	Confidential
	

	[image: image1.png]Allens Arthur Robinson






	Confidential
	

	



Submission to the Joint Parliamentary Committee

by Robert Baxt, Partner, Allens Arthur Robinson

The proposed regulatory revolution!!

I welcome the opportunity to present these comments on the CLERP (Audit Reform and Corporate Disclosure) Bill (the CLERP Bill).  I do so in my personal capacity, although many of the issues raised in my submission will no doubt be identified as similar to points made by organisations to which I have contributed various comments.  The fact that I have been able to persuade these organisations to adopt these comments in my view enhances the views that I put forward.  I believe that the proposal to enlarge the infringement notice power in the Australian Securities and Investments Commission (ASIC) (as contained in Schedule 6 of the relevant legislation), whilst it may appear to be a 'watered down version' from that originally proposed, is one that has potentially very significant problems for the Australian legal system.

Unfortunately, there is a growing perception, that in my view has been falsely 'generated' in the minds of regulators and sections of the public alike, that it is becoming too difficult for the 'prosecution' to prove many cases against defendants in relevant areas of the law.  This applies in particular to certain areas of business law.  As a result, those who have generated this perception want to rely on a general proposition that if a person is charged with an offence under certain sections of the law, that person needs to establish his, her or its innocence, rather than the prosecution or the plaintiff being required, as they are under our well recognised system of law, to establish the relevant person's 'guilt' or the breach.  

This very dangerous and unhappy development is occurring in many areas of our commercial law as well as in general areas of the law, especially over the last 25 years.  There has been a predilection amongst legislatures, both at Federal and State/Territory levels, that the law should contain, where appropriate, a presumption that a person charged is guilty, with the onus on the accused or defendant to prove the contrary.  It is not my intention in this submission to discuss these in any detail.  

Two fairly recent examples in the context of the CLERP Bill should suffice.  Both examples are taken from the trade practices area.  The first is section 51A of the Trade Practices Act (the TPA).  In effect, this provision (which is replicated in State and Territory legislation) provides that if a corporation makes a representation with respect to any future matter, and the corporation does not have reasonable grounds for making the representation, the representation shall be deemed to be misleading.  In determining whether a breach of that section has been established, where the representation is in relation to any future matter, the corporation 'unless it adduces evidence to the contrary, [shall] be deemed not have had reasonable grounds for making the representation'.  This particular reversal of the onus of proof may be regarded as justifiable because where predictions are made, one will assume that the person making the predictions is doing so with care and diligence.  The standard of care and diligence in such a matter is, however, usually an issue under dispute.

The second area, however, where this presumption was pursued, but in this case appropriately rejected by an expert committee, was the proposal that the onus of proof in section 46 cases under the TPA (proving that there had been a misuse of market power) should rest on the defendant.  Once certain matters had been established (the existence of market power, etc) the relevant corporation would have to show that it was not illegally misusing its market power.  These proposals were contained in submissions made by the Australian Competition and Consumer Commission (the ACCC) to the Trade Practices Act Review Committee (the Dawson Committee) in its recent review of the TPA.  The Dawson Committee rejected this proposal.

Now, in the CLERP Bill, there is a proposal that ASIC should be given what amounts to an effective power 'to fine' companies to a maximum $100,000 in relation to breaches of the continuous disclosure provisions of the Corporations Act.  A breach of continuous disclosure provisions of the Act is an extremely difficult matter to establish.  Whilst there will be no presumption of guilt, even if the company agrees to pay the fine, the temptation, both for the media and the public to assume that the relevant person who pays the fine is guilty, will be very significant.

The vesting of this power for ASIC could revive attempts by the ACCC to be given a cease and desist power – the ability to stop certain conduct in relation to a breach of section 46 of the TPA without having to go to court, a power that has been vested in the New Zealand Commerce Commission (which actually did not ask for such a power to be vested in it).  It is pleasing to note that the Dawson Committee rejected a request for a similar power made by the ACCC in its submission.  

The other issue I wanted to discuss briefly in this submission is the requirement for auditors to disclose all breaches of the Corporations Act to ASIC within 7 days of an auditor forming a reasonable view that such a breach has occurred – that is, the proposed amendments to section 311 of the Corporations Act.  In part my comments in relation to those changes will also apply to protection to whistleblowers.

I believe that there are many other interesting provisions in the CLERP Bill which warrant comment but on which I have not had time to formulate separate views.

A
Infringement Notices

For completeness I am attaching a scanned copy of a short article that I wrote for the Australian Financial Review published on Monday 28 October 2003.

ASIC has made no case for the vesting in it of the power to issue infringement notices.  Mere assertions that it has had difficulty in establishing a breach of the law in this area, and assertions that the courts are too slow in providing the appropriate remedy in a case of a breach of continuos disclosure regime, have not been backed by any statistics showing which cases have been run and lost.  On a confidential basis I can state to the Joint Committee that a number of matters covering continuous disclosure have been referred to ASIC by the Australian Stock Exchange (ASX) and that these have not been pursued by ASIC in the courts.  ASIC may have sought advice from the Director of Public Prosecutions or perhaps its own internal legal team, and been advised of the difficulty of establishing the relevant case.  But, there is no evidence that ASIC has run many, if any, of these cases and it has produced no evidence to support its view that such a power should be vested in it.  Indeed, and this is a matter of great concern to me as a citizen, the Government in pursuing this proposal has ignored the report of the Australian Law Reform Commission (ALRC) on the relevant issue.  In Chapter 12 of its Report No 95 Principled Regulation: Federal, Civil and Administrative Penalties in Australia issued in March this year, the ALRC argued that the granting of infringement notice powers to ASIC in relation to the area of continuous disclosure was neither justified on the evidence nor was it a sensible law reform development.  I should point out, for completeness, that I was a member of the Advisory Committee that assisted the ALRC in the preparation of this report.  It is disappointing that the Government has chosen to ignore this report and that Treasury, in discussions with me and other representatives of organisations that I represent, were not aware of the concerns raised by the ALRC in relation to this particular question.

I suggest that the mere allegation that something is difficult is not nearly good enough for such a very important change to be introduced into the law especially when an expert committee has indicated that it is opposed to such a change.  Whilst it may be appropriate to vest in the regulator the ability to impose fines where one is dealing with very minor breaches of the legislation (failure to file annual accounts), to extend it to an area as difficult and complex as continuous disclosure is very unwise.  This is an area of similar difficulty to the misuse of market power provisions of the TPA and the decision to give such power to a regulator is an example of government pleasing a regulator that has not pursued its obligations to enforce a particular area of the law because of perceived difficulties.

I now turn to look at some of the specific issues that I think need to be addressed if the powers contained in Schedule 6 of the CLERP Bill are to be vested in ASIC.

Some of these comments again have been taken up and supported by other organisations.  I am pleased to have this support in relation to these issues.

1. No Review by Administrative Appeals Tribunal

The basis for ASIC issuing an infringement notice involves a low level threshold.  If ASIC has reasonable grounds to believe that a contravention of the relevant provisions have occurred it may issue a notice.  Under item 8 of the CLERP Bill, ASIC's decision to issue an infringement notice will be excluded from review by the Administrative Appeals Tribunal (the AAT) on the assumption that there is no obligation on the part of an entity to comply with the notice.  To enforce the continuous disclosure requirements ASIC will generally have to bring proceedings in a court.  Whether this exclusion will ensure that there are no legal challenges that can be brought against the issue of the notice is a matter that may yet be tested in the courts.  In view of the seriousness of the infringement notice, I believe that such an alternative should be available in this context.

The power to issue such fines is based in part on a similar power vested in the relevant regulator in the UK – the Financial Services Authority (FSA).  A review process is available in relation to the decision to issue the fine or other notice.  (I will discuss the UK process next.)

2. Division of Responsibilities at ASIC

Whilst ASIC must give the relevant company a written statement setting out why it believes the relevant section has been contravened, and must then provide the company and its representative(s) with an opportunity to appear at a private hearing before ASIC, to give evidence to ASIC and to make submissions to ASIC in relation to the alleged contravention, the CLERP Bill is silent on who will be making the final decisions.  It is unclear whether or not the persons investigating the alleged breach will be the same persons who participate at the hearing at which the matters are considered, and whether or not they will be members of the panel that finally decides to issue the infringement notice.    

It is interesting to note that the New Zealand Commerce Commission, which has recently been vested with the power to issue cease and desist orders in certain narrowly defined areas of the Commerce Act in that country, has made it clear that it will set up different divisions within the organisation to ensure that there is a separation between the investigators and the final decision makers in that context.

In the United Kingdom, the FSA has similar powers.  It is required to ensure that there is a division of responsibility between those doing the investigating and those issuing the relevant order.  In essence what occurs in the UK is that a staff member or members make a recommendation in relation to any disciplinary action which might be taken.  This is then considered by a body known as the regulatory decisions committee (the RDC).  I understand this body actually is outside the management structure of the FSA but is not independent of the FSA.  If the RDC believes that a certain action is appropriate a process is then followed for the issuing of the notices.  First a warning notice is issued setting out the proposed action and the reasons for this being taken.  The company or person is invited to make submissions.  The RDC then considers the submissions and whether any appropriate action is to be taken.  Once the decision notice is issued the recipient may challenge this and refer the matter to a financial services and markets tribunal which is independent of the FSA.  That body considers the matter before a final notice is issued.

As regards the CLERP Bill, whilst the government has chosen to exclude the Administrative Appeals Tribunal from this process (see 1 above), at least the separation of investigations from decision making is both warranted and highly desirable.  

I would recommend that a set of guidelines or rules be issued either in the legislation or other regulations to ensure that these matters are addressed.  These must be complied with by the regulators.  The failure to do so may raise the potential for allegations to be made of bias, and raises the spectre of challenges to the infringement notices under general principles of administrative law (see for example Lewis v Australian Broadcasting Tribunal) (1990) 170 CLR 70 and Waterhouse v New South Wales Thoroughbred Racing Board [2003] NSWSC 541).  

A precedent for the proposal is to be found in the TPA where, in the legislation in relation to the GST, the ACCC was required to issue guidelines which, whilst they were not binding on a court, were nevertheless binding on the regulator (see section 75AV of the TPA).

The mechanism whereby ASIC investigates an alleged contribution and then conducts a hearing to determine whether an opinion should be formed (and an infringement notice issued) is compared in the commentary to the CLERP Bill to the similar role played by ASIC in relation to the granting of licences under the Act.  However, ASIC's decisions in that very new, and as yet largely untested, role are arguably subject to review by the Administrative Appeals Tribunal – the infringement notice regime is not to be made subject to such a review (see para 453 of the commentary).

3. Publicity

Publicity is a matter that has been addressed in some detail as a result of criticisms levelled by the ALRC on the CLERP Discussion Paper issued in September 2002 and as a result of submissions made by a number of organisations.  Whilst it is made clear that ASIC is not permitted to publish details of an infringement notice, or of a disclosing entity's compliance with an infringement notice (other than setting out the details as contained in section 1317DAJ(2)), there is no offence committed by ASIC (or its officers) in relation to its failure to follow these rules.  So, the fact that ASIC makes a mistake and publicises material additional to that set out by the provision, or indeed publishes the fact that an infringement notice may have been issued and withdrawn, may result in no real consequence to ASIC (other than perhaps a strong reprimand from the appropriate parliamentary committee).  But such an error can be very serious indeed for the relevant company.

One wonders what kind of civil remedy might be obtained by a company that has been the victim of the failure on the part of ASIC to comply with these strict rules.  In view of the concerns expressed by the Dawson Committee in its recent review of the TPA and the role of the ACCC in publicising material, culminating in its recommendation that a Code of Conduct should be introduced in the context of the administration of the TPA, the concerns that have been expressed by many (including myself) that the issue of publicity should be addressed very carefully.  A good reputation is very difficult to obtain.  Much time and energy has to go into ensuring that such a good reputation is established.  It can be lost in the stroke of a pen or a 30 second bite in a television interview or a brief paragraph in a newspaper article.

It is a fact that most regulators do follow protocols (self‑regulation is very much at work here) and I am confident that ASIC will continue to adopt an appropriate policy in that context.  But, the dangers are that with such a power vested in a regulator, it could become very tempting, especially if the regulator is frustrated by its inability to pursue a particular alleged breach, that the use of the infringement notice will become synonymous with unnecessary and unfortunate publicity.  The rules in the legislation should be quite specific as to the type of publicity that might be used and provide appropriate remedies if those rules are not followed.

I recognise that the CLERP Bill itself notes that a statement issued by ASIC indicating that a company has complied with a notice is not an admission of guilt or liability, and that the relevant company has not breached the Corporations Act.  The fact that ASIC has a discretion in the use of this publicity, together with the fact that some companies may find that publicity in this context is much to be preferred than publicity associated with a lengthy court process, vests in ASIC a discretionary power that is quite powerful.  Any publicity, even of a minimal kind, will enhance the prospect of civil litigation which is becoming part and parcel of our business environment.  

Whilst I agree that persons should be able to sue and recover damages if they have suffered as a result of the breach of the law, the 'scent' of guilt which publicity concerning infringement notices will generate, will spawn unnecessary and unjustified litigation.  Members of this committee will no doubt be aware of the increasing use of 'follow‑on' litigation in Australia in the trade practices area emanating from the imposition of fines as a result of an ACCC investigation into price fixing or some other breach of the TPA.  Even though parties may not necessarily admit guilt in relation to those settlements, civil litigation is now becoming part and parcel of the environment.  

4. Consequential Litigation

One of the consequences of the protection given to individuals and companies which cooperate with ASIC is that the evidence or information given to ASIC cannot be used in evidence against those persons in any later proceedings.  There is an exception in relation to the operation of the criminal code but for the purposes of this submission this is not regarded as relevant.  However, whilst no proceedings may be commenced against the disclosing company in relation to the alleged contravention in the context of the issue of infringement notices, this carve‑out will not apply to compensation proceedings, contravention proceedings, enforcement proceedings and public interest proceedings that relate to the alleged contravention of the provision specified in the infringement notice.  So, where a company 'succumbs' to the ASIC infringement notice regime and agrees to pay the penalty, its directors may still be liable to a range of what may be described in general terms as public interest proceedings by shareholders, other companies that may have suffered losses, market licensees, etc.  The fact that a company is named as having paid a 'penalty' as a result of an infringement notice will be an open invitation for the so‑called follow‑on suits which I have described in the previous section of this submission.  In addition, of course, ASIC is still in a position to bring public interest proceedings on behalf of individuals to recover damages that they may have lost as a result of conduct that has led to the issue and payment of the infringement notice.  Companies may well be in a far better position to resist the ASIC invitation to pay the penalty and try to defeat ASIC in the courts, thus making it even more difficult for persons to bring third party proceedings.

There is also a problem for the individual director or officer who has cooperated with ASIC.  Whilst the evidence that he or she provides to ASIC cannot be used in proceedings against that director, the fact that there is to be a specific personal liability on persons 'involved' for breaches of the continuous disclosure regimes, may trigger a range of actions including actions by 'any interested person' pursuant to section 1324 of the Act.  This litigation may not be brought against the cooperating director, but may be brought against those directors who do not cooperate and who are therefore not protected by the relevant rules in relation to the infringement notice regime.  In other words, the consequences for individuals are not clear, and will colour the temptation to cooperate with ASIC, to provide information which, whilst it cannot then be used in evidence against the person, may turn out to be the basis for further action against the company, the individual in follow‑on suits, and in particular against those directors who have not cooperated.  This places the company, and individual directors, in a quandary as to how much they should cooperate when pressure is being brought to bear by a powerful regulator.  This pressure will be particularly relevant in smaller companies which will not have the resources to fight a claim which may not be justified.

5. Is this a matter for ASIC or the ASX?

As I have indicated earlier, information provided to me suggests that in some cases have been referred by the ASX to ASIC these matters have not been pursued by ASIC.  ASIC's decision not to pursue them is no doubt based on advice that it has taken from its legal advisors.  But, as the ASX has the power to enforce its listing rules, why does not the ASX seek to enforce those listing rules in the courts?  Does this suggest that the courts are an inadequate avenue for pursuing these matters?  Or is it simply a fact that the ASX believes that enforcement, in the sense of court action, should be a matter of last resort on its part?

I am concerned that if there are difficulties in the way in which our courts operate (whether they are procedural rules or other issues), these can better be addressed by amending those procedures and rules rather than giving new extraordinary powers to a regulator.  Often we introduce lengthy and tortuous legislation to overcome what appears to be a technical or a procedural issue insofar as our courts are concerned.  It would be much better to improve the ways in which our court procedures are conducted, or introduce some further changes into the rules of evidence, rather than introduce lengthy and difficult legislation which has to be reviewed and understood not only by companies and their advisers, but also by regulators who are often the victims of the legislation and its inadequately crafted rules.

In any event, whichever way we proceed, it is my view that one of the steps that should have to be taken before an infringement notice is issued by ASIC is that it has in fact consulted with the ASX in relation to the particular matter.  This may also be information that goes to the particular organisation within ASIC that will make the final decision on whether a notice is to be issued.  That may be an issue that goes to the body within ASIC that makes the final decision on whether a notice should be issued.

6. Sunset clause

A number of suggestions have been made by me over the years that the use of sunset clauses is an appropriate way for ensuring that legislation is properly reviewed and assessed.  There are precedents in a number of different areas of the law.  The best precedent is the fact that a sunset clause of 3 years was included in the provisions of the TPA when the ACCC was given powers to enforce those provisions concerned with the introduction of the goods and services tax.  The ACCC's powers in that context have now virtually ended.

The introduction of a sunset clause does not necessarily mean that the legislation will be repealed.  It may turn out, contrary to the views that I have expressed (and I certainly hope that will not be the case), that the legislation is very effective and should be continued.  In any event the existence of a review process will act as a discipline on ASIC, the parliament, and the community.

7. Is this the thin edge of the wedge?

Perhaps my greatest concern is that this will become the model on which future developments in the law will be based.  The ACCC sought the power to issue cease and desist orders in relation to misuse of market power under the TPA, an area of the law, which like continuous disclosure, is subject to considerable debate and controversy.  The Dawson Committee very sensibly recommended that no such power should be vested in the ACCC, even though the New Zealand Commerce Commission had been vested with such power.  (The New Zealand Commission is yet to use the power which has been held by it for nearly two years because of the difficulty it believes is associated with existence of such power.)

Once the infringement notice power is vested in ASIC in relation to continuous disclosure, what is there to stop the government (or governments) from extending it to other areas – eg insider trading, market manipulation, etc?  These are also areas where it is difficult for ASIC to run successful cases.  Yet, it has done so and done so spectacularly in the last 18 months.  The mere fact that is difficult or slow to prove a case is symptomatic of a judicial system which presumes that people are innocent and must be proven guilty.  Perhaps the system can be improved.  The real danger of the process that we are now pursuing is that we will shift from this basic assumption to one where a person is deemed to be guilty and must prove his, her or its innocence.  Furthermore, the use of the infringement power could result in financial or economic 'blackmail' in appropriate cases in order to 'get runs on the board' for the regulator.

ASIC has established a very good record in pursuing directors who have breached their duties in these and related areas.  The success against directors and One.Tel, HIH and other areas have established this success rate.  A mere failure here and there should lead to some minor changes to the law but not vesting in the regulator of significant new and potentially dangerous powers.

Conclusions
It can be seen from this submission that I am a strong opponent to the introduction of the power to issue infringement notices in ASIC.  I feel that the case has not been made and although there have been improvements in the process outlined in the Discussion Draft issued in September 2002, that there are still difficulties with it.  The suggestions made in this document will overcome some of those difficulties.  But, my greatest concern, is that this will be the thin edge of the wedge resulting in the use of such powers as a regular means of increasing the overall powers of regulators in a way which is unnecessary in the context of the record of ASIC in this area of law.

B
Auditing and Whistleblowing

Unfortunately, because of a family illness, I am only able to provide very brief comments of these two areas of the proposed legislation.

Whilst I have been a critic of the auditing profession in not utilising section 311 of the Corporations Act more readily in reporting the failure on the part of companies to comply with relevant legislation (auditors are often best equipped to assess how serious potential breaches of the relevant legislation might be in the context of the company's activities) I do not believe that the proposals contained in the CLERP Bill are satisfactory.  To require auditors to report, within seven days, any contravention of the Corporations Act in respect of which they have a reason to suspect a breach may have occurred is too heavy a burden on the auditing profession.  There should be a de minimis rule that applies to the type of matters that should be reported.  I also believe that seven days is too short a period.  

The audit committees of companies should be utilised as a screening process in appropriate cases where auditors feel that further action needs to be taken after they have had discussions with the appropriate person on the board of the company.

As far as whistleblowing is concerned, I am concerned that the protection being made available to persons in respect of reporting any contravention of the relevant corporations legislation (which is more broadly defined) is too generous.  Whilst it is perhaps too much to ask for a higher threshold to be established before such persons can obtain such protection, again a de minimis rule should apply.  It is going to be difficult for the regulator, or indeed employees to understand when the good faith threshold is met.  A shareholder who wishes to obtain information under section 249A of the Corporations Act about a company in order perhaps to bring an action against a director may seek the appointment of an auditor to inspect the books of the company.  The court is given the power to make such an order 'if it is satisfied that the applicant is acting in good faith'.  Perhaps a similar threshold should be imposed on a whistleblower wishing to obtain protection in such circumstances.  There are likely to be major repercussions in the introduction of such legislation.  In principle I would support such legislation provided it is modified to eliminate the various concerns raised by a number of organisations to whose submissions I have contributed.  

I should be happy to elaborate on these matters and apologise that I have not been able to provide detailed commentary on these two areas at this time.

Conclusions

I am available to address the committee if it feels this would be useful.  Thank you for the opportunity to make the submission.

Robert Baxt
Partner
Allens Arthur Robinson
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