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Mr. Mike Rawstron

The General Manager
Corporations and Financial Services Division
Department of the Treasury
Langton Crescent
Parkes ACT 2600.

Dear Mr. Rawstron

CORPORATE LAW ECONOMIC REFORM PROGRAM (AUDIT REFORM AND CORPORATE DISCLOSURE) BILL

The Securities Institute of Australia, through its Company Reporting Subcommittee and Markets Policy Group, welcomes the opportunity to comment on the Government’s proposals in the draft Corporate Law Economic Reform Program (Audit Reform & Corporate Disclosure) Bill.
In general, the Institute supports most of the proposals put forward in the draft Bill and endorses the Government’s sensible principles-based approach as both practical and flexible to deliver substantial corporate reform.  We believe the Bill represents a reasonable, balanced and considered initiative by the Government to improve transparency and disclosure in the financial reporting process, ensure quality and consistency in auditing services, foster accountability and corporate governance awareness, promote an informed market and build investor confidence in our capital markets and in investing in Australian securities.

The Institute provides the following comments on selected proposals of the draft Bill, as they impact in practice on our membership and the finance and investment industry. We raise some practical concerns about the detail and implementation of the legislative provisions, rather than the objectives underpinning the reform proposals. 

In drafting the CLERP 9 legislation, we believe that the Government has succeeded in finding a good practical balance to effectively integrate the proposed structural and technical reforms into the existing regulatory regime. We appreciate the effort taken by the Government to align the proposed legislative changes to our financial reporting and disclosure framework with international best practice and to the lessons learnt from past corporate collapses and excesses in Australia and overseas. We are pleased that the Bill has addressed many of the problems identified by the HIH Royal Commission and incorporated recommendations made by the HIH Report and various suggestions proposed in submissions to the Issues Paper made by the Institute and other professional bodies.

If you have any queries about any issues raised in this submission, please contact me [(02) 8248 7647; email: d.davis@securities.edu.au] or the Institute’s National Policy Manager, Julie Burke [(02) 8248 7593; email: j.burke@securities.edu.au].

Yours sincerely

Darren Davis SIA (Aff)

National Manager, Membership and Public Affairs
 

SPECIFIC COMMENTS

Financial Reporting Panel

In our previous submission, the Institute suggested establishing a Financial Reporting Panel as a specialised dispute mechanism along similar lines to the UK model to “resolve specific accounting issues relating to recognition, measurement and disclosure arising with respect to disclosing entities.”  

If it functions like the Takeovers Panel, we believe the FRP would provide an effective and viable dispute resolution alternative to the potentially, time-consuming and costly process of court determinations and contribute to improving the quality and transparency of financial reporting. 
We welcome the proposed panel appointment requirements not being restricted to accounting professionals, which would potentially draw on a broader pool of practical expertise and interpretative knowledge.

The proposed FRP mediation process should be capable of achieving several objectives, including the provision of a review by practitioner experts used to determine complex accounting interpretation issues (rather than the courts); speed of resolution; flexibility and informality of proceedings; and the opportunity for the company to negotiate a ready resolution acceptable to ASIC.

However, the Institute requires clarification on the following matters of practical concern:
· What specific measures are to be implemented to ensure a fair process in the FRP hearing and referral?
· Will or to what extent will the FRP decisions be made public?
· How will the FRP’s non-binding decisions on a single dispute issue related to a specific company’s financial report fit into the hierarchy of interpretative decisions or guidance related to accounting standards and financial reporting? Will there be potential conflict between the FRP non-binding ruling for a single company on an accounting standard and the UIG or IFRIC bodies issuing authoritative consensus-based pronouncements on accounting standards interpretation?

Whereas the courts have case law precedents in relation to interpretation and due process to provide an element of certainty and consistency, the FRP procedures and process for decision-making are not particularly detailed or apparent in the Commentary to the Bill.  In establishing the FRP, there needs to be some checks and balances to ensure that the mediation process and procedures are not subject to the idiosyncracies of the members who make up the Panel for any given matter.

Under the draft Bill, we note that the FRP’s dispute resolution function only comes into play after the reporting event. We would suggest that the Government consider implementing the HIH Royal Commission Report’s recommendation of extending the FRP’s role to the pre-reporting stage and provide guidance or advice on contentious financial reporting or accounting issues for reporting entities during the preparation of accounts or before the finalisation and issue of the financial statements. 
Issue 2.1:  Oversight of the Financial Reporting Panel

Some stakeholders have suggested that the Financial Reporting Council should oversee the operation of the Financial Reporting Panel (FRP). Comments are invited on potential oversight arrangements for the FRP.
Allocating oversight of the FRP’s operations to the Financial Reporting Council may have merit in increasing the status, power and authority of the FRP mechanism. However, it may also impact on its perceived impartiality and independence from regulatory restrictions or interference and take away from the peer review concept.

Issue 2.2: Reference of a financial report to the Financial Reporting Panel

Comments are sought on whether a company should also be allowed to refer a matter to the FRP, where there is a dispute between ASIC and the company regarding the company's application of accounting standards in its financial report.

As drafted, it appears that only ASIC is permitted to initiate a referral of a matter to the FRP and further, ASIC 'may' refer a financial report to the FRP but is not obliged to do so.  We consider it fair and just that where ASIC disputes something in the company's financial report, that the company should also be permitted to refer the matter of dispute to the FRP for resolution. Further, this FRP referral option could also be made available to the auditor.
CEO/CFO Sign-off
The Institute supports the CEO/CFO certification measure as it reinforces the importance of accountability and the fact that the responsibility to prepare financial statements in accordance with accounting standards and the law rests with management and directors.  We commend the Government’s move to introduce this additional certification measure, in response to broad stakeholder support and the Charles Report recommendation.

The integrity of financial information presented to directors is crucial to responsible decision-making, corporate governance and stewardship functions. We believe that the personal sign-off and certification of the financial statements by the CEO and CFO is a credible means of ensuring the integrity of the information presented. In clearly identifying who is accountable for the information contained within the financial reports, it may work to increase directors’ focus on the quality and content of management’s assessment of the company’s financial performance, internal reporting process and compliance controls, as well as the auditor’s evaluation.
We believe that it is the responsibility of each individual company to put in place adequate checks and balances to ensure that the CEO and CFO can, with the necessary degree of certainty, provide the relevant written certification to the Board.  The internal process and methods undertaken for such certification will undoubtedly vary according to the size, scale and nature of operations specific to each company. We therefore recommend that if any further guidance is to be provided on the CEO/CFO declaration, it should take into account such company-specific factors and be based on high-level principles that allow sufficient flexibility in application.
We seek clarification on whether the CEO/CFO sign-off would also encompass a sign-off on the fact that the integrity of the financial statements is founded on a sound system of risk management, internal compliance and control and that that system is operating effectively, as required under Principle 7 of the ASX Corporate Governance Council recommendations.

On a more practical point, we are concerned that the draft Bill does not cover the situation where there is a qualification to the sign-off by the CFO or the CEO. We suggest that some guidance could be provided as to how a qualified certification would work in practice. 

Management Discussion and Analysis

The Institute supports the requirement to prepare a Management Discussion and Analysis (MD&A)-type operating and financial review commentary, as recommended by the HIH Royal Commission. The Bill’s requirement for the annual directors' report to include an operating and financial review will bring our reporting system into line with major international capital markets. 
The crucial issue is not the mere provision of an MD&A in the director’s report – it is the quality and reliability of the information that is provided in the MD&A. The financial data provided in the MD&A should be reconciled with the data presented in the accounts. 

If done well, we believe that the addition of an MD&A feature will substantially enhance reporting transparency and address the information needs of different types and levels of report users. 

In preparing a useful MD&A commentary, we endorse the application of the Guide to the Operations and Financial Conditions as issued by G100. Further, we suggest that the G100 Guide be incorporated in a schedule to the legislation or a practice guidance note issued by ASIC or the Financial Reporting Council (whichever is deemed appropriate), and that the quality and detail of MD&A commentary be monitored and reviewed so that it continually improves over time.    
Extension of Financial Services Licensee’s Duty to Adequately Manage Conflicts of Interest

The Institute supports the legislative extension of the financial services licensee’s general duty to manage conflicts of interest by means of disclosing, avoiding or controlling conflicts of interest.  

However, we are concerned about the draft Bill’s classification of conflicts of interest, to which the extended FSR duty to manage conflicts applies.  The classification seems somewhat confusing. We would suggest that more examples and a clear division on what constitutes financial and non-financial services are required to ensure consistent application among financial services licensees.  
We believe that this initiative will have internal training and awareness implications for the staff of financial services licensees. Practical guidance provided by the ASIC policy proposal paper and resultant policy statement will reinforce that conflict management is required to be addressed by those providing financial services, research and financial advice, regardless of role, rank or function.

In providing guidance on the extent and manner of disclosure of potential and actual conflicts of interest required under the extended duty, we stress that disclosure should be meaningful and material to enable an investor to assess how the interest disclosed might have influenced the financial advice or research provided. Blanket non-specific ‘template’ disclosure statements should not be permitted.
We are pleased that the Government acknowledged the value of industry guidance such as the framework of high-level principles set out in the SIA/SDIA Best Practice Guidelines for Research Integrity. 

The Institute has a vital interest in participating in the policy consultation process to assess and implement the policy statement guidance on managing conflicts and ensuring its development takes into account the local industry environment and business practices.

Continuous Disclosure and Infringement Notices

While ASIC already has the power to issue administrative penalties in relation to contraventions of licence conditions, they do not have the ability to pursue such a remedy in the context of breaches of the continuous disclosure provisions of the Corporations Act. The revised draft legislation proposes an administrative penalty in relation to continuous disclosure infringements.  
The Institute continues to oppose the proposed reform granting ASIC the power to issue infringement notices for breaches of the continuous disclosure provisions. That is despite the fact that the original proposal has been somewhat watered down to impose relatively low penalties, with no obligation to pay the penalty imposed, additional restrictions on ASIC in relation to publicity (including issuing an express statement that compliance does not admit guilt) and additional procedural requirements on ASIC to take account of listing rule guidelines, provide written reasons and give the subject company an opportunity to make submissions at a private hearing before issuing notice.
The Institute believes that although the draft Bill makes a more practical attempt to encapsulate the proposal by additional procedural restrictions, we continue to question whether it is appropriate to extend these powers to ASIC.  
Currently, ASIC is able to respond to continuous disclosure contraventions referred to it by the ASX and other market operators, using civil and criminal remedies. While the Institute understands the need for appropriately addressing particular contraventions and minor infringements in a timely and cost-effective manner, we do not believe that ASIC is best placed to address such breaches. We believe that the ASX's understanding of the market and its role as the front-line regulator responsible for monitoring of the market means that it is better positioned to assess the price-sensitivity of a particular matter and pursue actions accordingly to ensure market integrity.  

The Institute considers the fining power concept to be fundamentally flawed in principle. We believe that it is inappropriate to allow ASIC to be charged with the roles of investigator, judge and jury.
Even with the statement that compliance does not mean guilt, there is still a significant reputation risk and corporate embarrassment penalty to the company in being issued with an infringement notice. It may even lead to the unintended consequence of inviting affected third parties to sue the company defaulting on disclosure.

Furthermore, we are concerned that the introduction of the fining power concept will set a precedent for other areas of corporation law enforcement.
In the event that the Government decides to proceed with this infringement notice provision, we propose the following practical suggestions for improving the proposed reform:

· There should be a requirement for a clear division of responsibilities within ASIC between the investigators and those sitting at the hearing making the final decision; 

· ASIC should not be permitted to publicise the issue of the infringement notice at all (i.e. the matter should remain confidential between ASIC and the relevant reporting entity);

· Allow for some flexibility in the imposition of penalties (i.e. the set fines should become the maximum penalties permitted);

· Ensure appropriate interaction between ASIC and the ASX to enable a streamlined process to operate;  
· Make provision for a sunset clause, by which this legislative provision is to be reviewed after 2 years and only continued by further enactment; and

· Add an express statement in the explanatory memorandum that the Government’s intention is not to extend this mechanism to other areas of corporate law enforcement.

Fundraising documents

The Institute is fully supportive of proposals that aim to provide for improved disclosure so that investors can make informed investment decisions.  Ensuring that offer documents contain accurate information presented in a non-ambiguous manner is essential.  
Part 1: Presentation of disclosure documents: 'clear concise and effective'
Currently, ASIC has the power to issue a stop order if it considers that a PDS has not been presented in a "clear, concise, and effective" manner. The draft legislation proposes to introduce an equivalent presentation standard for prospectuses. The Institute considers that the subjective nature of the proposed requirement that a prospectus be presented in a 'clear, concise and effective way' is of some concern. 

Giving ASIC the power to issue a stop order on a prospectus based on a subjective criteria relating only to presentational matters can have significant commercial implications. While a breach of this requirement does not constitute an offence, in a practical sense, ASIC’s issue of a stop order represents a significant penalty for a company, and is a powerful tool at ASIC's disposal. 

ASIC Policy Statement 168 sets out 'good disclosure principles' for product disclosure statements (PDS).  Accordingly, industry would expect that ASIC will also issue guidance on how it intends to administer the law in relation to the proposed 'clear, concise, and effective' provision for prospectuses.  However, we would highlight that the disclosure documents regime does differ.  Very few PDSs are now required to be lodged with ASIC, thereby the level of review may not be as stringent, whereas all prospectuses are required to be lodged.  

The Institute is concerned that the subjective nature of the requirement will make it difficult for ASIC to implement and apply consistently. Following this, advisers and clients alike may find it difficult to comply with the proposed presentation requirement. Therefore it is essential that ASIC provide corporate issuers with appropriate guidance, thereby engendering confidence when preparing a prospectus.   
Part 2: Product disclosure statements for continuously quoted securities
The Institute welcomes these reforms in concept.
However, although the amendments have the purpose of aligning in terms of 'practical operation' the framework of disclosure in Part 7.9 with the framework in Chapter 6D, the amendments are non-prescriptive, which inevitably gives a lack of certainty when challenged.  Rather than stating (as the prospectus provisions do) that continuously disclosing entities have certain reduced disclosure obligations and non-quoted entities have other more comprehensive obligations, the amendments simply state that the disclosing entity's continuous disclosure obligations are 'relevant' in deciding what information is to be included in a PDS. Our concern is that this leaves the matter open to the judgement of the client and the advisers.

Part 3: Exemptions from disclosure obligations - secondary sales
The amendments to facilitate secondary sales are not dissimilar to the relief currently provided by ASIC in Class Order 02/1180 and Policy Statement 173.

The verification and further disclosure notice that must be lodged by the issuer with the ASX (in the absence of a contemporaneous prospectus or other disclosure document) is able to be withdrawn by the issuer under these proposals, leaving the on-seller with no ability to dispose of the shares. The amendments canvass the possibility that the Act permit an amendment by the issuer of the verification and further disclosure notice, rather than withdrawal. This would be akin to the supplementary prospectus concept and we assert that this has to be the preferable approach.

 

