CLERP (Audit Reform & Corporate Disclosure) Bill

Submission of Australian Stock Exchange Limited (ASX)

Introduction

ASX strongly supports the principles embodied in the CLERP (Audit Reform & Corporate Disclosure) Bill (the Bill).  We believe that the Bill is an appropriate and considered response to the relevant recommendations of the HIH Royal Commission and the report of the Joint Committee of Public Accounts and Audit 391 Review of Independent Auditing by Registered Company Auditors.  Importantly, the proposals take into account the integral role of disclosure in the Australian market and recognise that effective enforcement is essential to the continued success of the continuous disclosure regime.

Chapter 1 – Audit Reform

General Comment

We believe that an appropriate balance has been achieved between those areas that are of such significance (particularly in relation to matters dealing with integrity of financial reporting) that specific obligations in relation to each of these should be enshrined in the law, and those areas where a more flexible disclosure-based approach is warranted.  This disclosure–based approach is very much in line with the approach of the ASX Corporate Governance Council.  ASX is pleased to note broad consistency between the draft legislation and the Principles and Recommendations of the Council.  

1.1
Financial Reporting Council (FRC)

ASX supports bringing the Audit & Assurance Standards Board (AUASB) within the ambit of the FRC, which will result in one oversight body for those standards affecting financial reporting.  ASX also supports the proposal for the structure and functions of the AUASB.

ASX believes that the oversight role assigned to the FRC as it is currently expressed in relation to auditing and auditors is not entirely clear.  The proposals encompass powers and duties which relate partly to auditing in general and partly to auditor independence.  

ASX has previously expressed the strong view that the relevant primary function should be oversight of audit quality, of which auditor independence is an aspect.  We submit that the functions of the FRC should focus on and give prominence to the monitoring and assessment of audit quality in general.  

Information Gathering Powers of FRC

It is not clear why the powers of the FRC under Sections 225A(1) and (2) in relation to the activities of the professional bodies is limited to obtaining general information about the bodies’ operations and procedures without being able to test those operations and procedures.  It seems inconsistent that an examination relating to audit may not be able to apply a basic auditing procedure.  ASX is concerned that this limitation may adversely affect the FRC’s discharge of its statutory functions.  

It is noticeable that the FRC’s powers of examination under Section 225A(3) in relation to individual auditors is not limited in the same way.  It is also not clear what use the FRC would make of information obtained from the individual auditor.  For example, can the FRC refer onwards any evidence of substandard audit quality; say to ASIC or to the CALDB or the professional bodies?

Paragraph 225A(4) overrides the auditor’s obligation to clients of professional confidence.  In other jurisdictions where statutory bodies have equivalent information gathering powers, the auditor is provided with specific statutory protection from action by clients for breach of their professional obligations.  We recommend that equivalent statutory protection should be provided to Australian auditors who are required to provide information under Section 225A. 

1.2
Statutory Auditing Standards

ASX fully supports FRC assuming an oversight role in relation to the AUASB and audit standards, but we are concerned that making compliance with auditing standards a statutory requirement will not be practically feasible or achieve the stated objectives. 

The difference in nature between accounting standards and auditing standards are well rehearsed and, in ASX’s view, generally valid.  In particular, the intrinsic subjectivity in operation of auditing standards and the fact that the audit report is an expression of opinion will make it difficult for a Court to make an unequivocal decision.

Even though accounting standards are generally regarded as more objective than auditing standards, the regulators and the Courts have experienced severe difficulties in making definitive determinations in cases involving accounting standards.

A different type of difficulty, which has been demonstrated in other jurisdictions which have had statutory auditing standards for many years, is that issues which arise in relation to the audit opinion normally involve the auditor’s discussions with and representations from directors of the audit client.  Overseas experience has demonstrated that obtaining evidence and co-operation from directors and staff of the client is integral to formulating a successful action against auditors. Without this kind of information, the available evidence is generally circumstantial.  It is therefore essential that the regulatory system has the necessary powers to obtain evidence from directors and staff of the audit client.  

1.3
Auditor appointment, independence & rotation

As a general point, ASX endorses the emphasis placed on the independence of auditors in promoting integrity of financial reporting and in providing assurance to investors that they can have confidence in the financial reports of a company.

ASX is concerned that proposed ss 300(11D) as it is drafted is too specific in its reference to the All Ordinaries Index and this will result in lack of flexibility in responding to evolving standards.  The provision also unnecessarily duplicates the requirements of the ASX Listing Rules.  ASX suggests that the same ends can be reached by simplifying ss 300(11D) by amending paragraph (a) to simply state, “advice provided by the listed company’s audit committee if the company has one”.  This will allow for a certain degree of flexibility for the relevant Listing Rule framework concerning audit committees to be adjusted to suit market requirements as they evolve.

1.4
Independence

It is not clear from a reading of the commentary or the draft provisions what consequences will flow where the auditor independence criteria are infringed, and in what circumstances.  ASX suggests this should be clarified.  If in practice this requires an audited entity to recommence the audit with the attendant cost and expense that entails without any evidence of compromise to the actual integrity of the audit, ASX is concerned that this would not be conducive to market efficiency and may result in considerable market uncertainty.  ASX believes that this is particularly the case taking into account the “shopping list” of potential personal relationships which on their face may indicate a potential conflict situation but are not conclusive.

At a more general level, independence criteria relate to the existence of a conflict of interest.  Application of the independence test requires consideration of, inter alia, a number of relationships identified in the Bill, without prescribing that these are a barrier to independence.  This leaves the judgement of the conflict to the auditor and is consistent with a general self-regulatory approach around which have been set guiding parameters.  We support the flexibility inherent in this approach that promotes critical self-assessment, as we believe that it is likely to generate more effective outcomes than a purely prescriptive approach.

ASX notes the use of the phrase “might be” in paragraph 324CB(1) and its possible interaction with the proposed relevant relationships which may produce conflict.  ASX is concerned that notwithstanding the intention of the framework the overall effect may seriously impact a person’s willingness to be an auditor.  Adverse impact on the auditing pool in this regard would not be in the better interests of market efficiency and ASX believes the long-term implications of this interaction should be carefully considered.

It is noted that the waiting period of 4 years in proposed section 324CG, for retired audit professionals to serve on the boards of ex-clients, is considerably longer than the international norm of 2 years.

ASX also suggests that the detailed provisions contained in sections 324CC to 324CF may more appropriately be included in regulations to the Corporations Act.  This would allow for more flexibility in effecting amendments to details which may be required by changing circumstances and attitudes in the business and corporate environment.

1.5
Auditor Rotation

ASX supports the introduction of auditor rotation based on rotation of audit partners.  This will prevent an unhealthy degree of alignment developing between the auditor and the company while having regard to the relatively limited number of audit firms able to perform the required functions.  It is arguable that auditor rotation should be based on rotation of audit firms to achieve the objective of the stated proposal of ensuring that the auditor is not coerced or co-opted by the audit client, thus impairing audit independence.  In this sense, audit firm rotation is more likely to be successful in breaking an undesirable nexus between client and auditor.  However, ASX recognises that this is balanced by the clear benefits to the client of retaining the audit firm in terms of lower costs of familiarisation and a deeper understanding of the client and its business.

The proposed term of rotation of 5 out of 7 years is in line with current world’s best practice and it is noted that ASIC is empowered to extend this timeframe if necessary under proposed section 342A.

1.6
Non-audit services

We support the disclosure-based approach to the provision of non-audit services and the additional accountability of directors/audit committee in the statement required of them.  

1.7
Auditors and AGMs

ASX supports the requirement that the auditor be required by the company to attend the AGM. This is consistent with the recommendation made in the ASX Corporate Governance Council’s Principles of Good Corporate Governance and Best Practice Recommendations (“Principles”).

We also agree that the ability for shareholders to submit questions in advance of the AGM in relation to the conduct of the audit or the content of the report will add even further to the transparency and accountability of the audit, thus promoting confidence in the integrity of the financial reporting.

We believe that an appropriate balance has been reached in allowing for questions and the publication of these, highlighting areas of concern, but allowing for discretion in response.
Chapter 2 – Financial Reporting

2.1
Incorporation of auditors

ASX supports allowing auditors to incorporate and the proposals relating to registration and regulation of authorised audit companies.

We note that there appear to be business and organisational factors which have had the effect that incorporation of auditors has not been attractive to auditors in other jurisdictions which allow it.

2.2
Auditors and AGMs

ASX supports the proposals to revise the provisions of the Corporations Act relating to attendance of auditors at AGMs.

2.3
Expansion of auditors’ duties

ASX does not support the proposed revisions to Sections 311 and 601HG which remove the opportunity for the auditor to take steps to rectify the suspected contravention of the Corporations Act which exists in the current Act.

Whilst we appreciate the usefulness of the proposals for ASIC’s difficult task of identifying breaches of the Corporations Act, we also recognize the difficulties for an auditor considering whether to report to ASIC under these sections.

Under the present and proposed law the auditor is required to make decisions based on his/her becoming “aware” of circumstances which provide him/her with “reasonable grounds” for suspicion.  Each of these concepts can be notoriously subjective and abstract.  The proposals may compound an auditor’s difficulties because they effectively require the auditor to report all potential contraventions, however trivial, and may force the auditor to report at lower levels of evidence and earlier in the auditors’ evaluation of his suspicions.  Under current law an auditor has the opportunity to obtain rectification of minor breaches of the law and to make further enquiries with the client in order to dismiss or to add substance to any suspicions he or she may have.

In practice the proposal would be likely to sour relationships between auditors and clients, making them more adversarial.  The auditor would become more of a bloodhound than a watchdog, which conflicts with the long-standing common law position of the auditor.

ASX supports the proposed revisions in these sections which require the auditor to report undue influence and an attempt to interfere with the proper conduct of the audit.

We note that in other jurisdictions with similar requirements for auditors to report to regulators, the auditor making the report is provided with rigorous, explicit statutory protection for bona fide reporting.  ASX supports the extension of equivalent statutory protection to auditors in Australia.

2.4
Financial Reporting

ASX supports the proposed revisions to the range of sections that clarify an entity’s reporting on the true and fair view and the role of the auditor in providing an opinion on that report.  We note that the true and fair view is usually of more direct interest to users of financial reports than their compliance with accounting standards.

We support the terms and content of the proposals in Section 295A for a declaration by the CEO and CFO of the entity.

2.5
Annual directors’ report

ASX believes that the proposals for additional general requirements for listed public companies relating to the operations, financial position, strategy and prospects could be more specific if they are to be helpful and of use to investors and the market generally.

The proposals do not go significantly beyond the current requirements in Section 299(1) regarding operations and activities.

In operation, this existing section has produced what may be characterised as generic  disclosure which is of limited use to users and is significantly less helpful than that required in equivalent jurisdictions.

ASX suggests that a better proposal would be a list of required minimum disclosure topics.  ASX is hopeful that the promised International Financial Reporting Standard (IFRS) on “management discussion and analysis” may provide the framework needed to produce this particularly useful information.  ASX believes however that it will be some years before the IFRS is issued and adopted in Australia.

2.6
Financial Reporting Panel

ASX is fully appreciative of the difficulties ASIC and the Courts have experienced in enforcing the proper use of the statutory accounting standards.  However, we are not convinced that the proposed Financial Reporting Panel (FRP) will assist in those difficulties, as the framework is currently proposed.

ASX is concerned that the FRP will be effectively an arbitration panel but its findings will not be binding, either by statute or election, on either party.

The party the FRP makes a finding against can still proceed to the Courts.  In particular, from the perspective of the company, there is no incentive to do otherwise.  At the extreme, the FRP proceedings would be a useful dress rehearsal for the full enactment of the matter in the Courts.

Given that resources available for corporate regulation are always limited, ASX believes that a more effective use of the funds and personnel would be in a system of comprehensive review of financial reports (and preferably, prospectuses) operated by a statutory body with powers to require an entity to re-issue a report, such as that operated by the Financial Reporting Review Panel in the UK and equivalent bodies in other jurisdictions in this Region. 

Chapter 3 - Proportionate Liability

ASX supports the proposals for provision of proportionate liability which will assist in the development of a proper awareness of corporate responsibilities. 

Chapter 4 – Enforcement

Proposed sections 1317AA and 1317AB and related provisions afford very broad protection to whistleblowers.  ASX supports the extension of protection to persons reporting suspected breaches of the corporations law to ASIC, but notes that other than the criteria of good faith and reasonable grounds, no benchmark applies.  That is, the framework does not propose a limit in relation to materiality or significance of the breach and no connection is made to a public benefit benchmark such as the reported breach misleading investors or ASIC, or market dishonesty.  ASX suggests that such a benchmark should be considered for inclusion.

Chapter 5 - Remuneration of directors and executives

5.1
Disclosure in relation to up to 10 senior managers

The Principles currently support disclosure of executive remuneration by providing guidance as to the scope and nature of this disclosure.  ASX welcomes the proposed introduction of regulations which support and clarify this disclosure and which are indicated to be in line with the guidance set out in the Principles.

Extension of the category of employees in respect of whose remuneration disclosure should be made provides further transparency particularly in large consolidated companies, where ‘top 5’ disclosure may not provide enough information to investors about the implementation of a company’s remuneration policies.  ASX supports the proposal that disclosure of remuneration information should be on a group basis, but queries whether such information will be truly useful in relation to smaller listed companies, where the information may extend so far down the scale as to be meaningless.

5.2
Non-binding resolution

We support the concept of a discussion of executive remuneration policy at the annual general meeting, but question the value of a non-binding resolution relating to past payment of executive remuneration.  It is perfectly valid for shareholders to engage with the Board (as primary delegate of corporate authority) on the detail of the Board’s remuneration and the overarching policy framework for remuneration and the link to corporate performance.  We are however concerned that to extend shareholder entitlements to a retrospective non-binding resolution on decisions regarding specific executive remuneration traverses the traditional line of accountability in respect of a company and its shareholders, in that individual managers, unlike directors, are not directly accountable to shareholders and do not effectively set their own remuneration.

It is not clear why the proposed amendment to section 250R provides that such a resolution does not bind the directors, as distinct from the company.  ASX is concerned that this may result in uncertainty as to whether the vote may be binding in other circumstances.  ASX is also concerned that this may create legal uncertainty in relation to liability of directors where the directors choose to act in a way contrary to the non-binding resolution.

5.3
Shareholder approval of termination payments

ASX supports the approach of bringing greater transparency to remuneration payments generally.  The approach of the Council in the Principles was to recommend additional ‘up-front’ disclosure in relation to remuneration packages, including termination elements.  The CLERP proposal reinforces this greater accountability.
Chapter 6 – Continuous Disclosure

6.1
Infringement Notices

ASX has expressed its strong support for this initiative, and it remains strongly committed to it.  ASX believes that an additional power, where it is appropriately structured, will complement and strengthen a system of continuous disclosure that is working well.  ASX’s support for stronger enforcement powers lies in our deep-seated belief that effective enforcement is a vital component of market integrity.  ASX has appreciated the continued support of the government of the continuous disclosure framework.

The continuous disclosure regime has developed into one of the most advanced and comprehensive disclosure mechanisms governing a world capital market.  The regime, based on the requirement that listed companies make timely disclosure of material information, is given effect through ASX’s continuous supervision of listed companies and our world-class technology platforms that enable simultaneous and rapid dissemination of company announcements and constant monitoring of market trading activity.  The primary role of ASX as the front-line administrator has been integral to that success however ASX has recognised that effective enforcement through a mechanism such as a fining power is essential to market integrity and confidence.

ASX is concerned that in the absence of full and effective co-operation between ASIC and ASX, where the different but complementary roles of each are delineated and respected, the infringement notice regime will not achieve the intended enhanced outcomes but instead may result in fragmentation of administration and reduced effectiveness of the overall disclosure framework.  ASX and ASIC are committed to working together to put in place an appropriate practical framework to ensure this effective co-operation and avoid any negative outcomes.

ASX’s primary concerns are as follows:

6.2
Dual disclosure regimes – market uncertainty 

The provisions envisage ASIC taking unilateral action in relation to alleged breaches in the absence of any interaction or consultation with the market operator.  Such action may require the entity to remedy any inadequate disclosure.  Without a clear understanding as to the confined parameters when unilateral action would be appropriate and/or necessary, such action would cut across the market operator’s primary role as front-line supervisor.  We believe this in turn would have the effect of creating commercial or regulatory uncertainty and put ASX listed companies at a competitive disadvantage to entities operating under other regulatory frameworks where administrative accountability is not fragmented in this way.  The existence of procedures between ASX and ASIC will be important to ensure that effective consultation occurs in appropriate circumstances in order to provide certainty and consistency of outcomes and engender confidence in the infringement notice process.

6.3
Ineffective enforcement remedy for ASIC

The proposals as crafted may prove to be a major disincentive to companies to embrace the infringement notice option in that a range of parties will be allowed to take compensation action to seek redress for the alleged contravention the subject of the infringement notice.  The publicity attendant on the infringement notice action may encourage others to seek redress for an alleged contravention albeit in the absence of a declaration of contravention.  This would seem to place the company in a position of “double jeopardy” where it can effectively be asked to make redress for the same alleged (less serious) contravention twice, but with different consequences.  

6.4
Liability of individuals – ASX Communications 

Approximately two years ago ASX introduced a requirement for nomination of a responsible person for communication with ASX in relation to listing rule matters.  This is to ensure there is always a ready contact point at a senior level particularly for continuous disclosure matters, and this measure has proved highly effective in improving communication flows between ASX and its listed companies and is an important element in the ASX administration of the continuous disclosure regime.  

The proposed extension of civil liability to individuals is likely to impact on the willingness of key individuals to take on this role.  We note that when the ASX provision was proposed, a substantial number of respondents raised the issue of individual liability as being of significant concern.  At that time, ASX made it clear that the rule was for administrative convenience only and it was not intended that the rule would derogate from a listed entity’s primary responsibility under the Listing Rules.  In any event we consider that personal liability should only be attracted in circumstances of gross negligence, recklessness and dishonesty, which is provided for in section 1309 of the Act.

6.5
The Enforcement Gap 

ASX strongly supports ASIC being empowered with the additional enforcement tool of a fining power in order that swift and effective enforcement messages can be delivered to the market about continuous disclosure contraventions.  However, ASX would be concerned if the focus of the enforcement effort were unduly skewed to the punishment of “less serious” contraventions as described in the commentary.  We hope that regard would always be given to the entirety of the enforcement regime available, and that the most expedient and practical mechanism for redress can be chosen by ASIC in its discretion, having assessed all the particular circumstances of the case and not merely the significance of the breach.  It follows that the fining regime ought to be available for other than “less serious” contraventions, if in the particular circumstances that is likely to provide the most effective redress and deliver the most appropriate message.

6.6
Section 674 – “Generally Available”

ASX also wishes to express its continuing concern in relation to the drafting of section 674 which ASX believes is defective in that no offence can be prosecuted if the relevant information is "generally available".  ASX believes that given the subject matter of the Bill and the integral part the provisions of the section play in relation to the infringement notice proposals, it is important to raise its concerns.  There have been a number of recent instances of apparent serious breaches of listing rule 3.1 where companies have refused to comment on specific, factual and plausible press comment.  This has demonstrated that there are circumstances where companies blatantly and deliberately fail to give ASX information immediately (and first) when very clearly the confidentiality carve-out has been lost, but those companies are immune from prosecution, because the information is likely to fall within the ambit of the concept of “generally available”. To say such conduct is not serious because the information is generally available is unacceptable.  Continuous disclosure is not the same as insider trading where such a limitation is justifiable. 
ASX believes the retention of the "generally available" carve-out in section 674 will continue to significantly impact on the number of infringement notices which ASIC will be able to issue.  It has already been a problem in respect of commencing civil prosecutions.  ASX believes that it is important to the integrity of the continuous disclosure framework that the ambit of section 674 and the use of the “generally available information” concept in this context be reviewed as part of the proposals in the CLERP 9 package.
Chapter 7 – Disclosure Rules

7.1
Product disclosure Statements for Continuously Quoted Securities

Not intending to resell securities still a relevant purpose for all 3 cases of exemption

It is proposed that the exemptions in section 708A will only apply to an offer if, among other things, "the securities were not issued by the body with the purpose referred to in subparagraph 707(3)(b)(i)”, (s708A(1)(b)).  The purpose in subparagraph 707(3)(b)(i) is that of the entity issuing the securities "with the purpose of the person to whom they were issued selling or transferring the securities, or granting, issuing or transferring interests in, or options over, them".

ASX notes that ss 707(3) is supplemented by ss 707(4) which states "For the purposes of subsection [707](3)...securities are taken to be ... issued with the purpose referred to in subparagraph [707](3)(b)(i)... if any of the securities are subsequently sold, or offered for sale, within 12 months after issue, unless it is proved that the circumstances of the issue and the subsequent sale … are not such as to give rise to reasonable grounds for concluding that the securities were issued ... with that purpose". (emphasis added)
ASX has previously submitted:

· Application for quotation of securities of itself does not necessarily evince an intention by the company for those securities to be resold within 12 months;

· A listed company’s obligations under the continuous disclosure framework and the nature of securities of a class being totally fungible has the effect that the nature of disclosure required by section 707 is otiose.

ASX submits that if the second of these propositions in particular is accepted, it is arguable that the question of “purpose” as proposed in the drafting is therefore meaningless.
Chapter 8 - Shareholder Participation

The objectives of this chapter are very much in line with the objectives of the Principles relating to effective communication with shareholders, allowing them greater opportunity for meaningful participation at meetings.

ASX agrees with the proposals requiring notices to be worded in a clear, concise and effective manner and this requirement is supported by the guidelines for notices of meeting appended to the Principles.

We are also supportive of the facilitation of electronic communication with shareholders.  The Principles promote the use of electronic communication methods and encourage companies to develop and communicate a communication strategy.

We also believe that it will be beneficial for investors to have information in relation to other directorships held by directors, enabling them to make their own assessments in relation to conflicts of interest, level of independence and time commitments of their directors.  Disclosure of this type of information and a Board assessment of independence is also encouraged by the Principles.

ATTACHMENT 

Financial Reporting - Technical and Drafting Comments 

There is a minor drafting point relating to use of the words “accounting and auditing standards” used in subparagraph 224(b)(iii) on page 4 of the Bill, the heading Part 2M.5 on page 23 and the heading and text of section 337 on page 24.

For reasons of precision ASX suggests that accounting standards and auditing standards be referred to separately. We note that this is done in the heading for section 338 on page 24 where the singular is used. The two sets of standards are dealt with separately in the terms of the duties and responsibilities proposed in the Bill and this should be reflected in all references to the two sets in the Corporations Act.

Corporations Act: section 1287A

The purpose of this proposed amendment and of the annual statement to ASIC by a registered company auditor it requires, is not clear.

Corporations Act section 300(1)(ca)(i)

A minor drafting point: it is not clear why “is” rather than “ was” is used.

Corporations Act section 300(11B)(a)

The proposal requires disclosure of “details” of amounts paid for non-audit services but does not specify what type or level of “details” is required.

We suggest that the provision or related regulations should provide a clear indication of the type and level of details of non-audit services which must be disclosed. For example, a list of types of non-audit services (such as tax advice, consultancy fees etc.) could be specified.  Otherwise it is possible that the disclosures provided by entities will amount to no more than that already required by AASB 1034, paragraphs 5.3(a) and (b).

We suggest that the provision or related regulations should provide a clear indication of the type and level of details of non-audit services which must be disclosed. For example, a list of types of non-audit services (such as tax advice, consultancy fees etc.) could be specified.  Otherwise it is possible that the disclosures provided by entities will amount to no more than that already required by AASB 1034, paragraphs 5.3(a) and (b).
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