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SENATOR WATSON: ADJOURNMENT SPEECH

 THURSDAY 27 MARCH 2003

GOVERNMENT RESPONSE TO REPORT ON PRUDENTIAL SUPERVISION AND CONSUMER PROTECTION FOR SUPERANNUATION BANKING AND FINANCIAL SERVICES – THIRD REPORT – AUDITING OF SUPERANNUATION FUNDS

The Government’s response to the report of the Select Committee on Superannuation and Financial Services on auditing of superannuation funds was tabled on 20 March. I made a brief statement that day.
Auditing is one of the first control points if anything goes wrong. The community, quite rightly in my view, has the expectation that, if internal controls don’t pick up any weaknesses or problems, audit reports must be able to be relied upon to provide early warning of potential weakness which may lead to fund failure.

Given that superannuation is compulsory, the Committee has always favoured a prescriptive approach to its regulation. Recognising this, and that superannuation is a specialist area, the Committee pointed out in its report that a higher standard is required of those who carry out audits of superannuation funds, than that which is required for commercial companies where people may choose to invest.

I was most interested to note that there was significant support for the Committee’s report from the peak accounting body, the Institute of Chartered Accountants in Australia. 

I’ll now turn to each of the Committee’s recommendations and the government’s response:

Recommendation 1 – Reporting to the regulator

The Committee recommends that Part 16 of the Superannuation Industry (Supervision) Act 1993 (the SIS Act) be amended to require auditors to report to the regulator any breach of compliance with the Act or suspicion of a fund’s unsatisfactory financial position, at the same time as they report such issues to the trustee. 

The issues identified by the Committee which led to this recommendation laid the foundations for subsequent examination by the Superannuation Working Group, headed by Don Mercer. I am pleased to note that the Government supports this recommendation and that it will pursue legislative change to require auditors to inform the regulator of any concerns at the same time that the trustee is notified. This will go a long way towards providing that essential early warning about potential weakness which may lead to fund failure.

While the proposed approach has been criticized by a small section of the industry on the grounds of compliance costs, I would point out that if the auditor provided the regulator with a copy of any report provided to the trustee, as opposed to providing a separate report, this would ensure that auditors’ reporting costs are not adversely affected.

The same critics acknowledged that the proposal would raise the bar for those who give advice and are involved in the auditing and administration of superannuation.

Recommendation 2 – Auditor independence

The Committee recommends that the SIS Act be amended to require that auditors of superannuation funds be independent and that the auditor of a company is not also the auditor of its superannuation fund.  

I am not surprised that the government does not support this recommendation. However, in an environment characterized by a spate of corporate collapses, there had been a lot of complacency, and a ‘wake-up’ call was needed, not only for parliamentarians, but also for the professional bodies.  

The Committee was one of the first groups to raise the issue of auditor independence, as auditors are uniquely placed to provide independent assurance of financial reporting, administration, control and accountability.  Since the Committee’s report, the issue appears to have been taken much more seriously.

If auditors are to be the ‘first line’ defence against corporate fraud, they must not only have the relevant skills and experience, but they must also be independent from their corporate masters. 

To ensure that they have the necessary skills and experience, I note that the larger accounting firms have established specialist superannuation audit teams where a different audit partner from the same firm is involved in the superannuation fund audit to that of the company. I also note that smaller firms have had to specifically upskill and update their audit practitioners.

Whether audit independence is actually impaired, or whether there is only a perception that it is, one suggestion to address the issue is to adopt the Managed Investments Scheme model which would require a different audit partner to that of the company to be involved in the superannuation fund audit.

Recommendation 3 – Reporting on risk management and investment strategies

The Committee recommends that APRA prepare a set of guidelines outlining the specific areas which should be addressed in the audit report on assessments of risk management systems and investment strategies for superannuation funds.

Although it has noted this recommendation, the Government response appears to have failed to address the issue here. What is wrong with requiring the regulator, APRA, to prepare a set of guidelines outlining specific areas which need to be addressed in audit reports? APRA has issued guidelines before, ASIC does it all the time – what is the problem? Given that it is going to be self-regulatory, it is best for such guidelines to come from APRA, who could develop them in conjunction with the professional bodies. 

The Committee envisaged that the development of such guidelines would increase the focus on corporate governance arrangements and risk management issues. 

The guidelines would be complementary to, but quite different from, the Risk Management Plan which the Government has in mind. Expanding the scope of audit reporting to incorporate reporting on funds’ risk management systems, is one way of addressing what was seen to be an area of weakness in current audit requirements. Such a proposal would ensure that the scope of superannuation audits is aligned with those operating in other segments of the financial services industry.

Recommendation 4 – Follow-up audits

The Committee recommends that where a qualified audit report has been issued (other than merely on a technical ground such as a late return), there should be a formal requirement for a follow-up audit to be conducted within a specified time.

The Government says that implementation of Recommendation 1 will ensure that APRA is notified of any qualification in an audit report. But how do we know that APRA will work quickly enough once a qualified audit report is brought to its attention? This approach is putting a lot of faith in an organization which has not performed particularly well in recent times to prevent fund failure. If APRA had a good track record, I wouldn’t mind so much. But the events of the last two years have diminished my faith in APRA’s ability to respond quickly and appropriately to early warning signals.

The Committee’s proposal for follow-up audits would have largely formalized what we understand to be existing practice. These follow-up audits would address issues which, if not addressed, may jeopardize the financial condition and/or the safety of the members’ benefits.

Recommendation 5 – Audit reports to members

The Committee recommends that the auditor’s report on a superannuation fund be sent, as a matter of routine, to all fund members, in order to improve accountability and ensure transparency of the trustee’s actions and communication about the fund’s financial state. 

Once again the Government has merely noted this recommendation.  It is not good enough that audit reports are only to be sent to members on request. In the interests of improved transparency and accountability, audit reports should go to all members as a matter of course to keep them informed. Given the importance of superannuation, it is surprising that audit reports are only sent to members on request.

Even if the audit report were sent in an abridged form accompanying the annual member statement, at least this would provide members with better information about the performance and sustainability of their fund.  Another cost effective way of achieving this recommendation is to include a copy of the audit report in the annual report to members. Including audit reports in annual reports is not only good practice, but also a basic accountability tool. 

I had hoped that we could move on from the ‘dark ages’ to a more enlightened approach.

Recommendation 6 – Mandatory prudential reviews

The Committee recommends that the larger superannuation funds regulated by APRA be required to carry out a prudential review, at a minimum of once every five years. 

All the better large funds already carry out prudential reviews as a matter of sound prudential management and best practice, so it is not a big imposition on the industry. In any case, it is a good governance practice which can only be to the benefit and protection of trustees themselves who need to satisfy themselves that risk assessments have been done, that they are complying with statutory requirements, and that they are governing the fund properly. 

I realize that the new licensing requirements will require the preparation of, and reporting against, Risk Management Plans and that this will go some way towards strengthening a fund’s governance practices. But risk management is only one part of good governance. It is best practice to have a regular, broader prudential review which provides an independent assessment about whether the trustees are governing the fund properly. Such a review could be conducted on a 3 to 5 year cycle, or whenever there has been a fundamental change in the fund’s corporate governance or fund administration systems.  

Recommendation 7 – Certification by trustees prior to an audit

The Committee recommends that APRA consult with the relevant professional and regulatory bodies with a view to developing a requirement for trustees to provide a statement to the auditor prior to the audit of a superannuation entity.  The statement would certify that the accounts were believed to be in good order and to comply with the SIS Act, and would note any areas of weakness or concern in the fund’s financial and management strategies. 

In making this recommendation the Committee was fully aware that the current arrangements of a majority of medium and large audit firms require such an attestation prior to the completion of their annual audits. 

However, the Government appears to have missed the point. What the Committee’s recommendation tried to do was identify in more detail what should be required in attestations about the condition of the fund prior to the commencement of the audit. This would place more responsibility on the trustees to provide assurance to the auditor that the affairs of the fund were in good order prior to the commencement of the audit.

Recommendation 8 – Assessment of competency

The Committee recommends that the current move within the accounting and auditing profession to require the formal assessment of competency in auditing superannuation funds proceed as a matter of some urgency.

The Government, while supporting proposals designed to improve the quality and skills within the auditing profession, considered that this was a matter for industry. Given the problems associated with auditing, and the lack of auditor independence, I am not at all sure that the public would agree that self-regulation is enough to ensure auditing standards are met. The Committee has been at the forefront of this issue, and has consistently called for prescriptive standards not only because superannuation is compulsory, but also because it is such a specialist area. 

Unfortunately, some auditors, like some financial planners, do not always achieve the professional standards set by their professional bodies. 

A formal assessment of competency in auditing superannuation funds is the way forward. Accordingly, the Committee has now written to the three peak accounting bodies – the Institute of Chartered Accountants in Australia, the National Institute of Accountants and CPA Australia - calling on them to demonstrate how they are upgrading the arrangements for improving the quality and skills within the auditing profession.  
