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The proposed new MIS disclosure regulations—what dthey mean
for property fund managers?

Draft regulations

On 21 December 2009, the Minister for Financialviéess, Superannuation and
Corporate Law, the Hon Chris Bowen MP, releasedditadt regulations for the
new managed investment scheme disclosure reging(@&m®ns).

We prepared an e-bulletin late last year setting tbe key points from the
Regulations. A copy of that e-bulletin can be fdurere The purpose of this
article is to provide a more in-depth analysisahs of the more important issues
flowing from the potential introduction of the Régtons.

Property fund managers not caught

The most significant point for property fund manages that the Regulations, as
they are currently drafted, will not apply to therttWe have been saying for some
time (and lobbying the government through Andreve&br-Smith’s involvement
on the Consumer Advisory Panel) that the Regulatwould be inappropriate for a
property fund; it seems the message may have gmigh.

The Regulations will only apply to product disclosustatements (PDSs) for
registered managed investment schemes which imtdstast 80 percent of their
assets in “financial assets”. Whilst the term dfcial assets” is not defined in the
Corporations Act 2001, “financial asset” is defined in pro forma 209 @et of
ASIC’s standard licensing conditions and if thafimldon is used, then property
funds will not be caught; but property securitiesds will be.

Investment decisions

It is encouraging to see that the Federal Goverhrhas turned its mind to the
property fund sector when considering the RegutatioUnfortunately, the same
cannot be said for the enhanced fee regulations ey were introduced some
time ago. Whilst this recognition is a positivegsfor the property funds sector, it
does raise the possibility of an uneven playingdfigetween investment products
caught by the Regulations and those that are not.

PDSs caught by the Regulations can be no moresika® pages in length (while

a standard fixed-term property fund PDS can run8fompages). When potential
investors are faced with reading a six page doctimean 80 page document, this
might sway their investment decision in favour bé tproduct with the shorter

PDS. Of course, this assumes that investors nea&BS provided to them, which

the Federal Government’s own research shows igiquable.
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As property fund managers are not caught by theggeed Regulations, they
should avoid the costs which will no doubt acconypdine shift to the new
disclosure regime. However, it will be interestittg see the effect (if any) on
investment flows caused by the introduction of Regulations.

Structuring issues

There may be some potential structuring implicaticaused by the Regulations
applying to property securities funds but not teedi real property funds. For
example, in the current economic climate it is antommon for fund managers
who are looking to establish a new diversified fundestablish the fund with a
small minimum subscription amount and make anahitivestment in property

securities.

This structure has its attractions; it gives thedftime to be established, the fund
manger time to undertake a long capital raising pagn and talk to potential
financiers and most importantly, secure a quakiseato seed the fund.

This structuring option may become less attraatith the introduction of the new
Regulations. This is because whilst the fund itsseser 80 percent of its assets in
property securities, it will be caught by the Regins and will require a six page
PDS, including all of the prescribed content frdra Regulations. However, once
the fund manager finds an asset, they will therehavproduce an entirely new
PDS based on the current disclosure regime.

This will be a costly and time-consuming exercigd anay impact on the fund’'s
ability to move quickly on an opportunity.

Conclusions

The proposed Regulations, as they are currentlftedkadefinitely represent a
positive for the property funds sector. It woulel & very difficult process (if not
impossible) to prepare a meaningful PDS for a ptgdend if it needed to comply
with the Regulations. Furthermore, the exclusidnpmwperty funds from the
operation of the Regulations will save the sedterdonsiderable compliance costs
and time that would need to be invested in shift;ng new disclosure regime.

However, by excluding some products from the regithe Regulations create a
two-tiered disclosure regime which has the potéria create a competitive
advantage in favour of those products caught byRégulations.

Nevertheless we assume the Federal Governmentantinue to investigate ways
to improve disclosure to retail investors in allmaged investment products so the
property funds sector, given its exclusion at fhoit, is likely to be specifically
targeted in the future.
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We will continue to closely monitor this area andl weport on any further
developments.

L

If you would like more information, then please tamiBrendan
= =y, Ivers by email or on 07 3239 2928.

oh

AUSTRAC surveillance—focus on AML/CTF independent
reviews

Compliance assessments

In May 2009, McMahon Clarke Legal issued an AML/Cd4bulletin, the purpos
of which was to highlight the requirement under Améi-Money Laundering and
Counter-Terrorism Financing Act 2006 (Act) for reporting entities to undertake
regular independent reviews of ‘Part A’ of their ANCTF programs.

D

At that time, we noted the Australian Transactiogp&ts and Analysis Centre
(AUSTRAC) was likely to begin increasing its lew#lcompliance assessments| of
reporting entities as part of its regular monitgrprogram.

This forecast has now come to fruition!

Towards the end of 2009, it appears AUSTRAC deteechito enhance it
AML/CTF assessment activity and many reportingtesgiwill have already bee
subject to an AUSTRAC compliance assessment of #RIL/CTF program.
AUSTRAC says the objective of these assessments evaluate the policies,
programs and processes which the reporting enéisyimplemented to meet its
obligations under the Act.

=7

Mandatory independent reviews

In our experience, a recurring finding of the AUSN®RRassessments to date is the
failure of the reporting entities to have undertaken independent review of
‘Part A’ of their AML/CTF programs. Given there m® prescribed timing under
the legislation within which reviews must occur,lyothat they be undertaken
“regularly”, this finding is perhaps not surprisingHowever, the results of
AUSTRAC's surveillance are a timely reminder to gbaeporting entities who
have yet to arrange a ‘Part A’ independent revieat tAUSTRAC is closely
monitoring compliance with this obligation.

With respect to conducting an independent reviegporting entities mus
determine whether the review can be conducted hptamal unit or whether a
external independent reviewer is more appropridtas important the reportin
entity is able to demonstrate the independencegaatity of the review proces

Qs ~
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Accordingly, an external reviewer will generallyemketo be engaged unless the
reporting entity is able to employ the servicesanfinternal auditing section (or
another ‘independent’ area).

McMahon Clarke Legal can assist reporting entitraget their legislative
requirements by conducting an independent ‘PareXew.

For more information regarding the independentewvprocess or to discuss the
independent review of ‘Part A’ of your AML/CTF pragn, please contact
Langton Clarke or John Lane-Mullins.

Langton Clarke can be contacted by email or on
07 3239 2926.

John Lane-Mullins can be contacted by email or on
07 3239 2926.

Litigation news
Insolvent trading

The Corporations Act 2001 (Act) imposes heavy penalties on directors whitéa
prevent a company from trading whilst insolvent.

A director will breach his or her duty to avoid ahgent trading where—

1. the company incurs a debt and the company is iesblat the time of
incurring the debt or becomes insolvent as a reguftcurring the debt, and

2. the director had reasonable grounds for suspeabingjd in fact suspect,
that the company was insolvent, or would becomelvesit.

Test for solvency

A company is insolvent when it cannot pay its deddsand when they become
due and payable. This is not simply ascertainelbbking at the bank account pf
the company but from considering the financial posiof the company as |a
whole. The company’s financial position includes—

1. the ability of the company to borrow on the seguoitits assets
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2. the willingness of its secured creditor’s to lehd tompany money despi}te
its financial difficulties

3. the company’s present unsecured borrowings angbabsibility of further
unsecured borrowings, and

4. any loans taken by related corporations and loams fdirectors of the
company.

Conclusion

Where a company is wound up in insolvency, the walish Securities and
Investments Commission, the liquidator of the comypar a creditor of the
company may commence proceedings against the alisetd recover loss ¢
damage incurred as a result of the directors’ emeintion of the Act. Civi
penalties of up to $200,000 may also be imposetherdirectors. Alternatively,
directors may be subject to criminal charges wluah result in a fine of up to
$220,000 or five years’ imprisonment where thera ifinding that the director
have acted dishonestly.

14

=

[%2)

It is imperative that directors seek the advicetldir accountants and legal
advisors where it is suspected that a company afhwthey are a director may be
insolvent. If no other remedial action is possiltheen the directors might be well
advised to appoint an administrator to the compangvoid further debts being
incurred and to prevent personal liability attaghia them.

Allana Agnew can be contacted by email or on 07 3239 2947.

Changes to dividend rules—could company vehicles teme more
attractive?

Dividend reform

Proposed corporate law reforms, released at theoéndst year, could end up
having an interesting impact on property developmi@md structures.

The Corporations Amendment (Cor porate Reporting Reform) Bill 2010 contains a
number of changes to th€orporations Act 2001 (Act). One of them—
replacement of the long-standing “profits” test f@ayment of company
dividends—is quite significant.

The traditional rule, reflected in the current lagvthat a company can only pay a
dividend out of “profits”. However, changes in gtiae over time, particularly
changes to accounting principles and policies, hraa€e it increasingly difficult
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for Boards to work out what “profits” are and whetha dividend can be paid.
There is no definition of “profit” in the Act.

The amendment will replace the “profits” test wittore flexible criteria, allowing
a company to pay a dividend if the following teste met:

1. The company’s assets exceed its liabilities ancekuess is sufficient for the
payment of a dividend.

2. The payment is fair and reasonable to the compasigareholders as a
whole.

3. The payment does not materially prejudice the capgaability to pay its
creditors.

The duty to prevent insolvent trading will not déeated.
How could this impact the property funds industry?

The unit trust has been (and continues to be) tlst mpopular structure for
property funds. Two main reasons for this havenbtbe usual “flow-through”
nature of a unit trust for tax purposes (includthg ability to pass tax-deferred
amounts through to investors), and the relativee asigh which capital can be
returned to investors. The need to comply with plicated share capital reduction
provisions in the Act has meant that returning @dpo shareholders in a company
is normally an unattractive prospect.

However, most property development trusts with mubilvestors are taxed as if
they were companies anyway. The trusts are ustemlgd “at the trustee level”

and at the flat company rate. In reality, this hagowed the differences between
trusts and companies for use as development vehiotem a tax perspective.

Now, it seems the proposed changes to the existivigend rules will mean
companies can include amounts of capital in dividgrayments, apparently
bypassing the normal capital reduction restrictiang procedures in the Act (in
appropriate cases).

With more synergy between trusts and companieshenquestion of returning
capital to investors, it is inevitable that fundmagers will ask why they shouldn’t
at least consider a corporate vehicle for a praphoexelopment fund.

Corporate investment vehicles actually come withs leegulatory burden than
registered managed investment schemes—a compasyndbeeed a compliance
plan, compliance committee or responsible entitith¢agh, an appropriate
financial services licence authorisation is neettedffer shares in an investment
company).

Tax

Distributions by companies out of their profits argually taxed as income, with
associated franking credits. It will be interegtito see whether any changes are
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needed to the existing tax law in relation to dérids which include some return of
capital. For example, you would expect that fragktredits should not be used to
the extent a dividend (under the new rules) is fraich sources other than “profit”.

Conclusion

These dividend rule reforms will no doubt be welesmby the business
community, directors and accountants. Howevewilithave to be seen how the
new tests will be interpreted and applied, paréidylin relation to the inclusion of
capital amounts in dividend payments.

If you would like more information, then please tamiMatthew
Mosesby email or on 07 3239 2928.

Legislation to reverse Sons of Gwalia
Ranking of shareholders

The Government has announced a package of insgiviene reforms which
includes proposed legislation to reverse the 2083istbn of the High Court in
Sons of Gwalia v Margaretic (Sons of Gwalia). In that case, the High Couredul
that claims by aggrieved shareholders rank equailyh those of unsecured
creditors. The proposed change to the legislatidh affirm the longstanding
principle of the law; that shareholders rank beluretlitors in a winding up.

CAMAC

In our March 2009 edition dProperty Funds News, we reported on the review by
the government’s Corporations and Markets Advisiommittee (CAMAC) and
its recommendations. A copy of that article canfduend here In their report,
CAMAC found the decision of Sons of Gwalia shoutst be reversed, and noted
the legislative intention to empower investors aeguire reporting and disclosure
would be undermined if rights of recourse for agged investors were curtailed.
CAMAC considered aggrieved shareholders shouldréstdd as creditors of the
company, in a similar way to the position of unlttess of managed investment
schemes who have a claim against the responsibtg.en
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However, the Government has stated the reasonshérmroposed legislation
include the uncertainty, cost and complexity ofolmency administration and the
additional risk faced by debt providers.

If you would like more information, then please tamiNicole
Singer by email or on 07 3239 2906.

Exoneration from breaches of director duties
James Hardie case

On 20 August 2009, Justice Gzell of the SupremertCouNew South Wales
refused to exonerate three executive directorssamdn non-executive directors of
the James Hardie Group from liability from the d&umuling that they had
breached their directors’ duties.

In April 2009, Justice Gzell ruled that the direstof the James Hardie Group had
breached the&orporations Act 2001 (Act) by failing to exercise reasonable care
and diligence in approving a draft ASX announcenf@nnouncement) containing
misleading statements regarding the funding of Medical Research and
Compensation Foundation (Foundation) establishethhyes Hardie Industries Ltd
(JHIL). All but one of the directors sought to éecused from liability as a result
of this decision.

The court may exonerate a director from liabilitiyexse—

1. the person has acted honestly, and

2. having regard to all the circumstances, the pecaat fairly to be excused
for the contravention.

An act of honesty

With the exception of the CEO, the Australian S#éms and Investments

Commission did not allege that the directors haddadishonestly. However, this
is not indicative that the directors had acted Btge Rather, the test for honesty is
whether they had “acted without moral turpitud&hat is, whether they acted—

1. without deceit or conscious impropriety and withouent to gain improper
benefit or advantage, and

2. without carelessness or imprudence at a levelnibgates the performance of
the duty in question.
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Excuse in all the circumstances

The second limb involves an examination of theoiwlhg non-exhaustive factors:

1. The degree to which the conduct falls short ofdtsutory standard of care
and diligence.

2. The presence or absence of contrition.

3. The seriousness of the contravention which is asssy looking at—
(@) the importance of the provision contravened in teahpublic policy
(b)  the degree of flagrancy of the contravention, and
(c) the consequences to others caused by the conti@vent

Findings

Justice Gzell refused to exonerate the directors,naade the following findings:

1.

The directors had not acted honestly because—

(@) all the directors knew or should have known that Amnouncement
was too emphatic and unsubstantiated by the mbh&vailable to
JHIL. They all agreed they would not have approviu
Announcement because it was phrased too emphsticall

(b) not speaking against the approval of the Announocémeas
tantamount to approving it. This was inconsisteith a finding of
honesty, and

(c) two of the directors had not requested a copy of tiraft
Announcement prior to the board meeting and faitedamiliarise
themselves with its wording. They had acted winetessness and
imprudence which was inconsistent with honesty.

The directors ought not be excused because ofdtieusness and flagrant
nature of the breaches. The Announcement was astagment of the

company with which they deliberately attemptedrfiuence the market to
achieve public acceptance of its restructure. Adiogly, Justice Gzell

would not exercise his discretion under the sedwoni.

Attention to detalil

This decision demonstrates the high level of atbersind scrutiny courts expect all
executive and non-executive directors to give toemals provided by management
and their advisers, and its unwillingness to exchsse whose conduct falls below
such expectations.
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It is imperative that directors familiarise themaad with all matters and materials
which have an impact on their decision making psees. The failure to do so can
lead to the imposition of large penalties.

If you would like more information, then please tamtAllana
Agnew by email or on 07 3239 2947.
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The One.Tel decision—important directors’ duty updde
ASIC fails to prove its case

Justice Austin in the Supreme Court of New Southé#/aanded down judgement
on 18 November 2009 in the case brought by the rAlist Securities and
Investments Commission (ASIC) against Jodee RichMark Silbermann. The
action was commenced in December 2001, shortly #fee collapse of One.Tel.
ASIC’s case was that Mr Rich and Mr Silbermann edsthe One.Tel board
(which included James Packer and Lachlan Murdobbytthe financial state of
the company.

Whilst One.Tel was a listed entity, its major slelders were Kerry Packer’'s
Publishing & Broadcasting Limited and Rupert Murdsc News Corporation.
Both of those entities lost huge sums in the Orecdkapse. The question which
Justice Austin had to determine was whether orthetexecutive directors had
failed to keep the board informed of the comparfiyiancial position. He did not
have to determine whether or not the other dirscbor the board were careless in
failing to find out the truth about their companyssition, although that issue
might arise in other litigation currently on foot.

Waste of time?

Some commentators have pointed out that the casésson for ASIC in how not
to run litigation. The case ran for eight yearsl areported to have cost ASIC
$20 million in legal fees. If ASIC is ordered taypthe costs of the defendants,
then the case could cost ASIC up to $40 milliontatal. This is particularly
significant when considered in light of ASIC’s oarannual budget of about
$300 million. There is no doubt that the casedieswved up an enormous amount
of resources and diverted attention away from otlweitine compliance and
enforcement activities.

However, the case will be of great interest to aeymvolved in the management
of companies. Justice Austin is an acknowledgdtaaily on directors’ duties,
and he has written his judgement in a way which kel of assistance to a wide
audience outside of the One.Tel mishap. The ju@gens 3,105 pages long but is
conveniently broken up into chapters. Anyone wanto focus on the important
findings regarding directors’ duties should readapthr 23 which starts at
page 2,942.

We have summarised some of the findings from thse,cdut for a more
comprehensive coverage of the case, please go falblength articlehere

Directors should take note that this representscilmeent state of the law in
Australia and their performance will be judged agathese principles.

Duty of care and diligence

1. Justice Austin noted that th&orporations Act 2001 (Act) did not intend to
dampen business enterprise and penalise legitinbate unsuccessful
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entrepreneurial activities. Accordingly, the qumstwhether a director had
exercised a reasonable degree of care and diligendde purposes of the
Act could only be answered by balancing the forakkserisk of harm against
the potential benefits that could reasonably haaenkexpected to accrue to
the company from the conduct in question.

In assessing what a reasonable person would d@ipdsition of the director

in response to a given risk, the court needs tsiden the magnitude of the
risk and the degree of the probability of its oceace, along with the

expense, difficulty and inconvenience of takingewalhiting action and any
other conflicting responsibilities the director magve. In considering the
cost of alleviating action, Justice Austin accepezslbmission put to him by
Mr Rich and Mr Silbermann that the court shouldidwefinding that certain

information not contained in board papers shoulkkHaeen there where the
consequences may be that board papers would grtve tgize of a telephone
book.

The statutory standard of care and diligence fongany directors recognises
the distinction between negligence and mere mistake particular in the
One.Tel case, the complaints made by ASIC weretdb@ancial forecasting.
Justice Austin noted that forecasting is a diffi@arid uncertain process, with
much room for mistakes and errors of judgement, famddifferences of
opinion. The directors could not be liable justdngse they made mistakes in
the processing of financial forecasting or becatisy formed a different
opinion to ASIC or the court.

Business judgement rule

1.

In considering what constitutes a business judgém@éuastice Austin
approved U.S. commentary to the effect that it diigast encompass risky
or economic decisions, but also applies to decssigrlating to corporate
personnel, the termination of litigation and otHess explicit business
decisions. It could embrace decisions including $ketting of policy goals
and the apportionment of responsibilities betwelea board and senior
management. Justice Austin also considered thedutd include matters of
planning, budgeting and forecasting.

However, he noted that under the Act, it must imegdia decision to take or
not take action”. This means that a decision must consciouslyriaele so
that the judgement has actually been exercised.diréctor who simply
neglected to deal with proper safeguards, with videmce that he or she
even turned his or her mind to a judgement of vead¢guards there should
be, has not made a business judgement and acdgrdiagnot invoke the
defence.

In One.Tel, ASIC claimed that Mr Rich and Mr Silbenn had artificially
attempted to treat what was, in substance, inacfammissions on their part
as conscious and considered acts involving theceseerof judgement.
Justice Austin did not accept that submission. adeepted evidence from
Mr Rich and Mr Silbermann that they made decisiahsut the matters of
which ASIC complained. It was not a case wheredihectors had failed to
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turn their minds to decisions that ASIC alleges/thlould have taken. The
directors considered the matters of which ASIC cdamed, but made

decisions with which ASIC disagreed. In essenus,is why ASIC’s action

failed.

Conclusion

The reasoning and conclusions in this case are eliimp reading for anyone
involved in the management of a company. JusticsetiAuhas articulated the
principles relevant to assessing the performance difector in a way that should
be readily understandable to company directorsodiinzers.

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

If you would like more information, then please tamtSarah
Daviesby email or on 07 3239 2960.

McMahon Clarke Legal specialises in legal servagsociated 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 newdetter is produced as general information in summary for clients and subscribers and should not be relied upon
as a substitute for detailed legal advice or as a basis for formulating business or other decisions. McMahon Clarke Legal
asserts copyright over the contents of this document. You are free to copy and use this information, provided you inform
McMahonClarke Legal first and acknowledge McMahon Clarke Legal as the copyright owner on any material produced.

McMahon Clarke Legal
62 Charlotte Street Brisbane Q 4000
GPO Box 1279 Brisbane Q 4001
T 07 38318999 F 07 3831 1121
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