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Glossary

The following abbreviations and acronyms are used throughout this

explanatory memorandum.

Abbreviation Definition

AAT Administrative Appeals Tribunal

AFOF Australian venture capital fund of funds

ATO Australian Taxation Office

CGT capital gainstax

Commissioner Commissioner of Taxation

DITR Department of Industry, Tourism, and
Resources

GDP gross domestic product

ITAA 1936 Income Tax Assessment Act 1936

ITAA 1997 Income Tax Assessment Act 1997

OECD Organisation for Economic Co-Operation &
Development

PDF Act 1992 Pooled Development Funds Act 1992

PDF Board PDF Registration Board established under
the Pooled Development Funds Act 1992

TLA(VC) Bill Taxation Laws Amendment (Venture
Capital) Bill 2002

VCLP venture capital limited partnership

VCMP venture capital management partnership

VCBill Venture Capita Bill 2002







General outline and financial Impact

Venture capital tax concession

The Venture Capital Bill and the Taxation Laws Amendment (Venture
Capital) Bill facilitate non-resident investment in the Australian venture
capital industry by providing incentives for increased investment which
will support patient equity capital investmentsin relatively high-risk start-
up and expanding businesses that would otherwise have difficulty in
attracting investment through normal commercial means. These bills
amend the ITAA 1936, the ITAA 1997, and the PDF Act 1992.

The Taxation Laws Amendment (Venture Capital) Bill extends the current
tax exemption, provided to certain foreign pension funds on profits from
the disposal of investmentsin eligible venture capital businesses, to:

al tax-exempt non-residents from Canada, France, Germany,
Japan, the United Kingdom or the United States of America;

non-resident venture capital funds of funds established
and managed in Canada, France, Germany, Japan, the
United Kingdom or the United States of America; and

taxable non-residents, which are resident in Canada, Finland,
France, Germany, Italy, Japan, the Netherlands (excluding
the Netherlands Antilles), New Zealand, Norway, Sweden,
Taiwan, the United Kingdom or the United States of
America, holding less than 10% of the equity in a venture
capital limited partnership.

This bill also:

provides venture capital limited partnerships, Australian
venture capital funds of funds and venture capital
management partnerships with flow-through taxation
treatment. This provides Australiawith world’ s best practice
investment vehicles for venture capital; and

taxes the venture capital manager’ s share of gains made by a
VCLP or an AFOF on the sale of eligible venture capital
investments (the carried interest) as a capital gain.
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The Venture Capital Bill establishes aregistration process for venture
capital limited partnerships, Australian venture capital funds of funds and
eligible venture capital investors.

Date of effect: This measure will apply from 1 July 2002.

Proposal announced: The proposals were announced in Treasurer’s
Press Release No. 81 of 15 October 2001.

Financial impact: This measure has a cost to revenue of $21 million in
2003-2004, $25 million in 2004-2005 and $30 million in 2005-2006.

Compliance cost impact: This measure will involve compliance costs
arising from the requirement to register with the PDF Board and to report
on aquarterly and annual basis. The PDF Board may also require
additional information from time to time. However, these compliance
costs will be minimal in comparison to the taxation benefits arising to the
foreign investors.

Summary of regulation impact statement

Regulation impact on business

Impact: This measure will impact on non-resident investors, venture
capital funds of funds vehicles, and venture capital fund managers. The
measure will also impact on eligible Australian companies seeking
venture capital investments.

The Government agencies who administer thistax concession will also be
impacted by this measure, in particular the ATO, DITR, Auslndustry and
Invest Australia.

Main point: This measure will increase the level of investment in the
Australian venture capital industry by non-residents. It will result in
greater competition and increased access to overseas expertise for start-up
and expanding companies.




Chapter 1

Tax exemption for profits on venture
capital investments

Outline of chapter

11 This chapter explains the new tax exemption on venture capital
investments. In particular, it explains what conditions must be met before
the tax exemption can apply, and who can accessit. The detailed
description of what constitutesaVVCLP and an AFOF isdiscussed in
Chapter 2.

Context of amendments

12 The purpose of this measure is to extend the tax exemption
aready provided to certain non-resident tax exempt pension funds
(contained in Subdivision 118-G, and sections 26-70 and 51-55 of the
ITAA 1997) to gains derived from investments in eligible venture capital
companies by non-residents from certain jurisdictions.

Summary of new law

13 The new law provides an exemption from income tax on profits
or gains on equity investments made by a VCLP in Australian companies
whose assets are not more than $250 million, to partnersin the VCLP that
are:

o tax-exempt residents of Canada, France, Germany, Japan, the
United Kingdom or the United States of America;

e venture capital funds of funds established and managed in
Canada, France, Germany, Japan, the United Kingdom or the
United States of America; and
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o taxableresidents of Canada, Finland, France, Germany, Italy,
Japan, the Netherlands (excluding the Netherlands Antilles),
New Zealand, Norway, Sweden, Taiwan, the United
Kingdom or the United States of America, and who hold less
than 10% of the committed capital of the VCLP.

14 The exemption is also available to partners in an AFOF, which
isapartner inaVCLP, that are:

o tax-exempt residents of Canada, France, Germany, Japan,
the United Kingdom or the United States of America;

o venture capital funds of funds established and managed in
Canada, France, Germany, Japan, the United Kingdom or
the United States of America; and

o taxableresidents of Canada, Finland, France, Germany, Italy,
Japan, the Netherlands (excluding the Netherlands Antilles),
New Zealand, Norway, Sweden, Taiwan, the United
Kingdom or the United States of America, and who hold less
than 10% of the committed capital of the AFOF.

15 Tax-exempt residents of the specified countries who invest
directly in the Australian companies that qualify as a venture capital
investment will also qualify for the exemption if they register with the
PDF Board.

Detailed explanation of new law
The exemption

16 Eligible non-resident partnersin aVVCLP are exempt from tax on
their share of the profit or gain made on the disposal by the VCLP of an
eligible venture capital investment, so long as the investment was owned
by the VCLP for at least 12 months and held at risk. Conversely, any loss

on that investment is not deductible. [Schedule 1, items 3, 4 and 6 of the
TLA(VC) Bill; sections 26-68, 51-54 and 118-405 of the | TAA 1997]

17 Similarly, eligible venture capital partnersin an AFOF (the
AFOF itself isa partner in aVCLP) are exempt from tax on their share of
the profit or gain on the disposal of an eligible venture capital investment
and losses or deductions are not available. The gain or loss on an eligible
venture capital investment is made by a partner in an AFOF regardless of
whether the venture capital investment disposed of was made by the

AFOF, or aVCLP in which the AFOF is a partner. [Schedule 1, items 3, 4 and
6 of the TLA(VC) Bill; sections 26-68, 51-54 and 118-410 of the I TAA 1997]
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Convertible notes and convertible preference shares

18 If aVCLP, an AFOF or an eligible foreign resident acquires a
sharein aventure capital investee company by converting a convertible
note or a convertible preference share issued by the company, the

12 month period the share is required to be held commences from the time
the partnership or foreign investor acquired the convertible note or

convertible preference share. [Schedule 1, item 6 of the TLA(VC) Bill;
subsections 118-405(3), 118-410(4) and 118-415(3) of the | TAA 1997]

Eligible venture capital partners

19 An eligible venture capital partner is a partner in alimited
partnership where the partner is:

o atax-exempt resident of Canada, France, Germany, Japan,
the United Kingdom or the United States of America;

e aforeign venture capital fund of funds (see paragraph 1.21);
or

e anentity that isaresident of Canada, Finland, France,
Germany, Italy, Japan, the Netherlands (excluding the
Netherlands Antilles), New Zealand, Norway, Sweden,
Taiwan, the United Kingdom or the United States of America
and holds less than 10% of the partnership’s committed
capital.

1.10 To be an eligible venture capital partner, aforeign venture
capital fund of funds, together with any connected entity, must not hold
more than 30% of the partnership’s committed capital. A tax-exempt
resident of the specified countries can hold up to 100% of the

partnership’s committed capital. [Schedule 1, item 6 of the TLA(VC) Bill;
paragraphs 118-420(1)(a) and (b) of the I TAA 1997]

111 An entity is aconnected entity of another if oneis an associate
of the other within the meaning of ‘associate’ in section 318 of the

ITAA 1936 or, if the entity is a company, another member of the same
wholly-owned group. However, the association between entities that are
connected entities only because of being partnersin aVCLP or an AFOF
is disregarded in determining whether:

e an entity is an associate of another for the purposes of the
30% limit on the amount of committed capital a partner may
haveinaVCLP; or
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e apartner qualifies for the exemption because itsinterest in
the VCLP or AFOF together with that of connected entitiesis
less than 10%.

[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-420(2) of the I TAA 1997]
Committed capital

112 A partner’ s committed capital isthe total amount the partner
may become obliged to contribute to the partnership, including any
amount to be contributed by way of debt.

113 This amount is the committed capital whether the partner
actually contributes the amount obliged and whether any amounts paid as
contributed capital are returned to the partner.

1.14 The partnership’s committed capital is the sum of each partner’s
contributed capital. [Schedule 1, item 6 of the TLA(VC) Bill; section 118-445 of
the | TAA 1997]

Tax-exempt non-residents
1.15 An entity is atax-exempt non-resident if:

e theentity isnot aresident of Australiaand is aresident of
Canada, France, Germany, Japan, the United Kingdom, the
United States of America or any other country prescribed in
regulations; and

¢ theentity’sincomeis exempt, or is effectively exempt, from
taxation in the country in which it is resident.

1.16 The existing exemption, which is limited to foreign
superannuation funds, is expanded to include other tax-exempt
non-resident entities such as endowment funds and foundations. These

entities may invest either directly or as partners of limited partnerships.
[Schedule 1, items 6 and 23 of the TLA(VC) Bill; subsections 118-420(3) and 995(1) of
the ITAA 1997]
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117 An entity is effectively exempt from taxation if:

e alaw of that country;

e adecree, proclamation, instrument or direction (however
described) issued by a competent authority in that country; or

e an administrative arrangement in that country,

has the effect that no tax, or an insignificant amount of tax, ispaid on
income derived by the entity. Thiswill include entities which are required
to pay tax on particular classes of income representing an insignificant
portion of their total income, for example, a United States pension fund
that derives some unrelated business taxable income that is subject to tax,
while the remainder of their income is exempt. An entity which does not
pay tax because tax is levied on a flow-through basis, or does not pay tax
because of the operation of a double tax treaty, will not be regarded as

exempt from tax. [Schedule 1, item 6 of the TLA(VC) Bill; paragraph 118-420(3)(c)
of the I TAA 1997]

Foreign venture capital funds of funds
1.18 A foreign venture capital fund of funds can be;
e alimited partnership; or

e an entity which is not taxed as an entity in its country of
residence, whether by operation of law or election, but the
entity’ sincome is taxed to membersin accordance with their
interestsin the entity.

[Schedule 1, item 6 of the TLA(VC) Bill; subsections 118-420(4) and (5) of
the I TAA 1997]

1.19 An entity that is a general partner of aVVCLP cannot be aforeign

venture capital fund of funds. [Schedule 1, item 6 of the TLA(VC) Bill; paragraphs
118-420(4)(c) and (5)(d) of the | TAA 1997]

1.20 A limited partnership can be aforeign venture capital fund of
fundsif the partnership was established in Canada, France, Germany,
Japan, the United Kingdom or the United States of America. The general
partner must also be aresident of one of these countries. It is possible that
alimited partnership may be established in one of the specified countries

and the general partner may be aresident of another specified country.
[Schedule 1, item 6 of the TLA(VC) Bill; paragraphs 118-420(4)(a) and (b) of
the ITAA 1997]
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121 An entity that is not alimited partnership can be aforeign
venture capital fund of fundsif:

e itisnot taxed as an entity in its country of residence but its
income is taxed to members in accordance with their interests
in the entity; and

e it wasestablished in Canada, France, Germany, Japan, the
United Kingdom or the United States of Americaand isa
resident of one of those countries. The entity may be
established in one of the specified countries but be a resident
of another specified country.

[Schedule 1, item 6 of the TLA(VC) Bill; paragraphs 118-420(5)(a) to (c) of
the ITAA 1997]

Taxable non-residents
1.22 An entity other than a tax-exempt non-resident or aforeign
venture capital fund of funds, may also qualify as an eligible venture
capital partner, if:

o the partner isaresident of a specified country
(see paragraph 1.23); and

e the committed capital of the partner and any connected
entities (except entities that are connected only because of

being partners in the same VCLP or AFOF) must be less than
10% of the partnership’s committed capital.

[Schedule 1, item 6 of the TLA(VC) Bill; paragraph 118-420(1)(c) of the ITAA 1997]
123 The partner must be aresident of one of the following countries:
e Canada;
e Finland;
e France;
o Germany;

o ltaly;

° Japan;

10
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o the Netherlands (excluding the Netherlands Antilles);
e New Zedland;

e Norway;

e Sweden,

e the United Kingdom;

« the United States of America; or

« any other foreign country prescribed by regulation.
[Schedule 1, item 6 of the TLA(VC) Bill; paragraph 118-420(6)(a) of the | TAA 1997]

1.24 However, a partner who holds less than 10% of the committed
capital of aVCLP or AFOF is not an eligible venture capital partner if
itis.

e agenera partner of aVCLP; or

e atax-exempt non-resident or aforeign venture capital fund of
funds.

[Schedule 1, item 6 of the TLA(VC) Bill; paragraph 118-420(6)(b) of the ITAA 1997]

1.25 A trust cannot be an eligible venture capital partner if an
Australian resident:

e isorislikely to become presently entitled to a share of the
income of the trust for the purposes of Division 6 of Part 111
of the ITAA 1936; or

e hasorislikely to have an individual interest in a share of the
income of the trust for the purposes of Division 5 of Part 111
of the ITAA 1936.

The Australian resident may be presently entitled to, or have an individual
interest in the income of the trust, either directly or indirectly through one

or more interposed partnerships or trusts. [Schedule 1, item 6 of the
TLA(VC) Bill; subsection 118 420(7) of the I TAA 1997]

11



Venture Capital Bill 2002
Taxation Laws Amendment (Venture Capital) Bill 2002

Direct investment — eligible venture capital investors

1.26 It is not necessary to invest in aVCLP or an AFOF to access the
capital gainstax concession. A tax-exempt non-resident who is aresident
of Canada, France, Germany, Japan, the United Kingdom or the United
States of America, and is registered by the PDF Board as an eligible
venture capital investor, can a'so make adirect eligible venture capital

investment which qualifies for the tax exemption. [Schedule 1, item 6 of
the TLA(VC) Bill; section 118-415 of the ITAA 1997]

1.27 The registration requirements for an eligible venture capital
investor are discussed in Chapter 5.

12



Chapter 2
Venture capital limited partnerships

Outline of chapter

2.1 This chapter explains the taxation treatment of VCLPs, AFOFs
and VCMPs. Although these partnerships are limited partnerships, they
will be treated as ordinary partnerships for Australian tax purposes.
Treating these entities as ordinary partnerships alows the income, profits,
gains and losses of the partnership to flow-through to partners who are
then taxed according to their respective tax status. The chapter also
explains the requirements a VCLP or an AFOF must satisfy for it to be
treated as an ordinary partnership for Australian tax purposes.

Context of amendments

2.2 Limited partnerships are the preferred vehicle for venture capital
investments internationally. Venture capital investorstypicaly invest in
venture capital projects through intermediaries such as limited
partnerships or funds of fundsto diversify their portfolio of venture
capital assetsin the most cost efficient manner and to access specialist
venture capital management.

Summary of new law

2.3 The new law establishes 3 new limited partnerships, VCLPs,
AFOFs and VCMPs, and provides for their tax treatment as ordinary
partnerships. Partners in these partnerships will be taxed on their share of
the income, profits, gains and losses of the partnership according to the
partner’ stax status. This flow through treatment for VCLPs and AFOFs
will be conditional on each of the partnerships being registered by the
PDF Board asaVCLP or AFOF. The partnership will ceaseto beaVCLP
or AFOF if itsregistration is revoked by the PDF Board. Thereis no
registration process for VCMPs.

13
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2.4 AsaVCLP, an AFOF or aVCMP isalimited partnership, loss
limitation rules will limit the deduction allowable to limited partners for
partnership losses to the extent of the partner’s exposure to the loss.

Detailed explanation of new law

Venture capital limited partnerships

25 A limited partnershipisaVCLP at a particular timeif the
PDF Board registersit asaVCLP and the registration isin force.

[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-405(2) of the I TAA 1997]
2.6 A limited partnership may be registered asaVCLPif:

e itisformed under alaw of any Australian State or Territory
or under alaw of Canada, France, Germany, Japan, United
Kingdom, United States or any part of those countries;

o its partnership agreement specifies that the partnership isto
remain in existence for at least 5 years but not more than
15 years;

e it only carries on activities which are related to the making of
eligible venture capital investments,

e itscommitted capital is at least $20 million;
e itsonly investments are eligible venture capital investments;

o the only debt interests held by it are permitted loans
(see paragraph 5.15); and

e the general partner has notified the PDF Board that the VCLP
has sufficient funds to begin it’sinvestment program.

[Part 2, sections 9-1 and 13-1 of the VC Bill]

2.7 Every general partner must be aresident of one of those
countries but not necessarily aresident of the country in which the
partnership was formed.

14
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Australian venture capital funds of funds
2.8 A limited partnership is an AFOF at aparticular timeif the
PDF Board registersit as an AFOF and the registration isin force.
[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-410(3) of the I TAA 1997]

29 A limited partnership may be registered as an AFOF if:

itisformedin Australia
e every genera partner isresident in Australia;

e its partnership agreement specifies that the partnership isto
remain in existence for at least 5 years but not more than
20 years,

e it only carries on activities which are related to the making of
eligible venture capital investments;

e itsonly investments are investmentsin aVVCLP or eligible
venture capital investmentsin a company in which aVCLP
(in which the AFOF is a partner) aready holds an
investment;

e theonly debt interests held by it are permitted loans
(see paragraph 5.15); and

¢ the general partner has notified the PDF Board that the AFOF
has sufficient funds to begin it’ s investment program.

[Part 2, sections 9-5 and 13-5 of the VC Bill]

Venture capital management partnership

2.10 A limited partnership that is ageneral partner of aVCLP or an
AFOF and only carries on activities related to being a general partner isa
VCMP. The partnership ceasesto be aVCMP if any of these
circumstances change. [Schedule 2, item 16, subsection 94D(3) of the | TAA 1936]

211 A partner in alimited partnership is ageneral partner if the

partner’sliability is not limited. [Schedule 2, item 2, subsection 6(1) of the
I TAA 1936]

15
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Taxation of VCLPs, AFOFs and VCMPs

212 Under the existing law, limited partnerships come within the
definition of corporate limited partnershipsin section 94D of the

ITAA 1936, and are taxed asif they were companies (Division 5A). The
bill amends section 94D to provide that aVVCLP, an AFOF or aVCMP
cannot be a corporate limited partnership. VCLPs, AFOFs and VCMPs

will therefore be treated as ordinary partnerships for taxation purposes.
[Schedule 2, item 16 of the TLA(VC) Bill; subsection 94D(2) of the I TAA 1936]

2.13 Section 92 of the ITAA 1936 provides for the calculation of
the net income or a partnership loss of a partner in an (ordinary)
partnership. Each partner is assessable on its share of net income and a
deduction is allowable to each partner for its share of any partnership loss.

214 In the absence of any exemption, each partner’s share of the
net income derived by aVCLP, an AFOF or aVCMP will beincluded in
the partner’ s assessable income under subsection 92(1). If the partner isa
resident of Australia, the partner will be assessable on the whole of its
share of the net income or, in the case of a non-resident partner, the
partner will be assessable on its share of the net income of the partnership
that is attributable to Australian sources.

Loss limitation

2.15 If aVCLP, an AFOF or aVCMP makes a partnership loss, the
deduction allowable to alimited partner in respect of that oss cannot
exceed the amount of the partner’ s financial exposure to the loss. This
amount is calculated by deducting the following from the amount of
capital contributed by the limited partner:

e the amount of contributed capital the partnership hasrepaid
to the partner;

o thetotal of all deductions allowed to the partner for
partnership losses incurred in previous income years; and

¢ the amount of any debt of the partner that is secured by the
partner’ sinterest in the VCLP or the AFOF.

[Schedule 2, item 13 of the TLA(VC) Bill; subsection 92(2AA) of the I TAA 1936]
Example 2.1
A partner contributes $100,000 to a VCLP. The partner finances the

contribution with $20,000 of its own and aloan of $80,000 secured by
the partner’ sinterest in the VCLP. The lender values the partner’s

16
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2.16

interest in the VCLP (or AFOF) at $70,000 so the partner provides an
asset, such as shares, valued at $10,000 as security. The partner’s
amount worked out under the method statement is:

Partner’s contribution $100,000
Less: Contribution Repaid nil
Deductions allowed for previous losses nil
Debt secured by interest in VCLP $70,000
Amount $30,000

The partner’s share of the partnership loss for the 2002-2003 year of
income is $40,000. The deduction allowable to the partner is reduced
to $30,000

Deductions may be alowable in later years of income for

partnership losses that were not alowable to the partner in the income
year it was incurred because of the new subsection 92(2AA). The amount
of the deduction not allowed in the year of income in which the loss was

incurred is referred to as the ‘ outstanding subsection 92(2AA) amount’.
[Schedule 2, item 14 of the TLA(VC) Bill; subsection 92A(1) of the I TAA 1936]

217

A limited partner has an outstanding subsection 92(2AA)

amount if:

¢ the deduction otherwise allowable for a partnership lossin a
previous year of income was reduced under subsection
92(2AA); and

e the amount of partnership loss deductions that was not
allowable to the partner in aprevious year or years of income
because of subsection 92(2AA) exceeds the deductions for
these losses that have been allowed in later years of income.

[Schedule 2, item 14 of the TLA(VC) Bill; subsection 92A(2) of the ITAA 1936]

Example 2.2

Following on from the previous example, in the 2003-2004 year of
income the partner’ s share of the partnership loss incurred for that year
is $5,000. During that year the partner contributed further capital of
$20,000 which was financed from the partner’s funds. There has been
no change in the amount of the debt or the value of the security
provided.

Amount worked out using the method statement in subsection 92(2A):

17
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Partner’s contribution $120,000
Less: Contribution Repaid nil
Deductions allowed for previous losses $30,000
Debt secured by interest in partnership $70,000
Amount $20,000

Subtract: partner’s share of partnership loss for the year $5,000

Step 1 amount $15,000
Outstanding subsection 92(2AA) amount $10,000

As the amount worked out under step 1 is greater than the outstanding
subsection 92(2AA) amount, the amount of the deduction allowable to
the partner for previous years losses is the outstanding subsection
92(2AA) amount ($10,000).

If the partner’s additional contribution during the 2003-2004 income
year was only $10,000, the deduction allowable to the partner for
previous years losses would be:

Amount worked out using the method statement in subsection 92(2A):

Partner’ s contribution $110,000
Less: Contribution Repaid nil
Deductions allowed for previous losses $30,000
Debt secured by interest in VCLP $70,000
Amount $10,000

Subtract: partner’s share of partnership loss for the year
$5,000

Step 1 amount $5,000
Outstanding subsection 92(2AA) amount $10,000

As the amount worked out under step 1 is less than the outstanding
subsection 92(2AA) amount, the amount of the deduction allowable to

the partner for previous years losses is the amount worked out under
step 1 ($5,000).

18
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2.18 Division 36 of the ITAA 1936 provides for the deduction of tax
losses incurred in previous years of income. The loss represented by a
partner’ s outstanding subsection 92(2AA) amount will not be able to form
part of a partner’s tax loss that would be deductible under Division 36.
These section 92(2AA) losses are deductible only where the conditionsin

new subsection 92A(1) are met. [Schedule 2, item 14 of the TLA(VC) Bill;
subsection 92A(3) of the ITAA 1936]

2.19 These loss limitation rules are necessary to protect the integrity
of the measure. Without these rules limited partners would be able to
claim deductions for losses to which they were not exposed. Other
jurisdictions, including Canada, New Zealand, the United Kingdom and
the United States of America, also have rulesto limit the pass through of
losses to limited partners.

Capital gains

2.20 Capital gains made on assets held by aVCLP, an AFOF or a
VCMP will be taxable to a partner in the same way as interests on assets
held by an ordinary partnership. For example, asthe CGT provisions are
the primary code for taxing gains and losses made by superannuation
funds, approved deposit funds and pooled superannuation trusts (section
304 of the ITAA 1936), gains flowing to any of these entities as alimited
partner in aVCLP or AFOF will be taxed as capital gains.

2.21 Any capital gain or loss on the realisation of assets held by the
VCLP or AFOF, including the carried interest distributed by a VCMP,
will be taxed according to the partner’ stax status. Thus, individuals who
are partnersin aVCMP will qualify for the CGT discount on the carried
interest if they satisfy the other requirements for the discount.

Change of entity status

2.22 Where alimited partnership becomes or ceasesto beaVCLP, an
AFOF or aVCMP during an income year (but not on thefirst or last day
of the income year) the following periods will be treated as a separate
income year:

¢ the period from the beginning of the income year to the day
before the partnership becomes a VCLP, an AFOF or a
VCMP,

¢ the period from the day the partnership became a VCLP, an
AFOF or aVCMP to the end of the income year, or the day
the partnership ceased to be aVVCLP, an AFOF or aVCMP,
if earlier; and

19
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o the period from the day before the partnership ceased to be a
VCLP, an AFOF or aVCMP to the end of the income year.

[Schedule 2, item 12 of the TLA(VC) Bill; section 18A of the I TAA 1936]

2.23 Amendments to various provisions of the ITAA 1936 and
ITAA 1997 are necessary to deal with the creation of separate income
years for periodsin an income year when a partnership’s status as a
VCLP, an AFOF or aVCMP changed. The following provisions are
amended to deal with these separate income years:

e thedefinition of ‘year of income’ inthe ITAA 1936 to
include as ayear of income the separate income years created
in an income year in which the partnership became or ceased

tobeaVCLP, an AFOF or aVCMP [Schedule 2, item 8 of
the TLA(VC) Bill; paragraph 6(1)(b) of the I TAA 1936];

e provide that the separate income years created will be

included in references to an year of incomeinthe ITAA 1936
[Schedule 2, item 9 of the TLA(VC) Bill; subsection 6(2) of the ITAA
1936];

e provide that references to accounting period adopted in lieu
of ayear of income includes the separate years of income

created because of a change in the partnership’s status
[Schedule 2, item 10 of the TLA(VC) Bill; subsection 6(2AA) of
the | TAA 1936];

e exclude partnerships whose status changes as a result of
becoming or ceasing to beaVCLP, an AFOF or aVCMP
during ayear of income from being required to seek the leave
of the Commissioner to adopt a different accounting period
asayear of income [Schedule 2, item 11 of the TLA(VC) Bill;
subsection 18(1) of the I TAA 1936];

e provide that each separate accounting period of an income
year that is a separate income year because of a change in the
partnership’ s status is the income year for which income tax
isworked out [Schedule 2, item 18 of the TLA(VC) Bill;
paragraph 4-10(2)(b) of the I TAA 1997]; and

e providethat if an entity has an accounting period that is not
the same as the financia year, the accounting period isan
income year. The will allow the different accounting periods
created because of a change in the partnership’s status during

afinancia year to be separate income years [Schedule 2,
item 20 of the TLA(VC) Bill; paragraph 9-5(2)(b) of the ITAA 1997]

2.24 Amendments have also been made to the notes to relevant
sections to include references to the separate income years created

20



Venture capital limited partnerships

because of achange in the partnership’ s status. [Schedule 2, items 19 and 21 of
the TLA(VC) Bill; subsections 4-10(2)(note) and subsection 9-5(2)(note) of
the I TAA 1997

2.25 The definition of ‘income year’ in subsection 995(1) of the
ITAA 1997 is amended to include as an ‘income year’ the separate
accounting periods created in an income year in which the partnership

became or ceased to be aVCLP, an AFOF or a VCMP. [Schedule 2, item 24
of the TLA(VC) Bill; subsection 995-1(1) of the ITAA 1997]

2.26 A new note has been added at the end of the definition of
‘income year’ in subsection 995(1) of the ITAA 1997. This note refers to
the separate accounting periods created in an income year in which the
partnership became or ceased to be aVCLP, an AFOF or aVCMP that are

treated as separate income years. [Schedule 2, item 25 of the TLA(VC) Bill;
subsection 995-1(1)(note) of the ITAA 1997]

Losses

2.27 If alimited partnership that becomes aVCLP, an AFOF or a
VCMP incurred atax loss before it became aVCLP, an AFOF or a

VCMP, the tax loss is not deductible to the VCLP, AFOF or VCMP.
[Schedule 2, item 23 of the TLA(VC) Bill; section 195-65 of the I TAA 1997]

2.28 However, if alimited partnership ceasesto beaVCLP, an
AFOF or aVCMP, any tax loss that occurred before the partnership
became a VCLP, AFOF or VCMP will qualify for deduction under
Division 36 as atax loss of the partnership. [Schedule 2, item 23 of the
TLA(VC) Bill; section 195-70 of the | TAA 1997]

2.29 The specia rule that restricts alimited partnership with atax
loss that has become a VCLP, an AFOF or aVVCMP from deducting that
losswhileitisaVCLP, an AFOF or aVCMP will beincluded in the list

of special rules about tax |osses. [Schedule 2, item 22 of the TLA(VC) Bill; section
36-25 of the | TAA 1997]

2.30 As mentioned above, where the status of aVCLP, an AFOF or a
VCMP changes during an income year, the partnership will have at least
two income years. These income years will be less than 12 months. Thus,
each of the income years will be shorter than the standard income year
under which income tax is worked out. This shorter period may result in
income tax being worked out, in some circumstances, on an inappropriate
basis. In these cases, the Commissioner will have power to make a
determination modifying the operation of a provision to take into account

the fact that the particular accounting period is shorter than 12 months.
[Schedule 2, item 23 of the TLA(VC) Bill; subsection 195-75(1) of the I TAA 1997]

21



Venture Capital Bill 2002
Taxation Laws Amendment (Venture Capital) Bill 2002

231 The determination can only be made to modify the operation of
aparticular provision to take into account the fact that the partnership’s

accounting period is shorter than 12 months. [Schedule 2, item 23 of
the TLA(VC) Bill; subsection 195-75(2) of the ITAA 1997]

2.32 Any determinations made will be disallowable instruments for

the purposes of section 46A of the Acts Interpretation Act 1901.
[Schedule 2, item 23 of the TLA(VC) Bill; subsection 195-75(3) of the | TAA 1997]
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Chapter 3
Venture capital investee companies

Outline of chapter

31 This chapter explains what is required for a venture capital
investment to attract the tax concession (an eligible venture capital
investment) and the requirements an investee company must satisfy to
receive eligible venture capital investments.

Context of amendments

3.2 V CLPs make eligible venture capital investments by acquiring
shares or optionsin unlisted Australian companies, the foreign holding
company of such companies, or listed Australian companies that the

V CLP delists within 12 months. Tax-exempt non-residents of certain
countries, foreign venture capital funds established in those countries, and
taxable non-residents of other specified countries (who hold less than 10%
of the committed capital of the VCLP), who are partnersin aVCLP, may
qualify for an exemption from income tax on any profits or gains the

V CLP makes on the realisation of shares in the Australian company or
foreign holding company.

3.3 If an AFOF isapartner in aVCLP, the AFOF may acquire
shares directly in these Australian companies or their foreign holding
company if the VCLP in which it isa partner has made an eligible venture
capital investment in the company.

34 Tax-exempt non-residents of certain countries who invest
directly in these Australian companies or their foreign holding company
may also qualify for an income tax exemption on the profits or gains on
realisation.
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Summary of new law

35 An eligible venture capital investment must satisfy a number of
requirements:

¢ the venture capital investee company must meet the size
restriction in respect of its assets and the amount of
investment it is seeking (see paragraph 3.19);

e theventure capital investee company must be an Australian
resident with 50% or more of its employees and assets
situated in Australia or the foreign holding company of such
a company, provided the foreign parent isresident in a
specified country and it does not carry on any business other
than to support the primary activity of the venture capital
investee company; and

¢ the venture capital investee company’s primary activity must
not be a specified ineligible activity.

Detailed explanation of new law

Eligible venture capital investments

3.6 To qualify for the tax concession the investment must be an
eligible venture capital investment.

37 The investment must be at risk, in that the VCLP, AFOF, or the
investor in the case of direct investments, must bear the risk of owning the
shares or options. [Schedule 1, item 6 of the TLA(VC) Bill; paragraph 118-425(1)(a)]

3.8 For an investment to be at risk the VCLP, AFOF, or the

investor, must have no arrangement either before or after the shareis
acquired asto:

e maintaining the value of the share; or
e maintaining the amount of earnings made from owning it.

For example, a put option arrangement designed to maintain the value of

the shares to the owner of the shares would not be ‘at risk’. [Schedule 1, item
6 of the TLA(VC) Bill; section 118-430)]

24



Venture capital investee companies

3.9 The investment must be shares or options (including warrants) in

aventure capital investee company. [Schedule 1, item 6 of the TLA(VC) Bill;
paragraph 118-425(1)(b)]

3.10 If the investment is made by a VCLP or an AFOF, itsinterest,
together with any connected entities, in the venture capital investee
company must not be more than 30% of the VCLP sor AFOF's

committed capital. [Schedule 1, item 6 of the TLA(VC) Bill;
paragraph 118-425(1)(d)]

311 A loan, including convertible notes, cannot be an eligible
venture capital investment. There are also limitations on the amount of a
loan a VCLP or an AFOF may make to a venture capital investee
company in which it has made an eligible venture capital investment. This
is considered in more detail in Chapter 5.

Location

3.12 At the time the investment is made the investee company must
be an Australian resident. Further, if it isthe first investment made in the
company by the investor, the company must also:

¢ have more than 50% of the persons engaged by the company
at that time to perform services, actualy performing those
services primarily in Australia; and

¢ have more than 50% of its assets (determined by value)
Situated in Australia,

for aperiod of at least 12 months from the date of the initial investment.

3.13 The value of an asset of the company is that shown on the last
audited accounts prepared for the company for a period ending less than
18 months before that time. If there are no audited accounts, then an
audited statement prepared in accordance with Australian Accounting
Standards that shows the value of the assets at atime no longer than 12

months before that time will be required. [Schedule 1, item 6 of the TLA(VC)
Bill; subsection 118-425(10)]

3.14 However, the general partner of aVCLP or an AFOF may apply
to the PDF Board for areduction in the 12 month period in appropriate
circumstances. Similarly, ageneral partner may apply to the PDF Board to
waive the requirement to comply with either or both the requirements

relating to performance of services or the situating of assetsin Australia.
[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-425(2)]
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Activities of the company

3.15 The company must not have any of the following asits primary
activity:

e property development or land ownership;

¢ finance —to the extent that it is banking, providing capital to
others, leasing, factoring, securitisation;

e insurance;
¢ the construction or acquisition of infrastructure activities; or

e investments that generate interest, rents, dividends, royalties
or |ease payments.

[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-425(3)]

3.16 A company that engagesin any of the above activitiesthat is
ancillary and incidental to the primary activity (which is not one of those
mentioned) will not be carrying on an excluded primary activity. For
example, a company may acquire land and construct afactory for the
purpose of the primary activity of manufacturing semi-conductors. The
company would not be regarded as being in the business of property

development in this instance. [Schedule 1, item 6 of the TLA(VC) Bill;
subsection 118-425(3)]

3.17 The company’s primary activity should be able to be determined
from its day to day activities and its business plan even if the company
engages in anumber of activities, some of which may be excluded
primary activities. The primary activity is not necessarily determined from
the value of assets or the revenue generated by an activity.

I nvestment in other entities

3.18 A venture capital investee company cannot invest any part of an
eligible investment in any other entity unless the other entity is connected
with the company and meets the residency, primary activity, size, auditor
and listing regquirements of a venture capital investee company. The
company cannot use any part of the investment in atrustee capacity.
However, any investment the investee company makes by way of a
deposit with authorised deposit-taking institution such as abank, is
disregarded. [Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-425(4)]
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Value of the venture capital investee company

3.19 The value of the assets of the company and any connected entity
must not exceed $250 million immediately before an investment is made.

Thisamount is referred to as the permitted entity value. [Schedule 1, item 6 of
the TLA(VC) Bill; subsection 118-425(6)]

3.20 The permitted entity value is the sum of:
o thetotal value of the entity’s assets; and

e thetotal value of the assets of other connected entities to the
extent they are not included in the first entity’ s assets.

[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-440(1)]

321 The value of assets (both current and non-current) is that shown
on the last audited accounts prepared for the company for a period ending
less than 18 months before that time. If there are no audited accounts, then
an audited statement prepared in accordance with Australian Accounting
Standards that shows the value of the assets at atime no longer than 12

months before that time will be required. [Schedule 1, item 6 of the TLA(VC)
Bill; subsection 118-440(2)]

Listing

3.22 At the time the investment is made the company’ s shares should
not be listed on an Australian or aforeign stock exchange. If the shares
are listed, the investment can be an eligible venture capital investment if

the company is delisted within 12 months of theinitial investment.
[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-425(7)]

Scrip for scrip investments

3.23 Where shares in another company are acquired in exchange for
sharesthat at the time of disposal were an eligible venture capital
investment (i.e. ascrip for scrip exchange), the replacement shares will be
treated as an eligible venture capital investment even if the company does
not satisfy the requirements. However, if the company in which the
replacement shares are held does not actually satisfy the requirements for
aventure capital investee company, any shares acquired from a further
scrip for scrip sale will not be treated as an eligible venture capital

investment. [Schedule 1, item 6 of the TLA(VC) Bill;
paragraphs 118-425(8)(a) and (b)]
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3.24 The replacement shares acquired under a scrip for scrip sale will
only qualify as an eligible venture capital investment if the investor, that
is, VCLP, AFOF or eligible venture capital investor, disposes of all of its
sharesin the original investee company in return for sharesin one other
company. [Schedule 1, item 6 of the TLA(VC) Bill; paragraph 118-425(8)(c)]

Non-resident holding companies

3.25 A non-resident company that meets the value and listing
reguirements (see paragraphs 3.19 and 3.22) may be treated as a venture
capital investee company if the company:

e isaresident of Canada, France, Germany, Japan, the United
Kingdom, the United States of America, or any other country
prescribed by regulation;

e beneficially ownsall the sharesin an Australian resident
company that satisfies the requirements for an eligible
venture capital investment; and

e doesnot carry on any business other than to support the
primary activity of the Australian company.

[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-435(1)]

3.26 If anon-resident holding company is treated as meeting the
regquirements of aventure capital investee company, and the Australian
subsidiary ceases to be an Australian resident within 12 months of the
initial eligible venture capital investment being made in the company:

o dligible venture capital investments already made in the
company cease to be eligible for the exemption; and

e any further investments made in the company will not be
eligible for the exemption.

[Schedule 1, item 6 of the TLA(VC) Bill; subsection 118-435(2)]
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Chapter 4
Venture capital managers

Outline of chapter

41 This chapter explains the taxation treatment of a venture capital
manager’ s share of the gains made by a VCLP or an AFOF on the sale of
eligible venture capital investments. The venture capital manager’ s share
of these gains, known as the carried interest, is taxed as a capital gain.

Context of amendments

4.2 The expansion of the venture capital industry isacritica
element in realising the innovation potential in Backing Australia’s
Ability. Venture capital managers inject hands-on expertise to increase
significantly the success and growth of investee companies. Active
management of these companies distinguishes the venture capital industry
from the passive funds management industry. Treating the carried interest
of venture capital managers as a capital gain is consistent with the way
that interest istaxed in the United Kingdom and the United States. It
should encourage leading international venture capital managers to locate
in Australia and facilitate the development of the venture capital industry.

Summary of new law

4.3 Anindividual venture capital manager’s entitlement to a
payment of carried interest isanew CGT event, CGT event K9. The
manager makes a capital gain at the time an entitlement to receive a
payment arises. The capital gain isadiscount capital gain if the carried
interest arises under a partnership agreement that was entered into at least
12 months before the CGT event happened and the other requirements for
the discount are met.
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Detailed explanation of new law

What is the carried interest

44 A carried interest is a partner’ s entitlement to a distribution from
aVCLP, an AFOF or aVCMP that is contingent on profits being attained
for the limited partners of the VCLP or AFOF. A carried interest can be
held by:

e agenerd partner of aVCLP or an AFOF; or

e alimited partner of aVCMP that is a genera partner of a
VCLP or AFOF.

These partners are referred to as ‘ venture capital managers' throughout

this explanatory memorandum. [Schedule 3, items 5 and 16 of the TLA(VC) Bill;
subsections 104-255(4) and (5) and subsection 995-1(1)]

45 The carried interest does not include any entitlement the partner
may have to a management or similar fee from the VCLP, AFOF or
V CMP. [Schedule 3, item 5 of the TLA(VC) Bill; paragraph 104-255(6)(a)]

4.6 A genera partner may acquire an equity interestinaVCLP or
AFOF by undertaking to commit capital to the partnership. The carried
interest does not include any interest of the general partner that is

attributabl e to that equity interest. [Schedule 3, item 5 of the TLA(VC) Bill;
paragraph 104-255(6)(b)]

Taxation of the carried interest

4.7 When aventure capital manager becomes entitled to receive a
payment of carried interest CGT event K9 happens and the manager
makes a capital gain. This entitlement may be held directly, when the
manager is the general partner in aVCLP or an AFOF or alimited partner
inaVCMP, or indirectly, when the manager holds the interest in the
VCLP, AFOF or VCMP through atrust or similar flow-through entity.

4.8 When the level of profits specified in the partnership agreement
have been attained for the limited partners of a VCLP or AFOF and the
venture capital managers become entitled to a payment of carried interest,
the event that creates the entitlement in the sale of an eligible venture
capital investment by aVCLP or an AFOF. AsaVCLP or an AFOF isa
partnership, any capital gains or losses made on the partnership’s CGT
assets are made by the partnersindividually and each partner’ s entitlement
is calculated according to the relevant partnership agreement (section 106-
5). The effect of the carried interest entitlements being treated as capita
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gains made by venture capital managersis that these amounts are not
taken into account in calculating the net income of the VCLP or AFOF

under section 92 of the ITAA 1936. [Schedule 3, items 4 and 5 of the TLA(VC)
Bill; section 104-5 and subsection 104-255(1)]

49 The time at which the CGT event happensis the time the
venture capital manager becomes entitled to receive the payment.
Typically, the entitlement will arise at the same time asthe VCLP or
AFOF sdlsthe eligible venture capital investment and allocates the
proceeds according to the partner’ s interests in the partnership.

4.10 If amanager holds an interest as alimited partner inaVCMP
through atrust, the trust would become entitled to the payment at the time
the VCMP alocates the capital gain made by the VCLP or AFOF. If the
individual venture capital manager is presently entitled to a share of the
net income of the trust, the capital gains character of the carried interest
included in a distribution flows to the manager and the time of the event is

the time the trust became entitled to the payment of carried interest.
[Schedule 3, item 5 of the TLA(VC) Bill; subsection 104-255(2)]

411 The amount of the capital gain isthe amount the manager is
entitled to receive or the market value of any property received in lieu of
payment. A venture capital manager cannot make a capital losson a
carried interest. [Schedule 3, item 5 of the TLA(VC) Bill; subsection 104-255(3)]

412 Theterm ‘payment’ in relation to ‘entitled to receive a payment
of carried interest’ includes:

e apayment that is attributable to the carried interest;
e giving property to satisfy acarried interest; or

e (Qiving property to satisfy an entitlement that is attributable to
acarried interest, such as an entitlement arising from an
indirect interest in agenera partner of aVCLP or AFOF or
in alimited partner of aVVCLP.

[Schedule 3, item 5 and 17 of the TLA(VC) Bill; subsections 104-255(7) and 995-1(1)]
Carried interest taxed as a capital gain

4.13 Where an amount is both a capital gain and income, the amount
is generally taxed asincome (section 118-20). However, an entitlement to
receive a payment of carried interest that is CGT event K9 istaxed asa
capital gain. The carried interest is not ordinary income of the venture
capital manager and is statutory income only to the extent that itisa
capital gain. Likewise, adeduction is not allowableto a VCLP, an AFOF
or aVCMP for acarried interest payment.
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4.14 To achieve this outcome the following provisions of the income
tax law that could apply to treat a payment of carried interest asincome,

will not apply:

e the ordinary income and deduction provisions of the income
tax law (sections 6-5 and 8-1 of the ITAA 1997);

e provisions relating to profit-making undertakings or plans
(sections 15-15 and 25-40 of the ITAA 1997 and sections
25A and 52 of the ITAA 1936); and

¢ the statutory income provisions (section 6-10 of the ITAA
1997) except section 102-5 of the ITAA 1997 which includes
net capital gainsin assessable income.

[Schedule 3, items 2, 3 and 13 of the TLA(VC) Bill; sections 10-5, 12-5 and 118-21]
Discount capital gains

4.15 In working out whether a capital gain is adiscount capital gain
the cost base of the CGT asset is required to be taken into account
(sections 115-5 and 115-20). A cost base cannot be taken into account in
working out the capital gain made from CGT event K9 inrelationto a
carried interest because a carried interest does not have a cost base. The
reguirement to take the cost base into account does not apply when

calculating the capital gain arising from a carried interest. [Schedule 3, items
6 and 7 of the TLA(VC) Bill; section 110-10 and subsection 115-20(3)]

4.16 For a capital gain to be a discount capital gain the CGT event
must happen to a CGT asset that was acquired at least 12 months
previously. This requirement does not apply to acarried interest
entitlement that is CGT event K9. A carried interest entitlement can be a
discount capital gain if the partnership agreement under which it arises

was entered into at least 12 months before the CGT event. [Schedule 3, item
8 of the TLA(VC) Bill; subsection 115-25(2A)]

Capital proceeds

417 In working out a capital gain from a CGT event the capital
proceeds are taken into account. The capital proceeds are the total of the
amount received or the market value of any property received in respect of
the event (section 116-20). In certain circumstances, such asif there are
no capital proceeds or the proceeds cannot be valued, the person is taken
to have received the market value of the CGT asset that is the subject of
the event (subsection 116-30(1)). Some CGT events are expressly
excluded from being subject to this rule (subsection 116-30(3)).
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4.18 Special rules setting out the capital proceeds for certain CGT
events are set out in section 116-20(2). The capital proceeds for CGT
event K9, entitlement to receive a payment of acarried interest, is
specified to be the amount of the payment to the extent that it is a payment

of carried interest. [Schedule 3, items 9 and 10 of the TLA(VC) Bill; subsection 116-
20(2)]

4.19 There are 5 modifications that can be made to the general rules
about capital proceeds for particular CGT events (section 116-10). The
CGT events for which the general rules have been modified are set out in
section 116-25. Modifications 2, 3 and 4, the apportionment rule, the

non-receipt rule and the repaid rule, apply to CGT event K9. [Schedule 3,
item 11 of the TLA(VC) Bill; section 116-25]

4.20 The apportionment rule (section 116-40 — modification 2) will
be relevant if a payment received includes an amount that is attributable to
another CGT event or some other amount due. For example, a venture
capital manager may receive a payment that includes the manager’ s share
of adistribution from an equity interest the VCMP holdsin the VCLP and
apayment of carried interest.

421 The non-receipt rule (section 116-45 — modification 3) will be
relevant if an entitlement to a carried interest that arose in a particular year
was unlikely to be paid because of events occurring after that time. For
example, a carried interest entitlement may not be paid because the VCLP
became insolvent.

4.22 The repaid rule (section 116-50 — modification 4) will be
relevant if aventure capital manager is required to repay an amount of
carried interest paid in an earlier income year. For example, aVCLP may
incur losses on its venture capital investmentsin later years and be
required to repay carried interest entitlements that were paid on the basis
of profitsmade in earlier years.

Ceasing to be entitled to a carried interest

4.23 If aventure capital manager ceases to be entitled to receive a
payment of carried interest from aVVCLP, AFOF or VCMP, CGT events
A1 or C2 may apply. The market value substitution rule (modification 1)
can apply to these CGT events. Broadly stated, the market value
substitution rule replaces a taxpayer’ s actual capital proceeds, if any, with
the market value of the asset that is no longer owned if:

e o capital proceeds are received; or

¢ the capital proceeds received in anon-arm’slength
transaction are either less or more than the asset’ s value.
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4.24 If the venture capital manager does not receive any capital
proceeds on ceasing to be entitled to a carried interest, the manager will
not be treated as having received capital proceeds equal to the market

value of the interest. [Schedule 3, item 12 of the TLA(VC) Bill;
subsection 116-30(5)]

Non-resident managers

4.25 The carried interest entitlement of aventure capital manager that
isanon-resident of Australiafor taxation purposesis acapital gain if the
capital proceeds are regarded as being derived from an Australian source.
The capital proceeds will be regarded as having an Australian source if
they would have had an Australian source if the receipt was ordinary

income of the recipient. [Schedule 3, item 15 of the TLA(VC) Bill;
subsection 136-15(3)]

Fringe benefits

4.26 Anindividual venture capital manager may become entitled to a
carried interest in circumstances related to their employment. The carried
interest payment is expressly excluded from being a ‘fringe benefit’
within the definition in section 136 of the FBTAA 1986 where:

¢ the manager becomes entitled to receive a payment of a
carried interest; or

¢ the manager is granted or acquires a carried interest or an
entitlement to a carried interest.

[Schedule 3, item 1 of the TLA(VC) Bill; paragraphs 136(1)(ma) and (mb) of the
FBTAA 1936]
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Chapter 5
Registration

Outline of chapter
51 This chapter explains:
e how an entity may register asaVCLP or an AFOF;
¢ theobligations of the entity whilst registered;

e the circumstances in which the registration may be revoked
by the PDF Board; and

¢ how dligible venture capital investors may register their
venture capital investments and their obligations once they
areregistered.

5.2 The legidlation relating to registration is contained in the
Venture Capital Bill 2002.

Context of amendments

5.3 The registration rules ensure that the Government can both
monitor compliance with the tax concession and assess the impact of the
tax concession.

Summary of new law

54 Partnersin aVVCLP or an AFOF and direct investors can only
qualify for the tax exemption on profits and gains made on the disposal of
venture capital investments if the partnership or the investor is registered
with the PDF Board.

55 The genera partner of alimited partnership may apply to the
PDF Board for registration asaVCLP or an AFOF, as appropriate. A
limited partnership cannot be registered as both a VCLP and an AFOF.
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5.6 Once alimited partnership is registered asaVCLP or an AFOF,
the genera partner must give the PDF Board:

e aquarterly return within 1 month of the end of a quarter;

e an annual return within 3 months of the end of the financid
year; and

e any further information the PDF Board requires.

5.7 The PDF Board may revoke the registration of the limited
partnership if it:

o failsto satisfy registration requirements,

o failsto provide an annual or quarterly return or other required
information;

e doesnot divest an ineligible investment;
e makes an application for revocation of registration; or
e makes more than one ineligible investment within 12 months.

5.8 Before it revokes registration the PDF Board will invite the
general partner to make written submissions about the particular matter. In
the case of a partnership not meeting a registration requirement, the PDF
Board will alow the partnership a period to meet the requirement. The
length of the period depends on whether the requirement not being met is
an ‘investment’ or ‘other’ registration requirement. For an investment
registration the PDF Board will determine a reasonable period which must
not be longer than 6 months. The period allowed to meet an ‘ other’
reguirement will be 60 days which may be extended by no more than 60

days.

5.9 An eligible venture capital investor must register within 30 days
of making its first venture capital investment to qualify for the tax
exemption. The investor must provide an annual return on asimilar basis
as VCLPs and AFOFs. The registration may be revoked for failing to
lodge an annual return or on application by the investor.
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Detailed explanation of new law

Registration of VCLPs and AFOFs

5.10 A limited partnership seeking the venture capital tax concession
must apply to the PDF Board for registration asaVVCLP or an AFOF. An
application by agenera partner of alimited partnership for registration as
aVCLP or an AFOF must include a statement by the general partner that
the partnership meets the registration requirements of aVCLP or an
AFOF as the case may be.

511 The genera partner of the limited partnership seeking
registration must make the application. Thisis becausein alimited
partnership it is the general partner that is responsible for the day to day
operations of the partnership.

5.12 Different registration reguirements apply to VCLPs and AFOFs
because of their different rolesin the venture capital concession. In each
case adistinction is made between ‘investment’ registration requirements
and ‘other’ registration requirements. This is because the time the PDF
Board may allow aVCLP or AFOF to remedy a breach of an ‘investment’
requirement is longer than that allowed to remedy a breach of an ‘other’
regquirement before revoking the registration (see below).

Registration requirements— VCLPs
513 The *other’ registration requirements of aVCLP are that:

e theVCLPisestablished in Australia, Canada, France,
Germany, Japan, United Kingdom and the United States of
America, or other foreign country that may be prescribed in
the regulations. No other countries are listed for prescription
at thistime;

o thegenera partners are residents of one of the countries
specified above. If there is more than one general partner,
each must be aresident of the specified country;

o the partnership agreement specifies that the partnership isto

remain in existence for not less than 5 years and not more
than 15 years; and

e the partnership’s committed capital is at least $20 million.

[Part 2, paragraphs 9-1(1)(a), (b), (c) and (€) of the VC Bill]
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5.14 The investment registration requirements of a VCLP are that:

o the partnership does not hold an investment that is not an
‘eligible venture capital investment’ or an investment that
would be an €ligible venture capital investment if the
company had met the residency, location and size
requirements (see Chapter 3);

o the partnership will only carry on activities that are related to
making venture capital investments that are eligible for the
exemption or would be if they met the residency, location
and size requirements; and

e every debt interest (such as aloan) the partnership holdsis a
‘permitted loan’ (see next paragraph).

[Part 2, paragraphs 9-1(1)(d), (f) and (g) and subsection 5-1(2) of the VC Bill]
Permitted loan

5.15 A permitted loan is aloan made by aVCLP or an AFOF to a
venture capital investee company (see Chapter 3 for more information on
venture capital investee companies). The conditions applying to the loan
vary according to whether the VCLP or the AFOF holds an eligible
venture capital investment in the company.

5.16 If the VCLP or AFOF does not hold an eligible venture capital
investment in the company the loan must be repaid within 6 months of
being made (unless the PDF Board extends the period). A general partner
of aVCLP or AFOF may apply to the PDF Board in the approved form
for alonger term. The PDF Board may alow alonger period if it is
satisfied that there are exceptional circumstances and the extended period

is no longer than is reasonably necessary. [Part 2, paragraphs 9-10(1)(b) and
subsections 9-10(2) and (3) of the VC Bill]

5.17 However, there is no time limit on aloan to a company if the
partnership holds equity interests, and specified debt interests, in that
company, and those interests are at least 10% of the company’ s total
equity interests, and specified debt interests. Only debt interests which can
be converted to equity interests (e.g. convertible notes that confer aright
to acquire shares in the company) are included in the specified debt
interests. [Part 2, paragraph 9-10(1)(a) of the VC Bill]
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Registration requirements— AFOFs
5.18 The ‘other’ registration requirements of an AFOF are that:
e the AFOF is established under the law of a State or Territory;

o all genera partners (if more than one) are residents of
Australia;

¢ the partnership agreement specifies that the partnership isto
remain in existence for not less than 5 years and not more
than 20 years; and

o the partnership will only carry on activities that are related to
making venture capital investments that are eligible for the
exemption, or that are related to investing in aVCLP.

[Part 2, paragraphs 9-5(1)(a) to (c) of the VC Bill]
5.19 The investment registration requirements of an AFOF are;

e it may only makeinvestmentsin VCLPs and direct
investments in a company that a VCLP in which the AFOF is
apartner has made an investment; and

e it will only carry on activities that are related to making
venture capital investments that are eligible for the
exemption or would be if they met the residency, location
and size regquirements;

e every debt interest (such as aloan) the partnership holdsis a
‘permitted loan’ (see paragraph 5.15).

[Part 2, paragraphs 9-5(1)(d) to (f) and subsection 5-5(2) of the VVC Bill]

Application for registration

5.20 A general partner of alimited partnership may apply for
registration of the partnership asaVCLP or an AFOF, as the case may be,
in the form approved by the PDF Board. Thiswill allow the PDF Board to
reguest the application to be in writing or to be lodged electronicaly if
appropriate. [Part 2, subsection 11-1(1) of the VC Bill]
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Information to be included in an application

5.21 An application by ageneral partner of alimited partnership must
include the following information:

the name, residency status and relevant qualifications and
experience of each general partner;

the name, address and residency status of each limited
partner;

the address of the general partner’s registered office;
the address of the registered office of the VCLP or AFOF;
the business address of the VCLP or AFOF;

acopy of the partnership agreement (see below for details of
the information the agreement must contain);

the documents that were issued inviting investment in the
partnership, for example, a private placement offer;

the amount of each partner’s committed capital in the VCLP
or AFOF,;

if applicable, details of the facts that qualify any non-resident
partner to be tax exempt in the partner’ s country of residence;

if the application is an application for registration asaVCLP,
a statement by the general partner as to whether the
partnership meets the registration requirements of aVCLP,
and

if the application is an application for registration as an
AFOF, a statement by the general partner as to whether the
partnership meets the registration requirements of an AFOF.

[Part 2, subsection 11-1(2) of the VC Bill]

Partnership agreement

5.22 The partnership agreement must:

require the partners to contribute their committed capital as
and when required under the agreement;
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e prohibit the addition of new partners to the partnership
except as provided for in the agreement;

e prohibit increases in the partnership’s committed capital
except as provided in the agreement;

e confer on the general partner the right to require partnersto
contribute their committed capital to the partnership; and

¢ include a plan which outlines the partnership’s future
intended investment activities.

[Part 2, paragraph 11-5(2)(f) of the VC Bill]

Further information requirements

5.23 If the PDF Board decides that specified information isto be
provided in an application for registration asaVCLP or an AFOF it will
make a resolution to that effect. The determination will bein writing and
signed by the Chairman of the PDF Board. Thiswill enable the PDF
Board to require any information it considers necessary to decide whether

to register apartnership asaVCLP or an AFOF. [Part 2, subsection 11-5(1) of
the VC Bill]

524 Any determinations made will be disallowable instruments for

the purposes of section 46A of the Acts Interpretation Act 1901. [Part 2,
subsection 11-5(2) of the VC Bill]

5.25 If the PDF Board requires further information to decide a
particular application for registration as aVCLP or an AFOF, the PDF

Board may ask the general partner to provide the required information.
[Part 2, section 11-10 of the VC Bill]

Period within which an application is to be decided

5.26 The PDF Board is required to make a decision within 60 days of
the application being lodged. However, the PDF Board has a discretion to
extend the period for deciding an application by up to 60 days but only if

written notice is given to the general partner. The PDF Board must decide
the application within the extended period. [Part 2, section 11-15 of the VC Bill]

Registration by the PDF Board

5.27 The PDF Board must register a partnership asaVCLP or an
AFOF if an application was made and the application provides all the
information required and any additiona information required by the PDF
Board. However the PDF Board will not register the partnership as a
VCLP or an AFOF if it is satisfied that the applicant does not meet the
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registration requirements or the partnership has had a previous registration
revoked. [Part 2, subsections 13-1(1) and (2) of the VC Bill]

5.28 The PDF Board is obliged to naotify the general partner of the

limited partnership as soon as practical once a decision has been made.
[Part 2, subsection 13-1(3) of the VC Bill]

5.29 The PDF Board cannot register alimited partnership as both a
VCLP and an AFOF. [Part 2, subsection 13-1(4) of the VC Bill]

Conditional registration

5.30 The PDF Board has a discretion to conditionally register a
partnership asaVCLP or an AFOF if the application does not meet al the
information requirements. However the PDF Board will not conditionally
register the partnership asaVVCLP or an AFOF if the PDF Board is
satisfied that the applicant would not meet the registration requirements
before the conditional registration period lapses or the partnership has had

aprevious registration revoked. [Part 2, subsections 13-5(1) and (2) of the VC
Bill]

5.31 Conditional registration does not mean the partnership is
registered asa VCLP or an AFOF but it will enable the general partner to

issue a prospectus to attract investors prior to obtaining final registration.
[Part 2, subsection 13-5(3) of the VC Bill]

5.32 It isimportant to note that conditional registration does not
guarantee that the applicant will be ultimately approved as beingaVCLP
or an AFOF. [Part 2, subsection 13-5(4) of the VC Bill]

5.33 If apartnership isnot registered asa VVCLP or an AFOF within
24 months of being granted conditional registration, the conditional
registration lapses. [Part 2, subsection 13-10(2) of the VC Bill]

Date of effect of registration

5.34 If conditional registration has not been granted, registration
comes into effect on the day registration was granted. If conditional
registration has been granted, registration comes into force on:

¢ the day the partnership was established if the partnership has
only carried on activities related to becoming registered as a
VCLP or an AFOF; or

e if thisisnot the case, the day conditional registration was
granted.
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5.35 Thus, if aVCLP or an AFOF has not carried on any unrelated
activities before being granted conditional registration it will be treated as
an ordinary partnership for tax purposes from its establishment.
Registration continues to be in force until it is revoked by the PDF Board.
[Part 2, section 13-10 of the VC Bill]

Obligations while registered
Annual return

5.36 The PDF Board requires an annual return from the general
partner of aVCLP or an AFOF within 3 months of the end of each
financial year. If the annua return is not received within this time period,
then it may be grounds for the PDF Board to revoke the registration of the
VCLP. [Part 2, section 15-1 of the VC Bill]

5.37 The annual return must be in writing and contain the following
information:

¢ the name and address of each limited partner and its
residency status, and if the residency status changed during
the year, the details of the changes;

o if apartner isclaiming to be tax exempt in the country of
residence, the details of the facts that qualify the partner to be
tax exempt;

e (etails of:

— each partner’ s committed capital; and

— any acquisition or disposal of a partner’s equity interest
in the partnership during the year, including any
consideration given or received for the acquisition or
disposal;

e details of any variation made to the partnership agreement
during the year;

e (etails of:

—  investments the partnership made during that year;

— investments the partnership holds at the end of the year;
and
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— any investments disposed of during the year including
any profits or losses made on the disposal; and

e astatement from the general partner that the partnership met
the registration requirements of aVVCLP or an AFOF, asthe
case may be, throughout the financial year.

[Part 2, section 11-1 of the VC Bill]
Further information in returns

5.38 If the PDF Board decides that specified information isto be
provided in an annual return it will make aresolution to that effect. The
determination will be in writing and signed by the Chairman of the
PDF Board. [Part 2, subsection 15-5(1) of the VC Bill]

5.39 Any determinations made will be disallowable instruments for

the purposes of section 46A of the Acts Interpretation Act 1901. [Part 2,
subsection 15-5(2) of the VC Bill]

Quarterly returns

5.40 The genera partner of aVVCLP or an AFOF must give the
PDF Board areturn within 1 month of the end of each quarter (a quarter
for these purposesis a 3 month period ending on 31 March, 30 June,

30 September or 31 December). The return must include details of all
investments made and disposed of during the quarter and show the profit

or loss on disposal and how it was calculated. [Part 2, section 15-10 of
the VC Bill]

541 If the VCLP or AFOF failsto notify the PDF Board about
these investments then registration may be revoked.

Revocation of registration

5.42 If the registration of a partnership asaVCLP or an AFOF is
revoked the partnership ceases to be taxed as an ordinary partnership.
From the time its registration is revoked the partnership will be taxed as a
company and will not be able to be registered again asa VCLP or an
AFOF. Eligible partnersin aVCLP will not qualify for the tax exemption
on any profits or gains made on the disposal of eligible venture capital
investments.

5.43 Given the serious consequences for alimited partnership that
losesitsregistration as aVCLP or an AFOF, the PDF Board will not
revoke a partnership’ s registration until it has notified the general partner
of the matters that may result in registration being revoked and given the
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partnership time to remedy the breaches and to make submissions on the
matter. The PDF Board may allow longer period for remedying breaches
of an investment requirement than for an ‘ other’ requirement as more time
may be required.

Revocation for not meeting investment registration requirements

5.44 The PDF Board has the power to revoke the registration of an
eligible VCLP or AFOF if the PDF Board has reason to believe that the
VCLP or AFOF does not meet the investment registration requirements
(see paragraphs 5.14 and 5.19).

5.45 However before exercising this power, the PDF Board must give
the general partner of the partnership notice that if the requirements are

not satisfied at the end of a specified period, registration will be revoked.
[Part 2, subsection 17-1(1) of the VC Bill]

5.46 The PDF Board must give the partnership a reasonable period of
time (but not more than 6 months) to rectify the concerns the PDF Board

may have concerning the investment registration requirements. [Part 2,
subsection 17-1(2) of the VC Bill]

5.47 The notice given to the general partner referred toin
paragraph 5.45 must:

e state the matters the PDF Board considers may be grounds
for revocation of registration;

e state the period within which the investment registration
reguirements must be complied with; and

o advisethe general partner that it can make written
submissions to the PDF Board about matters raised in the
notice.

[Part 2, subsection 17-1(3) of the VC Bill]

5.48 The general partner may make submissions to the PDF Board
about the matters in the notice. [Part 2, subsection 17-1(4) of the VC Bill]

5.49 The PDF Board will revoke the registration of the VCLP or the
AFOF if they are satisfied that after a reasonable period of time, the
partnership does not meet the investment registration requirements of a
VCLP or an AFOF-. [Part 2, subsection 17-1(5) of the VC Bill]
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Revoking registration for not meeting other registration requirements

5.50 The PDF Board has the power to revoke the registration of an
eligible VCLP or AFOF if the PDF Board has reason to believe that the
VCLP or AFOF does not meet other registration requirements, that is
registration requirements that are not investment registration requirements
(see paragraphs 5.13 and 5.18). [Part 2, subsection 17-5(1) of the VC Bill]

551 Before exercising this power, the PDF Board must notify the
general partner of the partnership that it will revoke registration if these

reguirements are not satisfied within 60 days. [Part 2, subsection 17-5(1) of
the VC Bill]

5.52 The notice given to the general partner must:

e state the grounds the PDF Board feels may be grounds for
revocation of registration;

o dtate that the general partner can apply for an extension of the
60 day period within which the requirements must be
satisfied; and

e advisethe general partner that it can make written
submissions to the PDF Board about matters raised in the
notice within the 60 day period or the extended period.

[Part 2, subsection 17-5(2) of the VC Bill]

5.53 The genera partner may apply for an extension of the 60 day
period. [Part 2, subsection 17-5(3) of the VC Bill]

5.54 The PDF Board also may extend the 60 day period if it is
satisfied the partnership is making reasonable progress towards meeting
the requirements and that the requirements are likely to be met within the
extended period. [Part 2, subsection 17-5(4) of the VC Bill]

5.55 The genera partner can make submissions to the PDF Board
about the matters of concern during the 60 day period or, if the

PDF Board has extended the period, during the extended period. [Part 2,
subsection 17-5(5) of the VC Bill]

5.56 The PDF Board will revoke the registration of the VCLP or the
AFOF if, after considering any submissions, it is satisfied that at the end
of the 60 day period or the extended period, the partnership does not meet
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the other registration requirements of aVCLP or an AFOF. [Part 2,
subsection 17-5(5) of the VC Bill]

Revocation at the discretion of the PDF Board

5.57 A VCLP or AFOF may haveits registration revoked if it:
o failed to lodge an annual return;
o failed to lodge a quarterly return;

o failed to provide information the PDF Board has requested;
or

e received more than 1 notice from the PDF Board within a
12 month period for breaching the registration requirement
that the partnership must only hold eligible venture capital
investments (an AFOF may, of course, hold an investment in
aVCLP without breaching this requirement).

[Part 2, subsection 17-10(1) of the VC Bill]

5.58 However, the PDF Board must not revoke the registration of a
VCLP or an AFOF unless it has given the general partner 28 days to make
submissions about the failure to provide the required return or notification

and considered any submissions made. [Part 2, subsection 17-10(2) of the VC
Bill]

Notice of revocation

5.59 If the PDF Board decides to revoke a partnership’ s registration it
must notify the general partner and set out the reasons for deciding to
revoke. [Part 2, subsection 17-15(1) of the VC Bill]

5.60 The revocation takes effect from the day the PDF Board decides
to revoke registration. The partnership ceasesto beaVCLP or an AFOF

and will be taxed as a company from that day. [Part 2, subsection 17-15(2) of
the VC Bill]

Revocation on application by a partnership
5.61 A partnership may apply to have its registration revoked by

requesting the PDF Board in writing to revoke its registration. [Part 2,
subsection 17-20(1) of the VC Bill]
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5.62 On receiving the application for revocation by the partnership,
the PDF Board must take steps to comply with the request as soon as
practical. [Part 2, subsection 17-20(2) of the VC Bill]

5.63 The revocation takes effect on the day the notice is given to the
general partner. [Part 2, subsection 17-20(3) of the VC Bill]

Registration of eligible venture capital investors

5.64 A direct investor entity will qualify for the tax exemption on
profits and gains made on the disposal of venture capital investments if
the investor is registered with the PDF Board as an eligible venture capital
investor.

5.65 The entity may apply to the PDF Board for registration within

30 days after it makesitsfirst eligible venture capital investment. [Part 3,
subsections 21-5(1) and (2) of the VC Bill]

5.66 An application by an investor must be in writing and include the
following information:

e theresidency status of the applicant;

o details of the applicant’ s tax exempt statusin its country of
residence and details of the facts that qualify the applicant as
atax-exempt non-resident;

e the address of the applicant’ s registered office;

e thedetails of thefirst venture capital investee company in
which the applicant has invested (or proposes to invest) and
the industry in which it operates; and

¢ the amount of the investment and the date on which it was or
isto be made, and details of other investments that are not
venture capital investments that the entity holdsin the
company.

[Part 3, subsection 21-5(3) of the VC Bill]

5.67 The PDF Board must register the applicant if it is satisfied that
al information has been provided. [Part 3, subsection 21-5(4) of the VC Bill]

5.68 If the PDF Board registers the applicant, the PDF Board must

notify the applicant within 60 days after the application was made. [Part 3,
subsection 21-5(5) of the VC Bill]
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Period within which the application is decided

5.69 The PDF Board is required to make a decision within 60 days of
the application being lodged. However, the PDF Board has a discretion to
extend the period (by up to 60 days) in which to decide the application but
only if written noticeis given to the applicant. The PDF Board must then

decide the application within the extended period. [Part 3, section 21-10 of the
VC Bill]

Date of effect of registration

5.70 If the PDF Board approves the registration of the investor as an
eligible capital investor, the registration comesinto effect on the day on
which the first venture capital investment is made in the venture capital
company. [Part 3, subsection 21-15(1) of the VC Bill]

571 The registration will bein force until it is revoked by the
PDF Board. [Part 3, subsection 21-15(2) of the VC Bill]

Annual return

5.72 Each dligible investor must give the PDF Board an annual return
within 3 months of the end of each financial year. If the annual returnis
not received within this time period, then it may be grounds for the PDF
Board to revoke the registration of the eigible investor.

5.73 The annual return must contain the following information:

e theinvestor’'sresidency status as at the end of the financial
year;

¢ the address of the investor’ s registered office;

e details of the facts that qualify the investor to be tax exempt
in its country of residence;

e details of eligible venture capital investments made during
the year, disposed of during the year, held at the end of the
year and any profits or losses incurred on the disposal of the
investments; and

e theindustriesto which these investments rel ate.

[Part 3, section 21-20 of the VC Bill)]
Revocation of registration

5.74 The PDF Board may revoke an eligible investor’ sregistration if
it failsto lodge an annual return. [Part 3, subsection 21-25(1) of the VC Bill]
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5.75 As soon as the PDF Board has revoked the registration of an
eligible investor it must give the investor a notice which advises of the

revocation and sets out the PDF Board' s reasons for deciding to revoke.
[Part 3, subsection 21-25(2) of the VC Bill]

5.76 However, the PDF Board must not revoke the registration of an
eligible investor unless it has given the investor 14 days to make written
submissions to the PDF Board about the failure to provide the required

return or notification, and considered any submissions made. [Part 2,
subsection 21-25(3) of the VC Bill]

Revocation on application

5.77 An eligible investor may make a written request to the PDF
Board to revoke its registration. [Part 2, subsection 21-25(3) of the VC Bill]

5.78 The PDF Board must take steps to comply with the request to

revoke the registration as soon as practical. [Part 2, subsection 17-20(2) of
the VC Bill]

5.79 The revocation takes effect on the day noticeis given to the
investor. [Part 2, subsection 21-25(3) of the VC Bill]

Determinations by the PDF Board — certain investments

5.80 A general partner may apply to the PDF Board to:

¢ shorten the 12 month period an investee company is required
to meet residency and location requirements; or

¢ waive the requirement to comply with either or both the
requirements relating to performance of services or the
situating of assetsin Australia (see paragraph 3.12).

Determination to shorten 12 month period

5.81 A venture capital investee company is required to be an
Australian resident at the time a venture capital investment is made in the
company and to continue to be an Australian resident for a period of

12 months. Further, if it isthe first investment made in the company by
the investor, the company must also:

¢ have more than 50% of the persons engaged by the company
at that time to perform services, actually performing those
services primarily in Australia; and
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e have more than 50% of its assets (determined by value)
situated in Australia,

for aperiod of at least 12 months from the date of the initial investment.

5.82 The genera partner of aVVCLP or an AFOF that holds an
investment may apply to the PDF Board, in an approved form, for a
determination reducing the 12 month period during which these
regquirements are to be satisfied. [Part 4, subsection 25-5(1) and (2) of the VC Bill]

5.83 The PDF Board may make principlesit will apply in considering
whether to make a determination. These principles will be a disallowable
instrument for the purposes of section 46A of the Acts Interpretation

Act 1901. In making a determination the PDF Board will apply principles
contained in that statement. [Part 4, subsections 25-5(3), (4) and (7) of the VC Bill]

5.84 If the PDF Board decides to determine a period shorter than
12 months the PDF Board will notify the VCLP or AFOF as soon as
practicable after making that decision. [Part 4, subsection 25-5(5) of the VC Bill]

5.85 If the PDF Board refuses to make a determination to shorten the
12 month period, it must notify the general partner and set out the reasons
for its refusal. [Part 4, subsection 25-5(6) of the VC Bill]

Determination that the location of assets and/or employees not apply
5.86 In relation to the requirement that the company:

e have more than 50% of the persons engaged by the company
at that time to perform services, actually performing those
services primarily in Australia; and

¢ have more than 50% of its assets (determined by value)
situated in Australia,

the genera partner of aVCLP or an AFOF that holds an investment may
apply to the PDF Board, in an approved form, for a determination that

either or both of these requirements not apply. [Part 4, subsections 25-10(1)
and (2) of the VC Bill]

5.87 The PDF Board may make principlesit will apply in considering
whether to make a determination. These principles will be a disallowable
instrument for the purposes of section 46A of the Acts Interpretation

Act 1901. In making a determination the PDF Board will apply principles

contained in that statement. [Part 4, subsection 25-10(3), (4) and (7)) of the VC
Bill]

5.88 If the PDF Board decides to waive either or both of these
requirements, the PDF Board will notify the VCLP or an AFOF as soon as
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practicable after making that decision. [Part 4, subsection 25-10(5) of
the VC Bill]

5.89 If the PDF Board refuses to make a determination that a
requirement not apply, it must notify the general partner and set out the
reasons for itsrefusal. [Part 4, subsection 25-10(6) of the VC Bill]

Consequential amendments

Amendments to the ITAA 1997

5.90 The Taxation Laws Amendment (Venture Capital) Bill 2002
inserts a definition of the terms form approved by the PDF Board and
permitted loan into the ITAA 1997. Both these terms are defined to have

the same meaning asin the Venture Capital Bill 2002. [Schedule 4, items 1
and 2 of the TLA(VC) Bill; subsection 995-1(1) of the I TAA 1997]

Amendment to the Pooled Development Funds Act 1992

5.91 An AFOF is defined to mean an Australian venture capital fund
of funds and to have the same meaning as in subsection 118-410(3) of the

ITAA 1997 (see paragraph 2.8). [Schedule 4, item 3 of the TLA(VC) Bill;
subsection 4(1) of the PDF Act 1992]

5.92 The term limited partnership is defined to have the same

meaning asinthe ITAA 1997. [Schedule 4, item 4 of the TLA(VC) Bill; subsection
4(1) of the PDF Act 1992]

5.93 A VCLP isdefined to mean an venture capital limited
partnership and to have the same meaning as in subsection 118-405(2) of

the ITAA 1997 (see paragraph 2.5). [Schedule 4, item 5 of the TLA(VC) Bill;
subsection 4(1) of the PDF Act 1992]

5.94 The functions of the PDF Board are set out in section 6 of the
PDF Act 1992. Section 6 is amended to add the following functions:

e registering limited partnerships as VCLPs or AFOFs;
e registering entities as eligible venture capital investors;

e making determinations relating to the location requirements
of aventure capital company (see paragraph 5.83 and 5.87);
and

e giving information it obtains relating to the registration of
VCLPs, AFOFs and eligible venture capital investorsto the
Commissioner for the purpose of implementing and
administering the taxation law.
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[Schedule 4, item 6 of the TLA(VC) Bill; subsection 6(3) of the PDF Act 1992]

5.95 The secrecy provision is amended to allow members of the
PDF Board and its staff and consultants to disclose information for the

purposes of the Venture Capital Bill 2002. [Schedule 4, item 7 of the TLA(VC)
Bill; paragraph 71(1)(d) of the PDF Act 1992]

5.96 The definition of tax law for the purposes of the secrecy

provision in subsection 71(5) includes the Venture Capital Bill 2002.
[Schedule 4, item 7 of the TLA(VC) Bill; subsection 71(5) of the PDF Act 1992]

5.97 The PDF Board cannot delegate to a member of the PDF Board
its power to:

o register limited partnerships as VCLPs or AFOFs or revoke
their registration under Part 3 of the Venture Capital Bill
2002;

e register entities as eligible venture capital investors or revoke
registration under Part 3 of the Venture Capital Bill 2002;

e make determinations under Part 4 of the Venture Capital Bill
2002.

[Schedule 4, item 9 of the TLA(VC) Bill; paragraphs 72(1)(c) to (e) of
the PDF Act 1992]

5.98 The PDF Board cannot delegate to a committee of 2 or more of
its members its power to:

o register limited partnerships as VCLPs or AFOFs or revoke
their registration under Part 3 of the Venture Capital Bill
2002;

e register entities as eligible venture capital investors or revoke
registration under Part 3 of the Venture Capital Bill 2002;

¢ make determinations under Part 4 of the Venture Capital Bill
2002.
[Schedule 4, item 10 of the TLA(VC) Bill; paragraphs 73(1)(c) to (e) of
the PDF Act 1992]

5.99 The PDF Board’ s power to:

e register limited partnerships as VCLPs or AFOFs or revoke
their registration under Part 3 of the Venture Capital Bill
2002;

e register entities as eligible venture capital investors or revoke
registration under Part 3 of the Venture Capital Bill 2002; or
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e make determinations under Part 4 of the Venture Capital Bill
2002,

cannot be performed by a member, or exercised in writing signed by a

member, pursuant to aresolution of the PDF Board. [Schedule 4, item 11 of
the TLA(VC) Bill; paragraphs 74(2)(c) to (e) of the PDF Act 1992]

Miscellaneous
Annual report
5.100 The PDF Board must prepare and give the Minister areport of
its operations as soon as practical after the end of afinancia year. [Part 6,
subsection 33-1(1) of the VC Bill]
5101  Thereport must include:

e alist of partnerships that were registered as VCLPs or
AFOFs at the end of the financial year;

e alist of partnerships that became registered as VCLPs or
AFOFs during the financia year; and

e alist of partnerships whose registrations as V CLPs of AFOF
were revoked during the year.

[Part 6, subsection 33-1(2) of the VC Bill]

5.102  Thereport must also include the following information relating
to eligible venture capital investors:

o alist of entities that were registered at the end of the financial
yedr,

o alist of entities whose registrations were revoked during the
financial year; and

o alist of entities whose registrations were revoked during the
financial year.

[Part 6, subsection 33-1(3) of the VC Bill]




Registration

Form approved by the PDF Board

5.103 A notice or application isin the form approved by the
PDF Board if it:

isin the form approved for the particular kind of application;

e contains adeclaration signed by the person required to sign
the form;

e contains the information the form requires and any further
information, statement or document the PDF Board requires,
and

e isgivenintheform the PDF Board requires which may be
electronically.

[Part 6, subsection 35-5(2) of the VC Bill]

5.104  Thebill provides that the Governor-General may make
regulations prescribing matters that are required or permitted to be
prescribed or are necessary or convenient to be prescribed for carrying out
or giving effect to the bill. [Part 6, subsection 33-10 of the VC Bill]
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Chapter 6
Review of decisions

Outline of chapter

6.1 This chapter explains the method and process for reviewing
decisions made by the PDF Board relating to the registration of VCLPs
and AFOFs.

Summary of new law

6.2 A person affected by a decision made by the PDF Board has the
right to seek an internal review of the decision and, if dissatisfied with that
review, may apply to the AAT for areview of the confirmed or varied
decision. [Part 5 of the VC Bill]

Detailed explanation of new law

Reviewable decisions
6.3 The following decisions are reviewable:

e adecision made under subsection 5-10(3) to alow aperiod
longer than 6 months for the repayment of a short-term loan
permitted under paragraph 5-10(1)(b) [Part 5, paragraph 29-1(a)
of the VC Bill];

e adecision made under section 9-1 to refuseto register a

limited partnership asaVCLP or an AFOF [Part 5,
paragraph 29-1(b) of the VC Bill];

e adecision made under section 9-5 to refuse to register

conditionally alimited partnership asaVCLP or an AFOF
[Part 5, paragraph 29-1(c) of the VC Bill];
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e adecision made under section 13-1, 13-5 or 13-10 to revoke
aregistration for not meeting investment registration
requirements or other registration requirements, for failing to
comply with requirements to lodge returns and provide
certain information, or for consistent breaches of investment
requirements [Part 5, paragraph 29-1(d) of the VC Bill];

e adecision made under subsection 13-1(2) to determine a
period within which an investment registration requirement
must be met [Part 5, paragraph 29-1(e) of the VC Bill];

e adecision made under section 17-1 to refuse to register an

entity as an eligible venture capital investor [Part 5,
paragraph 29-1(f) of the VC Bill];

o adecision made under section 17-20 to revoke an entity’s

registration for failing to lodge an annual return [Part 5,
paragraph 29-1(g) of the VC Bill];

e adecision made under section 19-1 to determine a period
shorter than 12 months during which residency, employee
and asset requirements for a venture capital investee
company are to be met, or a decision refusing to make a
determination [Part 5, paragraph 29-1(h) of the VC Bill]; and

e adecision made under section 19-5 refusing to waive a
requirement that a venture capital investee company locate its
employees and assetsin Australia[Part 5, paragraph 29-1(i) of the
VCBIll].

Notification of right of review

6.4 When notifying a person of areviewable decision, the

PDF Board must include a statement advising the person who made the
relevant application of their right to request areview of the decision.
However, afailure to provide the statement does not affect the validity of
the decision. [Part 5, section 29-5 of the VC Bill]

Internal review of decisions

6.5 A person who is dissatisfied with a reviewable decision may
request the PDF Board to reconsider the decision. The request must be
made within 21 days of receiving the decision, although the PDF Board
may extend the period. The request must set out the person’ s reasons for
seeking areview. [Part 5, subsections 29-10(1) to (3) of the VC Bill]
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6.6 On receipt of the request, the PDF Board must reconsider the
decision and confirm, revoke or vary the decision. The PDF Board has
60 daysto review the decision after receiving the request. If the PDF
Board fails to confirm, revoke or vary the decision then it will be taken to
have confirmed the decision. [Part 5, subsections 29-10(4) and (5) of the VC Bill]

6.7 Upon reviewing the decision, the PDF Board must give the
person awritten notice that advises:

e the confirmation, variation or revocation of the decision;
e thereasons for the confirmation, variation or revocation; and

o the person of their right to apply to the AAT for areview of
the decision if the decision is confirmed or varied.

6.8 Failure to advise the person of the mattersin paragraph 6.7 does
not affect the validity of the decision. [Part 5, subsections 29-10(6) and (7) of the
VC Bill]

6.9 If in conducting an internal review of a decision the PDF Board

revokes a decision and replaces it with a new decision, the PDF Board is

taken to have varied but not revoked the decision under review. [Part 5,
subsection 29-10(8) of the VC Bill]

Review of decisions by AAT

6.10 A person who is affected by a reviewable decision of the
PDF Board may apply to the AAT for areview of that decision which the
PDF Board has confirmed or varied. The application can only be made by
the person affected by the decision. [Part 5, section 29-15 of the VC Bill]
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Chapter I
Regulation impact statement

Background

7.1 Economic growth and job creation increasingly depend on
successful innovation, meaning that the results of research and
development must be effectively translated into commercial outcomes.
Accessto finance is akey factor in this process of innovation. While
Australiais noted for its strong research capabilities, it has been less
successful in attracting the necessary venture capital to commercialise this
research.

7.2 Various submissions made to the Review of Business Taxation
highlighted this market failure, indicating that there was a shortage of
venture capital funding in Australia because the CGT regime that existed
at the time acted as an impediment to the development of this market. The
Review of Business Taxation accepted the argument that in order to
stimulate venture capital funding from both domestic and non-resident
sources it is necessary to make the CGT regime more competitive.

7.3 Many foreign tax-exempt entities, such as United States pension
funds, the most dominant source of venture capital investment globally,
would not invest in Australia as they are liable for tax on these
investments, whereas they face no tax in their home jurisdiction or many
other countries.

7.4 Compared with other countries, Australia s venture capital
market is still relatively under-devel oped, especialy for early stage
investment. In terms of venture capital investment as a percentage of
GDP, Australiaranked 13" out of 20 leading countries in 1999 accounting
for 0.16% GDP". The Australian Bureau of Statistics conducted a survey
of the activity in the Australian venture capital industry in 2000-2001.
Investors had committed $5.7 billion at the end of the year, in 806
investee companies.

75 In order to promote the development of the Australian venture
capital market to overcome the perceived shortage of venture capital

1 OECD: The Internationalisation of Venture Capital in OECD Countries: Implications for
Measurement and Policy, Grunseli Baygan and Michael Freudenberg.
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funding, the Review of Business Taxation recommended atargeted CGT
concession to promote foreign investment in the Australian venture capital
market. To achieve this abjective the Review of Business Taxation
recommended an explicit income tax exemption on gains from the
disposal of eligible venture capital investments for tax exempt pension
funds from certain jurisdictions (or limited partnerships of such pension
funds). The Review of Business Taxation noted that there would not only
be a direct effect on non-resident investment in the domestic venture
capital market but also an indirect effect if the presence of more
experienced venture capital investors spills over into an enhanced local
capacity for assessing and undertaking high risk investments.

7.6 The Government accepted the recommendations of the
Review of Business Taxation and in September 1999 introduced a CGT
concession targeted to non-resident investment in venture capital. This
measure has had limited success with only $10.7 million of investment
being made under the concession.

Policy objective

7.7 On 15 October 2001, the Government announced that it would
extend venture capital tax concessions to all tax-exempt non-residents
from Canada, France, Germany, Japan, the United Kingdom and the
United States. By extending venture capital tax concessions, the
Government aims to:

o facilitate the development of the venture capital industry by
increasing the level of investment; and

e support patient equity capital investmentsin start-up and

expanding businesses which would otherwise have difficulty
in attracting investment.

Policy approach
7.8 These objectives will be achieved by:

e providing flow through taxation treatment to limited
partnerships that are VCLPs, AFOFs and VCMPs,

¢ allowing an income tax exemption for profits and gains
arising from the disposal or realisation of investmentsin
eligible venture capital businessesto:
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— tax-exempt entities that are residents of Canada, France,
Germany, Japan, the United Kingdom and the United
States, whether the investment is made directly, or as
limited partner in aVCLP or an AFOF;

— non-resident venture capital fund of funds with
flow through taxation status established and managed in
Canada, France, Germany, Japan, the United Kingdom
and the United States, provided the fund isalimited
partner inaVCLP or an AFOF; and

— taxable residents of Canada, France, Germany, Japan,
the United Kingdom, the United States, Finland, Italy,
the Netherlands (excluding the Netherlands Antilles),
New Zealand, Norway, Sweden or Taiwan who are
limited partnersin aVCLP or an AFOF and hold less
than 10% of the committed capital of the partnership;
and

e taxing the venture capital manager’s share of gains made by a
VCLP or an AFOF on the sale of digible venture capital
investments (the carried interest) as capital gains.

Implementation options

79 This measure could be administered by either the ATO or jointly
by the ATO, the DITR and Auslindustry (PDF Board). The disadvantage
of the ATO solely implementing the measure is the lack of expert
knowledge about the venture capital industry. The ATO does not have the
expertise to market and promote the measure. The preferred option is for
joint implementation by the 2 organisations, whereby the roles undertaken
by each agency are commensurate with their legislative responsibilities.

7.10 The PDF Board will administer the registration of VCLPs and
AFOFs. VCMPs will not be registered. The general partner of alimited
partnership seeking registration as aVCLP or an AFOF will be required to
provide certain information when registering; however, it will not be
necessary for the PDF Board to check the veracity of the information. The
PDF Board will be responsible for providing advice to VCLPs and AFOFs
to assist in their registration. Following registration, the general partner
will be required to furnish quarterly and annual returns to the PDF Board.
Depending upon the happening of certain events, the PDF Board may
regquire ageneral partner to provide other information.
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711 If aVCLP or an AFOF breaches aregistration requirement or
failsto lodge annual or quarterly returns or provide other required
information, the PDF Board may revoke its registration. However, before
registration is revoked the partnership will be notified of the nature of the
breach and granted time to comply. The time the PDF Board will allow to
remedy a breach of arequirement or obligation will depend on the nature
of the requirement or obligation. For example, aVCLP or AFOF will be
allowed up to 6 months to remedy a breach of arequirement relating to its
investments. In all cases ageneral partner will be notified of any breach
and granted time in which to make submissions on the matter.

7.12 Information the PDF Board collects in the course of registering
and monitoring the activities of VCLPs and AFOFswill be provided to
the ATO for the purposes of administering the taxation concession and
will be used to report to Government on the usage of the concession.

7.13 The ATO will administer the taxation concession. VCLPs,
AFOFs and VCMPs will be subject to self-assessment which places the
responsibility for complying with the taxation laws on the taxpayer. The
ATO will be responsible for providing advice to VCLPs, AFOFs and
VCMPsto assist them to meet their taxation obligations. The ATO will
undertake compliance enforcement on arisk assessment basis. This will
involve targeted testing for compliance with the eligibility requirements,
that isthe eligibility criteriafor VCLPs and AFOFs and investments. In
conducting compliance enforcement, the ATO will independently verify
the information provided in the registration process, on the quarterly and
annual return forms, and from any other information the general partner
provides to the PDF Board.

Assessment of impacts

Impact group identification

7.14 This measure will impact on:

o tax-exempt venture capital investors resident in Canada,
France, Germany, Japan, the United Kingdom and the
United States;

o venture capital fund of funds vehicles resident in Canada,
France, Germany, Japan, the United Kingdom and the
United States;
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taxable residents of Canada, France, Germany, Japan,
Finland, the United Kingdom, the United States, Italy, the
Netherlands (excluding the Netherlands Antilles),

New Zealand, Norway, Sweden or Taiwan who are limited
partnersin a VCLP or an AFOF and hold less than 10% of
the committed capital of the partnership; and

individual venture capital managers.

7.15 The measure will also impact on eligible Australian businesses
seeking venture capital investments from the above mentioned investors.
The investments must satisfy the following criteriafor the concession:

the investment must be in an unlisted Australian company or
alisted Australian company which isin the process of
delisting and the delisting takes place within 12 months of
theinitia investment;

the investment can only be by way of shares or options.
(Subject to certain limitations, a VCLP or an AFOF may
make loans, including convertible notes, to the company);

an initial investment must be in a company with total assets
of less than $250 million;

the investment must be in a company that is resident in
Australiaand, at the time the initial investment is made, have
the majority of employees and assetsin Australia; and

the company must not have asits primary activity: property
development or land ownership, finance (to the extent that it
is banking, providing capital to others, leasing, factoring,
securitisation), insurance, construction or acquisition of
infrastructure facilities, or making investments.
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7.16 The measure will impact on individual venture capital managers
who receive their share of the carried interest through a general partner of
aVCLPor an AFOF that isalimited partnership. The effect of treating
VCMPs as ordinary partnerships for taxation purposes and
recharacterising the carried interest as a capital gain isthat individual
managers may be entitled access to the CGT discount on the carried
interest.

7.17 The Government will also be affected by this measure, in
particular the ATO, DITR and Invest Australia.

Analysis of costs / benefits

7.18 By jointly administering the measure, the specialist skills of the
ATO and DITR will be utilised. The PDF Board has skills and knowledge
relevant to industry and the promotion of venture capital investment;
while the ATO has taxation law expertise and experience with compliance
activities.

7.19 Joint administration will enable certain administrative functions
to be carried out more effectively than if one organisation had sole
responsibility. These administrative functions include:

e monitoring and reporting to Government on the impact and
effectiveness of the concession;

e monitoring and enforcing compliance; and
¢ providing advice to investors and businesses.

7.20 Joint administration ensures a balance between the objectives of
encouraging venture capital investment and maintaining the integrity of
the concession.

Administration costs

7.21 The ATO will incur additional administrative costs of $600,000
per annum in the first year of operation of the measure, with an increase to
$760,000 per annum in later years to support projected compliance
activity in relation to established funds.

7.22 The DITR will incur additional administrative costs of an
average of $435,000 per annum.
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Compliance costs

7.23 The new measure will involve compliance costs for VCLPs and
AFOFs arising from the requirement to register with the PDF Board and
to report on a quarterly and annual basis. The PDF Board may require
additional information from time to time.

7.24 This reporting will require the maintenance of records of
entities’ investment portfolios and also details of partnership membership.

7.25 These requirements are central to the operation of the measurein
that they will provide the information necessary for the ongoing
monitoring of the concession and also provide the material required by the
PDF Board to report to Government.

7.26 The nature of the measure is such that the compliance costs are
minimal in terms of the potential overall tax benefits arising to investors.

7.27 There will be no impact on compliance costs for small business.
Revenue costs

7.28 This measure has a cost to revenue of $21 million in 2003-2004,
$25 million in 2004-2005 and $30 million in 2005-2006.

Benefits

7.29 This measure will have an impact on the Australian economy by
increasing the level of investment in the Australian venture capital market
by non-residents. It will result in greater competition. It will also increase
access to overseas expertise for start-up and expanding companies by
providing VCLPs, AFOFs and VCMPs with flow-through tax treatment in
accordance with internationally recognised best practice for venture
capital.

Consultation

7.30 The Australian Venture Capital Association Limited and some
venture capital investors have been consulted in the development of this
measure, and the development and drafting of the legidlation.

7.31 Consultations have taken place at both the Ministerial and the
departmental levels with Australian Venture Capital Association Limited
on the development of the measure and the drafting of the legislation.
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7.32 Consultation with industry will continue during the
implementation process.

Conclusion and recommended option

7.33 This measure will be jointly implemented and administered by
the ATO and DITR because of the specialist skills held by these
organisations. These skillswill provide flexibility in delivering the
product while ensuring the integrity of the measure is maintained.
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