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PJC report in

Inquiry into financial products

The Parliamentary Joint Committee on Corporationsl &inancial Services
(Committee) this week tabled its report to Fed&atliament on its inquiry into
financial products and services in Australia.

Recommendations

The Committee has made 11 recommendations formefitre most significant for
the agribusiness investment sector being as follows

1.

Agribusiness responsible entities must demonstthgy have sufficient
working capital to meet current obligations. TeReammendation is that this
requirement be part of the Australian financialvess (AFS) licence
conditions imposed on responsible entities.

The Committee stated this measure is designed &vept ponzi-like
structures when new product sales are requiredoio ygp existing schemes.

The Corporations Act 2001(Act) be amended to allow the Australian
Securities and Investments Commission (ASIC) toydan AFS licence

application, or suspend or cancel a licence, ifahg a reasonable belief the
licensee “may not comply” with their licence obligms. Currently, ASIC

must be satisfied the licensee “will not comply’fdre it can take such

action.

The Act be amended to explicitly include a fidugiatuty for financial
advisors operating under an AFS licence, requitingm to place their
client’s interests ahead of their own. This is @figwo recommendations
highlighted by ASIC in its submission to the Comntest that would have the
most far reaching impact.

The second significant ASIC recommendation was tal tbanning of
commissions as remuneration for provision of finahservices. As has
been recently anticipated in the financial preke, Committee has not fully
adopted ASIC’'s recommendation. Instead, it hasomegended the
government consult with industry in developing theost appropriate
mechanism to cease payments being made from prodactfacturers to
financial advisors. The move to fee for servicenueeration is still
inevitable but the transition may be less dradhiantif a total ban was
implemented straight away.
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5. The Act be amended to require advisors to disclosee prominently in
marketing material the restrictions on the adviteytcan provide and any
potential conflicts of interest.

Not included

Significantly, the Committee did not make certa@tammendations which were
the subject of submissions, including from ASIC:

1. Increasing the financial requirements to be meAB licensees, including
responsible entities. ASIC was flagging that aitedadequacy requirement
could be introduced.

2. Placing an obligation on responsible entities tsuea their products were
suitable to retail investors to whom they promoted—ether words, a
requirement to giveersonalfinancial product advice.

3.  Prohibiting the sale of certain products to retdigénts where the risk and
complexity was considered too high.

4. Introducing different standards of advice dependingvhether an advisor is
fulfilling a sales function or offering independdirtancial advice (although
the Committee did state that a proposed profeskistamdards body for
financial services — a separate recommendationud aequire that people
describing themselves as advisers must adherettrcetandards).

Updates

Ultimately, it is a matter for government which sezmendations will be adopted
but legal and regulatory reform is inevitable.

In coming McMahon Clarke Legal newsletters we wilpdate you on the
government’s legislative response.

| If you would like more information, then please tamiLangton
Clarke by email or on 07 3239 2926.

Tax determinations—agribusiness schemes
Consequences

On 2 October 2009, the Australian Taxation Offiéd Q) issued three draft tax
determinations which cover the taxation consequerfoe investors in failed
agribusiness schemes under various scenarios.

Issued in light of the Timbercorp and Great Southesllapses, the rationale for
these tax determinations is to provide certaintyeiasting investments regarding
the effect different scenarios will have on tax uigttbns already claimed.
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The tax determinations are not specific to Timbgyar Great Southern.
TD2009/D9

Draft tax determination TD2009/D9 addresses wheth@hange of responsible
entity of a registered agribusiness scheme aftaetsax outcomes for investors.

The ATO has confirmed the product ruling for a sokewill continue to apply
provided the scheme continues to be carried oataordance with the terms of its
ruling. This includes being carried out under th@nagement of an administrator,
receiver or new responsible entity. The ATO confirthat the appointment of a
new responsible entity, administrator or receiveesinot, of itself, result in the
implementation of a scheme in a materially différefay to that described in the
product ruling.

The draft ruling does state however, that if thpaaptment of the new responsible
entity results in a change in the activities or kvaonducted under the various
agreements that comprise the scheme, then the elangsponsible entity may
result in there being a material difference togsbkeme ruling. The determination
confirms the ATO’s long held policy that a diffecenis material if it results in a
tax outcome different to that set out in the pradutng.

TD2009/D10

Draft tax determination TD2009/D10 addresses whdtiedisposal or termination

of an interest in a non-forestry scheme which ar&e a result of circumstances
outside of the control of the investor results e tdenial of tax deductions

previously allowed.

The determination concludes those deductions willb® denied. This is a useful
ruling and confirms the position that, provided theention of an investor at the
time they invest is to remain in the scheme, thieguikl not be penalised for
disposing of an interest in circumstances beyoerd tiontrol.

TD2009/D11

Draft tax determination TD2009/D11 addresses whieplayment received by an
investor in a non-forestry scheme on the windingofighe scheme is ordinary
income under the tax laws. The determination says not, although it leaves
open the prospect that it may be depending on thiegbayment is actually for.

As last year's Federal Court case definitively daieed that an investor in an

agribusiness scheme carries on their own busiaassunts received for the sale of
harvested produce from the operation of the schaithde personal income and

therefore assessable.

When a scheme ends and is wound up, money or pthperty that is part of the
scheme assets remaining will be distributed tostos. If this was deemed to be
on account of the disposal of harvested produan thwould be income in the
hands of the investors.
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However, the determination provides that whilstimrestor’s interest may be the
subject of certain capital gains tax events, thegsdnot necessarily mean any
money received will be capital proceddsm the ending of the interest (emphasis
noted in the determination). Instead, it will bedigtribution of the remaining
scheme property to investors and as such, any paymmainlikely to be capital
proceeds from the ending of the investor’s agnigaltbusiness.

Conclusion

The draft tax determinations should assist invesioragribusiness schemes and
their advisors to understand what tax consequenigefow from the failure of a
scheme. McMahon Clarke Legal can provide adviceualad aspects of the
winding up of a scheme.

/] If you would like more information, then please tamtJohn
Lane-Mullins by email or on 07 3239 2922.

Winding up registered schemes
Winding up

Circumstances might arise in which a responsibigyetiecides that it is in the best
interests of the members to wind up a registerbeérse. The decision to wind up
might be triggered by the insolvency of the schemnesome other cause.

Once a decision has been made to wind up, the megpe entity must consider
how this can be accomplished by having regard @octinstitution of the scheme,
and theCorporations Act 200{the Act).

Three ways
There are three ways in which a scheme can be wapirsg follows:

1. Section 601NB enables the members to take acticalt@ meeting to wind
up a scheme. There is not an express right idthdor a responsible entity
of its own volition to call such a meeting. Unledb® members choose to
initiate that action, the responsible entity canrely upon this section to
bring about the winding up.

2.  Section 601NC provides that a responsible entityweend up a scheme if it
considers that the purpose of the scheme cannaicbemplished. The
responsible entity must give 28 days notice to AW each of the
members, and they have the option to call a meetimgembers to consider
an alternative proposal. The responsible entitglsance on this provision
could be challenged in some cases, so if the cstamees facing the scheme
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are likely to be controversial, relying on this gnal to wind up the scheme
could expose the responsible entity to liability.

3. Section 601ND enables the responsible entity tdyafp the court for a
winding up order on the basis that the winding sijust and equitable. This
IS a more expensive and time consuming option,caat be worthwhile if
there are complex issues to be dealt with or tepamsible entity feels it has
conflicting duties that it cannot resolve. The @umprimatur for the wind
up could be valuable protection for the responstitty.

Conduct of winding up

Generally, the responsible entity is required todvup the scheme. This can be
contrasted with the winding up of a company, in ekhthe directors must hand
over the affairs to a registered administratoritiqtor.

However, the Act gives the court power to appomteaternal administrator if it
thinks it is necessary, including for the reasat the responsible entity has ceased
to exist or is not properly discharging its obligas in relation to the winding up.

In addition, the responsible entity can always ampa registered liquidator or
administrator to conduct the winding up on its bglaand might choose to do so in
circumstances where it is concerned its conducthinie the subject of some
criticism by members. External controllers areairsafer position to rely on
section 601NC referred to above, particularly & tesponsible entity is insolvent.

Case study

The 2009 Victorian case d®e Environinvestealt with the winding up of both
registered managed investment schemes and excloffecs in relation to
agricultural projects. There were a number of sw® established over different
time periods, and to complicate matters, the resiptsentity was insolvent.

The case highlights the difficulties that a cogrfaced with when it is required to
wind up a complex series of interrelated agricalttschemes which are being
conducted as one farming enterprise. In partictler court had to try to unravel
exactly what assets are comprised in an agriclltacheme, including the
intangible things like the contractual rights ardigations created by the scheme
documents.

A summary of some of the principles applied bychbart is as follows:

1. The crucial consideration in any application to adviop a scheme is to
identify what is to be wound up. The court saidai®ws:

It is the scheme, not merely scheme property, ithdte subject of
the order. The scheme is not an entity. Althotiggre are
similarities, it is not the same process as terrintpa trust or
winding up a partnership.

The scheme is defined by the constitution andrthjeq documents,
which create relationships between the parties. e Tproject
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documents include the leases, management agreenpenisrs of
attorney and ‘any other documents’ required to h&eeed into by a
Grower to hold an interest in the Project

Add to that mix the groject property or “ scheme property as
defined in the constitutions, and the scheme bdgitake shape as
a series of agreements, arrangements and undegsakiith defined
relationships, objectives, inputs and outcomesusT the scheme to
be wound up includes, but is not limited to, schprogerty.

2. The court accepted théorbad positiori adopted by the growers which was
that the growers were the owners of the treesfadt) as ASIC pointed out,
this was a necessary requirement at the time ieracdmeet the requirements
of the Australian Taxation Office taxation rulingrfagricultural schemes
(which enabled scheme expenditure to be an all@vdelduction against
income). For that reason, there was an acknowiedgein various project
documents that the trees were owned by the growkl®wever, the court
accepted ASIC’s submission that the effect of adimg up order is to give
the scheme liquidator power to realise property thanherently part of a
scheme (including the trees) even if the projecudeents say legal title in
the trees rests with individual growers. Contrikyg of money made by the
growers were applied to the preparation of the lathe purchase of
seedlings, and the planting and maintenance oe¢kdlings. The trees were
therefore property derived from contributions, arete scheme property.

Advice

A decision to wind up a scheme will normally beiiicult one. Once made, a
responsible entity needs to ensure that the impl&atien of the decision is done in
accordance with the Act. This can be complex,i@aerly if there are multiple
interrelated schemes. McMahon Clarke Legal camigecadvice about all aspects
of the operation and winding up of schemes.

If you would like more information, then please
contactSarah Daviesby email or on 07 3239 2960.
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Statutory novation on change of responsible entity

Novation

When the responsible entity of a managed investnsgheme changes, the
Corporations Act 2001(Act) provides for certain rights and obligatioo the
former responsible entity to be automatically tfarred to the new responsible
entity. Similarly, documents to which a referemganade to the old responsible
entity are automatically taken to be a referendbéonew responsible entity.

The intent of these provisions, often referred ® the statutory novation
provisions, is to provide for the ongoing operatimihthe managed investment
scheme notwithstanding the change of responsitileyerit would be impractical

and unnecessarily burdensome for the new respensihiity to negotiate new
contracts upon the change of responsible entity.

Rights, obligations and liabilities

Upon a change of responsible entity, the rightdigabons and liabilities of the

former responsible entity in relation to the schdmeome the rights, obligations
and liabilities of the new responsible entity. Téhexceptions to this provision
(such as any rights of the former responsible ertit be paid fees for the
performance of its functions and to be indemnifi@dexpenses it incurred before
it ceased to be the responsible entity).

Documents

The Act also provides that if the responsible gntif a scheme changes,
documents to which the former responsible entity Earty in which a reference is
made to the former responsible entity that are l@paf having effect after the
change of responsible entity has effect as if dference to the former responsible
entity were in fact a reference to the new respmasntity.

While this section is not expressed to be limiteddbcuments relevant to the
particular scheme, it has been held by the Fedeoairt that such a limitation
should be implied.

Application

The broad drafting of the provisions of the Acteaoom for some uncertainty as
to what rights, obligations, liabilities and refeces in documents carry across to
the new responsible entity. For instance, therg bea fine line between what
matters areén relation to the schemand what matters are not. The Federal Court,
in finding that the wordsn relation to the schemare to be interpreted broadly,
found that a charge given by the former responghlgy of a scheme securing a
guarantee of the scheme landowner’s obligationeuadloan agreement was a
document to which the statutory novation provisiapplied and the charge was
taken to be enforceable against the assets ofaWwer@sponsible entity, including
assets held on trust for scheme members and gsmarassets.
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When dealing with the handover of a scheme from wmsponsible entity to
another, issues almost inevitably arise in respeéthe application of the statutory
novation provisions to certain agreements, rightdazuments. There may also be
a question as to whether the incoming responsiiiéyetakes on any liability of
the former responsible entity for defect in the esnRk’s prospectus or product
disclosure statement.

The application of these provisions is not a wettled area of law. We are aware
of two cases in the Federal Court in Sydney whéee dpplication of these

provisions to different rights, obligations andbiigies is being considered and
judgment will be handed down shortly.

Conclusions

The broad manner in which the statutory novatioovigions have been drafted
make it important to consider the application o ghrovisions to every right,

obligation, liability or document that could be ¢&o bein relation to the scheme

Issues may even arise in respect of the new redpermstity’s right to be paid fees
under the scheme documents, particularly if theeseh documents contain
contractual rights or obligations that could beds&i be personal to the former
responsible entity. Great care must be taken wiwrducting due diligence
relating to the take over of an existing scheme.

We are experienced in dealing with these issugbardue diligence stage and in
conducting litigation concerning the applicationtloé provisions.

If you would like more information, then please tamiNathan
Shawby email or on 07 3239 2947.

Financial Services Modernisation Act 2009

—

The Corporations Legislation Amendment (Financial Seggi Modernisation) Ag
2009(Cth) (Modernisation Act) received royal assenbddovember 2009.

The Modernisation Act provides a number of new katguy measures. Among
other things, the Modernisation Act introducesftiilwing:

1. The requirement for trustee companies to hold arstralian financial
services (AFS) licence covering the provision @& thlevant trustee service

n

2. The requirement for margin lenders to hold an AiEnice and comply witl
general conduct standards.

—
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3. The creation of a register of debenture trustees/edl as the alignment of g
retail debentures and promissory notes so that #mey subject to th
consumer disclosure and protection measures clyrempplying to
debentures.

If you would like more information, then please tamtJohn
Lane-Mullins by email oron 07 3239 2922.

(1%

McMahon Clarke Legal specialises in legal servassociated with funds management, capital raisiogitigation and risk
management for listed and unlisted entities. Foldist of our services, please visit the mairrtpaf our website at
www.mcmahonclarke.comr email us ainfo@mcmahonclarke.com

To update your contact details or unsubscribeitortéwsletterclick hereto send us a note.

This newsletter is produced as general informatiosummary for clients and subscribers and shooldbe relied upon
as a substitute for detailed legal advice or asaaib for formulating business or other decisionsMdhon Clarke Legal
asserts copyright over the contents of this doctim¥u are free to copy and use this informationyled you inform
McMahonClarke Legal first and acknowledge McMahdarke Legal as the copyright owner on any matepi@duced.

McMahon Clarke Legal
62 Charlotte Street Brisbane Q 4000
GPO Box 1279 Brisbane Q 4001
T 07 3831 8999 F 07 3831 1121
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