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Dear Dr Dermody

Submission - CLERP 9 Proposed Legislation

I would be pleased if you would accept the following somewhat late submission to the Parliamentary Joint Committee on Corporations and Financial Services.  A similar submission was made to Treasury on the legislation, but I am informed that submissions made to Treasury are not passed on to your Parliamentary Joint Committee – a fact I find a little curious.  This is a personal submission based principally on my experience as Chair of the Australian Accounting Standards Board for a three-year period – the period of my contract – to 7 May 2003.

Proposal to expand the responsibilities of the Financial Reporting Council to oversee auditor independence requirements in Australia and the auditing setting arrangements

I recommend that before any additional responsibilities are given to the Financial Reporting Council (FRC) that:

(a) The Australian National Audit Office be instructed as a matter of urgency to perform an efficiency and effectiveness audit of the activities of the FRC since its creation.  This should have particular regard to the effectiveness of the FRC’s own governance arrangements (scheduling of meetings, attendance at meetings (including the participation of informal alternates), preparation and the timeliness of the distribution of Board papers on key issues supporting decisions made (including the decision to mandate International Accounting Standards by 2005 and the decision to harmonise GFS with Australian Accounting Standards), adequacy of consultation (including the lack of invitations to the public for comments on key AASB strategy decisions, as compared to the process followed in countries such as New Zealand and the UK in regard to the adoption of International Accounting Standards), failure to raise adequate corporate funding of the AASB, adequacy of the procedures for the evaluation of the performance of its membership and other related matters.

(b) In the interests of greater transparency and to conform with best practice (such as that followed by the Trustees of the International Accounting Standards Board) that the FRC be obligated under legislation to hold its meetings in public except for discussions requiring privacy such as the appointment of AASB Board members.

(c) The FRC be obligated under legislation to prepare cost/benefit statements when setting the strategy of the AASB and the proposed AuASB and that it be required to openly consult on such matters through the issue of draft strategy papers or exposure drafts and the holding of public hearings.

(d) The ASIC legislation be amended to make it clear that the FRC constitutes the Board of Directors of the AASB and the proposed AuASB, and that the duties of the FRC members include responsibilities relating to that function.  This is fundamental as it would seem the original FRC members were appointed without the knowledge that their role embraced this function.

I do not support the proposal for the FRC to “oversee auditor independence requirements in Australia”.  I recommend that the FRC, along with other relevant bodies, such as the Corporate Governance Council, the BCA, the AICD, and the accounting bodies be invited from time to time to make recommendations to Government relating to the independence of auditors, but I do not believe the FRC should “oversee” the requirements.  Once the requirements are established and mandated in the law, it is a matter of surveillance and compliance.  In my view, while the accounting bodies should and do play an important part in this process, the statutory requirement to “oversee” should be solely with ASIC.  ASIC already conducts surveillance of financial reporting (although it may well need to enhance its processes); surveillance of auditor independence should be an integral part of that and other ASIC compliance programs.  I simply do not believe the FRC can add real value to the process.  It may well add confusion and based on its past performance is highly unlikely to make a real difference.

I do not oppose the FRC overseeing auditing standard setting arrangements, although I would only support this if its current lack of transparency was remedied along the lines recommended above. 

Proposal to establish the Auditing and Assurance Standards Board as a statutory body corporate

I do not oppose establishing the AuASB as a statutory body corporate, but I believe to merely model its operations on the current AASB may not be efficient both in terms of costs and effectiveness.  I believe there is a need to differentiate between the technical Board of the AuASB and the statutory body.  Further, I do not believe the AuASB will be attractive to high quality professionals as an employing body, as technical experts tend to wish to work in a collegiate style as part of a larger group, so ideas can be shared etc.   I imagine the technical staffing is unlikely to go beyond 3-5 technical staff. 

I therefore recommend that before the AuASB becomes an employing body with all the related costs of administration, an alternative model be explored which could merge the staffing of the AASB and the proposed AuASB into an Australian Financial Reporting and Assurance Institute (or similar name) which could provide the technical and administrative support to both the AASB and the AuASB.  I envisage the “Institute” would be a statutory body and would handle all funding and disbursements relating to both the AASB and the proposed AuASB, leading to lower administrative costs etc.  The FRC would have oversight over its operations though this should be contingent on the FRC increasing its transparency in the manner recommended above.

True and Fair View

I support the proposal that the legislative provisions be retained relating to “true and fair view”.    However, I totally oppose the JCPAA’s recommendation that the directors’ report should set out the directors’ reasons why compliance with accounting standards would not result in the financial statements giving a true and fair view and the additional information and explanations needed to give a true and fair view.  The financial reports of a an entity or economic entity must stand alone and any information needed for the financial reports to give a true and fair view MUST be included in those reports.  This is in accordance with a proposed amendment to an existing International Accounting Standard.  Hence to include the same information in the directors’ report will only lead to unnecessary duplication and possible confusion.  This is especially significant given the financial reports are subject to audit, but not the directors’ report.

CEO and CFO Signoff

I support the proposal.  However, I would point out that some years ago the Principal Accounting Officer was required to make a declaration for inclusion in the annual report.  This requirement was subsequently abolished.  Assuming its abolition was for good and proper purposes, I urge that an appropriate review be made as to why it was abolished and what has occurred in the intervening period to now justify a somewhat equivalent signoff by the CFO.

Financial Reporting Panel
I strongly support the establishment of such a panel along the lines of that recommended subject to the following comments:

(i) I do not oppose the FRC having oversight of the Panel, providing the transparency of the FRC’s operations are improved along the lines previously recommended.

(ii) I recommend that ASIC be required to refer all qualified audit reports to the Panel for review, with a statement as to whether they believe there are any matters requiring review by the Panel.  The Panel should however have the right to review all such reports.

(iii) I support the view that an entity should have the right to refer disputes between ASIC and the company to the panel, but not prior to the issue of the auditors’ report on the accounts. 

(iv)  I do not support the view held by some that the Panel should become a place of referral for disputes between an entity and its auditors.  Such a process would in my opinion severely undermine the independence and professionalism of auditors and could become a process for allowing auditors not to have to make the “tough” decisions.

(v) I believe that ordinarily the Panel should be required to come to a decision within 30 days of referral.  Investors simply should not have to wait 90 days for the outcome of a Panel hearing, and auditors do not have the luxury of such an extended time period.  A 90 day delay could not possibly lead to the market being well informed.

(vi) In all cases, the Panel should be required to report any considered deficiencies in the relevant accounting standards and formal interpretations of those standards that gave rise to the need for the referral to the Panel and suggestions for overcoming any alleged deficiencies for referral to the AASB, and if considered appropriate by the AASB to the IASB.

(vii) In making decisions the Panel must have regard to the relevant accounting standards and all supporting related publications (for example, basis of conclusions, guidance material, etc) of the AASB and the IASB.  All decisions must be consistent with such material.

(viii) The role of the Panel should be extended to cover public sector financial reports.  All reports qualified by the Auditor Generals and the ANAO should be referred to the Panel.  Where the Panel’s decision supports the auditor’s view, the relevant body should be required to restate the reports.  There is no justification for public sector entities (including the whole of Government reporting) not being subject to the same rules as are mandated for entities under the Corporations Act.  There are too many qualified reports in the public sector to justify any other process.

Remuneration of Directors and Executives

The disclosure of remuneration of directors and executives is largely a political decision and as such the scope of such disclosure should be the responsibility of Government and not the AASB.  I therefore recommend that the Government instruct the AASB not to issue an accounting standard requiring disclosure of directors and executives remuneration as part of the accounts of an entity.  I recommend that such disclosures be made as part of a Corporate Governance Report along the lines of that currently issued by UK publicly listed entities.  I especially note that FASB standards do not require disclosure of such remuneration as part of the accounts, such disclosure being made in proxy statements issued to shareholders.  

As an alternative I recommend that once the nature of disclosure is resolved by Government, the AASB be invited to issue a standard setting forth the appropriate measurement standards for the mandated disclosures, to cover issues such as share options etc.  Any disclosure should clearly differentiate between vested remuneration and accrued, but unvested, remuneration.  Further, such disclosures should be required to be audited, even though they are part of the Governance report and not the accounts.

In the case of an economic entity, I recommend that disclosures be limited to the directors and highest paid executives within the economic entity, without similar disclosure of the listed entity, where different.  To require separate disclosure for the listed entity where such executives are not the highest paid executives within the economic entity is meaningless, when there could be more highly paid executives in many of the subsidiaries, which remain unreported.  The critical factor is the decision as to how many executives within the economic entity should be reported – and that is a political decision.

I have covered the more important issues in which I have a professional interest.  The fact that I have not commented on other proposals should not be interpreted as constituting an agreement with those proposals.

I shall be pleased to discuss this submission.

Yours sincerely

Keith Alfredson

