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Our ref:  641997-v01\BTM
17 November 2003
The Secretary

Parliamentary Joint Committee on Corporations and Financial Services

Room SG.64

Parliament House

Canberra  ACT  2600

By e-mail
corporations.joint@aph.gov.au

Dear Sir/Madam

CLERP 9 – Audit Reform and Corporate Disclosure

Further to your letter of 13 October 2003 to David Nathan of our office, we thank you for inviting us to make this submission in regard to the CLERP 9 Bill.

Introduction
The CLERP 9 Bill (Audit Reform and Corporate Disclosure) proposes amendments to the Corporations Act (the "Act").  The CLERP 9 Bill was released for public comment in October 2003.  The Bill incorporates proposals from sources including:

· the Ramsay Report on "Independence of Australian Company Auditors";

· the report of the HIH Royal Commission; and

· the September 2002 CLERP 9 policy proposal paper.

In our view, overall, the proposed reforms will achieve their objectives.  They will improve the regulatory framework for auditors, without being overly burdensome on either the auditing profession or their clients.  That said, in a number of respects the proposals could be counter-productive, and require further amendment.

In regard to the reforms to corporate disclosure, while the overall thrust of reform is in the right direction, we believe that some of the proposals are unduly onerous upon both companies and their directors.

corporate disclosure

Civil penalties

Rather than instituting a criminal prosecution for a breach of the Act, in many circumstances the Australian Securities and Investments Commission ("ASIC") has the power to institute a civil suit, seeking a civil penalty.  For companies, the maximum penalty is due to increase from $200,000 to $1,000,000.  The maximum penalty for individuals will remain at $200,000.

Comment:
We support the proposed change.  We believe that the maximum penalty for individuals should not be increased at this time.

Penalties against individuals for breach of continuous disclosure regime

Subject to a narrow "confidentiality carve-out", listed companies are required to immediately publicly disclose information which would materially affect the price of their shares (the continuous disclosure rule).  Currently, a company in breach of the rule could be subject to a civil penalty but an individual involved in the breach (eg a director) could not.  The Bill proposes to make individuals who are knowingly concerned in the breach liable to a civil penalty of up to $200,000.

Comment:
This amendment would add increased risk and potential liability to directors and other corporate officers who decide whether a piece of information needs to be released to the market.  This question is notoriously difficult to decide.  It is unfair to make these individuals personally liable if their decision, with the benefit of hindsight, proves to be incorrect.  Such a provision should be subject to an exception for actions in good faith.  Alternatively, the safe harbour of the "business judgement rule" could be extended to encompass decisions not to disclose information.

Continuous disclosure: infringement notice regime

In perhaps the most controversial proposal, the Bill proposes to give ASIC the power to fine a company if ASIC decides that it has breached the continuous disclosure rule.  The regime would operate as follows:

· ASIC will notify the company of an alleged contravention;

· ASIC will hold a hearing at which the company may make submissions;

· ASIC then may issue an infringement notice imposing a fine on the company (of up to $110,000 depending upon the company's size).  The company is not obliged to pay the fine;

· if the company pays the fine within the time specified, (subject to certain exceptions) the company is not subject to further action.  However, ASIC may publicise that the fine has been paid;

· if the company does not pay the fine, ASIC may bring civil proceedings in relation to the same alleged contravention, seeking a penalty of up to $1,000,000.

Comment:
Whether or not the continuous disclosure rule has been breached is extremely difficult to determine – it is a question of judgement, and reasonable minds may differ.  While it is appropriate for ASIC to have the power to fine for "black and white" matters such as the late lodgement of annual returns, it is inappropriate for ASIC to levy fines for the breach of a vague and uncertain law such as the continuous disclosure rule.

At the very least, ASIC should not be both prosecutor and judge.  Prior to issuing an infringement notice, there should be a hearing conducted by an independent tribunal (perhaps similar to the Takeovers Panel or the Financial Reporting Panel referred to below).

CEO and CFO sign-off

CEOs and CFOs will be required to annually certify to directors of a listed company that the financial statements:

· are in accordance with the Corporations Act and accounting standards; and

· present a true and fair view.

Comment:
This requirement is similar to one of the best practice recommendations introduced by the Australian Stock Exchange ("ASX") Corporate Governance Council in March 2003.  It is also in line with (but is not as onerous as) a requirement of the U.S. Sarbanes-Oxley Act.  Directors will gain some comfort from receiving this sign-off, but it is not meant to derogate from the responsibilities of directors in ensuring that financial statements comply with the Act.

Management discussion and analysis

The annual directors report for a listed company will need to include a review of the company's operations, financial position, business strategies, and prospects for future years.

Comment:
This is similar to a current ASX best practice guidance note.

Disputes between ASIC and companies on accounting standards

Currently, if ASIC disputes a company's application of accounting standards, it must initiate legal proceedings to resolve the dispute.  The Bill proposes the establishment of an expert accounting adjudicator, the Financial Reporting Panel ("FRP"), to hear such disputes.

Comment:
Unlike the proposal for the infringement notice regime (see above), this proposal calls for an independent party to adjudicate the disputes, which is welcome.  The proposal eases the pressure on ASIC to take difficult accounting issues to court.  It also is likely to assist in keeping the market informed on a timely basis, as the FRP can be expected to act speedily.

Protection for whistleblowers

The Bill is intended to encourage employees to report to ASIC breaches of the Act by their employer.  Provided that the disclosure is in good faith and on reasonable grounds, the employee will be protected against criminal and civil liability.  Further, the Bill prohibits any actual or threatened detriment against the employee (such as termination of employment or demotion).

Comment:
The proposal will protect the employee when making disclosures to ASIC, but not when making other disclosures.  Assuming this provision is introduced, companies' HR departments should institute procedures to ensure the employer does not breach it, either intentionally or inadvertently.

Shareholder resolution on remuneration

At the annual general meeting of a listed company, directors must allow shareholders to vote on a non-binding resolution as to whether the shareholders adopt the remuneration report referred to above.

Comment:
A non-binding vote is a strange idea, with uncertain ramifications.  The board of a company has the power to manage the company's business, and has responsibility for the company's remuneration policies.  The appropriate remedy is one that shareholders already have – if they are dissatisfied with the way in which the directors are managing the company, they should replace the directors.

Shareholder approval of termination benefits for directors

Subject to exceptions, a company cannot make a payment to a director upon termination of office unless shareholder approval has been obtained.  Currently, the exceptions include:

· genuine payments by way of damages for breach of contract; and

· payments given under agreements entered into before the director agreed to hold office.

The Bill proposes to narrow these exceptions.  They will no longer apply where the payments exceed an amount calculated under a statutory formula
.  For such payments, shareholder approval will be required.

Comment:
This amendment requires re-drafting.  As currently proposed, it could have an absurd result where a company is required by a court to make a payment (above the statutory limit) for breach of contract but shareholders refuse to approve it – the company would be in breach of a court order if it failed to make the payment but in breach of the Act if it did.

Analyst independence

The Bill will require financial services licensees, such as investment banks and stockbrokers, to implement adequate arrangements for managing conflicts of interest.  This will include adequate disclosure of conflicts to investors.  ASIC is expected to issue a policy paper shortly.

Comment:
This issue generated a high level of publicity in the U.S.  In practice, many of the Australian financial services licensees will comply with the more rigorous U.S. approach.

audit reform

Legal backing for audit standards

Audit standards will have the force of law on the same basis as AASB accounting standards.

Comment:
This proposal has caused disquiet among the audit profession, as it potentially exposes auditors to increased liability.  The result of this change may be to make auditors more conservative, as they endeavour to limit their liability.  As auditing standards are not prescriptive in nature but require judgement, this may not be desirable.

Employing ex-auditors

Partners and other professionals of the audit firm who were involved in the audit cannot take a position as an officer of a large corporate client until four years after they leave the audit firm.  Partners of the audit firm who were not involved in the audit cannot take such a position for two years.

Comment:
This proposal would significantly reduce the availability of retired Big 4 accountants to serve on boards.  Companies will also need to ensure that their HR departments are aware of these restrictions when interviewing candidates for positions at all levels within the company.  It may also restrict the employment options for young auditors.

Disclosure of non-audit services

A listed company will be required to disclose in its annual report fees paid to its auditor for non-audit services.  Directors also must state that they are satisfied that the provision of these services does not compromise independence.

Comment:
A number of companies are going beyond this proposed legal requirement, to require, as a matter of best practice, that their auditors perform no services for them, other than auditing.  We have also witnessed some of the legal services divisions of the accounting firms splitting from their audit brethren, principally because the U.S. Sarbanes-Oxley Act prevents audit firms from providing legal services to their clients.

Reporting contraventions to ASIC

Auditors will be required to notify ASIC within seven days if they have reasonable grounds to suspect a contravention of the Corporations Act.

Comment:
A seven day timeframe will not be workable in practice.  This would be an unreasonable obligation on the auditors.  In addition, it is unreasonable for the company – the auditor should be required to consult with the company prior to notifying ASIC.

*          *          *          *          *

Please contact the writer if you have any questions on this submission.

Yours faithfully

Baker & M ADVANCE \u3.5 c ADVANCE \d2 

 ADVANCE \l3.5 . ADVANCE \d1.5 

 ADVANCE \r1 Kenzie
Ben McLaughlin

(02) 9225-0342

Email:  ben.mclaughlin@bakernet.com
cc:
David Nathan

Baker & McKenzie

� 	The formula is: annual remuneration x number of years of service (but not more than 7) ÷ 3.
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