Investment Funds 2007/08

Country Q&A

Australia

John Moutsopoulos, Clayton Utz

1. Please give a brief overview of the retail funds market in your
jurisdiction. (How developed is the market? Has it been ac-
tive in the past year?)

Investment funds in Australia are typically structured as unit
trusts and are considered to be managed investment schemes
under the Australian Corporations Act 2001 (Cth) (Corporations
Act). In this chapter the terms retail funds, investment funds,
funds and managed investment schemes are used interchange-
ably and refer in each case to a registered managed investment
scheme.

Open-end retail funds

Australia has a large and rapidly growing funds management sec-
tor. The sector is driven largely by the country’s government-man-
dated superannuation (pension) system.

According to Access Economics Pty Limited the total funds under
management in Australia exceeded A$1 trillion (about US$0.9
trillion) as at March 2006, producing approximately A$1.2 bil-
lion (about US$1.1 billion) in management fees for the indus-
try. More than A$100 billion (about US$92 billion) in additional
funds flowed into the industry during 2006, indicating the indus-
try’s rapid growth.

The Australian managed funds industry is widely regarded as one
of the most developed in the world, with a high degree of integrity
in regulation and operational management. By the end of 2005,
the Australian pool of funds was the largest in Asia and the fourth
largest in the world (Investment and Financial Services Associa-
tion).

Closed-end retail funds

There are fewer closed-end retail funds than open-end retail
funds. Typically the closed-end retail fund structure is used in
the acquisition of illiquid assets such as real property.

2. What are the key statutes, regulations and rules that govern
retail funds in your jurisdiction? What regulatory bodies are
involved in regulating retail funds?

Open-end retail funds

The Corporations Act and the corresponding Corporations Regula-
tions 2001 (Cth) regulate managed investment schemes offered
to retail clients.
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Secondary legislation that affects retail funds includes:

= Anti-money Laundering and Counter-Terrorism Financing
Act 2006 (Cth). This Act places obligations on the financial
sector including customer identification and verification,
record keeping, and ongoing customer due diligence and
reporting.

= Electronic Transactions Act 1999 (Cth). This Act facilitates
the use of electronic transactions by promoting confidence
in the use of electronic transactions including e-signatures.

= Income Tax Assessment Act 1997 (Cth) (ITAA 1997).
m  Income Tax Assessment Act 1936 (Cth) (ITAA 1936).

= A New Tax System (Goods and Services Tax) Act 1999
(Cth).

m  Taxation Administration Act 1953 (Cth) (TAA 1953).

m  Privacy Act 1988 (Cth). This Act protects the privacy of in-
dividuals by, amongst other things, introducing the National
Privacy Principles that must be followed by entities that
deal with individuals’ personal information.

Where interests in an investment fund are offered to retail in-
vestors the investment fund is required to be registered as a
managed investment scheme with the Australian Securities and
Investments Commission (ASIC). This is the primary regulatory
body involved in regulating managed investment schemes and
is empowered under ASIC Act 2001 (Cth) and ASIC Regulations
2001 (Cth).

ASIC can modify the Corporations Act as it applies to managed
investment schemes, by issuing either:

m  Class Orders. These are public instruments that apply gen-
erally, or in relation to a specific body.

= Regulatory Guides. Regulatory Guides, while non-binding,
drive market practice as they set out ASIC’s interpretation
of the Corporations Act.

Other regulatory bodies that govern retail funds include the:
= Australian Taxation Office (ATO).
= Australian Transaction Reports and Analysis Centre (AUS-

TRAC), which is Australia’s anti-money laundering regulator
and specialist financial intelligence unit.
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Managed investment schemes are typically structured as trusts
and accordingly general trust law principles apply to the opera-
tion of the fund, in addition to legislative regulation. General trust
law principles, including the fiduciary duties owed by a trustee to
the beneficiaries of the trust, have been largely codified in Chap-
ter 5C of the Corporations Act (see Question 6).

Retail funds can also be listed on the Australian Stock Exchange
(ASX). If a fund is listed, the ASX Listing Rules, ASX Market
Rules and the Australian Clearing House Rules will also apply to
that fund.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds (see above, Open-end retail funds). Al-
though closed-end retail funds are not typically be listed on the
ASX.

3. Do the retail funds themselves have to be authorised or li-
censed? If so, what are the main steps involved?

Open-end retail funds

Registration with ASIC. Where interests in an investment fund are
offered to retail investors, the investment fund must be registered
as a managed investment scheme with ASIC. In order to register,
the proposed responsible entity (in the case of a unit trust this is
the trustee) of the managed investment scheme must lodge the
following documents with ASIC:

= An application form and prescribed fee.
= A copy of the scheme’s constitution (trust deed), which
must meet the requirements of the Corporations Act. In

general, the constitution of a registered scheme must make
adequate provision for:

o the consideration that is to be paid to acquire an inter-
est in the scheme;

o the investment, dealing and borrowing powers of the
responsible entity;

o complaints handling procedures;

o fees payable to the responsible entity (if any);

o procedures to withdraw from the scheme (if any); and
o winding up the scheme.

m A copy of the scheme’s compliance plan. This sets out the
measures by which the responsible entity ensures compli-
ance with the Corporations Act and the scheme’s constitu-
tion. The Corporations Act requires that compliance plans
adequately set out arrangements for:

o identifying and holding scheme property;

o the operation of the compliance committee (a regis-
tered scheme must have a compliance committee if

less than half the directors of the responsible entity
are external directors);

o regular valuations of scheme property;
o auditing the compliance plan; and
o record keeping procedures.

Registration for goods and services tax (GST). A unit trust in a
managed investment scheme is considered to be an entity for
GST purposes. Generally, an entity must be registered for GST
purposes if its annual turnover for the previous 12-month period
or projected annual turnover for the next 12-month period in re-
lation to supplies that are not input taxed meets the registration
turnover threshold of A$75,000 (about US$69,224).

In order to register, the entity must complete an application form,
an on-line version of which is accessible from the Australian Busi-
ness Register’'s website, www.abr.gov.au. There is no registration
fee. Once registered, the managed investment scheme is gener-
ally issued with an Australian Business Number (ABN).

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds.

4. Who can market retail funds?

Open-end retail funds

Retail funds can be marketed by any entity that has an appropri-
ate AFSL and by entities appointed by the holder of an AFSL
as its authorised representative to provide financial services on
its behalf.

While the issuer can market the fund directly, intermediaries are
often also engaged to market and distribute retail funds in Aus-
tralia.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds.

5. To whom can retail funds be marketed?

Open-end retail funds

There are no legislative restrictions on the persons or entities to
whom retail funds can be marketed (as distinct from wholesale
funds which can only be marketed to investors who qualify as
wholesale under the Corporations Act). Restrictions can exist in the
product itself, for example, minimum investment requirements.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds.
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6. What are the key requirements that apply to managers/opera-
tors of retail funds?

Open-end retail funds

The responsible entity of a registered managed investment
scheme is responsible to investors and to public authorities for
managing and operating the scheme in accordance with:

m  The scheme’s constitution and compliance plan (see Ques-
tion 3, Open-end retail funds: Registration with ASIC).

= Licensing requirements as a holder of an appropriate AFSL.
s Corporations Act, especially Chapter 5C.

s General trust law.

m  Disclosure requirements.

Licensing requirements. Any entity that carries on a business of
providing financial services in Australia must hold an appropriate
Australian Financial Services Licence (AFSL) or be the authorised
representative of the holder of an appropriate AFSL. The operator
of a retail fund which offers interests to persons in Australia will
likely be taken to be providing financial services and will there-
fore require an AFSL with the appropriate authorisations.

The responsible entity of a managed investment scheme will
need to provide the following information to ASIC in order to ob-
tain an AFSL:

= Name and contact details.

s The type of AFSL sought (including the level of authorisa-
tion).

= A description of the business (including whether the busi-
ness provides services to retail or wholesale clients or both
and the size of the business).
= Information about the responsible entity’s:
o responsible officers;
O processes;
o compliance arrangements;
o representatives;

o adequacy of resources;

o dispute resolution processes (internal and external);
and

o risk management systems.

The key obligations imposed on a responsible entity as the holder
of an AFSL are as follows:

m  To do all things necessary to ensure that the financial serv-
ices are provided efficiently, honestly and fairly.

m  Comply with any conditions imposed on its AFSL.
s Comply with financial services laws.

= Have available adequate resources (including financial,
technological and human resources) to provide the financial
services and to carry out supervisory arrangements.

m  Maintain adequate facilities to provide the financial serv-
ices and ensure that their representatives (including its
authorised representatives, employees and directors) are
adequately trained and are competent.

Have adequate risk management systems.

m  Submit financial statements to ASIC on an annual basis
(see Question 12).

m  Have in place adequate arrangements for the management
of conflicts of interests that arise in relation to its financial
service activities.

= Have certain internal and external dispute resolution sys-
tems.

m  Provide a financial services guide to each retail client (see
Question 6).

m  Comply with specific and detailed training standards that
apply to representatives who provide financial product
advice to retail clients.

»  Comply with certain basic financial requirements that apply
to all licensees. Broadly, these requirements are that the
licensee must have:

o risk management systems that address risk to financial
resources;

o positive net assets and be solvent;

o sufficient cash resources to cover the next three
months’ expenses with adequate cover for contingen-
cies;

o audit compliance with these requirements annually or
when ASIC requests;

o met certain minimum financial requirements.

Corporations Act and trust law. Chapter 5C of the Corporations
Act broadly mirrors the obligations imposed on trustees under
general trust law. As the responsible entity must be a public com-
pany, the general obligations imposed on public companies by
the Corporations Act apply. These include reporting and continu-
ous disclosure requirements. Contravening these duties may at-
tract civil and criminal consequences. The responsible entity in
exercising its powers and carrying out its duties must:

=  Act honestly.

m  Exercise the degree of care and diligence that a reasonable
person would exercise in the responsible entity’s position.
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m  Act in the best interests of the members and give priority to
members’ interests over its own, in the event of a conflict.

m  Treat the members who hold interests of the same class
equally and members who hold interests of different classes
fairly.

= Not make use of information acquired through being the
responsible entity in order to:

o gain an improper advantage for itself or another per-
son; or

o cause detriment to the members of the scheme.

s Ensure that the scheme’s constitution and compliance plan
meets the requirements set out in the Corporations Act.

s Comply with the scheme’s compliance plan.
m  Ensure that scheme property is:
o clearly identified as scheme property;

o held separately from property of the responsible entity
and property of any other scheme;

o valued at regular intervals appropriate to the nature of
the property.

m  Ensure that all payments out of the scheme property are
made in accordance with the scheme’s constitution and the

Corporations Act.

m  Report to ASIC any breach of the Corporations Act as soon
as practicable after it becomes aware of a breach that:

o relates to the scheme; and

o has had, or is likely to have, a materially adverse ef-
fect on the interests of members.

m  Carry out or comply with any other duty, not inconsistent
with the Corporations Act, which is conferred on the respon-
sible entity by the scheme’s constitution.

Disclosure requirements. Generally, interests in a registered man-

aged investment scheme cannot be offered to retail investors un-

less certain documents are prepared:

m  Product disclosure statement (PDS). This must be given
at or before an offer to sell, issue or acquire a financial
product is made or before the financial product is issued
to a retail client. A PDS must disclose, among other things
(Corporations Act):

o significant benefits and risks;
o costs, fees and charges;
o significant characteristics or benefits;

o dispute resolution systems;

o significant taxation implications;

o payments (such as commission) which may impact the
return.

»  Financial services guide. This must be given, broadly speak-
ing, before the time financial services are first provided to a
retail client. It must set out information about the licensee,
including its contact details, the services covered by its
licence and information about how it is remunerated for
providing financial services.

s Statement of advice. This must be given when personal
advice is provided to a retail client.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as open-
end retail funds see above (see above, Open-end retail funds).

7. Who holds the portfolio of assets? What regulations are in
place for its protection?

Open-end retail funds

The responsible entity of the retail fund can hold the fund assets
itself or it can engage a professional external custodian to do so
(though the responsible entity remains liable for the custodian’s
actions).

In either case, the holder of the assets must hold an appropriate
AFSL. Generally speaking, an entity that holds the assets of a
managed investment scheme must have net tangible assets of
A$5 million (about US$4.6 million). In practice, a large propor-
tion of responsible entities engage an external custodian because
of this requirement and the need to have appropriate systems and
resources in place to perform a custody function.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds (see above, Open-end retail funds).

8. What are the main legal vehicles used to set up a retail fund
and what are the key advantages and disadvantages of using
these structures? What are the participants’ interests in the
fund called (for example, share or unit)?

Open-end retail funds

Retail funds in Australia are typically structured as unit trusts
where members’ interests in the fund are in the form of units.
While other legal vehicles such as a company structure can be
used, in practice there are relatively few alternative structures in
the Australian market.

The main advantage of the unit trust structure is that the unit
holder’s liability is limited to amounts unpaid on the units. There
is also a tax advantage in that, provided the trust distributes all
of its annual income, the trust is treated as a flow through for tax
purposes, so that any Australian tax is paid by, or on behalf of,
the investor (see Question 13).
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The disadvantage of the unit trust structure is that it is heavily
regulated (see Question 6).

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds (see above, Open-end retail funds).

9. Describe the investment and borrowing restrictions to which
retail funds are subject.

Open-end retail funds

A responsible entity of a managed investment scheme can only
borrow or raise money for the scheme to the extent specified in
the scheme’s constitution. In addition, the responsible entity’s
AFSL must contain appropriate authorisations permitting invest-
ment in the assets of the scheme.

Borrowings and investments by a managed investment scheme
must also comply with rules and regulations governing related
party transactions. All transactions and investments between re-
lated parties must be on an arm’s-length basis (Chapter 5C.7,
Corporations Act). The responsible entity must also comply with
relevant AFSL obligations and its general law fiduciary duties.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds (see above, Open-end retail funds).

10. Can the manager/operator place any restrictions on the issue
and redemption of interests in retail funds?

Open-end retail funds

Restrictions can be placed on the issue and redemption of inter-
ests in retail funds at the product level. These restrictions must
be clearly disclosed in the retail fund’s disclosure document and,
depending on the type of restriction, may also need to be built
into the scheme’s constitution.

If withdrawal rights can be exercised while the scheme is lig-
uid, the scheme constitution must set out adequate procedures
for making and dealing with withdrawal requests. A registered
scheme is liquid if liquid assets, defined separately, account for
at least 80% of the value of the scheme property.

If withdrawal rights can be exercised while the scheme is not lig-
uid, the scheme constitution must provide for the right to be ex-
ercised and set out any other procedures, consistent with the Cor-
porations Act, for making and dealing with withdrawal requests.

The right to withdraw and procedures for making and dealing with
withdrawal requests must be fair to all members.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds (see above, Open-end retail funds).

11. Describe any restrictions on the rights of participants in retail
funds to transfer or assign their interests to third parties.

Open-end retail funds

There are no regulatory restrictions on the rights of participants
in retail funds to transfer or assign their interests to third par-
ties. However, the funds constitution may restrict the transfer
or assignment of interests in that fund. For example, the fund’s
constitution may prevent assignment altogether or a pre-emptive
rights clause may require a participant to first offer their interests
to existing members before being able to make an offer to third
parties.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds.

12. Describe the periodic reporting requirements to:
= Investors.

= Regulators.

Open-end retail funds

Investors. There are several layers of investor reporting require-
ments. A periodic statement for each reporting period, which
must not exceed one year, must be given to investors of the fund
within six months of the end of the reporting period to which it
relates. The statement can be made available to investors or the
investor's agent in any way agreed to by the investor, including
via a secured website.

The periodic statement must give the investor information that
the issuer of the fund reasonably believes the investor needs to
understand their investment in the fund. This must include:

= Opening and closing balances for the reporting period.

m  The termination value of the investment at the end of the
reporting period.

= Details of transactions in relation to the investment during
the reporting period.

m  Any increases in contributions in relation to the financial
product by the investor or another person during the report-
ing period.

m  The return on investment during the reporting period (on an
individual basis if reasonably practicable to do so and other-
wise on a fund basis).

= Details of any change in circumstances affecting the invest-
ment that has not been notified since the previous periodic
statement.

Regulators. A licensee must report to ASIC any breach of the Cor-
porations Act which relates to the scheme and which has had, or is
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likely to have, a materially adverse effect on the interests of mem-
bers as soon as practicable after it becomes aware of the breach.

A licensee must also lodge with ASIC a written notice within 15
days of appointing an authorised representative.

ASIC may also direct a licensee to:

= Provide specified information about the financial services
provided by the licensee or its representatives.

s Obtain and provide an audit report.
In addition, the responsible entity must notify:

m  Members (where there are fewer than 100 members of the
fund) of significant events.

s ASIC (where there are more than 100 members of the fund)
of events that may affect the price or value of an interest in
the fund.

Where the fund is listed on the ASX additional continuous disclo-
sure requirements also apply.

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds.

13. Describe the tax treatment for:

s Funds.

= Resident investors.

= Non-resident investors.

Open-end retail funds
Funds

Income tax. A fund is usually structured as a unit trust. Trusts have
a special tax regime in Australia. Although a unit trust is generally
referred to and treated in practice as if it were a separate entity, it
is not. The beneficiaries have an undivided beneficial interest in all
the assets of the fund. To the extent to which the fund distributes its
annual income, the trustee is not subject to Australian income tax on
the net income of the fund. Rather, the recipient investor/beneficiary
must include that amount in its taxable income for the year.

The highest marginal tax rate for individuals applies (subject to
any relevant credits and discounts) to any undistributed annual
income. This is considered an undesirable result. It is therefore
typical for investment trusts to distribute all of their annual in-
come so that any income tax is payable by or on behalf of the
investors. Therefore, differential withholding tax rates are appli-
cable to different classes of income, and foreign source income is
not taxable at all if it is distributed to non-resident investors.

Corporate trusts, (also referred to as Division 6C trusts after the rel-
evant Division in the tax law) are trusts that are given certain tax

attributes of a company. Special rules apply where a trustee of a unit
trust invests the fund’s assets in certain ineligible assets. In particu-
lar, the trustee is taxable at 30% with any distributions being made
from after-tax income and treated as if they are dividends. For these
provisions to apply, the unit trust must be a public trading trust. Two
key tests must be satisfied to be treated as such:

s The units in the trust must be listed, offered to the public
or held by at least 50 investors (more closely held trusts to
qualify in certain circumstances).

= It must be a trading trust.
A unit trust is a trading trust if:

= It controls or is able to control, directly or indirectly, the
affairs or operations of another person or entity in respect of
its conduct of trading trust activities.

m It invests in land for a purpose other than for the primary
purpose of deriving rental income (for example invests for
development and sale).

= |t invests or trades in assets other than the following:

o secured or unsecured loans, bonds, debentures, stock
or other securities;

o shares in a company;

o units in a unit trust;

o futures and forward contracts;

o interest rate and currency swap contracts;

o forward exchange rate and interest rate contracts;
o life assurance policies;

o aright or option in respect of such a loan, security,
share, unit, contract or policy;

o any similar financial instruments.

GST. The A New Tax System (Goods and Services Tax) Act 1999
(Cth) and related legislation impose GST on certain supplies. If
any service acquired by the responsible entity as trustee of the
retail fund attracts GST (including services supplied by the re-
sponsible entity in its personal capacity), the responsible entity
may not be able to recover full input tax credits on behalf of the
retail fund for any GST paid in connection with that service. In
the event that the responsible entity is precluded from recover-
ing a full input tax credit for its acquisition of such services, this
would reduce the assets of the managed investment scheme.

Resident investors

Income tax. For income tax purposes, provided the trustee of the
fund distributes all of its annual income, the investor pays tax
on their proportionate share of the fund’s net taxable income. As
income and gains retain their character through the fund, the tax-
able component is broken down between these various types of
income and gains. The investor includes each type of income or
gain in their own tax calculation for the year. Each type of income
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or gain can have a different treatment (for example, dividends
can carry franking credits or capital gains can be eligible for dis-
counting) in the hands of the investor. Any tax payable is at the
applicable marginal rate of the investor.

Generally, capital allowances and non taxable capital gains de-
rived by the fund are not included in the net taxable income of
the fund but are treated as capital returns and are referred to as
tax deferred distributions. They reduce the tax cost of the units
held by the investor in the fund, which will impact on the amount
of any taxable gain for capital gains tax (CGT) purposes on ulti-
mate disposal of the units by the investor.

CGT. When an investor disposes of their units they realise a capi-
tal gain or loss calculated as, broadly, the difference between
the capital proceeds and the balance of the tax cost in the units.
Investors who are individuals, life insurance companies, comply-
ing superannuation funds or trusts may be entitled to a discount
on any capital gain where the units have been held for at least
12 months before the disposal. For individuals and trusts, the
discount rate is currently 50%. For complying superannuation
entities, the discount rate is currently one third

GST. GST is payable in the context of an enterprise. No GST
consequences should arise for individual investors. Investors
that carry on an enterprise (for example, superannuation funds
and some other trusts) are not liable for GST on the acquisition,
transfer, assignment or disposal of units. These investors may
be entitled to claim an input tax credit for acquisitions that they
make of services in connection with the units, and should seek
specialist tax advice.

Non-resident investors

Income tax. Where the trustee of the fund distributes all of the
annual income of the fund, non-resident investors pay tax only on
their proportionate share of the fund’s net taxable income for the
year that is attributable to sources in Australia.

The trustee must withhold tax from distributions to non-residents.
As income and gains derived by the trustee retain their character
through the fund, the rate of withholding tax applicable varies
depending on the type of net income and gains being distributed.
The following rates apply to a distribution:

s 10% in respect of net interest income from Australian
sources.

s 30% in respect of net royalties from Australian sources
unless the non-resident investor is resident in a country that
has a double tax agreement with Australia, in which case a
reduced rate should apply; generally 10% to 15%.

s 30% in respect of Australian source dividends that have
not been paid from taxed profits (for example, an unfranked
dividend). Unless the investor is resident in a country that
has a double tax agreement with Australia in which case the
dividend withholding tax rate can be reduced to 15% or less.

m  Adistribution of net Australian sourced dividends from
taxed profits is not subject to Australian withholding tax.

m  Adistribution of capital gains derived by the trustee from
the disposal of Australian property or the disposal of certain

indirect interests in property can be subject to Australian
tax when distributed to certain non-resident investors.

m  Other capital gains are not subject to tax on distribution to
non-resident investors.

=  Other Australian source income and gains that are treated as
normal income, such as gains from the disposal of debt secu-
rities, net hedging gains and swap receipts, will be subject to
Australian tax when distributed to non-resident investors.

A new regime was recently introduced to apply to the distribu-
tion of taxable Australian source income and gains that do not
fall within the interest, dividend and royalty withholding regimes.
Withholding tax at a rate of 30% must be withheld from these
distributions if the fund is:

s An Australian tax resident.
m Listed on an approved stock exchange in Australia.

m  Has at least 50 beneficiaries (unit holders) or a member of
the fund is one of several entities listed.

m  Registered in Australia as a Managed Investment Scheme
and is operated by a financial services licensee whose
licence covers operating such a scheme.

An Australian tax credit is available for amounts that are withheld
in respect of the new withholding regime (and can be used to off-
set against Australian source income derived by the non-resident
investors). Therefore, non-resident investors can claim a credit
for the amount withheld if they lodge an Australian income tax
return to determine their final tax liability.

If the new withholding tax regime does not apply then the rate of
withholding by the trustee depends on the investor that receives
the distribution:

m  For a company a tax rate of 30% is applicable.

m  For individuals, progressive rates of withholding of up to
45% can apply.

s For a foreign trust a tax rate of 45% applies.

CGT. Foreign investors are subject to CGT on the disposal of their
units in an Australian trust if both:

s The investor owns 10% or more of the units on issue at the
time of the CGT event or throughout a 12-month period that
began no earlier than 24 months before the CGT event.

= And one of the following applies:

o the units are used in carrying on a business through a
permanent establishment in Australia; or

o the fund has direct or indirect interests in property
where more than 50% of the market value of the fund’s
assets are attributable to Australian real property (in-
cluding direct property, mining, quarrying or prospect-
ing rights, interests in other entities that meet the 50%
test and options to acquire Australian real property).
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Country Q&A Australia

Investment Funds 2007/08

GST. The GST situation is the same as for resident investors (see
above, Resident investors: GST).

Closed-end retail funds

Closed-end retail funds are regulated in the same manner as
open-end retail funds.

14. Please summarise any proposals for the reform of retail fund
regulation in your jurisdiction.

Recommendations have been made in relation to reforms to
assist the rationalisation of products. In this context, product
rationalisation refers to a mechanism for reducing the number
of managed funds’ products by transferring beneficiaries out of
certain, typically older, products into products with similar or im-
proved features. The Commonwealth Treasury has released an is-
sues paper for public consultation with submissions to be made
by late September 2007. The Treasury may then release draft
regulations to introduce the proposed reforms.

HEDGE FUNDS

15. Please give a brief overview of the hedge funds market in
your jurisdiction. (How developed is the market? Has it been
active in the past year?)

Australia’s A$62.7 billion (about US$57.9 billion) hedge fund
industry has grown rapidly in recent years to become the largest
in Asia.

Australia’s international fund management expertise is shown by
the fact that 71% of Australia’s hedge fund manager assets are
invested in global and regional markets.

The hedge funds industry is part of Australia's A$1.03 trillion
(about US$0.95 trillion) managed funds industry (as at June
2006) which is underpinned by a growing mandatory pension
fund scheme and a large number of high-net-worth individuals
and retail investors.

There are 66 hedge fund managers in Australia offering a wide
range of strategies, that manage 130 single strategy hedge funds
and control A$41.1 billion (about US$37.9 billion). There are
also 17 hedge fund firms which control A$21.6 billion (about
US$19.9) in assets.

16. What are the key statutes and regulations that govern hedge
funds in your jurisdiction? What regulatory bodies are in-
volved in regulating hedge funds?

There are no additional regulatory requirements that apply to
hedge funds over and above those that apply to retail funds, see
Question 2.

17. How are the following areas regulated (if at all) in relation to
hedge funds:

= Risk.

= Valuation and pricing.

m  Systems and controls.

m Insider dealing and market abuse.
= Transparency.

= Money laundering.

There are no additional regulatory requirements that apply to
hedge funds over and above those applying to retail funds (see
Question 2).

18. Who can market hedge funds?

Hedge funds are marketed in the same way as retail funds, see
Question 4.

19. To whom can hedge funds be marketed?

Hedge funds are marketed in the same way as retail funds, see
Question 5.

20. Who holds the portfolio of assets? What regulations are in
place for its protection?

Hedge funds are treated in the same way as retail funds, see
Question 7.

21. Describe the key disclosure or filing requirements (if any)
that must be done by the fund (for example, in relation to the
prospectus or offering memorandum and side letters).

The disclosure document for a hedge fund need only be lodged
with ASIC where the interests in the fund are to be offered to
retail clients and the fund is to be admitted to the official list of
the ASX. Notice, however, must be provided to ASIC where a new
disclosure document is used for the first time.

22. What are the key requirements that apply to managers/opera-
tors of hedge funds?

Hedge fund managers are treated in the same way as for retail
funds, see Question 6.
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Country Q&A Australia

23. What are the main legal vehicles used to set up a hedge fund
and what are the key advantages and disadvantages of using
these structures? What are the participants’ interests in the
fund called (for example, share or unit)?

Hedge funds are set up in the same way as retail funds, see
Question 8.

24. What are the advantages and disadvantages of using onshore
and offshore structures?

Onshore

The regulatory requirements applying to the promotion of retail
hedge funds in Australia effectively prevent the promotion of an
offshore trust based fund to Australian retail investors.

Offshore

To the extent the fund is located and tax resident outside of Aus-
tralia the Australian investors/unitholders could be subject to ac-
cruals taxation under the foreign investment fund (FIF) regime.
The FIF regime is an integrity measure designed to stop Australian
taxpayers warehousing income in offshore funds. For this purpose,
the investor’s interest in the fund is considered a FIF interest.

Consequently, the investor must to determine its attributable FIF
income in respect of its interest in the fund. The fund is therefore
required to elect to apply a particular method of calculating the FIF
income. Generally, a calculation method is chosen where the fund
is required to calculate, in accordance with Australian tax princi-
ples, the taxable income of the funds or assets in which it invests.
The FIF income is then the difference between that amount and
distributions made by the fund in respect of the year.

P |_ C Essential know-how

25. Describe the tax treatment for:

= Funds.

= Resident investors.

= Non-resident investors.

s Funds. See Question 13. In addition, hedge funds may
derive hedging income or losses.

= Resident investors. See Question 13. In addition, any hedg-
ing gains or losses are included in the net income of the
fund. However, net hedging gains distributed by the fund
are taxable to Australian investors irrespective of whether
the source of the income is Australian or foreign.

= Non-resident investors. See Question 13. In addition,
there is a withholding tax obligation on a distribution to a
non-resident investor of Australian source income derived
from hedging activities. This is of a rate of 30% if the new
withholding regime applies. Where the hedging income is
considered foreign source income, no withholding applies in
respect of a distribution to non-resident investors.

Broadly, the source of any item of income is determined by look-
ing at the practical realities of the situation. The relevant factors
for determining the source of hedging income include where the
contract is negotiated and executed, where the contract is per-
formed, and where the payments flowing from it are made.

26. Can participants redeem their interest? Are there any restric-
tions on the right of participants to transfer their interests to
third parties?

Hedge funds are treated in the same way as retail funds see
Questions 10 and 11.

27. Please summarise any proposals for the reform of hedge fund
regulation in your jurisdiction.

Industry reforms are discussed in Question 14.

PRACTICAL LAW COMPANY

“It has become an integral part of the way we work.”

Phil Riman, Partner and Head of Corporate, Technology & Finance, Darbys Solicitors.

PCorporate is a revolutionary online professional support service that keeps corporate lawyers up to date and provides them with
transaction support through legal updates, practical guidance notes and standard documents. www.practicallaw.com/corporate
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