[image: image3][image: image1.jpg]i}

Australian Shareholders' Association Ltd @





10 November 2003

The General Manager

Corporations & Financial Services Division

The Treasury

Langton Cres

PARKES  ACT  2600

Dear Sir

ASA SUBMISSION ON CLERP 9

Introduction

Overall, the Australian Shareholders' Association welcomes the changes to the Corporations Act proposed under CLERP 9.  We have not attempted to respond to all of the Government's proposals, but rather have identified those that we felt compelled to comment upon.  We trust that the ASA's input is constructive.

Audit Reform

We note that proposal 83 subsection 300(11B) requires disclosure of certain details relating to amounts paid to auditors for non-audit services during the year.  The directors must also state that they are satisfied that the provision of non-audit services by the auditor during the year is compatible with the general standard of independence for auditors imposed by the Act.  The directors are also required to state that the provision of non-audit services by the auditor during the year did not compromise the auditor independence requirements of the Act.

The HIH Royal Commission considered that the provision of non-audit services to audited bodies raises two threats to audit independence:

· Self review threats. These situations arise where the auditor may need to review work performed either by the auditor or the auditor’s firm.

· The sacrifice of audit integrity in order to procure more lucrative non-audit work.  The CLERP 9 paper also raised this issue in terms of audit as a ‘loss leader’.  (Item 209 Commentary on the draft provisions).

The ASA believes that the provision of some non-audit services by the company’s auditors clearly compromises the independence of the auditor.  Such services are recognised in the Sarbannes-Oxley legislation in the United States.  They are:

· Internal audit

· Actuarial services

· Bookkeeping

· Financial information system design

· Valuation services

· Management functions (including human resources)

· Investment advice

· Legal services

· Corporate financial and similar activities.

The Sarbannes-Oxley prohibitions encompass most non-audit services and the ASA believes that to be absolutely certain that auditor independence is not compromised the auditor should be prohibited from providing not just the above, but all non-audit services to a company. 

We believe directors may be influenced by claims made by management that if all non-audit services provided by the company’s auditors are prohibited:

· Audit fees will rise

· Another provider of non-audit services will not know the company as well as the auditor and additional management time and resources will be needed in an education programme.

The ASA believes the cost of the audit is secondary to the integrity and independence of the audit and auditors will not be totally independent if they also provide other services.  If the Government decides not to totally prohibit the provision of non-audit services by the company’s auditors in the proposed legislation then as a minimum the auditors should be prohibited from providing those services that are prohibited under Sarbannes-Oxley legislation.  In addition the auditors should be prohibited from providing taxation services to the company.  The HIH Royal Commission recognised that the provision of strategic tax advice poses a significant threat to audit independence.  (Item 210 Commentary on the draft provisions.)

The ASA is concerned about the use of low-cost auditing services to provide an entry point for on-selling more profitable non-audit services.  We note that an Australian based study (A Ferguson – Evidence of Audit Leader Strategic Price Cutting and Fee Recovery in Non-Audit Services: Implications for Independence, Working Paper 55.  School of Accounting, University of Technology, Sydney) (Page 34 Corporate Disclosure “Strengthening the financial reporting framework” CLERP – Proposals for reform Paper no. 9) has found that loss-leading behaviour does occur in some industry sectors, and that the leading auditor in that sector is ‘effective in gaining greater consulting revenue compared with other Big 5 firms.’ 

The proposed legislation requires companies to disclose the cost of audit services, but this does not provide any comfort to investors that “loss leading” in respect of the audit fee is not practiced by the auditor to secure more profitable non-audit work.

Enforcement

Whistleblower protection is welcomed, including the increase in the threshold for obtaining qualified privilege to acting in good faith rather than merely absence of malice. 

Comments have been sought as to whether the Bill should provide protection in relation to disclosures made regarding contravention of other legislation.  Given continued breaches of varied legislation can have a cumulative financial implication, (eg successive breaches of Environmental or OH&S legislation will attract increasing fines and potential civil actions), the ASA would support the extension of the protection to all legislation. 

Section 206D, Item 3 of this Bill seeks an increase in the maximum term of director disqualification from 10 to 20 years. Section 206B of the Act will maintain the automatic disqualification of 5 years for specific criminal conviction, with Section 206BA allowing the Courts to disqualify people for a further 15 years on application of ASIC.  The ASA supports a longer period of disqualification due to the long-term influence of the board and board members upon a corporation's culture and operations.  If a director is found to have a cavalier attitude to the law, a life-time ban would be more appropriate than allowing more shareholders to be duped.

Section 398.  The increase in maximum pecuniary penalty payable by corporations to $1,000,000 is welcomed, as $200,000 was of little impact on corporations' finances.

Remuneration of Directors and Executives

The proposal for the remuneration report to be subject to a non-binding resolution at a company's AGM is generally well conceived.  A recent survey poll on the ASA website resulted in 84% of respondents indicating that they are in favour of such an initiative.

In the opinion of retail shareholders, as evidenced by comments made to the ASA and other independent research, boards (collectively) have failed to maintain control over executive remuneration costs for many years. 

Research conducted for the Labor Council earlier this year ('The Buck Stops Here: Private Sector Executive Remuneration In Australia') found that executive remuneration levels in Australia grew over the decade 1992 - 2002 from 22 times average weekly earnings to 74 times average weekly earnings.  In addition, the research did not find any link between pay and performance.

In support of this, Westpac Governance Advisory Service recently released research that found that remuneration is strongly correlated with the size and complexity of the company, but the link to company performance in terms of return on equity and return on assets is largely absent.

Directors have, for many years, entered into contracts without appropriate forethought of contingencies surrounding key events.  This has led to contractually binding, yet completely unacceptable termination payouts which have offended not only shareholders, but the broader community as well.

A joint study by Booz Allen Hamilton as a joint initiative with the BCA found that Australian CEOs on average spend only 4.4 years in the top job, compared with 8.7 years for their global counterparts.  Amongst other factors influencing this trend (such as the level of corporate action in Australia), is the growing size of short-term incentives in executive contracts set by directors, which, according to Mercer, has increased from around 21% of the typical total package in 2000 to around 28% in 2002.  This adds further weight to the assertion that boards, as a whole, have not only been poor at restraining the size of executive packages, but have also been found wanting in their ability to properly maintain control of the structures of executive remuneration packages. 

We have noted some criticisms of this proposal.  These are italicised.

'The concept of a publicly-listed company involves shareholders delegating authority for the management of their investment to a board.  Therefore it is appropriate that, as is already the case, shareholders decide by voting on the remuneration and appointment of the board of directors.  However it is the role of the board on behalf of shareholders, to determine the remuneration of executive managers.''

Of course, a binding vote over the equity component of directors' salaries has been in place for some years. Not only has this vote not blurred the responsibilities of shareholders and directors, it has been an implicit and progressive part of shareholder activism.  In Australia, shareholder groups (including both the ASA and its institutional equivalent, IFSA) have effectively forced directors to improve their efforts in relation to equity-based payments.  It is important to note that it was these shareholder groups which have led the debate, rather than directors.  Indeed there are still companies that do not meet even the most basic guidelines in relation to option pricing and performance hurdles.

It is important to emphasise that shareholder activism has been successful in bringing directors into line in relation to share-based pay.  Examples include: The News Corporation Limited (where a resolution to grant executive options without hurdles was approved by directors but opposed by shareholders), Harvey Norman Limited (where directors had approved a resolution to effectively re-price options that were out-of-the-money), and Coles Myer Limited (where the plan approved by directors contained inadequate hurdles).  These are recent examples; over the past few years there have been many cases where boards have considered one package to be appropriate, only to have to make substantial changes as a result of an opposing vote (or threat of an opposing vote).  We can see no reason why this will not be the case in the event that shareholders are given a non-binding vote over complete salary packages.

'A vote on pay also raises the broader question of where such voting by shareholders should stop.'

Where should such voting stop?  One commentator sarcastically asks if shareholders should be given a vote over the rental expense of a company. In our view, the question is quite inappropriate. Executive director and senior management salaries constitutes one operating expense that falls under the direct control of the board, as distinct from other operating expenses such as rent.  Further, it is the one expense that can create the most basic conflict of interest between shareholders and directors.  In the circumstance where executive remuneration has been comprehensively and systematically mismanaged for a long period of time, it is wholly appropriate and completely justifiable to give shareholders a greater avenue to provide feedback.  

Shareholders understand that executive remuneration is only one (albeit important) aspect of a directors' duties.  If shareholders do not like how directors have remunerated senior management, a non-binding vote will give shareholders a collective mechanism to voice their feelings, without the need to vote directors out of office, as that may be to the detriment of the company overall.  For example, a board may be very strong in other areas of corporate governance, financial oversight and business strategy, so a director's removal may not be warranted on the basis that they are poor remunerators.

'This proposal will see a flight of talent out of Australia.'

We note that despite arguments about international demand for senior executives driving the market price of their employment, there are some companies that are able to remunerate fairly and appropriately.  The fact that there are these exceptions shows that any 'market forces' argument is baseless.

It is interesting to see that those companies with dual listings in the UK and Australia have the best standards of remuneration disclosure amongst local companies.  BHP Billiton, Brambles and Rio Tinto all provide extensive information on their remuneration practices.  It seems that recent UK law requiring a non-binding vote on the remuneration report is driving this improved disclosure.  We understand that this fact has not been lost on European regulators, with the OECD to consider a similar move at its annual ministerial meeting next May.

'It would be reasonable to expect that expanding the current disclosure system - while appearing to empower shareholders - would contribute to an increase, not decrease, in overall pay levels.' - BCA

Whilst we could understand the lobby group for CEOs pressing for reduced disclosure of executive pay under the guise of attempting to decrease overall pay levels, we were intrigued to see it so bluntly stated.

Taking the investment banking industry as an example shows the spuriousness of the BCA statement.  Senior executives at Australian investment banking firms are both highly (over)paid and are generally not required to disclose top five remuneration amounts.  (The exception to this is Macquarie Bank Limited, which, as a listed entity, must disclose.  It is commonly referred to as 'The Millionaire Factory'.  The latest annual report showed that in the year to 31 March 2003, the average employment expense for the company's 2,474 employees was over $340,000).  It seems that a combination of active and motivated headhunters, as well as highly developed networks within the senior levels of the industry ensures that a relatively accurate picture of remuneration levels and trends exists.  It is clear that the lack of disclosure has played no role in containing executive salaries in investment banking.

A Board's decision to go against a shareholder vote, even though it is non-binding, might be used as evidence in subsequent legal proceedings to suggest that directors had not fulfilled their duties.

Senator Stephen Conroy rightly points out that this has not been the experience in the UK.

Continuous Disclosure

The ASA endorses the increased importance placed on the regime of continuous disclosure. The confidence of retail shareholders in the fairness of trading in the equity market will be enhanced by more effective continuous disclosure measures.

ASIC infringement Notices: We hear the comments about ASIC becoming judge, jury and executioner in regard to the new power to issue infringement notices but believe this overstates the new powers. Various regulations now include the power to issue on the spot fines where behaviour needs to be modified quickly eg NSW Water Restrictions. Typically, the size of the fine is not ruinous (up to $110,000 for violating continuous disclosure regime) and there is the opportunity to argue the issue.  While there is the risk of negative share price reaction to the issuance of an infringement notice, investor confidence is at risk from continued trading of an uninformed market for even a short period of time.

In summary we see the benefits in regard to the new power to issue infringement notices include:

· Reduced time burden to the Court

· Introduces an immediacy that is critical to investor confidence

· Introduces a remedy for minor breaches of disclosure regime

· Company can present evidence to ASIC to defend itself

· Company can choose to have matter dealt with by the Court

· Imposes a penalty on companies that consistently bend the disclosure regime.

We would encourage ASIC to maintain a record of infringement notices similar to the ASX announcements which include any queries by the ASX.  This will allow retail investors to identify companies that consistently violate the disclosure regime even to a small degree.

Disclosure Rules

The ASA supports the requirement that disclosure documents such as prospectuses be presented in a clear, concise and effective way.  If ASIC determines that this requirement is not met, ASIC may apply a stop order on the issue.  We have noted a number of prospectuses that list the investment risks in a way that diminishes their importance in the context of the entire document, rendering them entirely misleading.

Shareholder Participation

Proxy Voting

Of all CLERP 9 proposals, these are the most significant in relation to the operation of the ASA.  The ASA wholeheartedly supports these initiatives and congratulates the Government on its forethought.  It is neither onerous nor costly for companies, and, in our opinion, will drastically increase the level of participation from retail shareholders.

Our experience with retail shareholders reveals that they like to return their completed proxy forms within three days of receipt. This means that if they cannot attend a meeting, and do not wish to appoint the meeting chairman as their proxy, they will require the name of an individual who will attend the meeting and can be trusted to lodge their proxy. The longer they have to wait for that name, the greater the risk of non-participation.

In the past year, the largest number of retail shareholder proxies have consistently been given to the ASA's representative (apart from Coles Myer Limited, where a large number of shareholders appointed Solomon Lew). Indeed, often the ASA will have as many proxy votes (as distinct from proxy givers) as a medium-sized institution. 

Although the ASA enjoys considerable support, and although we have some influence on corporate behaviour, we believe that the number of proxies we would receive as a result of shareholders appointing the "Australian Shareholders' Association" or "ASA" would increase substantially. Should this occur, the Government would be largely responsible for a major increase in retail shareholder participation and activism. Coincident with this would be a significant increase in the ASA's influence on listed companies.

The recent ASIC v Whitlam case, which has highlighted an unresolved issue over the duty of care required by chairmen of a company meeting, has left shareholders reluctant to appoint the chairman as their proxy. This has added to the demand for a corporate representative proxy.

Whilst the ASA is able to inform members of its nominated individual to receive proxies via its website, www.asa.asn.au/voteshares, and its monthly newsletter 'EQUITY', each method has restrictions.  Approximately half of the ASA membership does not have access to the internet, and the newsletter, being a monthly publication, often does not satisfy shareholders' immediate demand for an individual's name. By having a standard corporate proxy representative, shareholders will not have any reference requirements, and thus will be able to complete their proxy forms immediately upon receipt.

In addition, relying on an individual to attend a particular meeting is impractical.  For example, the ASA member who was given 18.25 million proxy votes by 11,600 Coles Myer Limited shareholders became gravely ill prior to the company's Annual General Meeting.  Were a corporate proxy available, the ASA could have nominated a new individual without jeopardising the vote. In this case, our representative felt compelled to attend the meeting, against medical advice.

Many listed companies outsource their registries to professional registrars (such as Computershare and ASX Perpetual) who are usually responsible to collecting and processing proxy forms.  They would be the most affected industry body should this proposal be passed. The ASA is a member of the Australian Corporate Registry Association and that, combined with our extensive interaction with registries over the years, gives us great comfort in their abilities and proficiency.

It is unclear what is required by a corporate proxy representative in order to nominate a representative to vote proxies given to the body corporate. We suggest that the method be consistent with that of a body corporate shareholder that nominates a representative to collect its voting papers in respect of its own shares.

Listed companies - notification of directorships

Whilst we welcome this proposal, it is not clear in the wording of the section whether an individual must disclose a directorship of a company that was formerly listed in the prior three-year period.  For example, would a former director of One.Tel be required to disclose this information, as One.Tel is no longer a listed company? We would prefer this to be the case.

Officers Senior Managers and Employees

We welcome the proposed changes to the definition of the term 'officer' and note that this will work well with the ASX Corporate Governance Council Guideline on remuneration.  Too often in our discussions with senior managers of operating divisions within conglomerates, we are told 'I don't know which company they're talking about when they disclose the top five paid employees, because I know of many people who are paid much more.'

We expect access to a much clearer picture of the extent of senior executive largesse on the adoption of this proposed change.

Other issues of interest to the ASA

100 Member Rule

We understand that the discussions surrounding s249D and s249O are continuing, and are disappointed that they were not included as part of the CLERP 9 proposals.  

It is proposed to remove the 100 member rule from Section 249D of the Corporations Act leaving only a requirement for the holders of 5 per cent of the issued capital to requisition a meeting of members.

The Australian Shareholders’ Association (ASA) believes that shareholders should not be required to conduct a search for holders of 5 per cent of the issued share capital of a company in order to be able to requisition a meeting of members. 

Very few meetings have been requisitioned under the 100-member rule of Section 249D since its introduction.  If the concern of Government relates to the abuse of the rule by special interest groups then consideration should be given to protecting the shareholder right from abuse.  The proposed legislation appears to be aimed at the NRMA and the 100-member rule could be retained for companies listed on the Australian Stock Exchange.  In addition, a provision could be inserted in the Act so that each member of the 100-member requisition must hold a marketable parcel of shares (being a minimum value of $500.)

We note that if the 100-member rule is removed, a membership association such as NRMA would require over 50,000 members' requests to hold a meeting or propose a resolution.  Surely this is not the intention of the proposed changes.

We note that the CASAC Final Report Shareholder participation in the Modern Listed Public Company in June 2000 stated that overseas jurisdictions do not contain provisions for a 100 member rule and generally limit calling of meetings to a percentage of voting shares held.  However this is not sufficient reason for the Government to remove a right that is presently held by Australian shareholders.

At the Annual General Meeting of Boral Limited held on 21 October 2003, directors included a resolution that would require any proposal to modify or repeal the company’s constitution to be either approved by a resolution of the board or be proposed by shareholders holding at least 5 per cent of the votes that could be cast.  The effect of this change in Boral’s constitution, which was approved by shareholders, is that only a resolution to change the constitution proposed by holders of 5 per cent of the company’s capital can be placed on the agenda for discussion at the annual general meeting.  Boral has effectively nullified the 100-shareholder test contained in the Corporations Act for that type of resolution.  This “damages the legal rights of all small shareholders in response to a modicum of discomfort from the noisy, but powerless.” (Bartholomeusz – Melbourne Age 23 October 2003 Business 3)

The ASA is concerned that other companies that feel they cannot cope with an activist group of owners of their business will copy the action by Boral.

The action by Boral flouts the principles contained in Chapter 8 of the CLERP 9 draft provisions for shareholder participation.  Item 543 of the draft states that the amendments 'are intended to facilitate the exercise by members of companies of shareholder rights to be informed, to participate and to vote in general meetings'.  The ASA submit that the provisions of the Corporations Act should take precedence over provisions in a company’s constitution such as those inserted by shareholders of Boral.

Listed Trusts

Sharemarket investors continue to endure a separate set of rules for listed trusts.  For example, listed trusts are not required to hold annual information meetings for their unitholders.  Over the years, shareholders have been able to make comments to and ask questions of the individuals that they have entrusted with their funds in a public forum.  However unitholders have not had this same basic right.  Some of the more proactive listed trusts have identified the need for such a meeting (such as GPT), and the ASA has welcomed this initiative.  However, the likes of GPT are the exception rather than the rule, as the majority of listed trusts do not hold annual information meetings.

It is important to note that due to their distribution yields, listed property trusts are amongst the most widely held entities on the stockmarket, and have a massive retail shareholder base - particularly amongst self-funded retirees.

Remuneration of Directors and executives

Until 30 June 2002, under ASX listing rules, any equity-based remuneration plan needed shareholder approval.  ASX removed this requirement from 1 July 2001.  This means that Directors can install any equity-based remuneration plan without shareholder approval or scrutiny with the only exception being issues to directors.  The ASA believes that all equity-based remuneration schemes should be approved by shareholders prior to implementation. 

Shareholders and Investors Advisory Council

We understand that the Shareholders' and Investors Advisory Council is being progressed outside of CLERP 9 and would welcome confirmation of this.

Yours sincerely
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Stuart Wilson

Executive Officer

On behalf of the ASA Board

ABN 40 000 625 669
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