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Introduction

This submission addresses the long-awaited release of the CLERP (Audit Reform and Corporate Disclosure) Bill 2003 and the associated preceding debates on the Corporate Law Economic Reform Program (CLERP) No 9 proposals.  The independent University of Technology Sydney (UTS) key research centre has tried to provide informed debate on these critical issues.  Some of the suggestions that have been provided in this submission are of a policy nature and question the need for change without empirical data and support, through to technical suggestions as to the drafting of particular provisions.

If any of the responses require further explanations, please contact the Centre for Corporate Governance on: CCG@uts.edu.au.

UTS Centre for Corporate Governance

Corporate Governance is the system by which corporations are directed and controlled.  A key university research centre of the University of Technology Sydney is the UTS Centre for Corporate Governance.  This Centre brings together researchers from accounting, finance, management and legal backgrounds to provide a comprehensive, interdisciplinary approach to one of the most critical problems faced by organisations in both the private and public sector.

The corporate governance structure and processes specify the distribution of rights and responsibilities among different participants in the corporation, such as the board, managers, shareholders and other stakeholders. The aim is to align as nearly as possible the interests of individuals, corporations and society.

The Centre is engaged in major research projects with industrial and professional partners, teaching and curriculum development, academic publications and conferences, and is also dedicated to policy development and legal reform. The Centre also is involved in professional consultancy, the provision of short courses, and in the improvement of practice. The Centre has good international links with other research bodies examining the reform of corporate governance worldwide.

For more details, please see: www.ccg.uts.edu.au.

Staff involved in producing this response

The UTS Centre for Corporate Governance has a variety of staff from management, law, accounting and finance involved in the research.  In respect of this submission, the substantive legal submissions have been prepared by Professor Michael Adams and Mr Jeremy Green and the accounting and audit schedules; have been prepared by Professor Donald Stokes and Ms Jane Hamilton. 

ADAMS; Professor Michael A Adams is the Perpetual Trustees Australia Professor of Financial Services Law and former Professor of Corporate Law in the faculty of Law at the UTS.  He is the Assistant Director of the UTS Centre for Corporate Governance and has been teaching and researching corporate law for twenty years.

GREEN; Mr Jeremy Green is a research assistant to the Faculty of Law and the UTS Centre for Corporate Governance.

HAMILTON; Ms Jane Hamilton (Culvenor) is a Senior Lecturer in the School of Accounting at UTS.

STOKES; Professor Donald Stokes is a Professor of Accounting, as well as Head of the Financial Accounting and Auditing Group at the University of Technology Sydney. He is also part of the management and research team of the Capital Markets CRC Ltd.

Explanatory Notes

Two brief notes.  First, references throughout the body of this submission to ‘the Centre’ are references to the UTS Centre for Corporate Governance.  Second, for the sake of clarity and coherency in this submission, the Centre has considered it apposite to reproduce parts of the draft Bill where necessary.

Schedule 1: Audit Reform

It is the Centre’s view that many of the proposed audit reforms are fundamentally flawed and should not proceed.  Members of the Centre have elsewhere published their criticisms of CLERP 9 and there appears little value in merely reproducing those works here.  A selection of these critical works is listed in the footnote below.

Drawing on these external publications, there are two levels at which the Centre wishes to submit its concerns. One is at a general level that overall the proposals fail to meet the standards of justification for change laid down by Parliament for the CLERP economic reform program and the second is in relation to some key specific proposals.  The Centre’s case can be summarised on these levels as follows.

CLERP 9 states that its proposals are built on certain key principles, most significantly on cost-benefit analysis of changes; development of a cost-effective regulatory and legislative framework; and reduction of transaction costs for firms and other market participants.  It is not clear from the CLERP 9 explanatory memorandum that these claims are substantiated.

However, the Centre’s view is that CLERP 9 is not explicitly based on any cost-benefit analysis. Rather, it frequently states agreement with its predecessors, the Ramsay report and the Audit Review Working Party. Further reliance is placed on stakeholder responses to the Ramsay report, yet there is selective quoting of submissions, and full transcripts are not provided in CLERP 9 for the reader to judge whether there is adequate qualitative or quantitative analysis behind the responses.

Within CLERP 9, there is almost no explicit consideration of the expected costs and benefits of the proposals. Rather, the main point of reference seems to be what other regulatory domains are doing, with the premise that if new regulatory initiatives or structures are proposed or implemented elsewhere (eg, in the US or UK), then they should also be applied in Australia. Rather than blindly adopting overseas approaches, the Centre would suggest that it is incumbent on advocates of new regulatory structures to spell out how the additional costs of such an organisation are offset by expected benefits.

In the lead up to the tabling of the Bill, the CLERP 9 policy paper advocated that the Financial Reporting Council assume the role for oversight of auditing and this proposal has been adopted in the Bill. The policy paper suggested four other options, three of which are not analysed at all and one – no regulatory oversight at all – is ignored all together. The Bill assumes that because there is no regulatory oversight, that some is required. No attempt is made to analyse the role of markets or the profession in contributing to oversight of the quality of audits. 

Auditor rotation

The HIH Royal Commission and CLERP 9 focus upon mandatory rotation of audit personnel is designed to increase auditor independence.  However, there is little published research worldwide on rotation of audit partners, either voluntary or mandatory.  The minimal research available suggests that the pursuit of independence benefits via mandatory rotation may come at the expense of audit competence.  That is, any increase in auditor independence will not improve audit quality if it is difficult to maintain auditor competence as a result of audit personnel rotations.  

In the Centre’s view, little attention has been given to the effects of enforced rotation on auditor competence.  In fact, it has been simply assumed that auditor competence delivered to an audit (such as industry expertise) is the same regardless of the industry partner, audit team or firm conducting the audit.

Research conducted by researchers from the University of Technology, Sydney, working with the Co-operative Research Centre for Technology-Enabled Capital Markets finds support for this view.  The research suggests that the market differentiates between the competence of leading industry-expert partners in a city and the rest of the partners completing audits in that industry.  In the context of the rotation debate, it suggests industry expertise is not uniformly distributed throughout the city office or national firm, and clients know this.

If mandatory rotation forces rotations beyond the top two local industry experts, some clients will lose the industry expertise they have come to rely upon and are prepared to pay for, and others will be expected to pay more for competence they do not require given their circumstances.

These results suggest that mandatory rotation may have unforseen negative consequences, one of which could be a reduction in audit quality for some client firms.  It is therefore the Centre’s view that there is little utility in forcing rotations to gain the benefit of auditor independence if auditor competence is lost in the process. The Centre supports a view that rotation decisions be left to the audit committees and boards of companies that are in the best position to assess the value of auditor rotation to the company and its shareholders. 

Standard of auditor independence
The draft Bill expresses the independence test in conflict of interest situations in proposed paragraphs 324CB(1)(a) and (b).  CLERP9 proposed the standard of certainty in relation to a lack of independence as that where a reasonable person would conclude that the auditor is not independent.  The HIHRC concluded that the general standard of independence for auditors should be adapted from the test laid down by the High Court to determine whether a judge is disqualified by reason that there might be an appearance of bias.
  The draft Bill adopts the HIHRC proposal that an auditor is not independent if the auditor might be impaired, or a reasonable person with full knowledge of all relevant facts and circumstances might apprehend that the auditor might be impaired, in the auditor’s exercise of objective and impartial judgment on all matters arising out of the auditor’s engagement.  The new proposal raises at least two questions: Is the independence test applied to a High Court Judge the appropriate test to apply to company auditors? And would such a test make a difference in situations such as HIH?
The Commentary on the draft provisions does not discuss the differences between auditors operating in a commercial environment where expected returns reward stakeholders for assuming risk, and judges making decisions that set legal precedents that can be changed only by other judges of equal standing or governments enacting new legislation.  The implicit assumption is that any differences between these situations are not relevant to the required standard of independence. In a commercial environment, auditing is part of the risk taking process. Audit fees (rewards) are paid by management who appoint the auditors effectively on behalf of the shareholders. Management have the power to deny auditors a future stream of fees (from auditor incumbency) by threatening an auditor change if the auditor does not give in to pressure from management.  Although auditors have incentives to be independent and resist management pressure, the process of selection and payment is like to be sufficient to create a perception that auditors might reasonably be unable to bring an impartial and unprejudiced mind (at the standard of a High Court Judge) to reporting discovered errors, irregularities and frauds. High Court Judges, in contrast, confront a different set of institutional arrangements because their fees in fact and appearance are not dependent on their judgments.  In short, the proposed standard on auditor independence is not achievable. 

It is interesting to note that the auditors of HIH would have failed a reasonable man test without necessitating a High Court Judge test for independence. Justice Owen acknowledges that HIH was mismanaged and attributes the failure to the combination of many, varied and complex reasons.  He also notes that on some occasions and in relation to material matters, the auditors (Andersen) were misled
 and there were circumstances which gave rise (or would give rise to those aware of the relevant facts) to a perception that Andersen was not independent of HIH. Andersen was not independent in appearance, but the HIHRC analysis of the conduct of the 1999 and 2000 audits by Andersen also reveals that there is no reason to conclude that Andersen’s independence was in fact compromised.
  

Since there was no compromise of independence in fact, and knowledgeable observers would have perceived a compromise of independence in appearance, it is difficult to conclude that increasing the standard of certainty in relation to a lack of independence to the High Court Judge standard of might would have any effect in situations such as HIH.  Further, Justice Owen raises concerns about Andersen’s reliance on the valuations of HIH’s consulting actuary.
  Although he does not conclude that the reliance was unacceptable, it raises questions about Andersen’s competence.  If a lack of competence means that auditors do not discover problems with clients’ accounting systems, then even a “High Court Judge” independent auditor cannot report those problems.  

The Centre supports a position that the standard for independence be kept at the ‘reasonable man’ level and that this be dealt with as part of the auditing standards regulations and not by way of statutory law.

Schedule 4: Enforcement

Part 1: Protection for Employees Reporting Breaches to ASIC

General Comments

The Centre has no objection in principle to the draft legislation providing protection to ‘whistleblowers’ who report suspected breaches of the corporations legislation to ASIC.  Employees, officers and subcontractors should undoubtedly be encouraged to report any and all genuine suspected breaches of the law committed by their employers.  Offering protection to such persons by way of encouragement to make such reports has the Centre’s full support.

However, the Centre does have some concerns about the manner in which the new provisions seek to provide this protection.  In short, the Centre has two chief concerns.  First, that merely providing a mechanism for protected disclosure to ASIC does not address the bigger picture of transforming those disclosures into action.  Second, that the bar has been set too high by requiring disclosures to be made in good faith.

These two concerns are expanded upon below.

The proposed new s 1317AA reads, to the extent that it is relevant to this submission, as follows:

1317AA Disclosures qualifying for protection under this Part

(1) A disclosure of information by a person qualifies for protection under this Part if:

(a) the disclosure is made to ASIC; and

(b) the person is:

(i) an officer of a company; or

(ii) an employee of the company; or

(iii) a person who has a contract for services with a company; and

(c) the person informs ASIC of the person’s name before making the disclosure; and

(d) the person has reasonable grounds to suspect that the information indicates that:

(i) the company has, or may have, contravened a provision of the Corporations legislation; or

(ii) an officer or employee of the company has, or may have, contravened a provision of the Corporations legislation; and

(e) the person makes the disclosure in good faith

Issue of Concern: Whistleblowers’ Provisions Fail to Address the Bigger Picture

As stated above, on a purely philosophical level, the Centre supports the policy behind the proposed whistleblower protection provisions.  However, the Centre is concerned that the proposed Part 9.4AAA does not address the underlying and more problematic issues in reporting breaches of the corporations legislation.

Paragraph 384 (page 96) of the commentary accompanying the draft Bill states that the Part 9.4AAA:

establish[es] a framework which is designed to encourage employees, officers and subcontractors engaged by a company to report suspected breaches of the corporations law to ASIC.

The above statement may describe a noble objective; however, the Centre remains unconvinced that what corporate governance in Australia needs more complaints are being made to ASIC.  Certainly, the making of valid complaints and the reporting of suspected breaches should not be discouraged; however, such reports become an exercise in futility unless ASIC is in a position to follow them up.

ASIC is undoubtedly familiar with complaints about suspected breaches of the corporations legislation.  For example, there are numerous provisions within the Corporations Act 2001 requiring external administrators to report to ASIC suspected contraventions of the law (for example, s 438D, which requires administrators to report alleged commission of offences against the law and misappropriation of corporate assets by corporate officers).  

In the 2002/2003 financial year, these statutory reporting provisions generated 5,251 reports from administrators;
 which amounts to approximately 14 complaints of alleged breach of the law every day.  Of these, ASIC responded by taking no further action than merely analysing, assessing and recording in 93 per cent of cases.
  Thus, only 368 of the 5,251 reports of breaches of the corporations legislation made by administrators, liquidators and receivers were resolved.

Similarly, in the 2002/03 financial year, ASIC received 8,708 complaints from the public, a mere five per cent of which were followed up by surveillance or investigation.  66 per cent of public complaints were resolved by ‘information provided/negotiation’ (it remains unclear what precisely this method of resolution means), while 29 per cent were not resolved, but analysed, assessed and recorded.

The Centre does not cite these statistics to be unnecessarily critical of ASIC, rather more to highlight the fact that ASIC, quite understandably, has difficulty in responding to even a small percentage of the complaints it currently receives.
  The Centre’s concern is that Part 9.4AAA will only add to this burden and the reports ASIC stands to receive from employees, officers and subcontractors vis-à-vis breaches of the law by employers will similarly go unresolved.

Thus, notwithstanding its admirable intent, unless the new legislation is accompanied by a plan designed to enable ASIC to respond adequately to these reports, then the legislation will achieve little.

Issue of Concern: That Reports Must be Made in Good Faith

Proposed s 1317AA(1)(e), which requires that the person making the disclosure to do so in good faith, is cause for concern.  The Centre can see no good reason why it should matter whether a complainant is an altruist or motivated by a strong dislike for the alleged miscreant, provided the complaint being made is genuine in the sense that it discloses a legitimate breach of the law.

Paragraph 391 (page 97) of the commentary accompanying the draft Bill states that (with emphasis added):

The use of ‘good faith’ is intended to raise the threshold for obtaining qualified privilege.  This is considered appropriate given the need to discourage malicious or unfounded disclosures being made to ASIC.

The Centre would agree that the legislation should not operate to encourage unfounded disclosures being made to ASIC; however, if a disclosure is meritorious yet made by a person who happens to harbour a strong dislike for the alleged offender, then the legislation should not operate to deny protection to such complainants.

It is not difficult to imagine a situation in which an employee, whose respect for their employer has been eroded through years of silent observance of the employer’s illegal conduct, finally determines that they will make a report only to find that they fail the requirement of good faith when they inform ASIC that they want to ‘dob the mongrel in’.  The employee’s complaint may well be genuine and contain allegations of serious breaches of the law, but the employee’s motives will ensure that he or she will not enjoy the protection offered by the new legislation.

Thus, the Centre would submit that the focus of the legislation should be on encouraging the making of complaints that show a genuine and legitimate breach of the law, rather than deterring the making of complaints by those who may have less than altruistic motives.  To this end, the Centre would further submit that proposed s 1317AA(1)(d), which requires the complainant to have reasonable grounds for suspecting that the disclosure indicates a contravention of the law, is sufficient to allow ASIC to flush out those claims that lack merit or are unfounded.

Finally, if, as stated in para 384 of the commentary (quoted above), the aim of this new legislation is to encourage the reporting of alleged breaches of the law, the raising of the threshold to mandate good faith only serves to work against this objective.  Proposed s 1317AA(1)(e) should be removed.

Part 2: Disqualification of Directors

General Comments

With the exception of the proposed s 1274AA, which seeks to clarify the required content of ASIC’s register of banned and disqualified officers, the Centre finds itself in opposition to all of the proposed provisions contained within Schedule 4 Part 2.  The Centre disagrees that the maximum period of disqualification under s 206D should be increased from 10 to 20 years.  The Centre further disagrees with the proposal designed to increase the period of automatic disqualification from five to 20 years.

Issue of Concern: Increase of Maximum Period of Disqualification in s 206D

The current maximum period of disqualification under s 206D — 10 years — has only been in place since the commencement of the Corporate Law Economic Reform Program Act 1999 (Cth) on 13 March 2000.  The predecessor to s 206D, s 599 of the Corporations Law carried a maximum period of disqualification of five years.  Thus, only three years ago the period was doubled from five to 10 years.  Now it is proposed that this period be doubled again.

Upon reading the commentary to the Bill, it is difficult to understand the need for increasing the maximum period of disqualification.  There is no justification offered in the commentary for increasing the maximum period of disqualification under s 206D from 10 years to 20 years.  There is no evidence provided to suggest that the 10-year disqualification period is inadequate.  There is no evidence, for example, of judicial statements suggesting that the current maximum penalty is inadequate.  In fact, whilst the Centre is willing to be corrected on this point, it was unable to uncover a case in which s 206D had been used to impose the maximum penalty of 10 years.  What is more, since s 206D was introduced, the provision has only once been raised judicially, in Adler v ASIC [2003] NSWCA 131 at [142], and even then, the Court only mentioned in passing the absence of the provision from ASIC’s pleadings.  

Furthermore, the commentary contains no explanation of the benefit that will accrue from increasing the maximum period to 20 years.

The absence of evidence of the need for doubling the maximum penalty suggests to the Centre that there is no such need.

Issue of Concern: Extending the Period of Automatic Disqualification

For the same reasons (where applicable) as those given immediately above in relation to the proposed revision of s 206D, the Centre opposes the proposed s 206BA.

Part 3: Civil Penalty Provisions

The Centre agrees with all the changes proposed under Schedule 4 Part 3 in relation to the civil penalty regime, with one caveat.  The proposed s 1317G(1B) applies a maximum civil penalty of $1 million for a body corporate found to be in breach of a financial services civil penalty provision.  Such a change adopts a similar multiplier effect as that used in the criminal penalty paradigm under s 1312.  That section provides that, where a body corporate is convicted of an offence against the Corporations Act, the pecuniary penalty imposed by the court may not exceed five times the maximum amount that could be imposed upon an individual convicted of the same offence.  In the criminal sphere, this increase in the pecuniary penalty is meant to reflect the fact that a body corporate cannot be gaoled for a serious contravention of an offence provision, unlike a natural person.

The Centre strongly opposes adopting into the civil penalty regime the same multiplier as used in criminal penalties.  To do so further blurs the line between the civil penalty provisions and criminal penalties.  Whilst civil penalties are something of a hybrid between a civil and criminal sanction, they carry the much lower civil standard of proof (on the balance of probabilities).  Thus, such provisions are much more closely aligned with the civil end of the spectrum than the criminal.  To increase further the civil penalties in line with criminal penalties effectively removes the distinction between civil and criminal sanctions and allows ASIC to enjoy the best of both worlds, without having to trade off the significant benefit of only having to satisfy the civil standard of proof.  

Furthermore, to all intents and purposes the changes align the civil and criminal regime, which will render redundant the more difficult to prove criminal penalties.  If ASIC is to enjoy the convenience of being required to meet only the civil standard of proof, there must be an appropriate quid pro quo; the Centre would submit that this quid pro quo should come in the form of lower civil penalties than those available under the offence provisions.

Lastly, putting to one side the Centre’s objections to the change to the financial services civil pecuniary penalty for a moment, the Centre remains a little confused as to why, under the proposed changes, bodies corporate will not face a $1 million penalty for breach of the corporation/scheme civil penalty provisions.  It seems somewhat anomalous for a body corporate to face a maximum penalty of $1 million for a breach of a financial services civil penalty provision and only $200,000 for a breach of a corporation/scheme civil penalty provision.  If the rationale behind this dichotomy is that the corporation/scheme civil penalty provisions only apply to individuals, this is incorrect.  Both ss 601FC(5) and 601FG(2) are corporation/scheme civil penalty provisions capable of being contravened by a body corporate, yet under the proposed provisions a breach of either of these provisions will continue to carry a penalty for the corporation of only $200,000.  If these changes are to be introduced notwithstanding the Centre’s objections, then the Centre would submit that the penalty regime should apply consistently.

Schedule 5: Remuneration of Directors and Executives

General Comments

The Centre has no objection the proposed extension of the executive remuneration disclosure requirements to require disclosure of the remuneration of directors and executives of both the listed company the consolidated entity.  Corporate group structures should not be allowed to be abused so as to avoid the disclosure requirements.

The Centre has no objection to the proposed s 250SA, which requires the chair of a listed company to allow a reasonable opportunity at the AGM for the members to discuss and ask questions in relation to the remuneration report.  The Centre is not convinced that such a provision is absolutely necessary, as a competent chair of a listed company would already provide members with such an opportunity; however, the Centre does not oppose the inclusion of s 250SA. However, it must be recorded that boards are put in place by shareholders to appoint and remunerate management among other things. Chairpersons can allow their decisions to be scrutinised at the AGM but it must be emphasised this provision cannot be allowed to be turned into a review/ratification process by the shareholders. If shareholders do not like the levels and justification against benchmarks, they can factor this into their decisions to retain the directors.

The Centre does have, however, concerns in relation to proposed s 250R(2), which mandates a non-binding resolution approving the remuneration report to be held at each listed company’s AGM.  In the Centre’s opinion, such a resolution does nothing other than provide shareholders with a false hope and add length and expense to the AGM.  There is little utility in requiring a board to put a resolution to the vote, when the outcome of the vote, if unfavourable to the board, will be of no consequence.  If the board has the option of rejecting the results of the members’ vote, there seems to be little value in offering members the opportunity to vote.

The commentary to the Bill (para 429, page 105) suggests that, notwithstanding the non-binding status of the resolution, ‘the process provides an avenue for shareholders to actively express any views they may have regarding decisions taken in relation to remuneration.’  It is the Centre’s submission that the proposed s 250SA is better suited to provide such an avenue for shareholders; by contrast, s 250R(2) is not an appropriate vehicle through which to achieve this end.  

If the objective of the proposed changes is to provide shareholders with an opportunity to express their views on remuneration, then a provision requiring the chair to invite debate on this topic is far more appropriate than a ‘chocolate teapot’ provision, such as s 250R(2), which simply permits the board to pay lip-service to the members while incurring substantial and unnecessary costs for the company.

Schedule 6: Continuous Disclosure

Part 1: General

The Centre supports the proposal to apply the continuous disclosure civil penalty positions to those people involved (according to the definition supplied by s 79 of the Corporations Act) in an entity’s contravention.

However, if, as para 437 page 108 of the commentary to the Bill suggests, the extension is ‘not intended to apply, for example, to individuals who passed on information produced elsewhere in the disclosing entity, including those responsible for communicating with the ASX in relation to listing rule matters’, then the Centre would urge that this intention be noted in the legislation.  If this intention is not expressly stated in a note to the proposed ss 674(2A) and 675(2A), such people will be caught within the definition of s 79 and Parliament’s intention will be soon forgotten.

Part 2: Infringement Notices

The Centre strongly objects to the proposed granting to ASIC of power to issue infringement notices in relation to alleged breaches of the continuous disclosure provisions.

The Centre is concerned that these proposed provisions place ASIC in the position of being investigator, judge and jury in relation to the issue of infringement notices.  Paragraph 443, page 110 of the commentary to the Bill lends weight to these concerns, outlining that the issuing mechanism would operate in the following way (emphasis added):

If ASIC considers that an entity has contravened the continuous disclosure regime, ASIC notifies the entity in writing of the nature of the case against it.

ASIC then holds a hearing, at which the entity is permitted to give evidence and make submissions.

If, following the hearing, ASIC forms an opinion that a contravention has occurred, it may issue an infringement notice …

This is an unacceptable commingling of the executive and judicial arms of government, in direct contradiction of the doctrine of separation of powers, which underpins the system of representative responsible government established by the Constitution.  Whilst the Centre acknowledges that Australia’s system of responsible government does not adopt Baron de Montesquieu’s strict formulation of the separation of powers, the accepted blurring of the lines has hitherto been confined to that between the executive and legislative arms.  At no stage has s 71 of the Constitution been interpreted by the High Court as allowing non-judicial bodies to exercise judicial powers: see, for example, R v Kirby; Ex parte Boilermakers' Society of Australia (1956) 94 CLR 254 and Brandy v Human Rights and Equal Opportunity Commission (1995) 183 CLR 245.  Yet this is precisely what the proposed infringement notice regime seeks to establish.  The question of whether an entity has breached the continuous disclosure provisions is a question of law, questions that are reserved for judicial bodies, not the executive arm of government.

Furthermore, the proposed infringement notice regime cannot be likened to the current penalty notice regime available to ASIC under s 1313 of the Corporations Act.  There is a marked difference between ASIC issuing a penalty notice for a company secretary’s failure to respond to an annual extract of particulars, which involves the determination of a strict question of fact (ie ‘did the company respond or did it not?’), and ASIC issuing an infringement notice for an alleged breach of the continuous disclosure regime, which involves a determination of a difficult and ambiguous question of law.  

The continuous disclosure provisions have posed significant interpretational difficulties for companies, the ASX and ASIC in the past, with high profile disputes arising over the application of exemptions from the rules.  The proposed infringement notice regime does nothing to aid the interpretation of the ambiguous continuous disclosure provisions, rather it avoids this altogether by potentially giving ASIC the power to pressure (read: greenmail) a company into paying the penalty attached to an infringement notice so as to avoid having to go to court over the matter.  The new regime takes the ‘comply or explain’ ideology of the ASX corporate governance principles to a new level: ‘comply, or explain it to the judge’.

The Centre also takes exception to the removal of the company’s right to seek a review from the Administrative Appeals Tribunal (AAT).  It is proposed that ASIC’s decision to issue an infringement notice is excluded from review by the AAT on the grounds (given in the commentary to the Bill at para 453 page 113) that it 

is inappropriate because there is no obligation on an entity to comply with the notice and non-compliance with the notice leaves ASIC with the decision whether or not to initiate court proceedings to enforce the continuous disclosure requirements.

By focusing on the fact that an entity may still opt not to comply with the infringement notice, this approach ignores the latent damage that the issue of such a notice may cause to the entity.  Whilst the proposed s 1317DAF(4) states that an entity’s compliance with an infringement notice does not amount to an admission of a contravention of the continuous disclosure regime, the mere fact that an entity has been issued with such a notice may well raise potentially damaging speculation in the market that the entity is in breach.  Compliance with such a notice and payment of the penalty (the publication of which by ASIC is permitted under proposed s 1317DAJ) would only act as confirmation of this speculation.  Thus, the Centre would submit that ASIC’s decision to issue an infringement notice carries consequences the significance of which justifies the company enjoying the right to appeal to the AAT.

Lastly, it is absurd to suggest (as does the commentary to the Bill at para 445 page 112) that ‘[t]he process is not intended to amount to the imposition of a financial penalty by ASIC’, when this is precisely what the new regime amounts to in substance, if not in form.  The proposed reforms should be strongly resisted.

*****

UTS Centre for Corporate Governance

17 November 2003

Please email any comments to CCG@uts.edu.au
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