direct purchaser of these papers or to any other person who may borrow or use them in respect of any loss or damage flowing therefrom whether direct or consequential.  In particular and without limiting the extent of this disclaimer ESS BIZTOOLS Pty Ltd accepts no liability if any form or commentary contained herein, whether used in its original form or altered in some way by the user, proves not to be valid or not to attain the end result desired by the user.  This exclusion shall extend both to the user and to any client of the user who may suffer loss as a result of the use of these papers and it shall apply even though ESS BIZTOOLS Pty Ltd may have been negligent in the publication or preparation of these papers.  The user acknowledges that it has not made known to ESS BIZTOOLS Pty Ltd any particular purpose for which these papers are required and that it has not relied on ESS BIZTOOLS Pty Ltd's skill or judgement to provide a paper suitable for any such purpose.

INTELLECTUAL PROPERTY NOTICE

The authority to use all copyright, trade marks and other intellectual property rights comprised in this paper is held exclusively by ESS BIZTOOLS Pty Ltd (ACN: 078 451 439).  Neither these rights nor any part of this paper may be used, sold, transferred, licensed, copied or reproduced in whole or in part in any manner or form whatsoever without the prior written consent of ESS BIZTOOLS Pty Ltd (ACN: 078 451 439).
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