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6 June 2003

Dr Kathleen Dermody
The Secretary

Parliamentary Joint Committee on

  Corporations and Financial Services

Room SG.64

Parliament House

CANBERRA  2600
By email:
corporations.joint@aph.gov.au

Dear Dr Dermody

Inquiry into Australia’s Insolvency Laws
CPA Australia and The Institute of Chartered Accountants in Australia (the Accounting Bodies) appreciate the opportunity to make this submission to the Inquiry into Australia’s Insolvency Laws by the Parliamentary Joint Committee on Corporations and Financial Services.  Our Legislation Review Board under the administration of our Australian Accounting Research Foundation has prepared this submission.  The Board is appointed to advise on matters of legislative and regulatory policy affecting financial reporting, auditing and corporate governance.

We support the Inquiry into Australia’s Insolvency Laws and, in respect of the matters identified in the Inquiry’s terms of reference for consideration, comment below on the following matters:

· directors’ duties;

· treatment of employee entitlements; and

· reporting and consequences of suspected breaches of the Corporations Act 2001.

Directors’ duties

Solvency decisions

The recent Corporations Legislation Amendment Act 2003 (Amendment Act), section 347A, requires directors of a company to pass a solvency resolution within 2 months after each review date for the company, except if the company has lodged a financial report with ASIC under Chapter 2M in the 12 months before the review date.  Prior to the Amendment Act repealing the then Part 2N.1, the solvency decision was required to be made within 1 month before the company’s annual return was lodged with ASIC.  Aside from the timing of the annual reporting to ASIC arising from the Amendment Act, the solvency assessment/resolution has been deferred from before to after the reporting and by up to 3 months.  We are unaware of any discussion supporting the change to what seems to be relegation of the importance of solvency and the directors’ resolution.

Underlying the annual resolution on the solvency of a company is the director’s duty to prevent insolvent trading (section 588G of the Corporations Act 2001) that applies at all times.  We suggest that the Committee may wish  to consider recommending initiatives involving ASIC reminding directors of their duty and how they and company executives might be assisted to enhance ongoing monitoring of solvency.

Recoveries from directors

The Corporations Amendment (Repayment of Directors’ Bonuses) Act 2003 (Bonuses Act) amendments to the Corporations Act 2001 provide, in respect of an insolvent company, for the recovery of all unreasonable payments to directors (not just bonuses) made in the four years preceding the insolvency.  The Bonuses Act can regard director payments as unreasonable even though shareholders (and creditors) have been fully informed and have knowingly approved the agreements giving rise to the payments.  In our submission to the Senate Economics Legislation Committee Inquiry into the legislation, we stated that this did not seem appropriate.  It would also be likely to result in directors seeking to have payments made as soon as possible rather than at the end of a cycle of years to minimise the reach of the Bonuses Act.  
The Bonuses Act was considered to have other deficiencies, including limiting recovery of unreasonable payments to directors insofar as it satisfied creditor entitlements without regard to shareholder interests in the insolvent company.  Notwithstanding this, we firmly believe that shareholder approved payments to directors should not be subject to recovery.  Exemption from recovery for payments approved by shareholders would also support efforts to encourage referral of director and senior executive remuneration packages to shareholder general meetings and, in turn, make that information available to creditors.

Financial reporting and AGM obligations for companies in external administration

As the Committee may be aware, a related development was ASIC’s Discussion Paper “Financial reporting and AGM obligations for companies in external administration under Part 5.3A” (September 2002).  ASIC stated in its Media and information release 02/321 “Discussion paper on administration obligations” (5 September 2002) that it believed that the appointment of an external administrator did not remove the obligation on a company to prepare and lodge its financial reports.  ASIC noted that many companies did not appear to be aware of this obligation when they go into external administration.  Furthermore, ASIC advised that it can give relief from the obligations, where it is appropriate, to protect the interests of members and other parties in financial information about a company in administration yet recognise the priority tasks for administrators.  Our feedback on the Discussion Paper to ASIC, was that we did not believe that  valid reasons were provided as to why financial reporting and AGM obligations should be suspended.  The AGMs could be held before or after creditor meetings at the same venue and financial reporting is provided to creditors, so why not to the even less fortunate shareholders.

At the same time as the Discussion Paper was issued, ASIC gave interim relief during the consultation period in a Class Order [CO 02/968, issued 5/9/2002] to certain companies in external administration from the requirement to comply with certain financial reporting obligations in Part 2M.3 of the Corporations Act 2001.  The relief covered a financial year or half-year ending no later than 31 May 2003.  However, ASIC indicated that the Class Order did not extend to holding a company’s AGM and those companies seeking an extension to hold their AGM, would still need to make an individual application to ASIC in the usual manner.

We believe it would be useful to ascertain how many companies have not made a request for an extension to hold their AGM and what ASIC has been doing (especially since it publicly revealed the failure of companies to seek an extension) and also what ASIC will be doing.  ASIC should be able to determine from its database which companies have not made the necessary application to it.

Treatment of employee entitlements

Solvency calculation and Priority of payment

We do not support a change in the current priority accorded employee entitlements in a liquidation given the existing safety net provided by the General Employee Entitlements and Redundancy Scheme (GEERS).  We do, however, believe that a company should not be permitted to utilise employee entitlements in any assessment of the company’s solvency.  Employee entitlements should not be regarded as part of a company’s risk capital.  Further, companies should not be permitted to continue trading where reliance to do so is dependent on unenforceable arrangements for financial support, such as letters of comfort, and significant extended credit that could be quickly withdrawn.

Reporting and consequences of suspected breaches of the Corporations Act 2001
The Committee refers to “suspected” breaches of the Corporations Act 2001, however the term is only used in section 311, dealing with the obligation of a company auditor to report, whereas sections 422, 438D and 533 for receivers, administrators and liquidators use the term “appear”.  ASIC has adopted the term “suspected” in its Practice Note [PN] 50 for the reporting obligations of external administrators though in quotes made from the Corporations Act 2001 “appear” is used.  It is also understood that ASIC may be considering revision of its PN 34 that deals with section 311 and may link PN 34 with the insolvency provisions.  We believe that if the term “suspected” is preferred to the arguably less onerous “appears”, then the Corporations Act 2001 should be amended to use the appropriate term.  We believe that the level of evidence needed before satisfying the requirement to report a suspected breach is less demanding than that required to report a matter that appears to be a breach.  An auditor would generally obtain sufficient evidence and does not have to collect enough evidence to be satisfied a breach has occurred.  An external administrator would be in a far stronger position to establish details relating to a possible breach than would an auditor, and the external administrator should therefore be expected to have a higher level of evidence than an auditor before making a report.  If the use of the term “appears” continues to prevail, then the distinction between the use of the terms “suspected” and “appears”, should be defined in the Corporations Act 2001 and ASIC should explain the difference in meaning in PN 50 and any related guidance.

We trust that the Committee will find the comments in our submission useful in its future deliberations on this matter.  We would welcome the opportunity to discuss with you our submission or other matters on which you would like our views or additional input.  Please direct any queries to Mr Stan Neild, Manager Legislation Review on (03) 9641 7439 or Mr Richard Mifsud, Executive Director on (03) 9641 7440.

Yours sincerely,

	David Smith FCA

President

The Institute of Chartered

Accountants in Australia
	David Baulch FCPA

President

CPA Australia
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