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17 November 2003

Senator Grant Chapman
Chairman

Parliamentary Joint Committee on 

Corporations and Financial Services

Parliament House

CANBERRA ACT  2600

Dear Senator

Thank you for the opportunity of providing a submission to your joint committee on the inquiry into the CLERP (Audit Reform and Corporate Disclosure) Bill 2003.
This submission is on behalf of Deloitte and we do not claim confidentiality.

Deloitte is one of the Big Four professional services firms, and in Australia provides a range of services in the areas of audit and assurance, taxation, risk management, corporate finance, forensic accounting, corporate reorganisation and consulting.

The proposed reforms in the CLERP 9 draft legislation will have a significant impact on the delivery of those services.
We contributed significantly to and support the submission by The Institute of Chartered Accountants in Australia and CPA Australia (“the joint submission”) on the CLERP 9 proposals to the Department of Treasury. The joint submission can be found at. http://www.icaa.org.au/upload/download/Letter_Joint_Clerp9.pdf 
There are certain aspects of the joint submission which we believe are of particular importance and we comment on these matters in the rest of this submission.
Principles-based approach

Deloitte strongly supports the Government’s principles-based approach to corporate reform, to achieve the CLERP 9 objective of “promoting transparency, accountability and shareholder rights.” 

However there are areas of the draft legislation where a level of prescription is inconsistent with the principles-based approach. We believe that the rules relating to the provision of audit services are significantly more restrictive than in other jurisdictions, including the United States and the United Kingdom. With the force of law, these rules would increase the cost of capital of Australian securities.
We recommend some fine-tuning to ensure that the CLERP 9 legislation reflects the principles-based approach to corporate governance, with a clear focus on appropriate corporate behaviour.

Proportionate liability
Deloitte welcomes the Government’s recognition of the importance of liability reform, with the proposed introduction of proportionate liability for auditors to apply to damages for economic loss.
The moves towards proportionate liability, and the proposal to allow auditors to incorporate, are crucial elements in the Federal and State reforms of the laws of negligence. These reforms will provide added certainty within the audit profession.

Financial Reporting Panel

The proposal for the introduction of a Financial Reporting Panel is welcomed. We believe the panel should fall within the jurisdiction of the Financial Reporting Council, with a chairman appointed by the Minister. 

The CLERP 9 draft legislation presently provides for the Financial Reporting Panel to handle disputes post the publication of financial statements. We believe that there should be flexibility to allow the panel to hear and rule on disputes before the publication of financial statements, in the interests of investor certainty.

Auditing standards

We oppose the concept of auditing standards having the force of law as we believe that this is unnecessary, out of step with international best practice and will ultimately impose excessive costs on both the profession and business. In this regard we quote from the joint submission: 

“Auditing standards are statements of methodology for the conduct of an audit.  They are presently prepared by the profession, in consultation with international professional bodies to ensure uniformity of process.  They are constantly under review and revision to reflect best practice.

We suggest that the process of the tabling of the auditing standards before each House of Parliament (each of which can disallow the amendment) will render the auditing standards unduly rigid and prescriptive.

It is vital to the stability and credibility of global capital markets that Australian auditing standards harmonise and converge with international auditing standards issued by the International Auditing & Assurance Standards Board (IAASB), in as timely a manner as possible.  The cumbersome process for change through the Parliament leads to the risk that Australian auditing standards will become out-of-step with international auditing standards issued by the IAASB from time to time, which in turn could hinder business development in Australia.

We submit that the auditing standards can be given force of law without making them disallowable instruments.”
We support the principle of the Auditing and Assurance Standards Board (AUASB) having responsibility for making auditing standards and that the initial basis for these standards should be the existing auditing standards applicable to audit engagements. The legal effect for such standards can be achieved, as is pointed out in the Joint Submission, by a similar requirement to that applied in Canada where the Canadian Companies Law simply requires compliance with the Canadian Institute of Chartered Accountants Handbook.

Audit independence

While we support the fine tuning recommendations made in the Joint Submission on audit independence, we remain concerned that incorporating detailed audit independence requirements in the Corporations Act will:

· Be prescriptive rather than principles-based;

· Make continued harmonisation with international standards more difficult, cumbersome and therefore costly;

· Be duplicative of the already existing requirements of Professional Statement F1, Professional Independence. There are differences between the proposals of CLERP 9 and F1 and this is bound to cause some level of confusion;

· Place Australia at variance at what is generally considered international best practice. We acknowledge that the Sarbanes-Oxley Act has passed into law significant audit independence requirements in the US but note that many commentators have pointed out the compliance cost of these laws and the inflexibility of their “black letter law” approach.

We support the introduction of a general statement of principle into the Corporations Act requiring an auditor to be independent but, for the reasons spelled out on pages 41 to 44 of the joint submission, believe it should read: 


”324CB Auditor independence issue 
(1)
For the purposes of section 324CA, an auditor independence issue exists in relation to an audited body at a particular time, if circumstances exist at that time that: 
(a)
significantly impair, or are likely to significantly impair, the ability of the auditor, or a professional member of the audit team, to exercise objective and impartial judgment in relation to the conduct of an audit of the audited body; or 
(b)
would give a person, with full knowledge of the facts and circumstances, reasonable grounds to conclude that the ability of the auditor, or a professional member of the audit team, to exercise objective and impartial judgment in relation to the conduct of an audit of the audited body is, or is likely to be, significantly impaired.”

We do not support the specific requirements set out in Subdivision B of the CLERP 9 draft legislation for the reasons set out above. In the same manner as we believe is appropriate for auditing standards, we believe the AUASB should assume responsibility for Professional Independence and should use F1 as the basis for this codification. This would require the general statement on audit independence to refer to the independence standards of the AUASB and require adherence thereto for continued registration as a company auditor.

Certain enhancements as envisaged by CLERP 9 would be made within the framework of retaining the international harmonisation achieved in the existing F1. The timeframe for the introduction of CLERP 9 will allow for these enhancements and any other “tidying up” of F1 to be done prior to its mandatory application. 
Cooling-off periods for auditors and definition of immediate family members
The specific auditor independence requirements of CLERP 9 include a number which are worrying to us. Foremost among these are those dealing with cooling-off periods and the definition of family members. They will have a significant effect on our ability to attract graduates because of the impact on their future employment prospects. We believe these proposals will have a very significant negative impact on the business community without improving audit independence.

Cooling off periods
The proposed cooling off periods extend to more members of an audit firm and apply for a longer period of time than any overseas legislation. We appreciate the rationale for cooling off periods and find no fault with the concept. However, applied excessively it becomes anti-competitive and a restraint of trade on employees.

Professional members of the audit team are subject to a cooling off period of four years which compares with a two-year cooling off period in Europe and one year in the US under the Sarbanes-Oxley Act. We have seen no substantive evidence of the benefit of applying this longer period.

The cooling off period applies to all “professional members of the audit team”, thus including junior and middle tier audit personnel and extending as far as graduates employed by the firm. It goes beyond Justice Neville Owen’s recommendation in his report on the HIH royal commission which was to apply the cooling off period to all “key senior personnel in the audit team”.

The cooling off period applies to the position of officer in an audit client or a related body corporate. The wide definition of officer and the inclusion of related bodies corporate together with the lengthy cooling off period will substantially affect the employment opportunities of audit employees. It will make auditing a much less attractive option for graduates which in turn will deny businesses a ready source of well trained finance recruits.

We also believe that the difficulties and cost for audit firms to maintain systems to ensure that they do not inadvertently contravene these requirements have not been properly considered. While the contravention is that of the individual, the financial and business impact is on the audit firm and its client.

Audit – role of immediate family members

Provisions in the CLERP 9 draft legislation extend the definition of ‘immediate family member’ of auditors. We believe these restrictions would apply to a large number of individuals (ie: brothers and sisters of the auditor) with no impact on the conduct of the audit and over whom the audit firm has little or no influence. This is unworkable and unrealistic and has little value in protecting auditor independence. Therefore the definition of immediate family member should be that adopted in overseas capital markets – that is, spouse and dependants.

Auditor reporting to ASIC

An appropriate working relationship between the auditor and senior management underpins an effective audit, and is necessary to ensure management is open and frank with auditors.

The CLERP 9 draft legislation provides for an auditor to report to the Australian Securities and Investments Commission within seven days of every suspected breach of the law.

This provision unintentionally casts the auditor as a type of “compliance policeman”, and has the potential to undermine the traditional principle of encouraging management to be open with auditors.

We recommend an amendment to the draft legislation, requiring the auditor to report to ASIC if he or she believes that the conduct giving rise to the circumstances “has not been adequately dealt with after bringing it to the attention of the directors”. This report should be made “within a reasonable time”. It ensures that the board of directors’ fundamental duty to govern the company is followed, but allows for direct reporting by the auditor should the directors not fulfill their duty in this regard.

Executive remuneration issues
Presently, the remuneration of the five most highly remunerated senior managers and all directors of the company must be disclosed.  The draft legislation proposes to extend this to include the top five senior managers in the consolidated entity. This disclosure is to be made in a new section of the Directors’ Report to be called the Remuneration Section.  

The decision to require greater disclosure of directors’ and senior executives’ remuneration is consistent with emerging best practice principles globally.  

Deloitte has recently undertaken research into executive remuneration practices across the UK, Canada, US and Australia and developed a set of Guiding Principles for Executive Remuneration – “Executive Remuneration:  Best Practice Principles and Guide, 2003”.  These principles focus on board scrutiny, transparency and reward for performance. 

CEO and CFO attestation
Under the proposed provisions, the CEO and CFO will be required to attest to the Board that the financial statements are in accordance with the Corporations Act and accounting standards and present a true and fair view.  Directors will be required to state in their annual declaration that they have received this declaration.

It is Deloitte’s observation that many companies already obtain CEO/CFO sign off.  This is in accordance with the best practice recommendations of the ASX Corporate Governance Council.  However, we note that the ASX Corporate Governance Council best practice recommendation 7.2 further advocates CEO and CFO supporting declarations to the Board that the financial statements are founded on a sound system of risk management and internal compliance and control which implements the Board’s risk management policy, and that the risk management system is operating efficiently and effectively in all material respects.    

Summary

Deloitte believes much of the CLERP 9 draft legislation has considerable merit, and has the potential to strengthen corporate governance guidelines. We would welcome the opportunity to present to the committee.

Yours sincerely

Nick Hullah


  Partner
  Professional Standards Review               
  Tel: (02) 9322 7370  
  Mobile: 0414 257 402
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