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Dear Sir/Madam, 
CLERP (Audit Reform & Corporate Disclosure ) Bill

The Australian Council of Superannuation Investors (“ACSI”) is a not for profit incorporated association formed in April 2001 to provide independent research and education services to superannuation fund trustees, in relation to the corporate governance practices of the listed entities in which they invest.

The superannuation funds that belong to ACSI collectively manage $55 billion in assets for over four and a half million Australian workers and retirees.

It is clear that the retirement benefits of the majority of Australians are affected by the performance of the listed company sector.  Just over 46% of the  $500 billion of total superannuation fund assets are invested in Australian equities.  Therefore the performance of these companies, including their corporate governance practices affects the levels of retirement income of millions of Australian workers and retirees.    

Superannuation trustees who are required to take into account a range of risk considerations in the investment decision making process are increasingly concerned with performance of listed corporations and other entities in the area of corporate governance.  

We recognise and support the general thrust of the proposals to improve shareowner participation.

ACSI has made a submission to the Commonwealth Treasury on the draft provisions of the Corporate Law Economic Reform Program No. 9.   In our submission we expressed our concern that although it has taken over a year to the draft the proposed Bill, following the release of the CLERP 9 discussion paper in 2002, respondents have been given only a month to consider the proposals and respond by 10 November 2003.   This period is the widely acknowledged as the most intense for a majority of listed corporations, shareholders and shareholder advisory groups because the majority of ASX/S&P 200 Corporations convene their Annual General Meetings during this time.   This of course usually entails a number of resolutions that are submitted to shareholders for their proper consideration and action.   ACSI provides a range of services to superannuation funds that includes advice on proxy voting and engagement in relation to these companies, therefore the bulk of our resources, during this period have been tied up with this undertaking.  

This submission to the Parliamentary Joint Committee on Corporations and Financial Services largely replicates the submission made ACSI to Treasury.

In the short time available, we have drawn on our own experience, our policies and guidelines and sought comments from various academics and practitioners in the industry to provide the following general comments in response to CLERP 9.   

Much of the public focus from commentators and business groups on CLERP 9 appears to relate to the proposal to introduce UK style non-binding votes on remuneration reports as they apply to both directors and senior executives.  Various business groups have asserted that this will “cut-across” the legitimate role of Board to determine the remuneration of company executives.  ACSI does not accept such assertions, particularly when the vote on remuneration reports is of a non-binding nature.  In the United Kingdom, the availability of a mechanism for voting on Director’s remuneration has not caused an ‘avalanche’ of shareholders opposition to Board recommendations.  This is discussed in further detail in the submission. 
Now more than ever before superannuation funds, shareholder groups and investment managers are closely monitoring the extent to which remuneration arrangements are linked to superior performance outcomes.

Whilst Boards carry the ultimate responsibility for proposing and endorsing remuneration outcomes, a group that has received little attention to date are the remuneration consultants, who would appear to be in the most powerful and motivated position to “ratchet” executive salaries up across the listed sector.  They do not necessarily rely on information contained in Annual Reports based on section 300A disclosure, largely because they already have access to more detailed information about specific market remuneration movements - much of it generated by themselves! 

We do not agree with the views of some business leaders and commentators who argue that  improved disclosure of remuneration such as the strengthening the section 300A of the Corporations Act will ratchet up executive salaries. 

The real question is whether Boards are simply captives to the data and arguments submitted by remuneration consultants?  How can Boards justify pay systems that are not correlated with superior performance outcomes?  Why is it that Boards have not only rewarded mediocre performance, but failure as evidenced by massive executive payouts?  (see BT study into remuneration commissioned by PSS/CSS, Catholic Super Fund); (ACSI 2001 “Pay for Performance study”); “(The Buck Stops Here 2003” Study into Private Sector Remuneration commissioned by NSW Trades & Labour Council).  

They should, and many in fact do, properly discharge their ‘fiduciary’ duty to shareholders by comprehensively and effectively overseeing the company’s strategic direction.  

We find it to be a nonsense argument that the increased corporate governance and disclosure requirements, as the type proposed in the CLERP 9 package and the ASX Corporate Governance Council Guidelines will impede the capacity of Boards to consider and deal with strategic decisions that impact on the performance of their company.  In our opinion,  Boards should have already been taking into account a range of effective corporate governance considerations, as part of their existing business strategy to maximise performance and mitigate risk.  

ACSI considers that it is time, that some business groups and some directors stopped complaining about these modest reforms and that no one appreciates the efforts of directors in light of their ‘hard work’.  

A chairperson of a top 200 listed company recently acknowledged to ACSI representatives that although it may take some additional time to refine a company’s corporate governance processes and structures in place, it makes common business sense to have effective systems to underpin the company’s approach to business.  

As for the argument that guidelines and standards impede effective business decision making, we fail to understand how a board adheres to good corporate governances practices such as being comprised of a majority of independent non-executive directors, an audit committee with an effective charter and appropriate composition, or a properly aligned remuneration scheme, could stand in the way of reasonable risk-taking in business.

Justice Owen, the HIH Royal Commissioner stated at the 2003 ACSI Annual Conference, that directors need to go back to basics and apply their central fiduciary responsibilities in steering a company in the best interests of shareholders.  This goes to the core of why they have been appointed by shareholders in these positions of trust and stewardship.
ACSI has in the last year been an active participant as one of the investor representatives on ASX Corporate Governance Council that developed the ASX Corporate Governance Council, Principles of Good Corporate Governance and Best Practice Recommendations.  ACSI has also participated on the Standards Australia corporate governance standards committee.

ACSI has also developed guidelines that are utilized by a number of superannuation funds to assist them with voting and engaging with companies on key corporate governance issues that impact on their investments.

ACSI actively engages with individual fund managers and custodians and their peak organizations such as IFSA, to encourage a more effective role in the corporate governance process of monitoring companies and exercising proxy votes on behalf of the beneficial owners of shares, that is the superannuation funds.   

We have drawn on our recent experiences on various matters, respond to various aspects of the CLERP 9 proposals as follows:  

Expanded Financial Reporting Council
Page 2 of the Commentary on the Draft Provisions of the CLERP (Audit Reform & Corporate Disclosure) Bill refers to a proposed expansion of the role of the Financial Reporting Council.  ACSI supports the expansion of the role of the FRC, as outlined previously in Corporate Disclosure – Strengthening the Financial Reporting Framework (September 2002). 
However ACSI contends that membership of that body should include greater representation of investors and other users of financial statements (as opposed to ‘users of accounting standards’). Currently the FRC is heavily weighted towards representation of preparers and auditors of financial statements, rather than those who rely on published financial information when making investment decisions.  

The Commentary simply refers to the involvement of the ASX Corporate Governance Council, professional accounting bodies and ‘other stakeholders’ – but does not recognise the need for greater representation of users of financial statements.

It is recognised that the Government also proposes the establishment of a Shareholders and Investors Advisory Council to consult on ‘disclosure-related reforms to ensure they meet the needs of retail investors’.  However the FRC, as the peak body, should include strong representation of investors.

The FRC should also be more accountable to the community, by issuing public explanations of the rationale for directives it may make to bodies like the AASB. Uncertainties surrounding the FRC’s recent directives that accounting standards produced by the AASB should be consistent with the ABS’s Government Finance Statistics, illustrate the need for a higher standard of communications from the FRC.

Ch  1 AUDIT REFORM

Part 1 Legal backing for auditing standards

Auditing standards have historically, been drafted by auditors, for the benefit of auditors.  While the accounting profession has recently expanded its consultation process in relation to auditing standards, the fact remains that the Auditing and Assurance Standards Board of the accounting profession has been controlled by that profession. 

The proposal that all auditing standards on issue should receive immediate legal backing (subject only to a two year sunset clause, by which time they may have been re-drafted) could introduce a period of uncertainty into commercial affairs, and may have a negative effect on the interests of investors and company directors alike.  

In some respects the content of the profession’s auditing standards appears to conflict with the common law (e.g. in their narrow delineation of the responsibilities of auditors in relation to suspected fraud). 

Certain auditing standards direct auditors to seek assurances from company management about matters that should properly be the subject of the audit (e.g. assessments of the extent to which uncorrected misstatements are material to the financial report in AUS 210, or requirements for highly detailed management representation letters in AUS 520).  We therefore pose the question as to whether giving these auditing standards legal backing may enable auditors to avoid their responsibilities.

The standards also effectively authorise auditors to abandon audit engagements if they become too difficult to complete.  This practice can also arise if auditors delay the exchange of audit engagement letters, or fail to re-confirm the terms of an engagement previously recorded in writing for an earlier year.  AUS 204 ‘Terms of audit engagements’ purports to make it the responsibility of auditors to draft initial or subsequent letters of engagement – when that role properly should rest with the audit committee of a Board. 

It is recommended that advice be sought from parties independent of the accounting profession concerning the extent to which the introduction of legal backing to individual; auditing standards may affect the interests of investors and others who may have suffered losses from reliance on audited financial statements, and that the provisions for legal backing to audit standards specifically exclude reference to any clauses in those standards which may have that effect.  That advice may confirm that certain of the clauses in Australian Auditing Standards should be ‘carved out’ from the proposed requirement for legal backing. 

Part 3 Auditor Independence and Rotation Requirements

Auditor rotation

These provisions are supported (though ACSI is not aware of many Australian instances of audit failure that could be attributed to the service of an auditor on the audit of a particular client for periods greater than five or seven years). 

Independence of auditors – non audit services

Whilst ACSI’s corporate governance guidelines provide that the same audit firm should not provide non-audit services, we note the proposal for audit committees to be required to justify utilising the services of their auditor to undertake ‘internal audit’ – to the extent that internal audit encompasses detailed reviews and testing of internal controls operating within an organisation, and compliance with statutory requirements. 

It may be possible that the proposed restrictions on auditors undertaking non-audit work in the form of ‘internal audit,’ will be circumvented by a re-definition of the scope of the external audit.

As an alternative, it is proposed that audit committees be required to recommend the scope of an audit engagement – over and above statutory requirements.

Such a provision may encourage greater attention being given to the scope of an audit engagement. There is no need for a public company to engage an auditor on the limited basis that the audit will simply meet statutory requirements.  It should be open for auditors to be engaged to undertake such tasks as:

· review the reasonableness of the consideration provided for related party transactions, or other commercial arrangements; 

· undertake more extensive review of internal controls.

 Prohibitions on auditors undertaking valuations of assets or liabilities

The ACSI Corporate Governance Guidelines provide that auditors should not  perform the valuations of assets and liabilities.   CLERP 9 proposes that audit committees explain why they engaged auditors to perform such tasks – and the reasons why they were ‘satisfied’ that such work was ‘compatible with auditor independence’ – could lead to a series of carefully-drafted but convoluted statements excusing a practice that should be regarded as totally unacceptable.

We note Corporate Disclosure – Strengthening the Financial Reporting Framework (September 2002) made repeated references to Professional Statement FI on Professional Independence as an authority in this area.

It is not widely recognised that Professional Statement F1 ‘Professional Independence’ actually allows auditors to value assets or businesses on behalf of an audit client. Auditors may then incorporate those valuations in Statements of Financial Position – and then audit their own work. (See Appendix clause 2.71ff).

In some situations valuations might be undertaken of the properties or businesses of proposed acquisitions – affecting subsequently-reported balance sheet figures of those properties, or of ‘goodwill’.   

Such practices pose immediate and significant conflicts of interest to auditors, who may be reluctant to acknowledge that valuations they endorsed were overly-optimistic and overstated.

It is recommended that auditors should be prohibited from providing valuation services to entities whose financial statements they are auditing, under any circumstances. The Corporations Act should be amended to prohibit such a practice for reporting entities.    

Need for prohibitions on auditors engaging in executive recruitment for audit clients

There can be no justification for auditors being engaged to recruit executives, as this established an intolerable conflict of interest in subsequent periods when the auditor is required to assess the quality of the financial information produced by those same executives (and depicting the performance of those executives).  

The engagement of auditors to undertake executive recruitment for audit clients should also be subject to a total prohibition.

Need for prohibitions on auditors providing accounting services

Corporate Disclosure – Strengthening the Financial Reporting Framework (September 2002) and the Ramsay Report did not appear to recognise the commercial reality that the auditors of many public companies actually compile the final annual financial statements – and then audit their own work.

Given that private companies may not have staff with up-to-date knowledge of the Corporations Law and accounting standards, this may be acceptable. But for reporting entities – particularly those seeking to attract public investment – this should be severely restricted to the drafting of entries to adjust account balances as a consequence of audit findings.

Part 4  Authorised audit companies

Implementation of these proposals, without appropriate safeguards, may substantially reduce the opportunity for investors to secure compensation for economic loss from those responsible for the dissemination of false or misleading financial information.  These risks to investors are exacerbated by the introduction of the ‘proportionate liability’ test, which means that recovery may not be available from parties with the capacity to pay. 

A key clause is the proposal that registration as an audit company will be permitted provided

“ASIC is satisfied that the company has adequate and appropriate professional indemnity insurance.”

The Commentary on the Draft Provisions fails to explain this condition. A number of questions arise, e.g. 

i. what criteria will ASIC use to determine whether professional indemnity insurance is ‘adequate’ and ‘appropriate’.  Will these be publicised?

ii. will tests of adequacy relate to the number of entities being audited, the scale of audit fees, the past claims history of the audit company or its directors?

iii. will ‘appropriateness’ have regard to the financial standing of the insurance company? 

iv. will APRA be consulted by ASIC as to the financial standing of a professional indemnity insurer?  

v. given that most insurance companies have ‘excess’ clauses, will ASIC ensure that the audit company has a minimum level of shareholders’ equity, top ensure it is capable of meeting that excess?  Or will it suffice to form a ‘$2’ company?

vi. will directors of audit companies be required to guarantee satisfaction of any claims if the audit company has insufficient funds to meet the excess payable on claims?

vii. what safeguards are available to prevent directors winding up an audit company every few years in order to reduce the risks of exposure to claims? Or for separate audit companies to be established for separate audits?

viii. will information supplied to ASIC for the purpose of applying for registration as an audit company be placed on the public record, so that investors or potential investors can have reasonable assurance about the financial standing and integrity of the auditor?

ix. will there be any limitation on the use of business names – so that investors may not be misled by the use of a ‘Big 4’ auditing firm name by a $2 audit company associated with that firm?

x. what remedies will be available to investors if ASIC approves registration of an audit company that has insured with an ‘HIH’ type insurance entity?  Will investors be able to seek recovery from ASIC in a streamlined way?

Pending fuller explanations and full public debate about these matters, it is submitted that the proposals should not be incorporated in the Bill to amend the Corporations Act.

Part 5 Auditors and AGMs

It is stated that the Government will amend the law to require an auditor to attend the AGM of a listed company at which the audit report is tabled and to answer reasonable questions about the audit.

This proposal is supported. However it requires clarification.

There have been situations where the chairman of a public company has refused to allow questions to be put to the auditor concerning his views about the appropriateness of the accounting policies adopted by the company in its accounts.    A standard response is that the choice of accounting policies is the responsibility of directors and management.

To be effective, the reference to ‘reasonable questions about the audit’ should be amplified to encompass ‘the basis upon which the financial statements have been prepared’. 

Consideration should also be given to the imposition of penalties on chairman who refuse to allow reasonable questions to be put to the auditor.

Part 7  Expansion of auditors’ duties

It is considered that the proposals do not go far enough, since they only require reporting of contraventions of the Companies Act, not actions which were not directly authorised by directors or which were outside delegated authorities.

Experience during the 1980s (and evidence before the HIH Royal Commission) has suggested that CEOs of listed companies may treat the resources of those companies as their own, and may engage in excessive consumption of benefits, or strip funds from companies through related party transactions. 

ACSI recommends that the obligations of auditors should also extend to reporting to ASIC if auditors have identified instances where executive directors or other officers have entered into transactions that were not directly authorised by the Board or audit committee, or were beyond the powers conferred on those executives by schedules of delegations, and which conferred benefits (directly or indirectly) on directors, company officers or their associates. .

Ch 2 FINANCIAL REPORTING 

Part 1 True and fair view

ACSI supports the retention of the true and fair view requirement.   However it is contended that the proposals do not go far enough, since the Corporations Act fails to enunciate the objectives of financial reporting and to define the legal concept of ‘true and fair view’.

In 1984 the National Companies and Securities Commission (“NCSC”) published a ‘Green Paper’ titled ‘A True and Fair View’ and the Reporting Obligations of Directors and Auditors (prepared by Prof. R.G. Walker of the University of New South Wales).  Much of this document reviewed the history of the ‘true and fair view’ requirement, and pointed out that the term had been variously interpreted in the accounting literature and as such was ambiguous. 

Legal advice obtained by the Institute of Chartered Accountants in England and Wales in 1983 included the following observation:

Accounts will not be true and fair unless the information they contain is sufficient in quantity and quality to satisfy the reasonable expectations of the readers to whom they are addressed. 

However requirements for financial statements to present a ‘true and fair view’ did not then, and do not now, identify the ‘readers to whom those financial statements were addressed, or the purpose of those financial statements. At that time, the accounting profession had yet to issue Statements of Accounting Concepts incorporating, inter alia, formal statements of the objectives of accounting. Accordingly the 1984 Green paper proposed that the then Companies Act and Codes incorporate the following definition of ‘true and fair view’:

Without affecting the generality of the meaning of the term ‘true and fair view’, a ‘true and fair view’ in relation to accounts or group accounts means a representation which affords those who might reasonably be expected to refer to those accounts (including holders or prospective purchases of shares, debentures, notes or other interests, and creditors or prospective creditors) information which is relevant to the decisions which may be made by those persons in relation to the purchase, sale or other action in connection with their securities or interests.

After opposition from major accounting firms, the NCSC did not pursue these proposals.  (It should be noted that the profession’s opposition at that time was based on the major accounting firms desire back then to see the ‘true and fair view’ test dropped in favour of a statement that financial statements had been “fairly presented” in accordance with accounting standards.)

Subsequently, the Commonwealth assumed responsibility for companies and securities regulation, and the Corporations Act introduced a ‘purposive’ drafting style that spelled out the purpose of a range of reporting requirements.

Therefore the (then) section 1022 prescribed that a prospectus must contain information relevant to the decisions faced by prospective investors:

In addition to the information required by section 1021 to be included in a prospectus in relation to securities of a corporation, such a prospectus shall, subject to subsection (2), contain all such information as investors and their professional advisers would reasonably require, and reasonably expect to find in the prospectus, for the purpose of making an informed assessment of:

(a) the assets and liabilities, financial position, profits and losses, and prospects of the corporation; and

(b) the rights attaching to the securities.

While section 1022 has since been withdrawn it has been replaced by section 710 which maintains the purposive drafting style, and retains the test that a prospectus must contain ‘all the information that investors and their professional advisers would reasonably require to make an informed assessment’ of relevant to different classes of investment decisions.

Similar statements of ‘purpose’ are made in relation to two other forms of report incorporating financial information. In the context of takeover bids, a target’s statement

must include all the information that holders of bid class securities and their professional advisers would reasonably require to make an informed assessment whether to accept the offer under the bud (subsection 638(1)).

In relation to proposals for the compulsory acquisition of minority interests, notices must include information relevant to the latter’s’ decision to accept the acquisition or to stop the acquisition by appeal to the Court – i.e. 

an expert’s report relating to the fair value of the securities (section 667), 

and any information known to the majority holder and its associates that is 

material to deciding whether to object to the acquisition; and … was not disclosed in an expert’s report (section 664C).

In these provisions, the Corporations Act is asserting that prospectuses, takeover documents and other shareholder notices should contain information relevant to the judgments to be made by investors.

It is anomalous, therefore, that the Corporations Act does not include a statement of the purpose of annual financial statements. In effect, the Corporations Law is establishing different standards for the quality of information that is to be made available to investors in ‘new’ and ‘second hand’ securities.  

Accordingly ACSI recommends that the term ‘true and fair view’ be defined along the lines of the proposals embodied in the 1983 NCSC Green Paper (with due allowance with changes in terminology  -   substituting the term ‘annual financial report’ for the prior reference to ‘accounts and group accounts’). 

Part 2 CEO and CFO signoff

While these provisions are supported, it is pointed out that state Companies Acts once included a similar provision – requiring that the annual accounts be signed by the principal accounting officer – but these requirements were later found to be ineffectual and were withdrawn. 

This background was not discussed in Corporate Disclosure – Strengthening the Financial Reporting Framework (September 2002) and the commentary accompanying the draft bill does not explain it either. 

This provision – accompanied as it is by the introduction of ‘proportionate liability’, and the failure of the draft bill to enunciate the basic responsibilities of audit committees (including responsibility for determining accounting policies) - may have the unintended effect of shielding non-executive directors from responsibility for the content of financial statements.   

CH 4 ENFORCEMENT

Part 2 Disqualification of directors

The provisions should also apply to directors who have failed to meet liabilities (not just ‘debts’) – notably employee entitlements to annual leave, long service leave, and pension (in the case of defined benefit superannuation schemes), and the payment of mandatory superannuation contributions to relevant superannuation schemes.

CH 5
REMUNERATION OF DIRECTORS AND EXECUTIVES

Remuneration information to be on a group basis

ACSI supports the measures that extend the application of the current s 300A disclosure requirement beyond the listed company to include the corporate group.  This simply follows arrangements operating for some time in the USA.  We support the effect of the amendments contained in item 11, proposed paragraph 300A(1)(c) to retain the current requirement for the disclosure of remuneration in relation to the five most highly remunerated senior managers and all the directors of the listed company.  

The provisions will therefore extend the disclosure requirements to the top five senior managers in the consolidated entity.  ACSI welcomes the fact that this may lead to the disclosure of the remuneration of up to 10 senior managers.  We are particularly supportive of the intent of these amendments that will provide shareholders with a clearer picture of the remuneration practices across the corporate group and to limit the scope for corporate structures to be used to avoid existing reporting requirements

Specific content of the remuneration section of the annual directors’ report

ACSI welcomes the range of details on remuneration that will be disclosed to shareholders.  We note that these details will be prescribed in regulations.

ACSI supports the premise that in “making disclosures about director and executive remuneration, companies should approach their obligation from the starting point of providing shareholders with comprehensive disclosure.”

Such detail needs to ensure that the nature of remuneration including any performance hurdles on which the payment is based is clearly spelt out and accessible to shareholders.

ACSI supports every genuine effort being made to ensure that disclosure will “lift the element of surprise in the event of a payment being made especially where the payment accrued over a number of years”.

We support that at a minimum the following information needs to be disclosed:

· Primary benefits including cash and other incentive and base remuneration

· Post-employment benefits

· Equity compensation

· Other compensation benefits not disclosed under the above categories  

ACSI supports the provision of information that contains details of the abovementioned aspects of fixed and variable rates of remuneration.

The HIH Royal Commission recommended that all regulatory requirements relating to directors’ remuneration:

be reviewed as a matter of priority, to ensure that together they achieve clear and comprehensive disclosure of all remuneration or other benefits paid to directors in whatever form (Vol. 1 p. lxv).

When the report of the HIH Royal Commission was released, the Treasurer committed the Government to adopting all of the recommendations.

In order to ensure that the proposals to extend the reporting requirements for directors and executives are effective,  it is an imperative that listed entities properly comply with the requirements of  section 300A (introduced in 1998) to disclose the ‘broad policy’ for determining the nature and amount of emoluments of board members and senior executives – including an explanation of the relationship between remuneration policy and company performance.  

Of those companies that do comply with section 300A, some provide such extensive disclosures that make it difficult for investors to interpret this material.

Moreover, experience suggests that many listed entities fail to disclose arrangements to pay retirement benefits to directors or executives – only accruing such entitlements in the accounts, while elsewhere disclosing sums paid or payable for the past year.

It is contended that Australia should learn from overseas experience in this regard. In 1992 the Securities and Exchange Commission amended its disclosure requirements to replace lengthy and legalistic ‘boilerplate’ disclosures with a series of tables designed to information shareholders ‘of exactly what is being done at their expense’ (Securities Act Release 6962).

The SEC required the presentation in registration statements of a Summary Compensation Table dealing with benefits granted to CEOs and other senior executives, in the following format:

Summary Compensation Table



       
Annual Compensation          Long term compensation            All other







                     Awards
        Payouts    compensation
	(a)
	(b)
	(c)
	(d)
	(e)
	(f)
	(h)
	(i)
	(j)

	Name and principal position
	Year
	Salary ($)
	Bonus ($)
	Other annual compn.

($)
	Restricted stock awards ($)
	Options/

SARs 

($)
	LTIP payouts ($)
	($)

	CEO
	1992
	
	
	
	
	
	
	

	
	1991
	
	
	
	
	
	
	

	
	1990
	
	
	
	
	
	
	

	A
	1992
	
	
	
	
	
	
	

	
	1991
	
	
	
	
	
	
	

	
	1990
	
	
	
	
	
	
	

	B
	1992
	
	
	
	
	
	
	

	
	1991
	
	
	
	
	
	
	

	
	1990
	
	
	
	
	
	
	

	C
	1992
	
	
	
	
	
	
	

	
	1991
	
	
	
	
	
	
	

	
	1990
	
	
	
	
	
	
	

	D
	1992
	
	
	
	
	
	
	

	
	1991
	
	
	
	
	
	
	

	
	1990
	
	
	
	
	
	
	


Note:  SARs refers to the value of stock options; LTIP refers to ‘Long Term Incentive Plans’. Acrued retirement benefits would be listed under ‘other’ compensation.

This format was designed to provide an easily understood overview of all forms of executive compensation in a single location. 

Similar tables could be presented to summarise compensation and benefits paid or payable to directors. 

The Corporations Act requirements should build upon this level of disclosure, which has apparently operated satisfactorily in the USA for over a decade. 

Disclosure however represents only one side of the equation.  Such information needs to be specifically and explicitly linked to specific company performance benchmarks.  

Future performance benchmarks for remuneration should also build upon succinct reports, that include appropriate graphs and diagrams, that outline how existing remuneration outcomes have tracked against company performance as measured against both relative and absolute measures of company performance as well as other relevant measures such as growth in market share, innovation, new product development etc.

ACSI provides advice to a number of Superannuation Funds on issues that arise in the Companies in which they invest in.   With regard to remuneration issues, there are a number of issues that we specifically consider in respect to these companies.  It is therefore integral that remuneration reports contain meaningful information on a range of specific areas.   

In order to assist with the development of meaningful regulations on these matters, ACSI has outlined below the range of  contentious issues that are specifically considered in relation to remuneration issues that arise in the listed company sector, when developing recommendations on voting on remuneration issues that apply to executive and non-executive directors to a number of superannuation funds. 

Remuneration Issues

(i)
Quantum issues

· Where the total remuneration of an executive director places him or her in the highest-paid 20% of executive directors of Top 100 companies.  Coupled with this is a consideration of the company's performance that will comprise of (i) earnings per share for the three most recent years, and (ii) closing share price on 30 June for the three most recent years.

· Where the total remuneration of a CEO places him or her in the highest-paid 20% of CEOs of Top 100 companies in the same sector.  Coupled with this is a consideration of the company's performance that will comprise of (i) earnings per share for the three most recent years, and (ii) closing share price on 30 June for the three most recent years.

· Where the total remuneration of a CFO places him or her in the highest-paid 20% of CFOs of Top 100 companies in the same sector.  Coupled with this is a consideration of the company's performance that will comprise of (i) earnings per share for the three most recent years, and (ii) closing share price on 30 June for the three most recent years.

· Where there is a proposal to increase the maximum aggregate remuneration for non-executive directors by 30% or more. 

(ii)
Executive pay – share and option schemes

The most common type of ‘executive incentive scheme’ is a share option scheme.  

Recently some large Australian companies have moved away from option plans and looked for other ways to align the medium to long-term interests of executives with the medium to long-term interests of shareholders.  Another type of executive incentive scheme is a deferred share scheme, where executives are issued shares which they cannot benefit from for, say, three years and then only if the scheme’s performance hurdles are achieved in the meanwhile.

ACSI specifically considers such issues as:

· Where the options’ exercise price is less than the average of the share price on the five days of trading before the options are granted.

· Where a company does not disclose an expiry date for options or shares able to be issued under an executive incentive scheme.

· Where there are no adequate performance hurdles for exercising a share option or receiving shares under an executive incentive scheme.

· Annual report does not disclose the number of shares potentially able to be issued under the company’s executive incentive scheme/s.

· Annual report does not disclose the number of shares actually issued under the company’s executive incentive scheme/s during the financial year.

· Where options (or deferred shares or performance rights, etc) do not become void when an executive resigns.

· Proposal to alter the executive incentive scheme rules to make it easier for an executive to benefit from the scheme despite a fall in the company’s share price, e.g. repricing of options.

· Where the total number of shares able to be issued under the company’s executive incentive scheme/s is more than 10% of the total number of shares already on issue.

· Annual report does not disclose the value of share options (or deferred shares or performance rights, etc) granted to the directors and the 5 highest-paid executives during the financial year.

· Annual report does not disclose the number of share options (or deferred shares or performance rights, etc) granted to the directors and the 5 highest-paid executives during the financial year.

· Annual report does not disclose the exercise price of share options (or the method of determining it).

(iii)
Non-executive directors’ pay and share ownership

Where a director purchases shares in the company, their interests are theoretically aligned to that of shareholder financial interests.  This contrasts to the lack of any downside risk for an employee or director who receives share options who may be motivated to rapidly increase share price, at the cost of sound business and corporate practice. 

ACSI specifically considers the following issues in this regard:

· Where the total remuneration of a non-executive Chairperson places him or her in the highest-paid 20% of non-executive Chairpersons of Top 100 companies.

· Where the total remuneration of a non-executive director (not being the Chairperson) places him or her in the highest-paid 20% of non-executive directors (excluding Chairpersons) of Top 100 companies.

· Where Non-executive directors receive share options. ACSI considers that the payment of options to non-executive directors should be prohibited.

· Where one or more non-executive directors does not own any shares in the company.

· Where a non-executive director receives retirement benefits other than through superannuation.  ACSI considers that the provision of retirement benefits is inconsistent with best corporate governance practices and should not be allowed.

· Corporations should not allow their executives to obtain financial products to move the risk associated with share options in their remuneration package.  ACSI considers that this practice negates the rationale for variable remuneration schemes that should apply when an executive has contributed to above average corporate performance.  This practice should be strictly prohibited.

Discussion of remuneration disclosures at company AGMS

ACSI supports the introduction of a non-binding vote to shareholders in relation to a companies remuneration report.  ACSI considers this to be a step in the right direction.

This proposal is modeled on the UK Combined Code that has been in place for over a year.  On the basis of our consultations with shareholder groups in the UK, these provisions do not appear to have been abused by shareholders in a manner suggested by some Australian business groups and commentators.  

In the most recent UK reporting season, only one company, GlaxoSmithKline Plc had their remuneration report voted down by shareholders.  

In the table contained below, it shows the thirty FTSE100 companies which received the lowest levels of positive support on the required vote on its remuneration report/policy. For comparison, in a survey undertaken by UK based Pension Investment Research Consultants (PIRC) carried out last year, the average opposition recorded against remuneration reports at All Share Companies (not just the FTSE100) was around 4%.

	
	FOR
	ABSTAIN
	OPPOSE

	GLAXOSMITHKLINE PLC
	49.3%
	
	50.7%

	BAE SYSTEMS PLC
	50.6%
	
	49.4%

	WPP GROUP PLC
	53.3%
	11.8%
	34.9%

	SHIRE PHARMACEUTICALS GROUP PLC
	57.2%
	2.5%
	40.2%

	TESCO PLC
	60.0%
	22.9%
	17.1%

	ROYAL & SUN ALLIANCE INSURANCE GROUP PLC
	64.8%
	7.0%
	28.2%

	HILTON GROUP PLC
	67.8%
	7.0%
	25.2%

	GRANADA PLC
	67.9%
	10.3%
	21.7%

	WHITBREAD PLC
	69.9%
	23.2%
	6.9%

	BAA PLC
	71.9%
	13.3%
	14.8%

	REED ELSEVIER PLC
	72.3%
	
	27.7%

	REUTERS GROUP PLC
	73.2%
	4.7%
	22.2%

	GALLAHER GROUP PLC
	73.2%
	12.4%
	14.4%

	EXEL PLC
	73.2%
	15.0%
	11.7%

	BG GROUP PLC
	74.2%
	14.9%
	10.9%

	SAGE GROUP PLC
	74.6%
	15.9%
	9.4%

	RENTOKIL INITIAL PLC
	76.0%
	16.6%
	7.4%

	RECKITT BENCKISER PLC
	76.6%
	9.7%
	13.7%

	SHELL TRANSPORT & TRADING COMPANY PLC
	76.9%
	
	23.1%

	ASTRAZENECA PLC
	77.0%
	6.4%
	16.6%

	HSBC HOLDINGS PLC
	78.3%
	7.9%
	13.8%

	SCHRODERS PLC
	78.5%
	7.1%
	14.3%

	HBOS PLC
	78.6%
	
	21.4%

	GUS PLC
	79.1%
	10.3%
	10.5%

	CABLE & WIRELESS PLC
	79.3%
	
	20.7%

	AMERSHAM PLC
	80.4%
	
	19.6%

	SCOTTISH & SOUTHERN ENERGY PLC
	81.6%
	18.4%
	

	REXAM PLC
	81.7%
	11.4%
	6.9%

	ANGLO AMERICAN PLC
	82.1%
	6.7%
	11.3%

	PROVIDENT FINANCIAL PLC
	82.1%
	
	17.9%


(Although abstentions are often used by investors as a means of expressing discontent companies do not have to disclose figures for these and this column has been left blank where there are no relevant figures. The figures in the table are as recorded on PIRC’s database from figures provided to them, on request or disclosed to the stock exchange by the company in question. Figures may not add up to 100 because of rounding).

We share the view recently conveyed by Sandy Easterbrook of Corporate Governance International in the Australian Financial Review on 22 October 2003, that “some of the smaller companies are handling the governance issue, in some cases much better than some much larger ones.”   We concur with his reference to the TapOil a smaller ASX/S&P 200 Company that has adopted a constructive attitude to the emerging corporate governance climate and produced an extremely well presented Annual Report with clear and concise information on its corporate governance practices.

At the other end of the scale, the dual listed company BHP-Billiton has produced a high standard remuneration report for BHP-Billiton plc as required by the UK Combined Code that provides the level of detail that will enable shareholders to better appraise the extent to which remuneration practices and proposals are linked to rigorous performance measures.        

We reject the hysteria that this proposal has caused in some quarters, that somehow these improved reporting requirements will turn shareholders into “defacto boards” and play a role in the determination of remuneration outcomes.  This is especially the case given that vote will be of a non-binding nature.

We believe that the proposal correctly ensures that Boards will be aware that their approach to remuneration policy as it applies to the Board and Executives will be more closely monitored by shareholders to ensure that it is sufficiently linked to high performance outcomes.

We would like to take this opportunity to reiterate that voting on remuneration issues did once apply with respect to executives.  Up until July 2000, the ASX Listing Rules required Boards to submit to shareholders any proposal to approve the introduction and amendment of employee or executive share and option plans.  Effectively, Boards now have the discretion to introduce such arrangements that apply to employee and executive and option plans, without seeking the approval of shareholders despite the dilutive impact such arrangements could have on shareholders’equity.  Although this does not apply to proposals that impact on directors of listed companies, ACSI has reiterated on a number of occasions that the ASX Listing Rules or the Corporation Act should be amended to give shareholders a binding vote on all equity based remuneration proposals.     

Shareholders should have a reasonable expectation that Company remuneration committees and boards will make genuine efforts to explain, comprehensively and in a user friendly manner, the various benchmarks for performance that will impact on remuneration particularly, equity based remuneration.  This will ensure that shareholders make informed and rational decisions with regard to proposals submitted by the company.

This will overcome a current deficiency that exists in some companies where shareholders need to scour across disparate pieces of information in an annual report and explanatory memorandum, in order to understand the remuneration framework and then to make any connection to company performance.  The provision of a remuneration report will provide a practical opportunity for shareholders to have a “one stop shop” of information on these issues.

Shareholder approval of termination payments

Shareholders should not have to bear more “surprises” and pay the consequences of poor performing companies, where executives are perceived to have been rewarded not only for poor performance and in some instances failure. 

ACSI supports the measures that limit the scope of current operations that apply to payment made to directors or former directors where that payment is:

· A genuine payment by way of damages for breach of contract; or

· Given to that person under an agreement made before the person became a holder of that office as part of the consideration for that person agreeing to hold the office.

ACSI support the proposal to limit payments that can be made without shareholder approval as outlined in subsection 200G(3).

ACSI recognises that the use of this formula will ensure that payments made to directors upon their retirement from office are subject to shareholder scrutiny.

CH 6 CONTINUOUS DISCLOSURE

Proposals for enhanced enforcement though the issue of infringement notices are long overdue, and are supported.

It is submitted that the continuous disclosure requirements be clarified to ensure that where directors or officers of a reporting entity become aware that prior financial information disseminated to the market (including financial information in takeover documents, prospectuses, half-yearly reports and annual reports) contained errors,  and that correction of those errors was likely to affect investors’ evaluation of the value of securities, that this should also be subject to the continuous disclosure requirements.

It is noted that similar provisions already apply to supplementary target’s statements during the course of a takeover bid (section 644).   

CH 8
SHAREHOLDER PARTICIPATION

ACSI welcomes the amendments which are intended to facilitate the exercise by members of companies of shareholder rights to be informed, to participate and to vote in general meetings.  

ACSI notes that the proposed amendments support a long held concerns of the custodial industry in the area of electronic distribution of information including notices and annual reports.  

According to our consultations there would still need to be further improvements in the provision of results following meetings.  

We particularly welcome the initiatives in the area of electronic proxy voting, in light of the time and cost efficiencies that can be achieved in this area.

The commentary outlines specific objectives to facilitate shareholder rights (paragraph 543).  These include:

· Encouraging shorter, more comprehensible notices of meetings

· Facilitating distribution of notices of meeting and annual reports by electronic means

· Improving access to general meetings by facilitating voting by proxy

· Requiring disclosure by directors of listed companies of other directorships held

We would suggest that a further point should also be included that provides for the “ efficient disclosure of results of meeting”.  

A number of institutional and retail shareholders have complained about the accessing the results of annual general meetings in a timely and uniform manner.  Although the Corporations Act contains some details in this respect the experience of some shareholders and custodial organisations is that its application and enforcement varies greatly.  

We acknowledge that in recent years such information available via the ASX website, however, there is still a lack of consistency with the level of information and timing of this disclosure between companies.

Notice of Meetings

The objectives contained in the proposal are generally positive. 

ACSI supports moves to ensure that notices are worded and presented in a clear, concise and effective manner although we seek clarification as to how this is intended to be defined under the regulation.

Electronic distribution of notices

ACSI supports the measures contained in this section, to facilitate electronic notice of general meetings in addition to fax or e-mail.  

Electronic distribution of annual reports

ACSI supports the proposals in this area.  We are aware that this has always been an issue for custodians trying to accommodate the needs of their institutional clients when in some instances only one hard copy of an annual report is received.  This will effectively mean that information can be forwarded to a list of underlying clients in a more timely and efficient manner.

ACSI would support moves to give superannuation funds (beneficial owners) as underlying owners of shares the ability to access this information without the need for the custodian (the legal owners) to forward this information to them.

Proxy Voting

ACSI supports the proposal to permit a member to appoint an individual or a body corporate as a proxy.

This will allow a body corporate appointed as a proxy for a member to nominate an individual to exercise its powers at meetings. 

ACSI support proposal that deal with the requirements for listed companies to offer a facility for electronic submission of proxy appointment forms and related appointment authorities. 

Listed Companies – notification of directorships

ACSI supports the introduction of a requirement that details any other directorship of other listed companies held by the director in the three years before the end of the financial year to which the report relates.

This provision would assist shareholders to make appropriate enquiries regarding the capacity of a director to sit on multiple boards.  

ACSI’s own guidelines on corporate governance that are utilised by a number of superannuation funds when exercising their votes attached to a shareholding recognise that Boards, when appointing a Director, will ultimately have due regard to the reasonable expectations and commercial interests of the Corporation.  It must determine whether a prospective or existing director is capable of discharging their duties to the Corporation, in light of other directorships he or she holds.  This will involve such considerations of time constraints, work complexity and workloads.

ACSI is of the opinion, that generally it would be prudent if a Director did not hold more than four directorships in ASX-listed Corporations.

Furthermore, ACSI considers that because of the significant responsibilities of a Chairperson, it is not generally acceptable for the Chairperson of a listed Corporation to have the same high level responsibility in a similar position with another listed Corporation.  

CHAPTER 9: OFFICERS, SENIOR MANAGERS AND EMPLOYEES

ACSI support the clarification and consistent use of various terms in the Corporations Act, including:

· Correcting current anomalies in relation to the definition of ‘office’;

· Removing the definition of ‘executive officer’ and replace it with ‘senior manager’;

· Removing the definition of ‘examinable officer’; and

· Clarifying the types of persons subject to obligations and duties under particular provisions.

These provisions will clearly delineate classes of personnel who have duties and obligations under the Corporations Act.

CHAPTER 10:
ANALYST INDEPENDENCE

ACSI notes from ASIC’s surveillance report on the independence of research analysts, that there were “systemic weaknesses in the ability of entities to adequately identify, manage and disclose conflicts of interest”.  Furthermore, there were concernes expressed that industry guidelines were being ignored resulting in “significant room for conflicts of interest to occur and to remain unchanged”.

ACSI supports the proposals to require additional licensing obligations, which specifically requires financial services licensees to have adequate arrangements for managing conflicts of interest that may arise where there are:

· Conflicts within the financial services business;

· Conflicts between something within the financial services business and something outside the financial services business;

· Conflicts outside the financial services business.

ACSI does however have concerns regarding the potential for investment analysts to trade in products that are the subject of a current research report.  We therefore would welcome provisions that would provide for a “moratorium” on trading for a certain period of time in relation to these matters.

Conclusion   

ACSI supports the general thrust of proposals that have formed part of the CLERP 9 package.  These measures, when combined with other provisions that are contained in various corporate governance guidelines, coupled with increased shareholder activism and vigilance should establish a better corporate governance regime.

Essentially we regard these provisions as tools that in some respects can be utilized and applied by shareholders to improve corporate behaviour.  Laws and regulations are insufficient to instill ethical standards of corporate conduct and deliver the best protection to the ultimate stakeholders.   In closing, we refer to a quote from a US corporate governance activists who referred to, “Boards as sub-atomic particles, they behave differently when they know they are being observed.”

ACSI would be happy to provide you with additional comments.  Please feel free to contact me on (03) 9 657 4386 or pspathis@mail.ifs.net.au.

Yours Sincerely,

Phillip A. Spathis

Executive Officer
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