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17 November 2003

The Secretary

Parliamentary Joint Committee on Corporations and Financial Services

Suite SG.64

Parliament House

Canberra ACT 2600

Email: corporations.joint@aph.gov.au
Dear Secretary,

CLERP (Audit Reform and Corporate Disclosure) Bill Draft Provisions

The Association of Superannuation Funds of Australia Ltd. (ASFA) welcomes the opportunity to make this submission to the Parliamentary Joint Committee on Corporations and Financial Services on the CLERP (Audit Reform and Corporate Disclosure) Bill Draft Provisions (“CLERP 9 Draft Bill”), released by the Commonwealth Treasury for comment on 8 October 2003.  ASFA has already made a submission to Treasury on this proposal. 

ASFA is a non-profit, non-political national organisation whose mission is to protect, promote and advance the interests of Australia's superannuation funds, their trustees and their members.  Our members, which include corporate, public sector, industry and public offer superannuation funds, account for more than 5.7 million member accounts and over 80% of superannuation savings.  

Superannuation fund trustees have a duty to make investment decisions in the best interests of the members and other beneficiaries of the fund.  Superannuation funds currently hold an estimated $246 billion (46% of their total assets) in Australian equities.  This represents approximately one-third of Australia’s capital market.  

As a significant shareholder, superannuation funds have a keen interest in the performance of listed companies and the efficient operation of our capital market.  Poor governance of companies can lead to poor financial performance, as well as fraud and failure.  Good corporate governance, conversely, can have a positive impact on the earnings of superannuation funds and consequently the incomes Australians can expect in retirement.  

ASFA has long taken an interest in issues related to governance.  ASFA has developed guidance on best practice governance for superannuation funds themselves.  We have also been involved in other activities, including participation in the ASIC Corporate Governance Roundtable and in the development of the IFSA’s Guidance Note No. 2.00, A guide for investment managers and corporations (the “Blue Book” Standards).  ASFA is an active member on the ASX Corporate Governance Council and has recently issued best practice guidance to superannuation trustees on becoming “active share owners”.

General Comments on CLERP 9 Draft Bill 

ASFA supports the principles underlying the CLERP 9 Draft Bill, namely improved corporate governance, through adherence to broad principles, adequate reporting to shareowners and enhanced powers to the regulator.  

In the first instance, disclosure, with performance measured against accepted principles, should act as the key mechanism for improved corporate governance performance.  High quality disclosure is critical in providing investors with information on which they can base their own investment decisions.  Disclosure that has integrity and is of a high quality can help ensure the market operates effectively and efficiently.  However the potential for poor quality information, arising through deficient disclosure or conflicts of interest, must be curtailed where possible. 

Disclosure alone may not always be enough.  The Corporations Act 2001 and ASX Listing Rules must impose legal obligations on directors, senior management and auditors to ensure, as much as possible, the quality and accuracy of financial information provided to the market.  The potential for poor practice or intentional deception in the production and auditing of financial information must be prevented where possible. Further the legal framework must enable shareholders to adequately exercise their ownership rights, including participation in certain decisions and access to needed information.  

ASFA generally supports the current multi-tiered approach with cascading requirements through the Corporations Act 2001, the ASX Listing Rules and “best practice” guidance from the ASX Corporate Governance Council.  

ASFA also believes there remains room for investor bodies to build upon existing standards, which can provide companies with guidance in operationalising good governance.  A multi-tiered approach can promote good corporate governance standards whilst also ensuring flexibility and enabling further innovation.  

Specific Comments on CLERP 9 Draft Bill

Chapter 1 – Audit Reform

Auditing Standards – (Part 1 of Schedule 1)

Role of Auditing Standards

Proposed paragraph 224(aa) is supported (Issue 1.1).  In particular, we support subparagraph (ii), with its emphasis on standards aiding the preparation of audit reports that are relevant, reliable, facilitate comparability and are readily understandable to users.

Composition of FRC

In his report on audit independence, Professor Ian Ramsay recommended an oversight body for auditors, independent of the accounting profession.  The Government has proposed this role be taken by the Financial Reporting Council (FRC).  Ramsay’s principle, that such a body remain independent from the accounting profession, is important and should be respected.  The FRC’s enhanced oversight on audit integrity and independence means that, for investors, the FRC must both be, and be seen, as a strong, effective and independent force.  

The current composition of the FRC raises concerns about its true independence from the producers of financial information, with stronger representation from the producers of financial information (such as the BCA, AICD, CPAA, ICAA), than the consumers of this information (AFSA, IFSA and SIA).

ASFA recommends an enhanced presence by the users of financial information on the FRC to ensure the integrity of the oversight of auditors. In particular, superannuation funds, as holders of one-third of all shares, should be directly represented on the FRC.  ASFA, representing ownership in one-third of all shares should be able to recommend a suitably qualified representative for appointment.
 




Qualifications of Auditors – (Part 2 of Schedule 1)

ASFA also supports registration of company auditors with a focus on both the integrity and skill of the auditor.  Improvements in up-front and on-going competency requirements will aid in maintaining the high level of audit quality in Australia.

Audit Appointment, Independence and Rotation Requirements – (Part 3 of Schedule 1)

The quality and independence of the external audit remains critical for the proper functioning of capital markets.  The external audit provides shareholders, regulators and other stakeholders with a greater degree of assurance that the financial statements of a company are a true and fair representation of the company’s financial position.

As the external audit is required under the Corporations Act 2001, it must be considered a “delegated regulatory function”.  As such, significant responsibility for ensuring the quality and independence of the external audit should rest with the Commonwealth.  

ASFA supports the intent of the CLERP 9 Draft Bill changes to the Corporations Act 2001 on auditor independence.  

ASFA supports the inclusion in the Corporations Act 2001 of a general requirement for auditor independence (proposed section 324CA) and the requirement for an annual declaration by auditors that they have maintained their independence (proposed section 307C).  Proposed section 324CA and 324CB appear to establish a principle-based foundation for regulating auditor independence, both in form and appearance.  

The Draft Bill appears to address concerns raised in both the Ramsay Report and more recently in the Final Report of the HIH Royal Commission over links between auditing firms and listed companies (for example the presence of three former Andersen partners as directors of HIH).  The Draft Bill provisions seek to restrict certain practices (such as ex-auditors immediately appearing on the boards of ex-clients) while accommodating inadvertent breaches as well as certain commercial transactions, such as ordinary housing or commercial loans that should not inhibit auditor independence.  

ASFA broadly supports the Division 5 requirements for auditor rotation.  These rules appear to strike a balance between concerns over lengthy appointments of auditors and concerns over the cost of changing auditors.  ASIC’s power to modify the requirements will accommodate exceptions, yet ASFA cautions that the power should be structured to ensure accommodation of genuine exceptions.  We would 

support future consideration of audit firm rotation requirements, if the principle of rotation is sound.

ASFA remains concerned about the potential for non-audit service provision to affect the quality of the audit, a concern echoed by Professor Ian Ramsay in his report on auditor independence and Justice Neville Owen in the Final Report of the HIH Royal Commission. 

There exists the strong possibility that at least some audits are potentially influenced by the provision of certain non-audit services.  The possibility of this and the impact on external audits must be taken seriously in any policy response to improve external audits. 

As such we strongly support the proposed changes for listed company annual reports, introduced through proposed subsections 300(11A) to 300(11E), which require significantly detailed disclosure, including description of specific services and dollar amounts attached to those services, of non-audit services provided by the auditor.  Such disclosures will enable investors to make informed decisions about the quality of the audit. 

Auditors and AGMs – (Part 5 of Schedule 1)

ASFA supports measures enabling shareholders to ask questions of the auditor and requiring the attendance of the auditor (or their representative) at the AGM.  We also support measures that enable shareholders unable to attend the AGM to direct questions to the auditor through other means.  

However, as noted in Paragraph 244 of the Commentary there is no obligation on the auditor to respond to these questions, particularly those submitted in writing.  While we recognise that responding to queries will create extra work for auditors and there always exists the potential for irrelevant or vexatious questions, we suggest there should be an obligation on the auditor to provide answers to reasonable shareholder questions within a reasonable period of time.

In addition, ASFA recommends that this obligation for attendance be extended to all directors.  Obviously requiring directors to attend has potential problems, but there should at least be a positive and reasonable requirement for directors to attend AGMs.  

ASFA suggests that the reintroduction of the requirement that the auditors be reappointed annually at the AGM be considered, to improve auditor accountability to

shareholders.  ASFA also continues to support the requirement for audit committees to be mandatory for all listed companies.  

Expansion of Auditor Duties – (Part 7 of Schedule 1)
ASFA supports strengthening the requirements on auditors to report certain matters to the regulator.  However, consideration should be given to creating consistency across regimes.  One existing provision worth consideration is section 88 of the Life Insurance Act 1995 that appears to strike a practical balance between the regulated entity, the auditor and the regulator.  

While the recommendations in the CLERP 9 Draft Bill appear sensible, ASFA is also interested in the views of the bodies representing the auditing profession, who are most affected by these changes.

Companies Auditors and Liquidators Disciplinary Board – (Part 8 of Schedule 1)
As noted in ASFA’s comments concerning the FRC, ASFA supports decision-making bodies that are strong, representative and provide the necessary checks and balances.  The Companies Auditors and Liquidators Disciplinary Board (CALDB) acts as the “backstop” to the investigative and disciplinary procedures of the professional accounting bodies. 

In serious cases, the CALDB must be seen as independent from the accounting profession, to support Australia’s reputation for best practice.  ASFA supports a majority of non-accountants on the CALDB.  ASFA rejects suggestions that non-accountants are somehow incapable of assessing whether accountants have failed in their duty as auditors.

ASFA further recommends that at least one of the two appointees from the business community on any five-person panel should represent users of financial reports.

Chapter 2 – Financial Reporting

True and Fair Value - (Part 1 of Schedule 2) 

The accuracy, quality and integrity of financial statements remains fundamental to the proper functioning of capital and investment markets.  ASFA strongly supports the requirement that financial statements represent a true and fair view.  Requiring additional disclosures to be made when accounts are not a true and fair view will further assist shareholder decision-making. 

CEO and CFO Signoff – (Part 2 of Schedule 2)

ASFA also supports the proposal, raised in the Charles Report and introduced through Sarbanes-Oxley in the US, that CEOs and CFOs make formal declarations attesting that the financial statements comply with the Corporations Act 2001 and accounting standards, and represent a true and fair value.  It is our understanding that certain major Australian listed companies already undertake this as a result of Sarbanes-Oxley or in compliance with “best practice”.

Content of directors’ report for listed public companies– (Part 3 of Schedule 2)

ASFA strongly supports disclosure as the main means by which investors can make informed decisions about companies they choose to invest in.  Requiring listed public companies to include in their annual report information about the entity’s operations, finances and future direction will be warmly received by investors.  Such requirements reflect existing best practice, as issued by the Group of 100 and the ASX Corporate Governance Council.

Financial Reporting Panel – (Part 4 of Schedule 2)

ASFA broadly supports mechanisms that encourage the fair, timely and efficient resolution of disputes over accounting treatment between ASIC and companies. 

Chapter 3 – Proportionate Liability

ASFA does not oppose permitting auditors to incorporate or the introduction of proportionate liability to auditors.

However, the impact of a national scheme for the capping of professional liability needs to be carefully considered.  For instance, ASFA would have concerns about statutory measures that unfairly limit the ability of superannuation fund trustees to pursue legal claims not only against auditors but also against lawyers and other professionals who cause the fund loss or damage.  Such professionals should accept their burden when it rightly falls on them.

Chapter 4 – Enforcement

ASFA supports strong “whistleblower” protection for auditors and employees and believes that the “good faith” requirements should act as a disincentive for malicious or vexatious complaints being made to the regulator.

ASFA supports strong and consistent enforcement powers for ASIC.  The ability to seek a court order for extended disqualification of a director and the power to seek 

civil penalties on bodies corporate upwards of $1 million should give ASIC additional powers needed to ensure compliance.

Chapter 5 – Remuneration of Directors and Executives

ASFA supports enhanced disclosure of director and executive remuneration and measures to close loopholes that permit the spirit of the requirements to be frustrated.  Requiring disclosures of a consolidated entity, in addition to the listed company should address some existing concerns.

ASFA strongly supports additional disclosures on remuneration within annual reports and supports requiring discussion of board policy on remuneration, including discussion of performance hurdles and long term incentives.  

ASFA supports the requirement that shareholders be given a reasonable opportunity to ask questions at the AGM of a listed company about the remuneration report.  

ASFA supports the intent of the non-binding vote on remuneration reports, namely an opportunity for shareholders “to collectively express their opinion” about remuneration.  ASFA also believes that remuneration is ordinarily the responsibility of the board.  The only purpose of a non-binding vote would be for the board to canvass shareholder views and for shareholders to collectively express such them.  

This highly controversial proposal is not without its shortcomings however.  On the one hand, shareholders may feel frustrated by the non-binding nature of the vote.  Directors and executives have expressed a legitimate concern that this requirement could create unresolvable conflict. Further consideration needs to be given to the reasons for this measure and whether there may be alternatives that achieve the same policy outcome.

Though supporting shareholder scrutiny over retirement payments, ASFA notes that the changes proposed do present certain practical problems that need to be resolved.  One problem is in requiring shareholder approval for any payments above the statutory threshold, including in a breach of contract situation.  If, for whatever reason, shareholder approval is not secured, then the directors could be found in contempt of court or in breach of certain statutory requirements (for instance, under unfair contract / dismissal provisions in workplace relations legislation) for failing to make payments to a departed executive as required by a court or tribunal.  

Chapter 6 - Continuous Disclosure

ASFA supports the principles of continuous disclosure for publicly listed companies.  Enabling ASIC to impose penalties on individuals responsible for a contravention of the continuous disclosure requirements, as opposed to the entity, will provide greater 

flexibility for the regulator.  However we have concerns about limiting Administrative Appeals Tribunal review. 

Chapter 7 – Disclosure Rules

Presentation of Disclosure Documents – (Part 1 of Schedule 7)

ASFA supports the changes to disclosure, definitions and prospectus requirements that would align share and debenture requirements with those currently operating in the FSR regime.  

PDSs for Continuously Quoted Securities – (Part 2 of Schedule 7)

ASFA does not oppose the ability of managed fund issuers to issue transaction-specific PDSs.

Chapter 8 – Shareholder Participation 

ASFA strongly supports initiatives that facilitate shareholders participation.  ASFA believes that lowering procedural barriers to participation will enable more active shareholding, including increased levels of proxy voting, by institutional investors.  ASFA championed many such reforms in the ASC/ASIC Corporate Governance Roundtable.

ASFA supports measures for more user-friendly meeting notices.  However the supporting regulations must be carefully crafted to ensure that shareholder participation is not adversely affected.

ASFA supports greater use of electronic distribution for notice and annual reports. However ASIC must closely monitor such provisions to ensure they are not being used to undermine shareholder participation.  

ASFA strongly supports initiatives such as permitting bodies corporate to be appointed as proxies, electronic authentication of proxy appointment and electronic appointment of proxies. We believe such measures will permit more efficient arrangements between trustees, custodians and fund managers and encourage higher levels of proxy voting by superannuation funds. 

ASFA strongly supports disclosure of other directorships in the annual report to shareholders. 

Chapter 10 – Management of Conflicts of Interest by Financial Services Licensees

ASFA supports reform that ensures financial service providers are offering their services on an efficient, honest and fair basis.  ASFA supports requiring AFSL holders to adequately manage their conflicts of interest and believe such a requirement is complimentary to the requirements under the trust law and in the Superannuation Industry (Supervision) Act for superannuation fund trustees to make decisions in the best interests of members and beneficiaries.  

The proper management of conflict of interests assists in maintaining public confidence in the superannuation system and financial services industry.  We support the notion that conflicts of interest should be avoided where possible or else managed appropriately. 

ASFA intends to closely examine ASIC’s recently-released Policy Proposal Paper on Managing Conflicts of Interest and will be making a detailed submission to the regulator in early 2004. 

Other Issues

ASFA notes that some of the proposals we supported, as part of the CLERP 9 Discussion Paper process, do not appear in the CLERP 9 Draft Bill including:

· all investors having equal access to materially price sensitive information (Proposal 25)

· the establishment of a Shareholders and Investors Advisory Council (Proposal 36)  

· further best practice guidance on bundled resolutions (Proposal 38)  

Information on the progress of these matters would be of appreciated. 

ASFA broadly supports the principles underpinning the CLERP 9 Draft Bill and the ASX Corporate Governance Principles and Guidelines.  ASFA believes that building upon the existing strengths of our regime of corporate regulation and promoting best practice in corporate governance, companies, investors and the Australian economy as a whole will benefit.
If you have any questions or comments on the items raised in this submission, please feel free to contact me on 02 9264 9300.

Yours sincerely,

Dr Michaela Anderson FASFA

Director, Policy and Research

� In the United States, the newly established oversight body, the Public Company Accounting Oversight Board, has a majority of non-accounting representatives (including a non-accountant chair).  In addition, one of the five board members is Kayla J. Gillan, previously Chief Legal Adviser at the major superannuation / pension fund CalPERS and a vocal commentator on the need for auditor independence.
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