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It is with great pleasure that we present the next chapter of the Government’s
Corporate Law Economic Reform Program, CLERP 9.
The program, which started under the Howard Government five years ago,
has modernised business regulation and played a major role in building a
strong and vibrant economy. Central to the whole program have been key
principles of market freedom, investor protection and quality disclosure of
relevant information to the market.
CLERP 9 builds on these reforms and adopts principles that provide for
flexible law that takes account of the changing environment in which business
operates, and ensures clear guidance on appropriate corporate behaviour and
effective enforcement where breaches occur.
There have been a number of instances of unacceptable corporate behaviour in
Australia and overseas and it is important that those who choose to circumvent
effective ethical practice and legislative standards are deterred and
appropriately dealt with.
However, we should keep in mind that Australian corporate governance
regulation and practice are recognised internationally as being of high quality.
We have an effective disclosure regime that provides timely and reliable
information to the market.
But no country can afford to be complacent. Cases of corporate irresponsibility
are not just about accounting standards and corporate governance rules. They
potentially involve a range of questions for regulators, companies, auditors,
analysts and investors. These issues are covered in this paper.
This Government is determined to ensure that Australia’s corporate regulatory
framework remains effective and helps define world’s best practice. We will
continue to work to protect investors and encourage business to innovate and
move with the marketplace.
The Hon Peter Costello, MP
Treasurer

Senator the Hon Ian Campbell
Parliamentary Secretary to the Treasurer

September 2002
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([SDQGHG)LQDQFLDO5HSRUWLQJ&RXQFLO
1.

The Government will expand the responsibilities of the Financial
Reporting Council (FRC), which currently oversees the accounting
standard setting process, to oversee auditor independence requirements
in Australia. The FRC will:


Oversee auditing standard setting arrangements. This will be
achieved by reconstituting the existing Auditing and Assurance
Standards Board (AuASB) with a Government appointed
Chairman under the auspices of the FRC, similar to the Australian
Accounting Standards Board (AASB). Auditing standards will have
the force of law on the same basis as AASB Standards.



Advise the accounting professional bodies on issues of auditor
independence.



Monitor and report on the nature and adequacy of the systems and
processes used by audit firms to deal with issues of auditor
independence.



Monitor and report on the response of companies in complying
with audit-related disclosure requirements.



Advise on continuing steps to enhance auditor independence.



Promote and advise on the adequacy of the teaching of
professional and business ethics by the professional accounting
bodies and tertiary institutions.



Monitor and assess the adequacy of the disciplinary procedures of
the accounting bodies.



Maintain responsibility for oversight of the accounting standard
setting process.

These arrangements are outlined in the diagram on the following page.
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2.

The Government will amend the Corporations Act (the law) to include a
General Statement of Principle requiring the independence of auditors.

3.

The Government will amend the law to require the auditor to make an
annual declaration that they have maintained their independence.

4.

The Government will amend the law to strengthen restrictions on
employment relationships between an auditor and the audit client.
-
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This will include a mandatory period of two years following
resignation from an audit firm before a former partner who was
directly involved in the audit of a client can become a director of
the client or take a position with the client involving responsibility
for fundamental management decisions.

5HIRUPSURSRVDOV

5.

The Government will amend the law to impose new restrictions on
financial relationships. This will cover investments in audit clients and
loans between an audit client, and the auditor or his immediate family.

1RQDXGLWVHUYLFHV
6.

7.

The Government supports the immediate application of Professional
Statement F1 on Professional Independence, which forms part of the
Joint Code of Professional Conduct of the ICAA and CPAA.


Statement F1 is based on the independence standard adopted by
the International Federation of Accountants. It requires auditors to
identify and evaluate threats to independence and apply
safeguards to reduce any threats to an acceptable level.



Where the provision of non-audit services to an audit client poses a
threat that cannot be reduced to an acceptable level, statement F1
prohibits the provision of that service.

The Government will implement a series of measures to deal with
non-audit services. It will:


Amend the law to require mandatory disclosure in the annual
report of fees paid for the categories of non-audit services
provided.



Amend the law to require a statement in the annual report of
whether the audit committee is satisfied the provision of non-audit
services is compatible with auditor independence. This disclosure
would include an explanation as to why the following non-audit
services referred to in Professional Statement F1, if contracted, do
not compromise auditor independence:
:

preparing accounting records and financial statements of the
audit client;

:

valuation services;

:

internal audit services;

:

IT systems services;

:

temporary staff assignments;

:

litigation support services;
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:

legal services;

:

recruitment of senior management for the audit client; and

:

corporate finance and similar activities.

$XGLWFRPPLWWHHV
8.

It will be mandatory for the top 500 listed companies (that is those that
compose the All Ordinaries Index) to have audit committees. The ASX
has announced it will amend its rules to achieve this.
 The Government supports the role of the ASX Corporate Governance

Council in developing best practice standards for audit committees.
$SSRLQWPHQWDQGUHPRYDORIDXGLWRUV
9.

The Government will make audit partner rotation compulsory after
5 years.


The new requirement will apply to the lead engagement partner
and the review partner. To maintain continuity of knowledge, the
appointment of these partners could be staggered.

$WWHQGDQFHRIDXGLWRUDW$*0
10.

The Government will amend the law to require an auditor to attend the
AGM of a listed company at which the audit report is tabled and to
answer reasonable questions about the audit.


3DJH

The Government will ensure shareholders are able to submit
questions by e-mail to the listed company and that the questions
will be posted on the company web site.

5HIRUPSURSRVDOV

4XDOLILFDWLRQVIRUUHJLVWUDWLRQDVDFRPSDQ\DXGLWRU
11.

Accountants seeking registration as company auditors will be required to
meet agreed competency standards, to undertake to abide by an accepted
code of professional ethics, and to complete a specialist auditing course
prior to registration.

$XGLWRUOLDELOLW\
12.

The Government will amend the law to allow auditors to incorporate.

13.

The Government will seek the agreement of the States to introduce
proportionate liability.


The Government believes that the market for audit services will be
improved if the arbitrary consequences of the present rules relating
to joint and several liability in relation to economic loss and
property damage are reformed.

4XDOLW\RIDFFRXQWLQJ
14.

Australia will adopt accounting standards issued by the International
Accounting Standards Board (IASB) for reporting entities under the law
for accounting periods beginning on or after 1 January 2005, in line with
the European timetable.


The FRC and the AASB will consult stakeholders on the measures
that they regard as necessary between now and 2005 to ensure a
smooth transition to IASB standards.

15.

The IASB standard requiring expensing of share options will have the
force of law on adoption by the AASB, expected to be in the second half
of 2003.

16.

The legal requirement that financial statements comply with accounting
standards and that the financial statements and notes together present a
true and fair view of an entity’s financial position and performance will
be maintained.


If any deficiencies in accounting standards have a general,
unintended result that compliance with the standard would not
result in a true and fair view, the appropriate response would be
reform of the standard.
3DJH

5HIRUPSURSRVDOV

$QDO\VWLQGHSHQGHQFH
17.

There is a general duty on financial services licensees to ensure that
financial services are provided 'efficiently, honestly and fairly'. Licensees
should disclose any financial interest that they or a related party have in
the subject of their advice or recommendation.

18.

The Australian Securities and Investments Commission (ASIC) will be
asked to provide guidance by policy statement on the level and manner
of disclosure required under this general duty, following consultations
with relevant stakeholders.

&RQWLQXRXVGLVFORVXUH
19.

The Government will maintain and enhance the framework of
continuous disclosure.

20.

Both ASIC and ASX will continue to have the capacity to enforce the
continuous disclosure provisions that apply to listed entities.

21.

The maximum civil penalty for a contravention of the continuous
disclosure provisions by a body corporate will be increased from
$200,000 to $1 million. The maximum penalty for bodies corporate in
relation to contraventions of other financial services civil penalty
provisions (relating to market manipulation and insider trading) will
also be increased to $1 million.

22.

ASIC will be given the power to impose financial penalties and issue
infringement notices in relation to contraventions of the continuous
disclosure regime.

23.

In addition to its power to seek civil penalties in relation to
contraventions of the continuous disclosure regime by disclosing entities,
ASIC will be empowered to seek such a penalty against any other person
involved in a contravention.

24.

The Government will amend the civil recovery provisions relating to
contraventions of the continuous disclosure provisions of the law to
clarify that a person may seek compensation regardless of whether ASIC
has sought a declaration of contravention. It will also allow persons to
recover loss or damages from either the relevant entity or any other
person involved in a contravention.
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25.

All investors should have equal access to materially price sensitive
information disclosed by listed entities.

26.

Market operators will be encouraged to ensure that they provide listed
entities with education and guidance to promote compliance with the
continuous disclosure provisions of their respective listing rules.

27.

Market operators should require listed entities to respond to externally
generated speculation in circumstances where the operator determines
that this is having a significant impact on the market for their securities.

28.

Issuers of managed investment products that are continuously quoted
securities will be permitted to issue transaction specific Product
Disclosure Statements. The Government will amend the law to ensure
that ASIC is empowered to deny access to these arrangements in relation
to issuers that have contravened relevant provisions of the law in the
past 12 months.

'LVFORVXUHUHTXLUHPHQWVIRUVKDUHVDQGGHEHQWXUHV
29.

The Government will improve the effectiveness of disclosure in
prospectuses through extending the requirement for ‘clear, concise and
effective wording and presentation’ in Chapter 7 for product disclosure
statements to Chapter 6D for prospectuses.

30.

The Government will more closely align the exemptions from the
disclosure regimes that apply to sophisticated investors and wholesale
clients.

31.

The Government proposes that the disclosure requirements for
secondary sales reflect the principle that where a person:
 already holds pertinent information, or
 has access to comparable information to what they would have

otherwise received in a reasonable, timely and cost-effective manner,
no further disclosure obligations should apply. This will provide a
sounder legislative basis for the operation of placements and will also
facilitate ASIC taking relief action where appropriate.
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(QIRUFHPHQW
32.

ASIC will monitor the adequacy of civil and criminal penalties and make
such recommendations as are required to ensure consistency and
adequacy of penalties under the law.

33.

The Government will amend the law to expand matters which auditors
must report to ASIC to include any attempt to influence, coerce,
manipulate or mislead the auditor.

34.

The institutional arrangements for taking disciplinary action against
registered company auditors will be strengthened to:

35.



provide a majority of members of the CALDB, with appropriate
skills, who are non-accountants;



allow the CALDB to sit in more than one Division simultaneously
and provide for the appointment of a deputy chairman of the
CALDB; and



enable the CALDB to provide information obtained in the course of
a disciplinary proceeding to the investigation and disciplinary
committees of the ICAA, CPAA and NIA to facilitate the
disciplinary procedures of those bodies.

The Government will amend the law to provide qualified privilege and
protection against retaliation in employment for any company employee
reporting to ASIC, in good faith on reasonable grounds, a suspected
breach of the law.

6KDUHKROGHUSDUWLFLSDWLRQDQGLQIRUPDWLRQ
36.

The Government will establish a Shareholders and Investors Advisory
Council, to be chaired by the Parliamentary Secretary to the Treasurer,
which it will consult on all disclosure-related reforms to ensure they
meet the needs of retail investors.

37.

To encourage shorter, more comprehensible notices of meetings:


3DJH

the Government will amend the law to introduce a ‘comfort
provision’ to protect disclosures made in good faith in a short-form
notice of meeting; and

5HIRUPSURSRVDOV



38.

39.

best practice guidelines concerning notices of meetings should be
developed by the ASX Corporate Governance Council in
consultation with ASIC.

The proposed best practice guidelines on notices of meetings will include
a section dealing with the explanatory material for 'bundled resolutions'.
The guidelines will include material on best practice for:


explaining 'bundled resolutions', including the primary purpose,
impact and material implications;



providing access to fuller information on the component
resolutions for those shareholders who seek it (for example,
through company websites);



describing categories of resolution that should not be bundled but
always dealt with as a separate item, with a separate explanation
provided (for example, transactions affecting executive
remuneration).

The Government will facilitate improved shareholder participation by
electronic means (including electronic proxy voting, internet
broadcasting and related technologies) by:


removing unnecessary legislative hurdles to the use of the
technologies, subject to the need to maintain the rights of
shareholders who are not internet users; and



requesting the ASX’s Corporate Governance Council,
consultation with ASIC, to prepare guidelines for their use.

in

40.

The Government will amend the law to require the annual directors’
report for listed companies to disclose, with respect to each director
holding office during the reporting period, details of all other
directorship positions held currently and held over the past two
reporting periods.

41.

The Government will:
 amend the law to permit members to elect to receive annual reports

and notices electronically; and
 support best practice guidelines concerning electronic distribution of

annual reports being developed by the ASX’s Corporate Governance
Council in consultation with ASIC.
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In a joint press statement on 27 June 2002, the Treasurer and the Parliamentary
Secretary to the Treasurer announced a process for achieving further
improvement in audit regulation and the wider corporate disclosure
framework as the next phase in the Government’s Corporate Law Economic
Reform Program (CLERP).
This policy paper is an important step in that process, aimed at seeking
stakeholder comment on specific Government proposals. As announced in the
joint press statement, the paper includes a Government response to the
Ramsay report on the Independence of Australian Company Auditors. The
paper reviews:


the effectiveness of accounting standards and a proposal that Australia
adopt international accounting standards by 2005;



the regulation of accounting standards and practices;



the audit function in Australia, including:
 the market for audit and non-audit services;
 the institutional framework for setting auditing standards and whether

they should be given the force of law;
 the rules and practices governing the audit engagement including

appointment and removal of auditors and related corporate governance
arrangements;
 auditor independence issues canvassed in the Ramsay report;
 the structures for oversight of the profession, including disciplinary

powers, ethical rules, external quality assurance, educational
requirements, professional development, competency standards etc;
and
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 liability issues, drawing on current work in the context of public

liability and medical indemnity insurance, including the question of
incorporation of auditors;


the present continuous disclosure regime;



conflicts of interest in relation to the provision of financial product advice;



the current disclosure requirements for shares and debentures; and



ways to encourage investors to become more active in the companies they
invest in.

The final implementation of reforms will need to take account of any relevant
recommendations of the HIH Royal Commission, work being undertaken by
the Joint Committee of Public Accounts and Audit (JCPAA), and
developments overseas. The United States has recently introduced significant
legislative reform in the area of corporate disclosure in response to the Enron
collapse and the overstatement of earnings by WorldCom and certain other
large corporations.
The globalisation of markets means that, in adjusting its regulatory framework,
Australia must have regard to developments in major economies. Australian
companies will face a cost of capital premium if our framework is perceived to
be less rigorous than elsewhere, and they will pay a compliance cost penalty
for over-regulation or poorly conceived regulation. In either case, their
international competitiveness may be impaired. The objective must be for
Australia’s regulatory framework to remain in line with or ahead of world’s
best practice.
The Government believes that Australia starts from a position of strength in
terms of the robustness of our institutional framework (including a highly
skilled accounting profession) and corporate governance practices.
These practices were substantially strengthened in the 1990s through the
Government’s CLERP program, changes to the Australian Stock Exchange’s
Listing Rules, and actions by companies, business peak bodies and regulators
to define and adopt industry best practice.
Australia is in line with or ahead of overseas practice in key areas of corporate
disclosure. For example:


as a result of the Government’s CLERP 1 reforms, we have an effective
accounting standard setting process with broad stakeholder oversight of an
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independent and well-funded standard setter, the Australian Accounting
Standards Board (AASB);










our accounting standards emphasise economic substance over form;
there is an effective continuous disclosure regime requiring provision of
timely and relevant information to shareholders;
arguably, as a matter of ‘culture’ and practice, the actions of our market
participants are less conditioned by short-term earnings results than those
of their United States counterparts;
Australia has an effective and well-resourced corporate regulator, the
Australian Securities and Investments Commission, with appropriate
enforcement powers; and
severe penalties are already in place for corporate fraud.

The history of business compliance with disclosure rules is generally good.
Most audits are conducted professionally and competently, with full regard to
the interests of shareholders, the need for independence, and professional
ethical rules.
Had Australia experienced the same speculative ‘bubble’ seen recently in the
United States, it is likely we would have been better able to avoid disclosure
problems on an equivalent scale. At the same time, our disclosure framework
probably helped avoid the build-up of speculative pressures (for example, by
ensuring that the cash positions of high technology start-up companies were
disclosed). Nevertheless, Australia cannot afford to be complacent. It is timely
to review Australia’s corporate disclosure framework in view of developments
overseas — in the United States in particular — and in view of lessons learned
from recent corporate collapses in Australia.
This is not to say that Australia should match the United States point for point.
The recent US legislative response tends to be prescriptive and rules-based. In
addressing corporate governance issues, Australia has traditionally relied on a
principles-based approach, employing a mix of regulation, co-regulation and
encouragement of industry best practice. This approach has worked well in
Australia and the Government supports its continuation.
More specifically, the Government has taken the view that legislation is
appropriate where it delineates broad parameters for the conduct of business,
removes uncertainty in the operation of the law, and clarifies the rights, duties
and responsibilities of stakeholders. Beyond this, however, the Government
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has been reluctant to legislate without evidence of a clear failure of
market-based incentives or sanctions to produce appropriate outcomes.
It is difficult to legislate against fraudulent behaviour by a few market
participants. Moreover, it is impossible to legislate against corporate failure,
which is inherent in a competitive economy where market participants seek to
balance risk and reward. Attempts to do either risk imposing excessive
regulatory burdens that could adversely affect innovation and wealth-creation.
Accountability of management, transparency of financial and other
information, and the protection of shareholder rights are fundamental to the
integrity and efficiency of markets and to investor confidence. The package of
proposals in this paper continues the corporate law improvement begun in
1996 under the Government’s CLERP initiative. Its aim is to ensure that
Australia has an effective disclosure framework that helps define world’s best
practice and provides the structures and incentives for a fully informed
market.
Since 1996, the Internet has become a powerful and widely used
communications tool and information source. CLERP 9 recognises that this
development has changed the environment for disclosure. It seeks to empower
shareholders through Internet based technologies which give them more real
time information about their companies and the ability to become more
involved in their companies’ affairs.

.(<(&2120,&35,1&,3/(6
The objective of CLERP is to ensure that business regulation is consistent with
promoting a strong and vibrant economy and provides a framework that helps
business adapt to change.
As with previous reform proposals underpinning CLERP, the policy proposals
in this paper are, where possible, assessed against the following key principles:








cost/benefit analysis of proposed changes;
the development of a regulatory and legislative framework that is
consistent, flexible, adaptable and cost effective;
the reduction of transaction costs for firms and other market participants;
an appropriate balance between government regulation and industry
regulation;
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the removal of barriers to entry for service providers; and
improved harmonisation between Australia’s regulatory framework with
those applying in major world financial markets.

3DJH
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Independent audits are an integral part of the financial reporting framework,
and effective oversight arrangements are needed to maximise the value of the
audit function.
This Part outlines options for the oversight of the auditing profession.
Proposals have been developed in light of the recommendations of the Ramsay
report, submissions received on the report's recommendations, and
submissions received by the JCPAA's review of Independent Auditing by
Registered Company Auditors.

%$&.*5281'
Oversight of the auditing profession may include the following broad
functions:






Monitoring auditor independence — including ensuring an auditor is
sufficiently independent of the client, financially, personally, and in their
employment.
Monitoring auditor competence — covering the teaching of auditing and
professional ethics, as well as review of the procedures and practices of
registered auditors to ensure they are up to standard.
Investigation and discipline of auditors.

There were several key themes expressed in submissions on the Ramsay
recommendations and to the JCPAA. These themes capture what the
Government expects to achieve through the oversight of auditor
independence.
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The importance of transparency to effective audit. Audits are only of value
if they are both in fact, and perceived to be, independent of a company's
management.
The appropriate division of responsibilities between the professional bodies
and Government.
The need for timely advice to be provided to the Government to address the
risk of audit failures due to the failure of policies or systems at the audit
firm or company level.

&855(176758&785()25$8',729(56,*+7,1
$8675$/,$
The Australian auditing profession operates under a co-regulatory regime. The
three largest professional bodies, The Institute of Chartered Accountants in
Australia (ICAA), CPA Australia (CPAA) and the National Institute of
Accountants (NIA) have in place rules and professional codes of ethics that
govern their members' professional conduct. ASIC is responsible for the
registration of auditors. The Companies Auditors and Liquidators Disciplinary
Board (CALDB), established under the ASIC Act, is responsible for the
discipline of auditors.

7KHUHJXODWRU VUROHLQDXGLWRURYHUVLJKW
5HJLVWUDWLRQRIDXGLWRUV
ASIC is responsible for the registration of all company auditors. Any person
wishing to practise as an auditor is required to make an application for
registration in writing to ASIC. ASIC must then be satisfied that the person
meets the requirements for registration as a company auditor, including
educational and experience requirements, as well as being capable of
performing the duties of an auditor and otherwise being a fit and proper
person to be registered as an auditor.

,QGHSHQGHQFHDQGSURIHVVLRQDOHWKLFV
ASIC plays no formal role in setting professional ethical standards and does
not provide detailed guidance on how to conduct an audit.
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,QYHVWLJDWLRQDQGGLVFLSOLQHRIDXGLWRUV
ASIC has the power to investigate suspected breaches of the law by auditors. If
following its investigation ASIC is of the opinion that malpractice has
occurred, it can apply to the CALDB to have the auditor's licence suspended or
cancelled. The CALDB must conduct a hearing to examine the evidence and
gather more evidence if required before it makes a finding and determines the
appropriate punitive action.
The CALDB was established under the ASIC Act and has a chairman who is a
legal practitioner appointed by the Minister, and members selected by the
Minister from panels put forward by the ICAA and CPAA.
In addition to action by the CALDB, auditors can be litigated against in the
courts if a duty of care can be established and a loss resulting from a breach of
that duty can be substantiated.

7KHSURIHVVLRQ VUROHLQDXGLWRURYHUVLJKW
5HJLVWUDWLRQRIDXGLWRUV
Membership of a professional accounting body is not a legal requirement to
become an auditor. However, subparagraph 1280(2)(a)(i) of the Corporations
Act provides that members of the ICAA or CPAA are considered to have
satisfied the educational qualification requirements to be registered by ASIC as
an auditor. In practice most auditors are members of at least one of these
bodies.

,QGHSHQGHQFHDQGSURIHVVLRQDOHWKLFV
The Auditing and Assurance Standards Board (AuASB) develops and
publishes auditing standards, which are similar in format to accounting
standards issued by the AASB. However, unlike accounting standards,
auditing standards do not have the force of law and cannot be relied upon in
court proceedings as representing a minimum standard of professional care
and skill. The AuASB is funded and staffed by the accounting profession.
The ICAA and CPAA have also developed a Joint Code of Professional Conduct
as their ethical code. It covers a number of issues including independence,
confidentiality, and integrity. The Joint Code has recently been updated to
reflect a revised ethical code issued by the International Federation of
Accountants (IFAC) in November 2001. As with auditing standards, the Joint
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Code does not carry the force of law. Consequently, compliance can only be
enforced on the bodies' own membership.
The NIA also has by-laws in its members' handbook governing conduct.

,QYHVWLJDWLRQDQGGLVFLSOLQHRIDXGLWRUV
There are no formal legal arrangements for the monitoring of audit quality.
However, the professional bodies encourage members to take specific
measures to ensure audit quality. AUS 206 'Quality Control for Audit Work'
and the Joint Code of Professional Conduct contain guidance on this for members
of the ICAA and CPAA.
The professional bodies investigate breaches of the auditing standards and
ethical codes among their members, and may impose penalties of suspension
or cancellation of membership.

29(56($66758&785(6)25$8',72529(56,*+7
7KH8QLWHG6WDWHVRI$PHULFD
On 30 July 2002 the United States President approved new corporate
disclosure legislation, the Sarbanes - Oxley Act.
The Act established a Public Company Accounting Oversight Board (PCAOB).
The new board is to be funded through a levy on all listed companies, its
primary functions being:








Registration of public accounting firms that prepare audit reports for
issuers.
Establishment or adoption (or both) by rule, of auditing, quality control,
ethics, independence and other standards relating to the preparation of
audit reports for issuers.
Conducting inspections of registered public accounting firms.
Conducting investigations and disciplinary proceedings concerning, and
imposing appropriate sanctions where justified upon, registered public
accounting firms and associated persons of such firms.
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Performing such other duties or functions as the Board (or the Securities
and Exchange Commission by rule or order) determines are appropriate to
improve the quality of audit services.
Enforcing compliance with the Sarbanes-Oxley Act, the rules of the Board,
professional standards, and the securities laws relating to the preparation
and issuance of audit reports and the obligations and liabilities of
accountants with respect thereto, by registered public accounting firms and
associated persons thereof.

8QLWHG.LQJGRP
As in Australia, auditors in the United Kingdom must comply with accounting
standards and stock exchange rules that carry the force of law.
The Audit Practices Board (APB) is the recognised auditing standard setter in
the UK. The APB is funded by the professional bodies through the
Consultative Committee of Accounting Bodies (CCAB) with members of the
APB appointed by a panel consisting of the Presidents of the CCAB bodies, the
Governor of the Bank of England, and the London Stock Exchange (LSE).
Membership represents a diverse group of stakeholders. Standards issued by
the APB do not carry the force of law. However, the constituent bodies of the
CCAB have undertaken to enforce them within their membership.
Under the Companies Act 1989,(UK) the major professional bodies have been
delegated the responsibility for registration of company auditors. The Act sets
out criteria the bodies must address when assessing an application for
registration.
The Financial Reporting Review Panel (FRRP) and the Department of Trade
and Industry (DTI) share the role of investigating irregularities in financial
reports. The DTI focuses on proprietary and small and medium listed
companies while the FRRP focuses on larger listed companies. If the
investigation finds the audit to be lacking, the auditor may be reported to their
professional body.
The professional bodies through their Chartered Accountants Joint Ethics
Committee, set ethical standards. A new Ethics Standards Board (ESB) has
been established, with a chairman being appointed in February 2001.
The professional bodies are responsible for disciplining their own members,
although serious cases can be referred to the Joint Disciplinary Scheme. An
Investigation and Disciplinary Board has been established in an attempt to
make regulation of auditors more independent of the profession.
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The legal system in the UK allows for auditors to be sued through the courts in
a similar fashion to the Australian system.
The DTI has published the terms of reference for a review of the way the UK’s
audit and accounting professions are regulated. The review will consider
whether any structural improvements should be made to make the system
more effective. Among other things it will examine the need for particular
regulatory functions, who should carry them out, how they are funded, and
whether current arrangements could be simplified. The review is to be
completed by January 2003.

237,216)2529(56,*+72)$8',7,1*)81&7,216
Currently in Australia there is no independent scrutiny of an audit firm's
procedures and processes to produce quality audits. The ICAA and CPAA do
require members to participate in peer review programs. However, the results
of these reviews and any remedial action are dealt with 'in-house' by the
professional body.
The Government has considered a number of models for the oversight of the
auditing profession, including:










a new Auditor Independence Supervisory Board (AISB) as proposed in the
Ramsay report;
an expansion of the role of the existing Financial Reporting Council (FRC) to
include the AISB independence oversight function in addition to its existing
role of providing broad oversight of accounting standard setting;
further expansion of the existing FRC to also include oversight of auditing
standard setting and oversight of the disciplinary procedures of the
accounting bodies;
the co-regulatory model put forward by CPAA in a recent discussion paper,
'The Financial Reporting Framework - The Way Forward'; and
the new United States model, the PCAOB, which would also include a
formal role in the registration and disciplining of company auditors (as
outlined above).
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$XGLWRU,QGHSHQGHQFH6XSHUYLVRU\%RDUG
The Ramsay report recommended that a new body, the AISB, be established to
oversee auditor independence. This body would monitor issues such as
international developments in auditor independence, the quality control
practices of audit firms, the teaching of professional ethics by universities and
professional accounting bodies, and the effectiveness of procedures within
corporations related to auditor independence.
The AISB would be independent of the accounting profession. It would be
established either as a company limited by guarantee or as a statutory body.
Funding would be provided either directly by the professional accounting
bodies for a fixed period on a 'no strings attached' basis or by an increase in the
registration fee for auditors.
The AISB would comprise 12 members nominated by stakeholders from the
financial sector as well as one representative each from the ICAA and CPAA,
and three members representing the public interest.
The AISB would have no responsibility for the registration of auditors or the
investigation and discipline of registered auditors. Responsibility for these
functions would remain with ASIC and the CALDB.

6WDNHKROGHUFRPPHQWVRQWKH$,6%
Stakeholders generally supported the Ramsay proposal for an oversight body
for auditor independence.
Some stakeholders considered that the AISB would be under-resourced to
adequately perform the functions proposed for it, in particular the monitoring
of audit firms and corporations. There was also a view that the AISB was
focused too narrowly on issues of auditor independence which is a necessary
but not sufficient condition for audit quality.
A number of stakeholders considered that there was no need to establish a new
body when the functions of the existing FRC, which has a composition very
similar to that envisaged for the AISB, could be expanded to include the
oversight of auditor independence.
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$QH[SDQGHGUROHIRUWKH)LQDQFLDO5HSRUWLQJ&RXQFLO
Having considered the merits of the various models, the Government proposes
that the existing FRC assume the following functions in addition to its current
oversight role for accounting standard setting:






oversight of auditor independence, as envisaged by Professor Ramsay for
the AISB;
oversight of auditing standard setting; and
monitor and assess the adequacy of the disciplinary procedures of the
accounting bodies.

The FRC was formally established in 2000 under Part 12 of the ASIC Act. It is
currently responsible for the broad oversight of the Australian accounting
standard setting process for the private, public and not-for-profit sectors.


Its statutory functions include: advising the Government on the accounting
standard setting process and the development of international accounting
standards; appointing the members of the AASB (other than the Chair);
approving the AASB's priorities, business plan, budget and staffing
arrangements; and determining the AASB's broad strategic direction.

The FRC comprises senior-level stakeholders from the business community,
the professional accounting bodies, governments and regulatory agencies.


The current members of the FRC were appointed by the Treasurer on the
nomination of the Business Council of Australia, the Australian Institute of
Company Directors, the Securities Institute of Australia, the Investment and
Financial Services Association, the ICAA, CPAA, the Australian
Shareholders' Association, the Australian Stock Exchange, ASIC, and the
Commonwealth, State and Territory governments.

Only minor changes to the FRC's composition would be necessary to
accommodate an expanded role.
The proposed new structure is shown in the following chart.
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6HFUHWDULDW

$FFRXQWLQJVWDQGDUGV
The AASB will continue in its current role of developing and issuing
accounting standards and other pronouncements under the broad oversight of
the FRC. Accounting standards will continue to carry the force of law under
the Corporations Act.

$XGLWLQJVWDQGDUGV
The AuASB, which is currently funded and staffed by the accounting
profession, would be subject to FRC oversight in the same way that the AASB
is currently subject to FRC oversight. As the auditing standard setter, the
AuASB would be independent, with the FRC unable to involve itself in the
development of particular standards. The AuASB would be established under
the ASIC Act and, like the AASB, funded jointly by governments, the
accounting profession and business.
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$XGLWRULQGHSHQGHQFH
As envisaged in the Ramsay report proposal for an AISB, the FRC would:










monitor international developments in auditor independence;
advise the professional accounting bodies on appropriate standards dealing
with auditor independence and whether it believes these standards have
been properly implemented;
monitor the nature and adequacy of systems and processes used by audit
firms to deal with issues of auditor independence and advise on the
adequacy of these systems and practices;
monitor compliance by companies with the new auditor independence
regime, including the adequacy of non-audit fee disclosure and the
effectiveness of listed company audit committees; and
monitor the adequacy of the teaching of professional and business ethics by
the professional accounting bodies and universities as they relate to issues
of auditor independence.

'LVFLSOLQH
As envisaged by the Ramsay report in relation to the AISB, the FRC would
monitor and assess the adequacy of existing investigation and disciplinary
processes for the audit profession and advise the Government if it considers
improvements are required.
This will involve a specific role in providing oversight of the disciplinary
procedures of the professional accounting bodies. The FRC would have the
power to refer particular matters that came to its attention to the CALDB.
However, it is not proposed that the FRC would have a direct role in
disciplining members of the profession. ASIC will continue to have
responsibility for the investigation and prosecution of auditor disciplinary
matters. The CALDB will remain the sole body with the authority to conduct
hearings into auditor misconduct and to take disciplinary action where
appropriate (with the exception of the professional bodies in relation to their
own membership).
The above structure would bring together, under a single oversight body,
policy advising, monitoring and technical oversight functions for the key
elements of the financial reporting framework. The use of an existing
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stakeholder body, with minor membership changes, will enable a relatively
quick start-up and recourse to established funding mechanisms.
Having broad policy direction coming from a single overarching body should
ensure coherent and effective oversight while protecting the independence of
the two technical Boards within the structure.
As is currently the case, the expanded FRC would have statutory backing and
its members would be appointed by the Government. One of its
responsibilities would be to advise the Government on the issues for which it
is responsible.
The FRC would have a dedicated secretariat staffed from within Treasury
(which currently provides the secretariat to the FRC).
Australia's professional accounting bodies will continue to fulfil their present
role with the exception that the auditing standard setter under the FRC will
provide the authoritative source of auditing standards.
The FRC will liaise with the ASX Corporate Governance Council, which is
developing a set of corporate governance standards of best practice for listed
companies.

6KRXOGDXGLWLQJVWDQGDUGVEHJLYHQWKHIRUFHRIODZ"
It has been suggested that giving auditing standards statutory backing would
make them easier to enforce. Currently, ASIC relies on broader statutory
provisions. However, the structure and style of auditing standards are such
that there would be practical difficulties in making them easily enforceable
without significant redrafting.
Since 1995, the AuASB has been working on harmonising Australia's auditing
standards with International Standards on Auditing (ISAs), a program that is
now well advanced. With the recent commitments by the European Union and
the Australian Financial Reporting Council to adopt international accounting
standards by 2005, the momentum for international convergence of auditing
standards has increased.
The Government believes that core audit standards should be given legislative
backing to facilitate their enforcement by ASIC, consistent with international
harmonisation objectives.
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3URSRVDO— ([SDQGHG)LQDQFLDO5HSRUWLQJ&RXQFLO
The Government will expand the responsibilities of the Financial Reporting
Council (FRC), which currently oversees the accounting standard setting
process, to oversee auditor independence requirements in Australia. The
FRC will:
















Oversee auditing standard setting arrangements. This will be achieved
by reconstituting the existing Auditing and Assurance Standards Board
(AuASB) with a Government appointed Chairman under the auspices of
the FRC, similar to the Australian Accounting Standards Board (AASB).
Auditing standards will have the force of law on the same basis as AASB
Standards.
Advise the accounting professional bodies on issues of auditor
independence.
Monitor and report on the nature and adequacy of the systems and
processes used by audit firms to deal with issues of auditor
independence.
Monitor and report on the response of companies in complying with
audit-related disclosure requirements.
Advise on continuing steps to enhance auditor independence.
Promote and advise on the adequacy of the teaching of professional and
business ethics by the professional accounting bodies and tertiary
institutions.
Monitor and assess the adequacy of the disciplinary procedures of the
accounting bodies.
Maintain responsibility for oversight of the accounting standard setting
process.

3DJH

3$577+(0$5.(7)25$8',76(59,&(6
%$&.*5281'
The most important features of the audit market for the top 1000 Australian
listed companies are that:






three audit firms combine to audit more than 50 per cent of the market;
the Big 4 (PricewaterhouseCoopers, KPMG Australia, Ernst & Young, and
Deloitte Touche Tohmatsu) audit more than 65 per cent of the market;
Second tier firms (with at least three listed audit clients) audit more than
24 per cent of the market.

In short, just 10 firms service nearly 80 per cent of the market. The remainder is
spread across firms that audit less than three listed clients. This analysis is
based on ASIC data covering auditor appointments to April 2002.
With such concentration, companies face a restricted pool of audit firms with
experience in auditing listed companies. Where one of the major audit firms is
providing non-audit services to a company, the pool of possible providers of
audit services may be even more limited. Choice would be further restricted if
a company did not wish to contract audit services from a firm that audited a
major competitor.
Recent surveys of audit firms and their clients indicate that non-audit services
usually account for significantly more than half of an audit firm's revenue. This
percentage is growing, and audit firm projections show non-audit services are
the engine for their business growth. Audit revenues are relatively static.

0$5.(75(63216(672$&&2817,1*'(9(/230(176
The market has responded quickly and in various ways to the developments of
the past year in accounting and financial reporting. Summaries of these
responses are shown in Boxes 1 and 2 below.
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%R[3ULYDWHVHFWRUUHVSRQVHVWRFRQFHUQVDERXWDXGLWRU
LQGHSHQGHQFH
86$FFRXQWLQJILUPVDQGWKH$PHULFDQ,QVWLWXWHRI&HUWLILHG3XEOLF
$FFRXQWDQWV


Jointly issued a list of risk factors for financial reporting and
30 recommendations for addressing them (January 2002).

$1=%DQNLQJ&RUS


Introduced in April 2002 plain English disclosure, more discussion on
critical accounting policies, disclosure of off-balance sheet structures,
restrictions on auditor-provided services. The only non-audit services
allowed are those not perceived to be materially in conflict with the role
of auditor, subject to approval by the Audit Committee. Exceptions need
safeguards and Board approval.

:HVWSDF


In July 2002 released its first Social Impact Report with triple bottom line
reporting, including governance and audit information.

6WDQGDUG 3RRU V


Created a new set of analytic standards for earnings, aimed at improving
reliability.



Increased contact with internal auditors and Audit Committees.



Using transparency measures and disclosure surveys in ratings.

0RRG\ V
Added accounting, derivatives and governance teams to its ratings
assessments. Increased analysis of accounting procedures, disclosure, risk
management and governance.
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Part 3: The Market for audit services

Box 2: Major changes to the accounting and non-audit services
framework in Australia
KPMG
•

Instituted voluntary internal independence structures: Ethics & Conflicts
Committee (majority KPMG management); external academic review of
independence, conflict resolution and quality control procedures —
available to clients only.

•

Spun off its consulting arm as KPMG Consulting in October 2001,
containing business and technology consulting, systems design,
applications implementation and system integration.

•

KPMG retained assurance, tax, legal, corporate recovery, corporate
finance, transaction services and forensic accounting.

•

KPMG Consulting in arrangement with Andersen to purchase their
consulting division.

•

Listed in US on NASDAQ.

Deloitte Touche Tohmatsu
•

To spin off consulting services as a private company (Braxton) by the end
of 2002.

•

No longer accepts new engagements to perform internal audit
outsourcing for external audit clients.

•

To retain security, actuarial, corporate finance, and tax services.

Ernst & Young
•

Sold its consulting arm to Cap Gemini in May 2000.

•

Retained assurance, corporate finance, tax, legal, and advisory
businesses.

•

75 per cent of Arthur Andersen accounting and audit in Australia
merged with Ernst & Young .
Continued
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%R[0DMRUFKDQJHVWRWKHDFFRXQWLQJDQGQRQDXGLWVHUYLFHV
IUDPHZRUNLQ$XVWUDOLD FRQWLQXHG
3ULFHZDWHUKRXVH&RRSHUV






Sold IT consulting arm to IBM Global Services (July 2002), and withdrew
plans to spin off and list.
Established Audit Standards Oversight Board in May 2002 to examine
quality control and processes for ensuring audit independence.
Spun off valuation consulting and HR outsourcing businesses in 2001.

$UWKXU$QGHUVHQ






Spun off Accenture in August 2000.
Subsequently built a business consulting division that has since joined
with KPMG Consulting (75 per cent) and William Buck (25 per cent).
Ceased operation in August 2002.

Many second tier accounting firms experienced business growth through
non-audit services and the acquisition of non-audit service providers.

The consequences of these changes are uncertain.




Internally-sponsored independence and ethics committees in audit firms —
these may have some positive effect on systems and processes to protect
audit independence and quality within audit firms. However, the effect on
investor confidence is uncertain and may be affected by concerns over the
effectiveness and independence.
Spun-off and listed consulting arms — these may have little effect on the
reality or perception of auditor independence. The remaining audit-based
firms retain other non-audit service businesses, and the relationships
between audit and consulting organisations are opaque. These reforms may
not always result in the audit partner no longer having a financial or career
interest in cross-selling non-audit services. Further, one major accounting
firm has previously spun off a consulting arm and then rebuilt a consulting
business.
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7+(1$785(2)$8',7&2175$&7,1*
The economic function of auditing is to build trust between parties involved in
the capital markets. It does this in two ways.




By aiming to provide reasonable assurance on information quality in
financial statements, investors are more able to trust what issuers claim
about their financial situation. This lessens the need for investors to spend
time and money on search, information gathering and due diligence.
By providing a review of how investors' money is used, investors can be
more trusting that their capital will be used for the purposes they agreed to.
This lessens the need for oversight and regulatory effort.

In both cases, building trust through auditing 'lubricates' the capital market
and means fundraising is cheaper and easier for audited companies.

'LVFXVVLRQ
The unique position of audit — where a 'for-profit' business is central to the
public interest — may lead to apparent conflicts in incentives for auditors.
These conflicts include that:














the audit function has a significant public interest element, yet auditors are
paid by the entity they are overseeing (management);
there is a personal relationship between auditor and client;
audit partners, managers and staff may have career and financial incentives
to comply with audit client wishes on the presentation of financial reports;
lower level audit staff may have career and financial incentives to acquiesce
in audit partner wishes;
audit staff may see themselves more as business consultants;
audit firms rely on non-audit services for their revenue and profit growth;
and
corporate clients may view audit as a dead compliance cost and want to
capitalise on the knowledge of audit firm professionals.
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The difficulty in this structure is that:






only company management has direct fee payment, contract and personal
contact relationships with the auditor;
other incentives such as regulatory penalties, professional rules, the
protection of auditor reputation, and personal career development may in
some cases not be as strong as those relationships; and
this can lead to market perceptions of auditors acting for profit rather than
in the public interest.

$SSRLQWPHQWE\H[WHUQDOERG\
There have been suggestions that ASIC or some type of Public Oversight Board
be responsible for auditor appointment. The rationale is that auditors would
then be contracting with someone representative of the public interest, and
there would be financial and contractual structures supporting the public
interest aspect of auditing. This is not a position the Government sees as
feasible or desirable. This is because it would:


replace audit market competition with competition for regulatory approval;



be an inflexible tool in a highly dynamic and flexible environment;



affect the market process and business decision-making;



push responsibility for audit failure towards the appointing body; and



be unlikely to be any more effective than the suggested suite of reforms.

/RVVOHDGLQJDXGLWWRVHOOQRQDXGLWVHUYLFHV
There has been significant debate about the use of low-cost auditing services to
provide an entry point for on-selling more profitable non-audit services. It has
been suggested that the practice is commonplace.
An Australian-based study (A Ferguson, Evidence of Audit Leader Strategic Price
Cutting and Fee Recovery in Non-audit Services: Implications for Independence,
Working Paper 55, School of Accounting, University of Technology, Sydney)
has found that loss-leading behaviour does occur in some industry sectors, and
that the leading auditor in that industry sector is '…effective in gaining greater
consulting revenues compared with other Big 5 firms'. However, this study
also found there was no conclusive threat to independence, meaning the
evidence in this area is incomplete. Nonetheless, the appearance of
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compromise and suggestions of loss-leading behaviour are potentially
significant problems for investor confidence.
/RZEDOOLQJIRUFOLHQWORFNLQ
Low-balling, or setting very low initial prices in order to 'lock-in' a client to
later audit services at higher prices, is another problem that may arise in a
for-profit audit environment.
While the evidence for this is weak, it is strong enough for the
UK Accountancy Foundation to consider providing rules to address it. The
current requirement in Australia to disclose prices charged for audit services
helps address any perception that low-balling is occurring.

&+$//(1*(6727+(9$/8(2)$8',75(32576
Recent United States surveys of audit clients indicate that many believe that
audit is only a compliance cost which offers them no value as a client.
Further United States studies, and current market events demonstrate that
many auditors fail to correctly identify accounting irregularities or issue timely
'going concern' warnings on struggling companies.
It has been suggested that, even if audit fails to ensure compliance with
standards, the fact that financial reports are audited at all means management
will not allow accounting irregularities to become excessively large. However,
recent experience in the United States suggests that this is not always the case
(for example, events at Enron and World.Com).

,QDGHTXDWHLQIRUPDWLRQLQDXGLWUHSRUWV
Submissions on the Ramsay report and to the JCPAA indicate that formal audit
reports are fragmented, difficult to understand and do not provide as much
information as statement users would like, or auditors would like to give.
Many submissions from audit firms and professional bodies have expressed a
willingness to provide more information — provided there is liability reform
to protect them from unwarranted litigation. This view suggests that the
content and presentation of audit opinions is uninformative and recognises the
growing importance of unsophisticated retail investors and the increasing
needs for information of a non-financial nature.

3DJH
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The key requirements for audit opinions are set out in Australian Auditing
Standard AUS 702 The Audit Report on a General Purpose Financial Statement. It
sets out the types of opinion, the content of the report, and the circumstances
resulting in a modified audit opinion. This standard also includes the
minimum requirements for an audit opinion.
7KH0LQLPXP&RQWHQWRID6WDQGDUG$XGLW2SLQLRQ
In our opinion, the financial report of xxx is in accordance with
(a)

(b)

the Corporations Act, including:
(i)

giving a true and fair view of the Company's and consolidated
entity's financial position as at 31 December 2001 and of their
performance for the year ended on that date; and

(ii)

complying with Accounting Standards and the Corporations
Regulations; and

other mandatory professional reporting requirements.

*the Audit Report must also include a Scope section setting the context of
the audit opinion.

Submissions received on the Ramsay report and to the JCPAA, statements
from accounting academics and other interested institutions variously claim
that in a changed audit liability environment audit reports could include
information on:


internal audit processes;



risk management;



corporate governance processes;



the quality of forward-looking financial data;



the validity of measures of management performance;



critical accounting policies;



non-financial data such as environmental and social responsibility reports;
and
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the effect on the financial statements of changing critical accounting
assumptions.

The argument is that this would improve shareholder, regulator and investor
understanding of the real financial position of the client company; make better
use of the skills and position of auditors; and increase confidence in financial
statements.

8VDELOLW\
A key assumption of any disclosure measures is that they must be usable to be
of benefit. To increase the usability of audit reports, submissions have
suggested that the language be simplified and made more concrete, and key
audit-related matters removed from the notes and displayed clearly.
For example, an auditor may have concern about a transaction that leads to the
reporting of an emphasis of matter appearing after the unqualified audit
opinion. An emphasis of matter mentions the issue and refers to a note in the
financial statements dealing with it. This method of audit reporting puts
relevant audit-related information in three different places, two of which are
not in the audit opinion itself. This may reduce the usability of audit reports.

7KHDXGLWH[SHFWDWLRQVJDS
CPAA and the ICAA examined the expectations gap in a joint working party
study in 1993. In the study's report the expectations gap was defined as the
'difference between the expectations of users of financial reports and the
perceived quality of financial reporting and auditing services delivered by the
accounting profession.'
The basic issue is that some users of financial reports expect more from audit
and accounting than the profession can reasonably be expected to deliver. For
example, users may believe that audit offers a 'guarantee' of the accuracy of
financial statements or of the absence of fraud, when in fact it does not.
Submissions to Ramsay and the JCPAA examined the audit expectations gap
and proposed to reduce the gap through measures which involved:




improving education programs for users of financial statements, aimed at
correcting unreasonable expectations; and
providing more information in audit reports.
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&203(7,7,21,1$8',76(59,&(6
The nature of product competition in the market for audit services is restricted
because the audit is not fully visible to those it serves. Shareholders and
investors cannot observe the audit and check that it is actually being done as
required.
However, competition on audit quality also operates through individual
auditor and audit firm reputation. An audit firm can experience significant
reputational and liability risk associated with the quality of the audits it
performs. In the extreme case of Andersen, loss of reputation arising from the
Enron audit and the firm's subsequent conviction for document shredding led
to a rapid erosion of its client base and liability consequences that brought the
firm down.
Whereas competition for audit services previously may have centred on price,
in current market circumstances greater emphasis is probably placed on
reputation for providing a quality audit service. This shift has also reduced the
likelihood audit will be used as a loss leader. Companies are willing to pay a
premium for the quality audit services that are demanded by the market.
The increased availability of specific information on audit firm performance
could encourage better market judgements about audit quality and
independence.

6XSSRUWIRUKDUPRQLVDWLRQZLWKLQWHUQDWLRQDODXGLWLQJ
VWDQGDUGV
The Government will continue its support for harmonising both accounting
and auditing standards internationally. As well as providing broader benefits,
this process will assist second tier auditing firms to compete in the auditing
marketplace through mergers and the ability to provide a broader range of
cross-border services, including within the region.
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&21&/86,21
The issues raised are matters for the auditing standard setter, the profession,
and where appropriate, the competition regulator. The Government is keen to
ensure that the market for audit services functions efficiently and that any
regulatory changes to the audit market, including those outlined in this policy
paper, consider the impact on competition in the audit market. Regulation
must not entrench existing market structures or players, and must allow for
innovation in organisation and services delivery.

3DJH

3$57$8',725,1'(3(1'(1&(
%$&.*5281'
Since 1996, the Government has been actively involved in the reform of the
accounting and audit regulatory framework with a view to achieving quality
disclosure to shareholders and other stakeholders. In addition to the overhaul
of the accounting standard setting arrangements and the introduction of an
effective continuous disclosure regime (which is discussed in Part 8), the
Government has carefully examined issues relating to the independence of
company auditors.






A Working Party of the Ministerial Council for Corporations (MINCO)
produced a report in July 1997 entitled 'Review of Requirements for the
Registration and Regulation of Company Auditors'. This report examined
the legal framework for the registration, appointment, supervision and
disciplining of company auditors in relation to their functions under the
Corporations Act.
Work on the recommendations of the Working Party report proceeded in
consultation with the States and the accounting profession. However, with a
sharpening of focus on auditor independence issues in the light of the
HIH collapse, the Government decided in July 2001 to engage Professor Ian
Ramsay to undertake a comprehensive review of Australia’s existing
legislative and professional requirements on the independence of company
auditors.
This work updated the Working Party report by taking account of new
approaches to auditor independence adopted by the United States, the
European Commission, and IFAC.

The Government released Professor Ramsay’s report on the Independence of
Australian Company Auditors (the Ramsay report) for public comment in
October 2001 and sought public comments on the Ramsay recommendations
by the end of March 2002.
The Government has considered the Ramsay report’s recommendations in the
light of comments provided by stakeholders and developments in Australia
and overseas since the report’s release. With the enactment in July 2002 of
3DJH
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United States legislation containing specific provisions on auditor
independence, it is timely to determine Australia’s approach to these issues.
While the proposals in the present paper constitute a Government response to
the Ramsay report, final implementation of these proposals will need to take
account of any relevant recommendations of the HIH Royal Commission.

7+(,03257$1&(2)$8',725,1'(3(1'(1&(
Auditor independence is fundamental to the credibility and reliability of
auditor’s reports. The Australian Statement of Auditors Practice AUP 32 — Audit
Independence (AUP 32) states that independence 'requires a freedom from bias,
personal interest, prior commitment to an interest, or susceptibility to undue
influence or pressure'.
Audited financial statements play a key role in relation to the efficiency of
capital markets and the independent auditor constitutes the principal external
check on the integrity of financial statements. The Ramsay report recognises
the following four functions of an independent audit in relation to capital
market efficiency:








adding value to financial statements by improving their reliability;
adding value to the capital markets by enhancing the credibility of financial
statements;
enhancing the effectiveness of the capital markets in allocating valuable
resources by improving the decisions of users of financial statements; and
assisting to lower the cost of capital to those using audited financial
statements by reducing information risk.

A lack of auditor independence, or even an appearance of lack of auditor
independence, can detract substantially from these outcomes.
The independent audit function is also a key element in the broader corporate
governance landscape. President Bush’s 10-Point Plan to improve corporate
responsibility and protect shareholders recognised the importance of auditor
independence:
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3RLQWIURP3UHVLGHQW%XVK V3RLQW3ODQ
'Investors should have complete confidence in the independence and integrity
of companies’ auditors.
Investors depend on the judgment, integrity and competence of independent
auditors. While auditors cannot prevent intentional deceit, they are a critical
external check on corporate management.'

&25(*8/$725<(19,5210(17
The current regulatory environment in relation to the independence of
auditors is co-regulatory:






the professional accounting bodies play a major role through their
professional requirements and codes of ethics;
ASIC performs an essential enforcement role in ensuring that registered
company auditors remain independent through compliance with the
provisions of the Corporations Act which deal with the independence of
auditors;
disciplinary matters concerning auditors, including the independence of
auditors, is the responsibility of the CALDB.

One of the key objectives underlying the recommendations in the Ramsay
report is to continue the current co-regulatory approach. The Government
supports this objective.

29(56($6'(9(/230(176
The globalisation of capital markets has created a policy environment that is
conducive to harmonisation and uniformity in the areas of financial reporting
and auditing. This includes the ethical requirements of the professional
accounting bodies that govern the conduct of the work of the accounting
profession, including as they relate to auditor independence.
The Ramsay recommendations on auditor independence have been
significantly informed by recent international developments and the
Government’s response has also taken account of developments subsequently:
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The release of proposals by the accounting profession’s peak international
body, IFAC to update its ethical requirements on audit independence.
 In November 2001 (following release of the Ramsay report), IFAC

adopted its new standard on audit independence.
 Australia’s two major professional accounting bodies, CPAA and the

ICAA agreed in May 2002 to a new standard for audit independence
which is fundamentally based on IFAC’s new internationally
harmonised standard.


The release by the European Commission of a consultative paper containing
proposals designed to achieve greater uniformity in the requirements in
force in the Member States of the European Community.
 the European Commission published a Recommendation on auditor

independence in May 2002. The Recommendation introduces a
principles-based approach to auditor independence requiring the auditor
to consider for each audit engagement independence threats and risks as
well as the safeguards for mitigating those risks.


The United States SEC decision in November 2000 to remake its rules on
audit independence to address issues associated with independence
violations by auditors in the United States.
 Since then the United States has enacted the Sarbanes-Oxley Act of 2002

which contains specific auditor independence requirements.

&25(&,5&8067$1&(6&5($7,1*/$&.2)
,1'(3(1'(1&(
The Ramsay report identifies three key issues which need to be addressed
when considering whether accounting firms are independent of their audit
clients:


employment relationships;



financial relationships; and



the provision of non-audit services.
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In developing a framework of reform proposals in relation to these key issues,
the Ramsay report also recommended that the Corporations Act be amended
to include a general statement requiring an auditor to be independent.

*(1(5$/67$7(0(172)35,1&,3/(5(48,5,1*
,1'(3(1'(1&(
7KH5DPVD\SURSRVDO
%DFNJURXQG
While the Corporations Act currently contains several provisions dealing with
the independence of auditors, it does not contain a general statement requiring
an auditor to be independent. This can be contrasted with the position in
Canada and New Zealand.




Section 161 of the Canada Business Corporations Act contains a general
statement that a person is disqualified from being an auditor of a
corporation if the auditor is not independent of the corporation, any of its
affiliates, or the directors or officers of any such corporation or its affiliates.
Section 204 of the New Zealand Companies Act states that an auditor must
ensure, in carrying out the duties of an auditor, that his or her judgment is
not impaired by reason of any relationship with or interest in the company
or any of its subsidiaries.

7KH5DPVD\UHSRUWUHFRPPHQGDWLRQV
The proposal in the Ramsay report contains three related recommendations.




The Corporations Act be amended to include a general statement of
principle requiring an auditor to be independent.
The general statement would also provide that an auditor is not
independent with respect to an audit client if the auditor is not, or a
reasonable investor with full knowledge of all relevant facts and
circumstances would conclude that the auditor is not, capable of exercising
objective and impartial judgment on all issues encompassed within the
auditor’s engagement. In determining whether an auditor is independent,
the Ramsay report states that all relevant circumstances should be
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considered, including all relationships between the auditor and the audit
client.


The auditor should be required to make an annual declaration, addressed to
the board of directors, that the auditor has maintained its independence in
accordance with the Corporations Act and the rules of the professional
accounting bodies.

6WDNHKROGHUUHVSRQVH
There was broad support from key stakeholders for all three of the
recommendations.




The professional accounting bodies considered it essential that the general
statement of principle be consistent with the language and spirit of the more
extensive ethical rules of the accounting bodies.
Some stakeholders considered that any general statement should be
included in the ethical rules of the accounting bodies because of concern
that legislation could be too prescriptive.

3URSRVDO
3URSRVDO

*HQHUDOVWDWHPHQWRISULQFLSOHUHTXLULQJLQGHSHQGHQFH

The Government will amend the Corporations Act to include a General
Statement of Principle requiring the independence of auditors.

The general statement of principle will also establish a general standard of
independence that an auditor is not independent with respect to an audit client
if the auditor is not, or a reasonable person with full knowledge of all relevant
facts and circumstances would conclude that the auditor is not, capable of
exercising objective and impartial judgment on all issues encompassed within
the auditor’s engagement. In determining whether an auditor is independent
all relevant circumstances should be considered, including all relationships
between the auditor and the audit client.


ASIC will be given the power to issue practice notes or guidelines, either
generally or in specific circumstances, to assist with any issues of
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interpretation that may arise in relation to the application of the general
standard to particular circumstances.
The general standard of auditor independence recommended in the Ramsay
report is based on SEC Rule 210.2-01. In drafting the general standard, the
Ramsay report has adopted a ‘reasonable investor’ test from the SEC rule. The
Government considers that it would be desirable to adopt a ‘reasonable
person’ test because the users of financial statements extend beyond investors.
Furthermore, adoption of a ‘reasonable person’ test would bring the legislation
into line with the language used in the new Statement F1 on Professional
Independence which has been adopted in Australia by CPAA and ICAA.
3URSRVDO

$QQXDOGHFODUDWLRQE\DXGLWRU

The Government will amend the law to require the auditor to make an
annual declaration, addressed to the board of directors, that the auditor has
maintained its independence in accordance with the Corporations Act and
the rules of the professional accounting bodies.

(03/2<0(175(/$7,216+,36
7KH5DPVD\SURSRVDO
%DFNJURXQG
Section 324 of the Corporations Act currently deals with employment
relationships between auditors and clients.
The rationale for the imposition of restrictions on employment relationships
between an accounting firm and an audit client is that such relationships can
give the impression that an auditor is not independent of the client, whether or
not that is the case. Where such relationships exist, there may a range of
circumstances which, collectively or individually, make it difficult for the
auditor to adopt an unbiased approach to the audit engagement, with the
result that the audit client could receive a more favourable audit report than
the facts or circumstances justify. The Ramsay report notes that in the
English-speaking world at least, legislators have long been minded to include
in corporate legislation provisions which have the objective of prohibiting or
3DJH
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restricting employment relationships. More recently, professional accounting
bodies have also addressed this issue in their ethical codes.
In framing reform proposals, the Ramsay report has taken into account the
latest developments overseas. The Ramsay report notes that the IFAC
independence standard, the European Commission proposals and the SEC
rules all seek to safeguard independence by ensuring that:








partners or professional employees of an accounting firm are not employed
by the audit client or serve as a director of the audit client;
where a former partner or professional employee of an accounting firm is
employed in an accounting role or a financial reporting oversight role at an
audit client, there are (with limited exceptions) no residual links with the
accounting firm;
where a former officer, director or employee of an audit client becomes a
member of an accounting firm, the person is not in a position to audit, or
influence the audit, of financial statements concerning a period during
which he or she was employed by, or associated with, the audit client; and
relatives of a member of an audit team are not directors of an audit client or
employed by the audit client in a senior management position, in an
accounting role, or a financial oversight role.

7KH5DPVD\UHSRUWUHFRPPHQGDWLRQV
The Ramsay report recommended that subsections 324(1)(f) and 324(2)(g) and
(h) of the Corporations Act should be replaced by new rules relating to
employment relationships in the following areas:








Employment by client of current auditor/employee of auditor.
Employment by client of immediate family member of audit engagement
team.
Employment by client of former auditor/employee of auditor.
Mandatory period of two years following resignation from an audit firm
before a former partner of an audit firm who is directly involved in the
audit of a client can become a director of the client.



Employment by audit firm of former employee of client.



Remuneration from audit firm.
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The Ramsay report recommended that there should be protection for
inadvertent breaches of the independence rules concerning employment
relationships provided certain requirements are met.
The Ramsay report also recommended that the proposed rules would not
apply if the audit client is a small proprietary company, as defined in
section 45A of the Corporations Act.

6WDNHKROGHUUHVSRQVH
The great majority of stakeholders supported the recommendations on
employment relationships. The main concern raised by some stakeholders was
that the recommendations should be implemented in the ethical rules of the
accounting bodies rather than the Corporations Act.

3URSRVDO
Since the Ramsay report was released, the European Commission has issued a
Recommendation including a provision that a period of two years should have
elapsed before a key audit partner can take up a key management position
with the audit client. In its July 2002 report, the UK Co-ordinating Group on
Audit and Accounting also favoured a two year cooling off period before an
audit partner can join an audit client as an employee or director.
It would be appropriate for the Ramsay recommendation for a two year
cooling off period to be extended to apply to senior management positions
with the audit client as well as directorships.
3URSRVDO

(PSOR\PHQWUHODWLRQVKLSV

The Government will amend the law to strengthen restrictions on
employment relationships between an auditor and the audit client.


This will include a mandatory period of two years following resignation
from an audit firm before a former partner who was directly involved in
the audit of a client can become a director of the client or take a position
with the client involving responsibility for fundamental management
decisions.

An overview of each of the proposed new requirements is set out below.
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(PSOR\PHQWE\FOLHQWRIFXUUHQWDXGLWRUHPSOR\HHRIDXGLWRU
An auditor is not independent if a current partner or professional employee of
the audit firm is:


an officer of the client;



a partner, employer or employee of an officer of the client; or



a partner or employee of an employee of an officer of the client.

Section 324 is currently limited to members of the firm. The proposal also
applies to professional employees of the audit firm.
(PSOR\PHQWE\FOLHQWRIFHUWDLQUHODWLYHVRIDXGLWRU
An auditor is not independent if an immediate family member of a member of
the audit engagement team is:




a director of the client; or
an officer or employee of the client who is in a position to affect the subject
matter of the audit engagement.

This proposal is drawn from the IFAC standard and the SEC rules which
prohibit these employment relationships.
(PSOR\PHQWE\FOLHQWRIIRUPHUDXGLWRUHPSOR\HHRIDXGLWRU
An auditor is not independent if a former partner or professional employee of
an audit firm is:




a director of the client; or
an officer or employee of the client who is in a position to affect the subject
matter of the audit engagement;

unless the individual:




does not influence the audit firm’s operations or financial policies and does
not participate or appear to participate in the audit firm’s business or
professional activities; and
has no capital balances in the audit firm; and has no financial arrangement
with the audit firm other than one providing for regular payment of a fixed
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pre-determined dollar amount which is not dependent on the revenues,
profits or earnings of the audit firm.
The proposal is drawn from the IFAC standard and the SEC rules which
prohibit these employment relationships.
5HWLUHGDXGLWSDUWQHUMRLQLQJDXGLWFOLHQW
An auditor is not independent if a former partner of an audit firm who was
directly involved in the audit of a client becomes a director or senior manager
of the client within a period of two years of resigning as partner of the audit
firm.


If a former partner directly involved in the audit of the audit client becomes
a director or senior manager of the audit client after the two year cooling off
period, the Corporations Regulations will require that the audit client
disclose this information in its annual report.

During the course of the Ramsay review, a significant number of stakeholders
identified as a particular concern the issue of retired audit partners joining the
boards of their audit clients. The proposal, which extends the Ramsay
recommendation to include management positions with the audit client, is
designed particularly to address threats to auditor independence when a
former partner retains some financial arrangement with the audit firm or
continues to exercise influence over the audit firm’s operations or financial
policies.
The proposal is restricted to a former partner of an audit firm directly involved
in the audit of a client. In this way the proposal has attempted to achieve an
appropriate balance between promoting auditor independence and not unduly
impeding audit professionals joining companies and bringing with them
valuable financial expertise.
(PSOR\PHQWE\DXGLWILUPRIIRUPHUHPSOR\HHRIFOLHQW
An auditor is not independent if a member of the audit engagement team has,
during the period covered by the audit report, been:




an officer of the client; or
an employee of the client in a position to influence the subject matter of the
audit engagement.

This proposal is drawn from the IFAC standard and the SEC rules which
prohibit these employment relationships.
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5HPXQHUDWLRQIURPDXGLWILUP
An auditor is not independent if an officer of the client, or an employee of the
client in a position to influence the subject matter of the audit engagement,
receives any remuneration from the audit firm for acting as a consultant to it
on accounting or auditing matters.
This proposal repeats the current paragraph 324(2)(h) of the Corporations Act
but has been expanded to include employees of the client who are in a position
to influence the subject matter of the audit engagement.
The ICAA, with the support of CPAA, has suggested that this restriction be
extended to apply to all consultancy arrangements, not just those relating to
accounting or auditing matters. The Government considers that there is merit
in this proposal.
,QDGYHUWHQWEUHDFKHV
There should be protection for inadvertent breaches of the independence rules
concerning employment relationships provided certain requirements are met.
The Government considers that there is a strong case in support of including
these provisions in the Corporations Act rather than the ethical rules of the
accounting bodies.




The Government agrees with the approach in the Ramsay report that the
legislation should set the core requirements, and the ethical rules of the
professional bodies would provide additional guidance for considering the
threats to audit independence associated with employment relationships
and the safeguards available for eliminating or minimising those threats.
Exclusive reliance on the ethical rules of the professional accounting bodies
would result in matters of public interest being regulated by a private
contract between a professional body and its members.
There are benefits in terms of enforcement in having the core requirements
set out in the Corporations Act. The proposed restrictions in relation to
retired partners and former employees of the audit firm could not be
enforced under the ethical rules if they were no longer members of the
relevant professional body.

6PDOOSURSULHWDU\FRPSDQLHV
As recommended in the Ramsay report the new rules will not apply if the
audit client is a small proprietary company as defined in section 45A of the
Corporations Act
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),1$1&,$/5(/$7,216+,36
7KH5DPVD\SURSRVDO
%DFNJURXQG
The Ramsay review found that Australia’s legislative and professional
requirements in respect of financial relationships require significant updating
to bring them into line with current and proposed overseas requirements. In
particular, the Corporations Act contains no requirements in respect of
investments in audit clients or about business relationships between auditors
and their clients. The professional rules contain minimal requirements in
respect of business relationships.
The Ramsay report proposes that a co-regulation model should continue to be
used for ensuring financial relationships between an auditor and an audit
client do not impair audit independence.

7KH5DPVD\UHSRUWUHFRPPHQGDWLRQV
Section 324 of the Corporations Act currently deals with some aspects of
financial relationships between auditors and clients. The Ramsay report
recommends that paragraphs 324(1)(e) and 324(2)(f) of the Corporations Act
should be replaced with the following rules.
As with the proposals on employment relationships, the Ramsay report
recommends an exemption regime for inadvertent breaches of the rules if
certain requirements are met.
The Ramsay report also emphasises that the financial relationships addressed
in the proposed rules are not an exclusive indication of circumstances where
an auditor may lack independence. The Ramsay report states that, as is
currently the case, it is appropriate that the ethical statements of the
professional accounting bodies contain additional guidance for auditors
dealing with other circumstances in which an auditor may lack independence.
,QYHVWPHQWVLQDXGLWFOLHQWV
An auditor is not independent if:


the audit firm, any member of the audit engagement team, or any of his or
her immediate family has:
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 a direct financial investment in the client; or
 a material indirect financial investment in the client;




the audit firm has a material financial interest in an entity that has a
controlling interest in the client; or
any other client service personnel, or any of his or her immediate family has
a direct financial interest or a material indirect financial interest in the client.
 the term ‘other client service personnel’ is defined as ‘partners and

managerial employees who provide non-audit services to a client, except
those whose time involvement is clearly insignificant’.
The recommendation is drawn from the IFAC independence standard which
prohibits all these financial relationships. The Ramsay report notes that the
SEC rules also prohibit these financial relationships, although the SEC rules are
more prescriptive in a number of respects and include additional prohibitions.
/RDQVWRDQGIURPDXGLWFOLHQWV
An auditor is not independent if:




subject to the exception contained in subsection 324(3) of the Corporations
Act [which relates to certain principal place of residence housing loans to a
natural person], a partner of the audit firm, or an entity which the partner
controls, or a body corporate in which the partner has a substantial holding,
owes more than $10,000 (or such other amount as may be prescribed by
regulation) to the client; or
the audit firm, any member of the audit engagement team, or any of his or
her immediate family:
 accepts a loan from a client; or
 makes a loan to a client; or
 has a loan guaranteed by a client; or guarantees a client’s loan;

unless the loan is made in the ordinary course of the client’s business and the
loan is made under normal lending procedures, terms and conditions.
The first recommendation repeats what is currently in paragraphs 324(1)(e)
and (2)(f) of the Corporations Act. However, two changes have been made.

3DJH

3DUW$XGLWRU,QGHSHQGHQFH

 First, the amount of $5,000 currently in section 324 has been increased to

$10,000, or such other amount as may be prescribed by regulation. This is
consistent with a recommendation made in the report of the Audit
Review Working Party.
 Secondly, the prohibition currently in section 324 has been extended

beyond partners of audit firms and bodies corporate in which partners
have a substantial holding, to include entities which partners control. In
order to prevent circumvention of the restriction, the Ramsay report did
not consider that it would be appropriate to restrict the prohibition to
bodies corporate.
The second recommendation is drawn from the IFAC independence standard.
The recommendation does not go as far as the SEC rules which are more
prescriptive and include additional prohibitions concerning loans. However,
the recommendation does extend the IFAC standard by applying to the
immediate family of members of the audit engagement team. The term
‘immediate family’ is defined as ‘a spouse (or equivalent) or dependent’.
%XVLQHVVUHODWLRQVKLSV
The Ramsay report recommended that the following rule should be included
in the professional ethical rules of the professional accounting bodies. The
Ramsay report noted that the Corporations Act currently does not deal with
business relationships between auditors and clients.
An auditor is not independent if:




a member of the audit engagement team has a business relationship with
the client or any of its officers which is not clearly insignificant to both the
member of the audit engagement team, and also the client or the officer; or
the audit firm has a business relationship with the client or any of its
officers which is not clearly insignificant to both the audit firm and also the
client or the officer.

The proposed rule would provide that ‘a business relationship’ does not
include professional services provided by the audit firm or member of the
audit engagement team.
The proposed rule has been drawn from the IFAC independence standard.
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6WDNHKROGHUUHVSRQVH
,QYHVWPHQWVDQGORDQV
There was broad agreement among stakeholders that the financial
relationships addressed by the Ramsay report should be prohibited.




Different views were expressed as to whether the restrictions should be
included in the Corporations Act or the ethical rules of the professional
accounting bodies. Those favouring inclusion in the ethical rules articulated
their concerns by reference to the fact that the ethical rules would overlap
with and extend beyond the Corporations Act provisions.
One stakeholder, while supporting the thrust of the proposals, was critical
of the fact that the prohibition on investments in audit clients did not
contain a similar monetary ceiling to that contained in the prohibition on
loans to and from audit clients. However, the IFAC standard draws a
distinction between investments and loans and considers that the type of
investments covered in the restrictions create such a significant self-interest
threat that no safeguard could reduce the threat to acceptable levels.

%XVLQHVVUHODWLRQVKLSV
There was strong stakeholder support for the recommendations. Two
qualifying comments are noted:




two stakeholders considered that the business relationship restrictions
should be included in the Corporations Act rather than the ethical rules of
the professional bodies; and
one stakeholder was critical of the fact that the prohibition contained a
subjective test as to whether a particular business relationship was ‘clearly
not insignificant’.

3URSRVDO
The Government agrees with the Ramsay report recommendations on
investments and loans, including the continued location of these provisions in
the Corporations Act (except that the Government does not favour an increase
from $5,000 to $10,000 in the amount an audit partner can owe the audit client).
These are core circumstances indicating lack of independence. Placing these
provisions in the Corporations Act rather than the ethical rules reflects the
public interest in auditor independence. The ethical rules serve their purpose
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in providing auditors with additional guidance in relation to the threats to
independence that can arise from inappropriate financial relationships. There
would also be benefits in terms of enforcement in having these provisions in
the Corporations Act.
3URSRVDO

)LQDQFLDOUHODWLRQVKLSV

The Government will amend the law to impose new restrictions on financial
relationships. This will cover investments in audit clients and loans between
an audit client, and the auditor or his immediate family.

The Government supports the Ramsay report position that the new rules in
relation to business relationships should be dealt with in the professional
ethical rules of the professional accounting bodies.
This approach will enable threats to independence from business relationships
to be dealt with on a conceptual basis under the ethical rules. At the same time,
the relationship would still need to be assessed objectively in accordance with
the general standard set out in the statement on auditor independence in the
Corporations Act.

3529,6,212)121$8',76(59,&(6
7KH5DPVD\SURSRVDO
%DFNJURXQG
The Ramsay report defined the expression ‘non-audit services’, for the
purposes of the report, to cover all services not coming within the scope of the
audit contract that an audit firm provides to an audit client.
The methodology adopted in the Ramsay report was to examine each of the
following issues before drawing together a package of proposals to deal with
independence concerns arising from the provision of non-audit services to
audit clients:
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the Australian and overseas positions in relation to the regulation of the
threats to independence arising from the provision of non-audit services to
audit clients;
the issues underlying the debate whether audit firms should be prohibited
from providing non-audit services to their audit clients; and
the options that could be adopted in Australia in order to establish the most
appropriate regulatory model.

$XVWUDOLDQSRVLWLRQ
The Corporations Act is silent on the issue of an audit firm providing
non-audit services to its audit clients. The Australian accounting standard
AASB 1034 Financial Report Presentation and Disclosures does, however, require
disclosure of amounts paid or payable to the auditor for ‘audit services’ and to
the auditor and any related entity for ‘non-audit services.’
Since the release of the Ramsay report, there has been a significant
development in relation to the Australian professional requirements about
firms providing non-audit services to their audit clients. In May 2002, the
ICAA and CPAA adopted a new standard for professional independence
which is fundamentally based on the IFAC standard. While the new standard
will only become mandatory after 31 December 2003, the two professional
bodies have encouraged their members to apply the standard earlier.
The new Australian standard has adopted all the IFAC requirements in
relation to the provision of non-audit services. The IFAC standard (which is
now also the Australian position) has adopted a conceptual framework which
establishes principles that the firm and the assurance team should use to:
identify threats to independence; evaluate the significance of those threats; and
identify and apply safeguards to eliminate the threats or reduce them to an
acceptable level.
2YHUVHDVSRVLWLRQ
,QWHUQDWLRQDO)HGHUDWLRQRI$FFRXQWDQWV

The IFAC standard identifies nine categories of non-audit services as having
the potential to pose a threat to an auditor’s independence. These are:
preparing accounting records and financial statements; valuation services;
internal audit services; IT systems services; temporary staff assignments; acting
for or assisting an assurance client in the resolution of a dispute or litigation;
legal services; recruiting senior management for an assurance client; and
corporate finance and similar activities.
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As the IFAC independence standard is the basis of the new Australian
standard, it is instructive to consider the following table produced in the
Ramsay report which sets out the nature of the threats to independence that
may be caused by each of these services and the measures that should be
adopted to safeguard independence.
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1RQDXGLWVHUYLFH

3RVVLEOHWKUHDWVWRLQGHSHQGHQFH

0HDVXUHVWRSURWHFWLQGHSHQGHQFH

3UHSDULQJDFFRXQWLQJ
UHFRUGVDQGILQDQFLDO
VWDWHPHQWV

$VHOIUHYLHZWKUHDWPD\EHFUHDWHGZKHUHDILUP
DVVLVWVDQDXGLWFOLHQWLQPDWWHUVVXFKDVSUHSDULQJ
DFFRXQWLQJUHFRUGVRUILQDQFLDOVWDWHPHQWVDQGWKH
VWDWHPHQWVDUHVXEVHTXHQWO\DXGLWHGE\WKHILUP

6HUYLFHVVKRXOGQRWEHSURYLGHGWROLVWHGDXGLWFOLHQWV
H[FHSWLQHPHUJHQF\VLWXDWLRQV

9DOXDWLRQVHUYLFHV

$VHOIUHYLHZWKUHDWPD\EHFUHDWHGZKHQDILUP
SHUIRUPVDYDOXDWLRQVHUYLFHWKDWGLUHFWO\DIIHFWVWKH
VXEMHFWPDWWHURIWKHDVVXUDQFHHQJDJHPHQW

6HUYLFHVVKRXOGQRWEHSURYLGHGZKHUHWKH\LQYROYHWKH
YDOXDWLRQRIPDWWHUVWKDWDUHPDWHULDOWRWKHVXEMHFWPDWWHU
RIWKHDVVXUDQFHHQJDJHPHQW

,QWHUQDODXGLWVHUYLFHV

$VHOIUHYLHZWKUHDWPD\EHFUHDWHGZKHQDILUP
SURYLGHVLQWHUQDODXGLWVHUYLFHVWRDQDXGLWFOLHQW VHH
QRWHD 

7KHDXGLWFOLHQWVKRXOGEHUHVSRQVLEOHIRUHVWDEOLVKLQJ
PDLQWDLQLQJDQGPRQLWRULQJWKHV\VWHPRILQWHUQDOFRQWUROV
$QHPSOR\HHRIWKHFOLHQWVKRXOGEHUHVSRQVLEOHIRULQWHUQDO
DXGLWDFWLYLWLHVZLWKWKHFOLHQWDSSURYLQJWKHVFRSHULVNDQG
IUHTXHQF\RIWKHLQWHUQDODXGLWZRUNDQGZKLFK
UHFRPPHQGDWLRQVRIWKHILUPVKRXOGEHLPSOHPHQWHG

,7V\VWHPVVHUYLFHV

$VHOIUHYLHZWKUHDWPD\EHFUHDWHGZKHQDILUPLV
LQYROYHGLQWKHGHVLJQDQGLPSOHPHQWDWLRQRIILQDQFLDO
LQIRUPDWLRQWHFKQRORJ\V\VWHPVWKDWDUHXVHGWR
JHQHUDWHLQIRUPDWLRQIRUPLQJSDUWRIDFOLHQW¶VILQDQFLDO
VWDWHPHQWV

7KHDXGLWFOLHQWPXVWEHUHVSRQVLEOHIRUHVWDEOLVKLQJDQG
PRQLWRULQJDV\VWHPRILQWHUQDOFRQWUROV7KHFOLHQWRURQH
RILWVHPSOR\HHVVKRXOGKDYHUHVSRQVLELOLW\IRUDOO
PDQDJHPHQWGHFLVLRQVFRQFHUQLQJWKHGHVLJQDQG
LPSOHPHQWDWLRQRIWKHV\VWHPIRUHYDOXDWLQJWKHDGHTXDF\
DQGUHVXOWVRIWKHGHVLJQDQGLPSOHPHQWDWLRQDQGIRUWKH
RSHUDWLRQRIWKHV\VWHPDQGWKHGDWDXVHGRUJHQHUDWHGE\
LW

7HPSRUDU\VWDII
DVVLJQPHQWV

$VHOIUHYLHZWKUHDWPD\EHFUHDWHGZKHQDILUPOHQGV
VWDIIWRDQDXGLWFOLHQWHVSHFLDOO\ZKHQWKHLQGLYLGXDOLV
LQDSRVLWLRQWRLQIOXHQFHWKHSUHSDUDWLRQRIWKHFOLHQW¶V
DFFRXQWVRUILQDQFLDOVWDWHPHQWV

$VVLVWDQFHPD\EHJLYHQSURYLGHGWKHFOLHQWLVUHVSRQVLEOH
IRUGLUHFWLQJDQGVXSHUYLVLQJWKHDFWLYLWLHVRIWKHILUP¶VVWDII
DQGWKHILUP¶VVWDIIZLOOQRWEHUHTXLUHGWRPDNH
PDQDJHPHQWGHFLVLRQVDSSURYHRUVLJQDJUHHPHQWVRU
VLPLODUGRFXPHQWVRUH[HUFLVHGLVFUHWLRQDU\DXWKRULW\WR
FRPPLWWKHFOLHQW

3DUW$XGLWRULQGHSHQGHQFH

3DJH

1RQDXGLWVHUYLFHVLGHQWLILHGE\,)$&DVSRVLQJDWKUHDWWRLQGHSHQGHQFH

1RQDXGLWVHUYLFHVLGHQWLILHGE\,)$&DVSRVLQJDWKUHDWWRLQGHSHQGHQFH FRQWLQXHG
1RQDXGLWVHUYLFH

3RVVLEOHWKUHDWVWRLQGHSHQGHQFH

0HDVXUHVWRSURWHFWLQGHSHQGHQFH

$FWLQJIRURUDVVLVWLQJDQ
DVVXUDQFHFOLHQWLQWKH
UHVROXWLRQRIDGLVSXWHRU
OLWLJDWLRQ

$QDGYRFDF\WKUHDWPD\EHFUHDWHGZKHQDILUPDFWVIRU
DQDXGLWFOLHQWLQWKHUHVROXWLRQRIDGLVSXWHRUOLWLJDWLRQ
ZKLOHDVHOIUHYLHZWKUHDWPD\EHFUHDWHGZKHQWKH
DVVLJQPHQWLQFOXGHVWKHHVWLPDWLRQRIWKHSRVVLEOH
RXWFRPH

([FHSWZKHUHWKHDPRXQWVLQYROYHGDUHLPPDWHULDORUWKH
WKUHDWLVLQVLJQLILFDQWDILUPVKRXOGQRWSURYLGHVXFK
VHUYLFHVWRDQDXGLWFOLHQW

/HJDOVHUYLFHV

6HOIUHYLHZDQGDGYRFDF\WKUHDWVPD\EHFUHDWHGE\
WKHSURYLVLRQRIOHJDOVHUYLFHVWRDQDXGLWFOLHQW

:KHWKHUWKHVHUYLFHVKRXOGEHSURYLGHGZLOOGHSHQGRQD
UDQJHRIIDFWRUVLQFOXGLQJWKHQDWXUHRIWKHVHUYLFHDQG
ZKHWKHUWKHUHZRXOGEHDPDWHULDOLPSDFWRQWKHILQDQFLDO
VWDWHPHQWV

5HFUXLWLQJVHQLRU
PDQDJHPHQWIRUDQ
DVVXUDQFHFOLHQW

6HOILQWHUHVWIDPLOLDULW\DQGLQWLPLGDWLRQWKUHDWVPD\EH
FUHDWHGE\WKHUHFUXLWPHQWRIVHQLRUPDQDJHPHQWIRUDQ
DXGLWFOLHQW

:KLOHWKHILUPPLJKWDGYHUWLVHIRUDQGLQWHUYLHZSURVSHFWLYH
VWDIIDQGSURGXFHDOLVWRISRWHQWLDOFDQGLGDWHVWKHGHFLVLRQ
DERXWZKRVKRXOGEHKLUHGLVRQHIRUWKHFOLHQWWRPDNH

&RUSRUDWHILQDQFHDQG
VLPLODUDFWLYLWLHV

$GYRFDF\DQGVHOIUHYLHZWKUHDWVPD\EHFUHDWHGE\
WKHSURYLVLRQRIFRUSRUDWHILQDQFHVHUYLFHVDGYLFHRU
DVVLVWDQFHWRDQDXGLWFOLHQW

,QWKHFDVHRIVRPHFRUSRUDWHILQDQFHVHUYLFHV HJ
SURPRWLQJGHDOLQJLQRUXQGHUZULWLQJDQDXGLWFOLHQW¶V
VKDUHV WKHWKUHDWWRLQGHSHQGHQFHLVVRJUHDWWKDWQR
DGHTXDWHVDIHJXDUGVDUHDYDLODEOH,QRWKHUFDVHV
DGHTXDWHVDIHJXDUGVPD\EHDYDLODEOH

8QGHUWKH,)$&SURSRVDOVLQWHUQDODXGLWVHUYLFHVGRQRWLQFOXGHRSHUDWLRQDOLQWHUQDOVHUYLFHVXQUHODWHGWRWKHLQWHUQDODFFRXQWLQJFRQWUROV
ILQDQFLDOV\VWHPVRUILQDQFLDOVWDWHPHQWV
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(XURSH

The Ramsay report noted that the European Commission’s existing
requirements on audit independence did not specifically refer to the provision
of non-audit services. Similarly, the UK Companies Act does not contain
provisions dealing expressly with the provision of non-audit services.
The European Commission had, however, published a consultative paper in
December 2000, Consultative Paper on Statutory Auditor’s Independence in the EU:
A Set of Fundamental Principles, which proposed that Member States
significantly strengthen independence requirements concerning the provision
of non-audit services.
After the release of the Ramsay report, the European Commission published a
Recommendation on auditor independence in May 2002. The
Recommendation adopts a principles based framework in relation to non-audit
services, identifying safeguards to either eliminate or reduce threats to
independence to acceptable levels.
8QLWHG6WDWHVRI$PHULFD

Paragraph c(4) of Part 210.2-01 of the SEC’s rules provides that an accountant
is not independent if, at any time during the audit and professional
engagement period, the accountant provides services in nine specified areas.
The SEC rules define the scope of the restrictions for each service and the
extent of any permitted exceptions.
The SEC rules define the scope of the restrictions for each service and the
extent of any permitted exceptions.
The Sarbanes-Oxley Act now prohibits the following eight specific categories
of non-audit services being provided by an auditor to the audit client: internal
audit; actuarial services; bookkeeping; financial information system design;
valuation services; management functions (including human resources);
investment advice; and legal services. The Act also prohibits any other service
that the PCAOB determines, by regulation, is impermissible. The PCAOB may
grant exemptions, on a case by case basis, from the list of prohibited services
‘to the extent that such exemption is necessary or appropriate in the public
interest and is consistent with the protection of investors’. Any exemption
granted is subject to review by the SEC.
&RPPRQREMHFWLYHVRIRYHUVHDVUHTXLUHPHQWV

The Ramsay report notes that the IFAC standard, the SEC Rules (since
overtaken by the provisions of the Sarbanes-Oxley Act) and the European
Commission proposals seek to safeguard independence by ensuring that
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auditors are independent in fact and appearance. The rules and proposals seek
to achieve this by ensuring the auditor does not:


have a mutual or conflicting interest with the audit client;



audit his or her own work;



function as management of the audit client; or



act as an advocate for the audit client.

7KHGHEDWHZKHWKHUQRQDXGLWVHUYLFHVVKRXOGEHSURKLELWHG
The Ramsay report discusses the arguments supporting and opposing the
provision of non-audit services in the context of the significant growth in these
services over the past decade. The report cites statistics which show that for
SEC audit clients in the United States, the ratio of accounting and auditing
revenues to consulting revenues dropped from approximately 6 to 1 in 1990 to
1.5 to 1 in 1999.
In January 2002, ASIC announced the findings of a survey it had conducted on
auditor independence with the Group of 100 Australian companies. The ASIC
survey found that:






The provision of non-audit services by audit firms to their Australian clients
is widespread, at least in respect of major corporates. Almost all
respondents to the survey confirmed having retained their audit firms to
provide other services, particularly taxation advice.
Audit firms are earning substantial fees for non-audit services. On average
the non-audit fees accounted for nearly 50 per cent of total fees paid.
Processes for dealing with potential conflicts of interest require attention.
ASIC concluded that most companies appeared to lack rigour in processes
to manage conflicts.

Subsequent submissions have identified concerns about the imposition of
blanket prohibitions on non-audit services. These include unintended
consequences such as:




Increased audit costs — as costs cannot be spread across business lines;
Severe difficulty for major listed clients seeking competitive non-audit
services, particularly in Australia with its high level of concentration in
audit and non-audit services;
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The possibility of audit staff switching from firm to firm as audit contracts
are changed, ensuring the same auditors remain at the same clients;
The development of separate incorporated entities for non-audit services,
with no real separation in substance;



The inclusion of some non-audit services in audit engagement contracts;



The dominance of form over substance on independence issues.

The following is a summary of the arguments presented in the Ramsay report
opposing and supporting the provision of non-audit services.
$UJXPHQWVRSSRVLQJWKHSURYLVLRQRIQRQDXGLWVHUYLFHVE\DXGLWRUVWR
WKHLUFOLHQWV






When an audit firm provides non-audit services to a client it is serving two
different sets of clients: management in the case of non-audit services; and
the audit committee, the shareholders and all those who rely on the audited
financial statements in the case of the audit. In serving these different clients
the audit firm is subject to conflicts of interest.
A rule prohibiting audit firms from providing non-audit services to their
clients would be relatively easy to administer and would not preclude an
audit firm from providing non-audit services, as long as those services are
not provided to audit clients.
Systems of compensation within audit firms may not give adequate weight
to performing the audit function and may in fact adversely impact audit
effectiveness. Success in marketing an audit firm’s consulting services is
often a significant factor in firms’ compensation systems. The skills that
make one successful in marketing non-audit services to management are
not generally consistent with the professional demands on an auditor to be
persistently sceptical, cautious and questioning in regard to management’s
financial representations, thereby creating a tension counter-productive to
audit excellence.

$UJXPHQWVVXSSRUWLQJWKHSURYLVLRQRIQRQDXGLWVHUYLFHVE\DXGLWRUVWR
WKHLUFOLHQWV


There is no solid evidence of any specific link between audit failures and the
provision of non-audit services, and non-audit services have been provided
by audit firms to their clients for many years. A ban should not be imposed
in the absence of compelling evidence of a problem.
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Many non-audit services are both in the public interest and beneficial to
audit effectiveness. For example, ‘a company may seek the assistance of its
auditors to correct control weaknesses identified during the audit. The
public interest is served by the controls (and the company’s financial
reporting process) having been strengthened through the auditors’
knowledge of the company and its operations, and audit effectiveness is
enhanced through the auditors’ increased understanding of the company’s
systems’.
Companies that most need to improve their controls may decide not to do
so because of the potential added costs and efforts of identifying and using
firms other than their auditors.
It is not correct to assert that an audit firm has divided loyalties when it
provides non-audit services to a client because it serves different clients (ie,
management in the case of non-audit services and shareholders, the audit
committee and those who rely on audited financial statements in the case of
audits). To make this argument is to assert that the interests of management
must necessarily be inimical to good financial reporting.
Audit firms increasingly need specialists such as information technology
specialists to provide critical audit support. Attracting and retaining these
specialists, and motivating them to provide direct audit support, may be
hampered if they were to be prohibited from providing non-audit services
to clients. These specialists generally are not accountants and their primary
professional interest is not auditing. Yet they maintain and build their skills
by providing non-audit services. Therefore, an unintended consequence of a
prohibition on auditors providing non-audit services to their clients could
be to reduce audit effectiveness.

5HJXODWRU\PRGHORSWLRQV
The Ramsay report considered whether non-audit services should be dealt
with exclusively in either the Corporations Act or the ethical rules or whether a
co-regulatory model might be appropriate.
The report concluded that the arguments favoured retaining the professional
ethical rules, updated to reflect the IFAC standard, as the basic guidance on
maintaining audit independence when providing non-audit services to audit
clients:


Exclusive reliance on the Corporations Act was considered inappropriate
given the lack of precedent for this in Australia and elsewhere. More
fundamentally, the Ramsay report concluded that this would not be
necessary given that the review had not uncovered any evidence to suggest
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that there are systemic failures within the accounting profession in
complying with the ethical rules for providing non-audit services to clients;




Furthermore, the Ramsay report also concluded that the Corporations Act
was an inappropriate vehicle through which to deal with non-audit services
because the rapid changes in this area made it impossible to draft a list of all
circumstances which could arise to threaten the independence of an auditor;
and
The Ramsay report did not consider that it would be appropriate to adopt
the list of nine non-audit services identified in the SEC’s rules because a
number of the SEC’s restrictions arose from intense debate and discussion
and therefore represented compromises which, to an external observer, may
lack principle. The Ramsay report concluded that it was inappropriate to
rely on the types of political compromises it identified, typically reflecting
circumstances in the United States, as precedents for Australia.

7KH5DPVD\UHSRUWUHFRPPHQGDWLRQV
The Ramsay report recommended that the provision of non-audit services by
audit firms to their clients be dealt with by the following package of proposals:


by revised and updated professional ethical rules which should reflect the
IFAC independence standard;
 the Australian professional accounting bodies adopted the IFAC

professional independence standard in May 2002;
 the categories of non-audit services identified in the IFAC standard as

posing a potential threat to an auditor’s independence and the measures
that should be put in place to safeguard independence are explained
above in section 4.9.1;


by mandatory disclosure of non-audit services and the fees paid for these
services;
 the Ramsay report recommended that the disclosure of non-audit

services should be implemented by the following provisions which
would form part of the Accounting Standards, or if they are not
amended should form part of Chapter 2M (Financial Reports and Audit)
of the Corporations Act:

 the financial report for the year must disclose the dollar amount of all
non-audit services provided by the audit firm to the client, divided by
category of service, with appropriate discussion of those services;
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 the financial report for the year must disclose whether the audit
committee of the board of directors, or if there is no such committee
then the board of directors, has considered whether the provision of
non-audit services is compatible with maintaining the auditor’s
independence.




by strengthening the role of audit committees (this topic is discussed in
section 4.10); and
by establishing an AISB which would have, among its functions, the task of
monitoring the adequacy of disclosure of non-audit services.

6WDNHKROGHUUHVSRQVH
There is strong support from private sector stakeholders in relation to the
overall package of measures proposed in the Ramsay report with the exception
of the proposal to establish the AISB.


While there was considerable support for the need to improve the existing
institutional arrangements in relation to auditor oversight, reservations
were expressed about the desirability of establishing a new body.

The support was drawn from the professional accounting bodies, individual
accounting firms, other professional representative bodies and from the
corporate sector who are the main clients for non-audit services. The private
sector view has been succinctly encapsulated in the comments received from
the Group of 100 (of Australian companies):




'We are concerned that the provision of non-audit services contributes to a
perception that audit independence may be impaired. However, we are
unsure that there is reliable evidence to suggest that the provision of
non-audit services actually leads to the impairment of independence and a
lack of objectivity in the external audit process'.
'We believe companies should implement robust processes relating to the
acquisition of non-audit and consulting services from their external audit
firm. A total exclusion of non-audit services is inappropriate as often the
external audit firm has the best experience or knowledge to perform certain
tasks eg. audit services for due diligence or acquisition. Certain activities
may be excluded from a business practice perspective eg. internal audit and
information systems services. In this regard a number of companies have
indicated that they will discontinue these types of practices.'
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Submissions have also suggested that it is not the presence of non-audit
services themselves that is the threat to independence — it is the possibility of
local offices being overly dependent on the fees they generate. Suggested
solutions have included the disclosure of the percentage of local office
revenues gained from a single client.
The Government recognises that publicly stating fee dependence levels may
have detrimental effects on small and growing audit firms. This in turn would
undermine the Government's policy of encouraging competition in the audit
market. For this reason the Government believes fee dependence issues would
be best dealt with under the independence oversight powers of the FRC.

3URSRVDOV
3URSRVDO $SSOLFDWLRQRI3URIHVVLRQDO6WDWHPHQW)
The Government supports the immediate application of Professional
Statement F1 on Professional Independence, which forms part of the Joint
Code of Professional Conduct of the ICAA and CPAA.




Statement F1 is based on the independence standard adopted by the
International Federation of Accountants. It requires auditors to identify
and evaluate threats to independence and apply safeguards to reduce
any threats to an acceptable level.
Where the provision of non-audit services to an audit client poses a
threat that cannot be reduced to an acceptable level, statement F1
prohibits the provision of that service.
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3URSRVDO

1RQDXGLWVHUYLFHV

The Government will implement a series of measures to deal with non-audit
services. It will:




amend the law to require mandatory disclosure in the annual report of
fees paid for the categories of non-audit services provided;
amend the law to require a statement in the annual report of whether the
audit committee is satisfied that the provision of non-audit services is
compatible with auditor independence. This disclosure would include an
explanation as to why the following non-audit services referred to in
Professional Statement F1, if contracted, do not compromise audit
independence:
 preparing accounting records and financial statements of the audit

client;
 valuation services;
 internal audit services;
 IT systems services;
 temporary staff assignments;
 litigation support services;
 legal services;
 recruitment of senior management for the audit client; and
 corporate finance and similar activities.

5HMHFWLRQRIEODQNHWSURKLELWLRQ

The Government does not agree with the view that a blanket prohibition
should be imposed on all non-audit services to audit clients. The Government
agrees with the force of the argument in the Ramsay report that this would
place Australia out of step with the position in every other developed capital
market. Even the harder legislative stance that has been adopted in the new
corporate governance legislation in the United States does not contemplate the
imposition of a blanket prohibition in relation to all non-audit services. The
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UK Co-ordinating Group on Audit and Accounting Issues has stated in its
Interim Report of July 2002 that it does not favour a blanket ban on the
provision of non-audit services.
3ULQFLSOHVEDVHGSURIHVVLRQDOHWKLFDOUXOHV

The Government agrees with the Ramsay report recommendation that the
regulation of non-audit services provided by audit firms to their clients should
be dealt with by the professional ethical rules of the Australian professional
accounting bodies which were updated in May 2002 to reflect the IFAC
independence standard.
The Government considers that the conceptual, principles based approach of
the IFAC independence standard will achieve the most effective regulatory
outcome. It is noted that under the IFAC standard a number of non-audit
services are in fact prohibited because the identified threats to independence
cannot be reduced by adequate safeguards to acceptable levels.
The European Commission’s Recommendation has also concluded that the
principles based approach has clear advantages over the prescriptive, rules
based approach adopted in the United States:


'A principles based approach to statutory auditors’ independence is
preferable to one based on detailed rules because it creates a robust
structure within which statutory auditors have to justify their actions. It also
provides the audit profession and its regulators with the flexibility to react
promptly and effectively to new developments in business and in the audit
environment. At the same time, it avoids the highly legalistic and rigid
approach to what is and is not permitted which can arise in a rules based
regime. A principles based approach can cater for the almost infinite
variations in individual circumstances that arise in practice and in the
different legal environments throughout the European Union.
Consequently, a principles based approach will better serve the needs of
European capital markets, as well as those of SMEs [Small and Medium
Enterprises].'

The co-regulatory framework in relation to auditor independence under the
CLERP 9 proposals is designed to achieve an effective enforcement regime in
relation to non-audit services.


The professional accounting bodies will be expected to closely monitor
compliance with their professional independence standards by their
members and to take effective disciplinary action against members who fail
to meet the requirements in the ethical rules which will include suspension
or cancellation of membership. The FRC will be required to monitor the
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effectiveness of the accounting bodies’ enforcement of their professional
rules.


Section 1292 of the Companies Act will be amended to ensure that ASIC
will be able make an application to the CALDB for the cancellation or
suspension of registration of a registered company auditor who fails to
comply with the general standard on independence which is to be included
in the Corporations Act.

$XGLWFRPPLWWHHV

The Government agrees with the Ramsay report that effective audit
committees can perform a very important role in ensuring that the auditor is
independent of the company. It will be mandatory for the top 500 listed
companies (that is, those that compose the All Ordinaries Index), to have audit
committees. The Government’s detailed proposals in relation to audit
committees are addressed below in section 4.10.
,QVWLWXWLRQDODUUDQJHPHQWVIRURYHUVLJKWRIDXGLWRULQGHSHQGHQFH

The Government agrees with the Ramsay report that an independent
supervisory body is an essential instrument in addressing the challenge of
implementing new auditor independence requirements in Australia.
The Government proposes that this role will be carried out by the FRC. The
details of the FRC’s oversight responsibilities are discussed in Part 2.
The FRC constitutes a key element of the overall regulatory framework that the
Government proposes to introduce in order to deal with auditor independence
in relation to the provision of non-audit services to audit clients.
2YHUVLJKWRIIHHGHSHQGHQFH

The Government agrees with stakeholder views that monitoring audit firm fee
dependence has merit. The Government proposes that FRC should monitor fee
dependence for all audit firms auditing listed companies.
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$8',7&200,77((6
7KH5DPVD\SURSRVDO
%DFNJURXQG
The Ramsay report formed a strong conclusion that a ‘well structured and well
functioning’ audit committee can play a very important role in ensuring that
the auditor is independent of the company.
The role of the audit committee extends beyond the area of audit
independence. The Audit Committees: Best Practice Guide (published by the
Australian Accounting Research Foundation, the Australian Institute of
Company Directors (AICD) and the Institute of Internal Auditors — Australia)
states that ‘the audit committee can play a key role in assisting the board of
directors to fulfil its corporate governance and overseeing responsibilities in
relation to an entity’s financial reporting, internal control structure, risk
management systems, and the internal and external audit functions’. One of
the main objectives of an effective audit committee is to facilitate the
maintenance of the independence of the external auditor.
The Ramsay report based its recommendations in relation to audit committees
on an analysis it undertook of the requirements in Australia and overseas, as
well as drawing on principles developed from international reports, best
practice guides and standards. The accounting and corporate scandals which
have occurred in the United States subsequent to the release of the Ramsay
report, have provided a sharp focus on the key role that audit committees can
play in relation to the independence of the external auditor and broader
corporate governance issues. The Co-ordinating Group on Audit and
Accounting Issues, in its Interim Report dated July 2002 to the UK Secretary of
State for Trade and Industry, notes that ‘a thread running through many of the
commentaries post-Enron’ is the strengthening of the membership and role of
audit committees.
$XVWUDOLDQSRVLWLRQ
The current Australian position can be summarised as follows:




The Corporations Act does not require Australian companies to establish
audit committees.
The listing rules of the ASX also lack a mandatory requirement for
companies listed on the Exchange to establish an audit committee. Rule
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4.10.2 of the ASX’s listing rules does, however, require a company to
include in its annual report information whether the entity had an audit
committee at the date of the directors’ report and, if it did not, it must
explain why.


In addition, rule 4.10.3 of the ASX’s listing rules provides that the annual
report is to contain a statement of the main corporate governance practices
that the entity had in place during the reporting period. Among the matters
that must be addressed is one requiring an outline of the procedures the
entity had in place for the nomination of external auditors, and for
reviewing the adequacy of existing external audit arrangements. Where
these procedures involve an audit committee, directors are required to set
out or summarise the committee’s main responsibilities and rights and the
names of committee members; and
 the Ramsay report notes that, for those companies that have established

an audit committee, guidance on the operation of the committee is
provided in Audit Committees: Best Practice Guide.
8QLWHG.LQJGRP
The Ramsay report notes the following:




There are no requirements in the UK Companies Act which require
companies to establish an audit committee.
In relation to companies listed on the London Stock Exchange, the Listing
Rules require listed companies incorporated in the UK to include in their
annual reports a statement whether they have complied with the Principles
of Good Governance and Code of Best Practice (the Combined Code) and to
give reasons for any non-compliance. The Combined Code states that the
board should establish an audit committee of at least three non-executive
directors, the majority of whom should be independent.

On 27 February 2002, the Secretary of State for Trade and Industry established
the Co-ordinating Group on Audit and Accounting Issues, (the Co-ordinating
Group) following the collapse of Enron and other companies which had raised
concerns over financial reporting and the role of auditors. The UK Government
perceived a need to be clear that the regulatory regime in the UK, for financial
reporting and audit, continues to be effective and provides appropriate
underpinning for strong and efficient national and international capital
markets.
The Co-ordinating Group provided an Interim Report to the Secretary of State
in July 2002. The general tenor of the relevant part of the report is that the role
3DJH

3DUW$XGLWRULQGHSHQGHQFH

of audit committees should be strengthened. In that context, the Co-ordinating
Group states that ‘in particular, the audit committee can act as a proxy for
shareholders (who in theory appoint the auditors) and judge the threats to
auditor independence and review quality’.
The Co-ordinating Group also considered the case for giving some form of
statutory backing for audit committees, at least for some large companies.
While the Co-ordinating Group cautioned that introducing the law into this
aspect of corporate governance requires very careful thought in the UK, it
nevertheless formally proposed in its Interim Report that ‘the Government
considers underpinning the role and responsibilities of audit committees in
company law.’
(XURSHDQ&RPPLVVLRQ
There is no legal requirement at present in any country within the EU for
companies to have audit committees. One of the proposed post Enron policy
actions of the European Commission is to examine the role of audit committees
in European listed companies. The Irish Republic will be introducing
legislative reforms that will require Boards of Directors to establish audit
committees, each with a charter setting out a clear set of responsibilities.
8QLWHG6WDWHV
At the time when the Ramsay review was being undertaken, the principal
requirements in relation to audit committees were contained in the listing rules
of the New York Stock Exchange (NYSE). The Ramsay report notes that under
the NYSE’s rules, each company listed on the exchange must have a qualified
audit committee. The requirements for a qualified audit committee include:




having a formal written charter that has been adopted and approved by the
board of directors; and
having at least three independent directors, each of whom is financially
literate and at least one of whom has accounting or financial management
expertise.

The rules also place a number of restrictions on audit committee membership
for the purpose of ensuring each member’s independence.
Since the release of the Ramsay report, there have been a number of significant
developments affecting the role of the audit committee in the post Enron
environment:
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President Bush’s 10 Point Plan included measures to strengthen the role of
audit committees:
 SEC to establish guidelines for audit committees to prohibit the external

auditor from providing other services to the audit client if audit
independence would be compromised.
 Audit committees would directly report their recommended choice of

auditor to shareholders.
 The SEC is developing proposals that would require all SEC registrants

to have independent audit committees with sole responsibility for hiring,
firing and retaining external auditors, and sole responsibility for
approving non-audit services provided by the auditor.


The Sarbanes-Oxley Act which President Bush signed into law on 30 July
2002:
 Vests the audit committee of an issuer of securities registered with the

SEC with responsibility for the appointment, compensation and
oversight of any registered public accounting firm employed to perform
audit services.
 Requires audit committee members to be a member of the board of

directors of the issuer, and to be otherwise independent.


The NYSE Corporate Accountability and Listing Standards Committee
submitted proposals for reform in June 2002 which, if implemented, would
increase the authority and responsibilities of the audit committee, including
granting it the sole authority to hire and fire independent auditors and to
approve any significant non-audit relationship with the independent
auditors.

&DQDGD
The Ramsay report noted that Canada has a mandatory requirement for
companies to establish audit committees under the Canada Business
Corporations Act where securities have been issued to the public.

(IIHFWLYHQHVVRIDXGLWFRPPLWWHHV
The Ramsay review undertook extensive analysis and research on the
effectiveness of audit committees. The review concluded that having an audit
committee per se is not enough; it is essential that the audit committee have the
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necessary attributes to render it an effective corporate governance mechanism.
The Ramsay report drew the following conclusions:






An effective audit committee must not only exist and be independent, but
must also be active.
There is a relationship between audit committee composition and
effectiveness. In this context, it is important that audit committee members
are independent in the sense that they have no relationship with the
company that may interfere with the exercise of independent judgment.
Each member of the audit committee should be financially literate, or made
financially literate within a reasonable time of appointment — this includes
the ability to read and understand fundamental financial statements
including a balance sheet, a profit and loss statement and a cash flow
statement.

7KH5DPVD\UHSRUWUHFRPPHQGDWLRQV
The Ramsay report recommended that qualified audit committees should be
mandated for listed companies:




The ASX Listing Rules be amended to require all listed companies to have
an audit committee. The new Listing Rule would be accompanied by an
ASX Guidance Note. The Listing Rule and associated Guidance Note should
govern the structure of this committee, and should reflect international best
practice in audit committees as outlined in Appendix D to the report (the
international best practice principles).
The Listing Rule should:
 mandate the existence of a qualified audit committee;
 specify the composition of the audit committee as contained in the

international best practice principles; and
 require the board of directors to adopt a written charter to govern the

audit committee.


The Guidance Note should:
 specify the general requirements, and duties and responsibilities, of a

qualified audit committee as contained in the international best practice
principles and
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 contain such other matters as are considered appropriate by ASX.

The Ramsay report also recommended that if the ASX does not amend its
listing rules, the Corporations Act should be amended to reflect the
recommendations regarding audit committees.

6WDNHKROGHUUHVSRQVH
Overall, there was strong support for the Ramsay recommendations. However,
the following two key stakeholder views are noted:
The ASX has decided to introduce a Listing Rule that will mandate audit
committees for at least the top 500 listed companies (that is, those that
compose the All Ordinaries Index), in accordance with a strong
recommendation of the ASX Corporate Governance Council.



The AICD supports mandating audit committees for listed companies but
considers that the international best practice principles contained in
Appendix D to the Ramsay report should be contained in industry codes
rather than the listing rules.



3URSRVDO
The Government considers that, following international developments in
response to the Enron collapse and general corporate governance concerns
about the quality of financial reporting and the independence of the external
auditor, strengthening the role of audit committees, particularly in relation to
listed companies, is now recognised as a widely accepted principle of world’s
best practice corporate governance.
3URSRVDO

 $XGLWFRPPLWWHHV

It will be mandatory for the top 500 listed companies (that is those that
compose the All Ordinaries Index), to have audit committees. The ASX has
announced it will amend its rules to achieve this.


The Government supports the role of the ASX Corporate Governance
Council in developing best practice standards for audit committees.
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The best practice standards to be developed by the ASX Corporate Governance
Council should include the following key issues:


Audit committees should have a formal written charter adopted and
approved by the board of directors. The charter should stipulate matters
including:
 the structure of the audit committee;
 the requirements for membership of the audit committee;
 the nature and scope of the audit committee’s duties; and
 the processes to be used by the audit committee in discharging its duties.









The composition of audit committees should be addressed to ensure that
the members are independent.
Members of audit committees should be financially literate and at least one
member should have accounting or related financial expertise.
Audit committees should have a regular schedule of meetings with a
system of reporting to the Board of Directors.
The broad duties and responsibilities of an audit committee should include
the following:
 The audit committee should review and assess the external reporting of

the company.
 The audit committee should review and monitor related party

transactions and assess their propriety.
 The audit committee should review and assess internal processes for

determining, monitoring and assessing key risk areas.
 The audit committee should review and assess key areas relating to the

external audit of the company. In particular the audit committee should:

 make recommendations to the board on the appointment,
reappointment or replacement, remuneration, monitoring of the
effectiveness , and independence of the external auditor;

 review and assess non-audit service provision by the external auditor,
with particular consideration given to the potential for the provision
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of these services to impair or appear to impair the external auditor’s
judgment or independence in respect of the company.


The audit committee should review and assess key areas relating to the
internal audit of the company.

The Government notes that a significant proportion of companies listed on the
ASX already have audit committees. The Government recognises that audit
committees do involve higher costs for companies, particularly smaller
companies. Where the appointment of an audit committee cannot be justified
for a smaller company, as a matter of good governance, the directors of those
companies should undertake the key functions of an audit committee.

$332,170(17$1'5(029$/2)$8',7256
7KH5DPVD\SURSRVDO
%DFNJURXQG
The Audit Review Working Party’s report addressed a range of issues
associated with the appointment, tenure, removal and resignation of company
auditors. The Ramsay report considered that these issues and the Working
Party’s conclusions remained relevant.

$SSRLQWPHQW
The options identified by the Working Party for appointing auditors include:




retaining the existing requirements with or without the provision of a
period of fixed tenure for the appointment;
restricting voting at annual general meetings (AGMs) on resolutions to
appoint auditors to those shareholders:
 who are not directors; or
 who have not exercised a right (whether written or otherwise), based on

the size of their share holdings, to have a nominee appointed to the
board of directors;
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having the auditor appointed according to existing requirements but on the
recommendation of an audit committee or a committee of non-executive
directors; and
having the auditor appointed by a completely independent body such as
ASIC, the Court or an independently established tribunal.

The Ramsay report noted that Australia’s regulations relating to audit
appointment are broadly in line with those of other developed countries.
The Working Party considered that auditors of listed companies should be
appointed on a recommendation of the audit committee or, where there is no
audit committee, on a recommendation of an appropriate committee of
non-executive directors. In the case of unlisted companies, the Working Party
recommended that the auditor should be appointed on the recommendation of
the audit committee where such a committee exists.
To facilitate the implementation of this proposal, the Working Party
considered that either the ASX listing rules or the Corporations legislation
should be amended to make it mandatory for listed companies to have an
audit committee.
The Working Party was also of the view that changes to the auditors of a
disclosing entity should be made a continuous disclosure matter.

7HQXUH
The Ramsay report noted that there are divergent views on whether company
auditors should be appointed until ‘death or removal or resignation’ as
provided for in section 327 of the Corporations Act, or for some fixed period.
Options available in respect of the tenure of auditors include:








retaining the existing requirements;
retaining existing requirements but with a fixed minimum term of
appointment;
termination of the audit appointment after a specific period of time, with or
without the opportunity to reappoint the existing auditor;
requiring, where the auditor is a firm, the rotation of the responsible partner
after a specified period of time;
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placing, in the case of a sole practitioner or a firm, a restriction on the period
for which the sole practitioner or firm may hold office; and
requiring the appointment of a second or review partner within the
auditor’s firm or, in the case of a sole practitioner, from another firm.

Following consideration of these options, the Working Party concluded that
there should be mandatory rotation of audit partners in accordance with the
principles laid down in AUP 32 for all listed companies.
The Ramsay report endorsed the principle that there be mandatory rotation of
audit partners. However, Ramsay considered that AUP 32 is not adequate in
this respect. AUP 32 only requires ‘the periodic rotation of audit staff between
audit engagements’. Some firms may interpret this as only requiring rotation
after many years. The Ramsay review was advised that under rules in the
United States and the United Kingdom, audit partners are required to rotate
after a period of 7 years. The Ramsay report considered that this is an
appropriate precedent and therefore recommended that there be mandatory
rotation of the audit partners responsible for the audit of listed companies and
that the rotation is to occur after a maximum of 7 years.
An issue considered by the Audit Review Working Party, and an issue which
also arose for consideration as part of the Ramsay review, was whether or not
it is appropriate to mandate rotation of the audit firm, as an alternative to
rotating the audit partner. The Audit Review Working Party noted in its
Report (paragraph 7.26) that only in Spain and Italy is there a requirement to
rotate the audit firm after a specified period of time (9 years). The Ramsay
review investigated this issue and was advised that Spain has now withdrawn
the requirement to rotate audit firms and that the requirement is therefore
limited to Italy.
The Ramsay report did not believe it appropriate to mandate rotation of audit
firms. The Audit Review Working Party, in also reaching this conclusion,
stated that ‘the anticipated cost, disruption and loss of experience to companies
is considered unacceptably high, as is the unwarranted restriction on the
freedom of companies to choose their own auditors’ (paragraph 7.27).

5HVLJQDWLRQDQGUHPRYDO
The Working Party received submissions suggesting that consideration be
given to circumstances when it may be appropriate for a change of auditors to
take place other than at an AGM or without the requirement to obtain ASIC
approval. The Ramsay report noted that the Working Party was concerned at
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the potential in these circumstances for the independence of the auditor to be
compromised.
The Working Party considered that any proposal to remove the auditor from
office should be the subject of a continuous disclosure notice to be filed with
ASX, on the basis that it is ‘material’ information. The notice should also
indicate reasons. Similarly any resignation by an auditor should be the subject
of a continuous disclosure notice which contains a statement of the auditor’s
reasons for resigning.
Any appointment of a new auditor of a public company or disclosing entity
must, at present, be approved by shareholders at the next AGM. The Working
Party concluded that existing requirements established by the ASIC restricting
voting on the change of auditor upon resignation largely to the AGM and to
dates not near the financial year end should be retained. There should also be a
requirement that any proposal for appointment of auditors should contain
information on proposed fees.

7KH5DPVD\UHSRUWUHFRPPHQGDWLRQV
The Ramsay report recommended that the following Audit Review Working
Party recommendations (as amended by the Ramsay review) should be
implemented:








The auditor of a listed company should be appointed and their
remuneration determined on the recommendation of the company’s audit
committee. (Recommendation 7.2)
The auditor of a company which is not listed should be appointed and their
remuneration determined on the recommendation of the company’s audit
committee where such a committee exists. (Recommendation 7.3)
There should be mandatory rotation of the audit partners responsible for
the audit of listed companies. (Recommendation 7.7) The rotation is to
occur after a maximum of 7 years but may occur sooner if considered
appropriate by those involved in the audit. There is to be a period of at least
2 years before the partner can again be involved in the audit of the client.
The Corporations Act or the ASX Listing Rules (or the ASX Guidance Note
relating to continuous disclosure) should be amended to provide that a
proposed change to the auditor of a disclosing entity is a continuous
disclosure matter. (Recommendation 7.14)

3DJH

3DUW$XGLWRULQGHSHQGHQFH

The Corporations Act should provide that any proposal for appointment of
auditors of a disclosing entity must contain information on the proposed
fees. (Recommendation 7.15)



6WDNHKROGHUUHVSRQVH
There is broad support among stakeholders for the Ramsay recommendations.

3URSRVDO
The Government notes that MINCO endorsed the recommendations of the
Audit Review Working Party and noted that draft provisions to give effect to
the broad thrust of the Working Party’s recommendations would be prepared.
3URSRVDO

$SSRLQWPHQWDQGUHPRYDORIDXGLWRUV

The Government will make audit partner rotation compulsory after five
years.


The new requirement will apply to the lead engagement partner and the
review partner. To maintain continuity of knowledge, the appointment
of these partners could be staggered.

The Government supports the implementation of the other recommendations
of the Audit Review Working Party and the Ramsay report in relation to the
appointment and removal of auditors.

$77(1'$1&(2)$8',725$7$*0
7KH5DPVD\SURSRVDO
%DFNJURXQG
Section 249K of the Corporations Act provides that a company must give its
auditor:
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notice of a general meeting in the same way that a member of the company
is entitled to receive notice; and
any other communications relating to the general meeting that a member of
the company is entitled to receive.

Section 249V further provides that a company’s auditor is entitled to attend
any general meeting of the company and is entitled to be heard at the meeting
on any part of the business of the meeting that concerns the auditor in their
capacity as auditor.
Section 250T of the Corporations Act was introduced by the Company Law
Review Act 1998 and deals with questions by members of auditors at the AGM
of a public company. It provides that if the company’s auditor or their
representative is at the AGM, the chair of the AGM must allow a reasonable
opportunity for members as a whole at the meeting to ask the auditor or their
representative questions relevant to the conduct of the audit and the
preparation and content of the auditor’s report.
The Audit Review Working Party recommended that there should be a
requirement in the law for an auditor to attend the AGM at which the audit
report is tabled, either in person or by way of a representative, except in
exceptional circumstances (Recommendation 7.16). The Working Party stated
that this recommendation would appropriately complement what was then the
draft provision to require the chairperson of the AGM to allow a reasonable
opportunity for members to ask questions of the auditor. The Working Party
further stated that it received submissions suggesting the role of the external
auditor at a company’s AGM should be strengthened as this is the only forum
where the auditor and the persons to whom the auditor is accountable can
meet on a face to face basis. The Working Party also noted that subsection
1289(1)(a) of the Corporations Act provides that an auditor has qualified
privilege in respect of any statement that he or she makes, orally or in writing,
in the course of duties as auditor.
The Ramsay report saw considerable merit in the views of the Working Party
concerning attendance of the auditor at the AGM. It considered that the
recommendation operates to both strengthen the role of the auditor and also
strengthen the accountability of the auditor to shareholders. The Ramsay
review noted that section 250T which requires the chair of an AGM to allow a
reasonable opportunity for members to ask questions of the auditor applies
only to AGMs of public companies.
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7KH5DPVD\UHSRUWUHFRPPHQGDWLRQ
The Ramsay report recommended that the Corporations Act be amended to
require an auditor, or a representative of the auditor, to attend the AGM at
which the auditor’s report is tabled unless reasonable circumstances preclude
the auditor’s attendance. The report also recommended that this requirement
for auditors to attend AGMs should apply only to AGMs of listed public
companies. There are many small public companies (including many public
companies limited by guarantee) where attendance by the company’s auditor
is not usually expected or required.

6WDNHKROGHUUHVSRQVH
There was general agreement with the recommendation. Some stakeholders
queried whether it was necessary to make a legislative change. The AICD
considered that the proposal was appropriate but the obligation should not be
extended further than the existing requirement in the Corporations Act to
answer relevant questions.

3URSRVDO
3URSRVDO  $WWHQGDQFHRIDXGLWRUDW$*0
The Government will amend the law to require an auditor to attend the
AGM of a listed company at which the audit report is tabled and to answer
reasonable questions about the audit.


The Government will ensure shareholders are able to submit questions
by e-mail to the listed company and that the questions will be posted on
the company web site.

5HFRPPHQGDWLRQVRIWKH$XGLW5HYLHZ:RUNLQJ3DUW\
RQDXGLWRUTXDOLILFDWLRQVIRUUHJLVWUDWLRQ
The Audit Review Working Party recommended changes to the educational
and professional requirements to qualify for registration as a company auditor.
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The Working Party identified three issues concerning qualifications for
registration: educational qualifications, professional requirements, and the
appropriate level of experience.
In relation to educational qualifications, the Working Party recommended that
all applicants be required to have completed a specialist course equivalent to
the auditing module currently provided by the ICAA's Professional Year
program or CPAA's CPA program.
In relation to professional requirements, it was recommended that accountants
who are not members of a professional accounting body be required to give an
undertaking that they will abide by the code of ethics or other rules of one of
the professional bodies on the same basis as members of that body.
In relation to the level of experience, the Working Party recommended that
competency standards be used for determining whether an auditor has the
necessary skills to be registered as a company auditor, rather than the current
time-based criteria.
It was recommended in the Ramsay report that the recommendations of the
Working Party be adopted in relation to auditor competency standards.
Submissions received on the Ramsay recommendations have been widely
supportive of this recommendation, which the Government supports.
Some concerns were raised that it may be inappropriate for auditors to be held
to the standards of professional bodies of which they are not members. As a
possible solution, it has been suggested that ASIC issue a policy statement on
auditor independence requirements, perhaps based on that issued by IFAC.
Given the strong support evident in submissions, it is proposed that the
recommendations of the Working Party concerning qualifications for
registration be implemented, as recommended in the Ramsay report.
3URSRVDO 4XDOLILFDWLRQVIRUUHJLVWUDWLRQDVDFRPSDQ\DXGLWRU
Accountants seeking registration as company auditors will be required to
meet agreed competency standards, to undertake to abide by an accepted
code of professional ethics, and to complete a specialist auditing course
prior to registration.
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Auditors are currently exposed to unlimited liability for professional default.
The issue of the professional liability of auditors (and other professional
groups) has been under consideration by the professions and the
Commonwealth, State and Territory governments since the mid-1980s.
Two major professional accounting bodies in Australia, CPAA and the ICAA,
confirmed the profession's ongoing concerns about the need for reform in this
area in submissions lodged in May 2002 with the Senate Economics Reference
Committee in connection with the Senate Committee's inquiry into Public
Liability and Professional Indemnity Insurance.
The need to address the present unlimited liability regime has also been raised
by a number of the large accounting firms in their submissions to the Ramsay
review on auditor independence. This issue was raised in the context of
improving the quality of the audit function by enhancing the scope of the audit
and the audit report. It has been asserted that a fundamental improvement in
corporate disclosure would be to expand the audit report to comment on other
relevant issues such as governance, risk management and internal control,
together with key indicators of the financial health of the company. However,
the accounting firms considered that it would not be feasible for auditors to
contemplate such an expansion in the scope of an audit within the context of
the current unlimited liability environment.
Auditors, and other professional groups have traditionally dealt with their
unlimited liability exposure for professional default through professional
indemnity insurance. Insurance plays an important role in the Australian
economy. It provides a mechanism for transferring and pooling the risk of
financial loss to entities with the expertise to manage the risks involved.
Professional indemnity insurance insures against loss arising from professional
services offered by the insured professional.
Australia is currently experiencing a 'hard insurance market', that is, a market
characterised by tougher risk selection by insurers. While the Australian
experience has been exacerbated by the collapse of a major domestic player in
HIH (which held around 35 per cent of the professional indemnity market),
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globally most classes of insurance have moved into a hard market cycle in the
last two years. This has been compounded by the terrorist attacks on
11 September 2001.
Studies undertaken by MINCO have concluded that of those professionals
which might be subject to claims under the Corporations Act, only accountants
(and in particular, auditors) required attention in light of their potential
liability in relation to Corporations Act matters and that there has clearly been
a very significant increase in the size of claims, if not the number, against
accountants (primarily auditors) over recent years.
The Insurance Industry Market Pricing Review, which the Australian
Competition and Consumer Commission (ACCC) released in March 2002,
noted that the insurance industry has experienced low returns on equity over
the last nine years. The ACCC concluded that the key driver for recent
premium increases has been the shift by insurers from establishing targets for
business growth as measured by premium volume to setting targets for return
on equity. The ACCC noted, in relation to professional indemnity insurance,
that low returns had occurred due to a combination of the following factors:








inadequate premium rates;
realisation of the extent of past losses as liability provisions are increased to
reflect emerging claims experience;
low investment returns which represent a significant and important
component of insurance profit; and
liquidation of the HIH Group potentially removing a barrier to price
increases.

The information provided by accountants demonstrates a worsening position
over recent years regarding insurance cover for this profession:








a lack of availability of insurance, in Australia and elsewhere;
substantial increases in average premiums per partner for the major
accounting firms;
larger deductibles (that is, first part of claim to be carried by the insured)
and some areas of self-insurance as a result of gaps in the cover; and
the level of insurance cover, while high, was well below that necessary to
meet some of the claims that were presently outstanding.
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The recent submissions by the two professional accounting bodies indicate that
the position in relation to the availability and cost of professional indemnity
insurance has deteriorated in the current 'hard insurance market':


Both CPAA and ICAA have provided anecdotal feedback from their
membership about the increase in premium levels. Detailed aggregated
information on trends in the professional indemnity insurance market for
members of the two bodies is not available because, unlike some mutual or
monopoly schemes found in some other professions, members negotiate
their own insurance cover, usually through insurance brokers, with a
variety of insurers.
 CPAA states:

 while premiums had remained stable prior to 2001 for about six years,
premiums increased during 2001 (pre 11 September) by an average of
25 per cent;

 between September 2001 and March 2002 premiums have risen by an
average of 25-35 per cent;

 premiums since March 2002 have on average increased by at least
40 per cent with many cases where increases have been between
100 to 300 per cent.
 ICAA membership feedback indicates even steeper increases in

premiums:

 The minimum increase in premiums being experienced by members
in the current renewal period (that is, 2002-03) is in the order of
100 to 300 per cent. This is the experience for small firms undertaking
no audit, insolvency, financial planning or management work, with
no past claims or notifications.

 For larger firms, with no past claims experience, who perform little if
any audit or other 'higher risk' work, premium increases are in the
order of 300 to 400 per cent.

 Firms that have had a claim or notification are experiencing insurance
premium increases of ten fold and more.


Both of the accounting bodies report that deductibles are increasing at
similar rates to premium increases.
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Both accounting bodies state that there is clear evidence that professional
indemnity insurance is being offered on increasingly restrictive terms by
insurers.
 The ICAA reports that it has received feedback from some members that

up to 90 per cent of a firm's activity could be uninsured because it falls
under one or another exclusion clause contained in the insurance
contract.
The backdrop to the CLERP 9 consideration of the issues relating to the
professional liability of auditors is the important role that the independent
audit function performs in relation to Australia's corporate governance
framework and the efficiency of the capital market. Wider policy issues
relating to the insurance industry, including the regulation of general
insurance companies and the state of the professional indemnity insurance
market are beyond the scope of CLERP 9.
The following policy options have been raised by the accounting profession for
the purpose of establishing an appropriate framework to address the
profession's concerns in relation to the present system of auditor liability:






The incorporation of auditors.
The law of joint and several liability in relation to actions for negligence
causing property damage or purely economic loss and its replacement by
proportionate liability.
The capping of professional liability within the framework of State and
Territory Professional Standards legislation.

,1&25325$7,212)$8',7256
The Corporations Act does not allow a company to be registered as a company
auditor.
If auditors were allowed to incorporate, this would address some of the
concerns relating to the professional liability of auditors:


Because of the law of joint and several liability, one of the consequences of
having large accounting firms structured as a partnership is that the actions
of one partner, if those actions are subsequently found to have been
negligent, may have severe financial implications for all the other partners.
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Incorporation of auditors would also overcome difficulties associated with
the management of large accounting partnerships.
 Over the past half century, there have been a number of significant

changes within the accounting profession, especially in those firms that
provide auditing and other services to listed and other economically
significant corporations. These changes include:

 a progressive increase in the size of the firms, both through natural
growth and through the acquisition of, or mergers with, other firms;

 the establishment of international accounting partnerships and
affiliations and other links with accounting firms in other major
capital markets; and

 a change in the emphasis of the business undertaken by some firms
through expansion into the field of business advising and
management consultancy.
 One of the factors influencing the growth in the size of accounting firms

has been the need to match the growth of major clients. As a client's
business grows and becomes more sophisticated, so there is a need for
the accounting firm to grow and to offer the client a greater range of
professional services.
MINCO has given approval to proposals to permit the incorporation of
auditors which provide for a regime under which the accounting bodies (to be
known as 'prescribed accounting bodies') would be responsible for the
administration of the scheme. The prescribed accounting bodies would
approve the bodies corporate that are authorised to act as auditors (to be
known as 'authorised audit companies' (AAC's). In addition, the accounting
bodies would be required to provide a framework against which potential
participants in the industry could be assessed and against which their conduct
could be judged.
A range of safeguards have been built into the proposed regime to protect the
clients of auditors who operated through a corporate structure. These
safeguards include:




that the authorisation and regulation of audit companies would be
undertaken by accounting bodies that had been approved for that purpose;
that audit work could only be undertaken by AAC's authorised by an
approved accounting body;
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requiring all members and directors of an AAC to be natural persons;
that effective control of an AAC remains with appropriately qualified
natural persons;
ensuring that the directors responsible for company audit work undertaken
by the AAC are registered company auditors who are not subject to any
restriction; and
the maintenance of professional indemnity insurance at an appropriate level
and on appropriate terms to meet claims against the AAC arising out of
company audit work and/or the maintenance of a specified level of assets
or capitalisation.

The ICAA, in its recent submission to the Senate Economics Reference
Committee, raised the proposal for auditors to conduct their business through
limited liability partnerships, as an alternative option to incorporation (which
the ICAA also supported). It is noted that a 1993 MINCO Working Party did
not support this option for the following reasons:
'Having regard to the features of limited partnerships, in particular the
inability of limited partners to participate in their management, as well
as the absence of legislation permitting limited partnerships in three
jurisdictions, this approach does not seem desirable or feasible. To go the
further step of altering the joint and several liability of partners would
also seem undesirable as it is the central feature of the partnership
structure'.
A new form of limited liability partnership (the LLP) has been introduced in
the United Kingdom after an extensive consultation process which commenced
in 1997. Under the UK scheme, the LLP has limited liability but the members of
the LLP remain personally liable for their own acts. In Australia, partnerships
are regulated under State and Territory partnership legislation and by the
application of the rules of equity and of the common law. The Commonwealth
does not have the constitutional power to enact comprehensive legislation
regulating partnerships in Australia.
In the UK, the Companies Act 1989 allows a company to be appointed as the
auditor of a company. Recognised UK supervisory bodies (the major
accounting bodies) are responsible for establishing the eligibility of persons
and 'firms' (defined to mean bodies corporate and partnerships) to conduct
audits of companies.
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Incorporation on its own will not overcome all the liability problems raised by
the professional accounting bodies who view incorporation as one part of a
package of reforms to address the problem. The legal effect of incorporation
can be summarised as follows:










leaves the audit company fully liable for the amount of any judgment that
exceeds the amount of its professional indemnity insurance (and ultimately
exposed to the possibility of being placed in liquidation);
places auditors in a similar position to other major commercial parties
without providing any special benefit or exemption from the standard
liability rules;
leaves the individual auditor member of a company who carried out a
negligent audit liable as well as the company itself (this issue is addressed
under the capping of liability proposal);
protects the private assets of 'innocent' auditor members of the company
from the consequences of the negligent conduct of one or more other
auditor members of the company; and
unlike proportionate liability, incorporation does not address the issue of
the potential liability (which may arise from the law of joint and several
liability) of an audit firm for the negligence caused by third parties where
the acts of the firm only partly contributed to the damages involved.
3URSRVDO—,QFRUSRUDWLRQRIDXGLWRUV

The Government will amend the law to allow auditors to incorporate.

-2,17$1'6(9(5$/$1'3523257,21$7(/,$%,/,7<
Joint and several liability means that where the acts or omissions of a number
of persons have each contributed to a plaintiff's loss, the full amount of that
loss can be recovered by the plaintiff from any one of those persons (the
defendants). A defendant who has paid an amount in damages to the plaintiff
in excess of his or her proportionate contribution to the plaintiff's loss is
entitled to recover from any other defendant an amount equal to that other
defendant's contribution to the plaintiff's loss.
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Proportionate liability divides the plaintiff's loss among the defendants
according to their share of responsibility.
Joint and several liability throws the risk of insolvency or untraceability of any
one of the defendants onto the other defendants, and permits a plaintiff to
recover the whole of his or her loss from those who are solvent. Proportionate
liability also allows for the sharing of liability among a number of persons.
However, the difference from joint and several liability is that proportionate
liability puts the risk of the insolvency or untraceability of a defendant onto the
plaintiff.
Under the proportionate liability principle, the liability of each defendant is in
all circumstances limited to the extent to which that party is considered to be
responsible for the loss. There is no right of contribution between various
defendants, since none of them would, as a general rule, be liable to pay to the
plaintiff any more than the proper share owing by each defendant.
The effect of insurance and the law of joint and several liability has given rise
to auditors (and other professionals) often being singled out as the sole target
for legal action in proceedings for property damage and purely financial loss,
even when the professional is only one of the parties involved. Accordingly, a
minor degree of fault can result in full liability.
This outcome has led to widespread concern over the years at the increasing
level of payments which the insurance funds covering professionals are
required to meet, and the consequently increasing level of the cost of that
insurance. The accounting bodies state that while it is possible for a defendant
who bears the full extent of a judgment to seek contribution from other
defendants that have contributed to the loss, equitable apportionment in this
manner is rarely achieved because of the insolvency or lack of assets on the
part of the other defendants, or because they are untraceable or beyond
jurisdiction.
The professional accounting bodies have said that, while accountants are
willing to shoulder their responsibilities for what their actions may have
caused by way of damages, it is inequitable that accountants should have to
bear the liability for the failure of other parties on the basis of the law of joint
and several liability.
The MINCO Working Party recommended in 1993 that:
'the arbitrary and unfair consequences of the present rules regarding
joint and several liability of auditors should be addressed in a review of
the law which takes into account the implications of changes in these
rules beyond their impact on Corporations Law matters.'
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An inquiry into the law of joint and several liability was established by the
then Commonwealth and New South Wales Attorneys-General in February
1994 and was conducted by Professor Davis of the Australian National
University.




The terms of reference excluded personal injury claims.
The Standing Committee of Attorneys-General accepted the need for the
inquiry to consider the issues in a context wider than that of the
corporations legislation.

The report of the Davis inquiry was released in January 1995. The key
recommendation was that the present joint and several liability of defendants
in actions for negligence causing property damage or purely economic loss be
replaced by liability which is proportionate to each defendant's degree of fault.
On 14 July 1996, draft model provisions designed to implement the Davis
report's recommendations were released for public comment. The draft model
provisions, if adopted, would amend the common law, State and Territory fair
trading legislation, the Trade Practices Act and the Corporations Act.
The Davis report was considered by the New South Wales Law Reform
Commission in a discussion paper and a subsequent report entitled
Contribution between persons liable for the same damage. The NSWLRC's
discussion paper (released in 1997) and its report (released in 1999), opposed
the introduction of proportionate liability, instead proposing a number of
reforms to the law relating to contribution between persons liable for the same
damage.
Following the release of the NSWLRC's discussion paper, the matter was
removed from the agenda of the Standing Committee of Attorneys-General.
The professional accounting bodies have reiterated the critical importance of
the reform of the law of joint and several liability in their recent submissions to
the Senate Economics Reference Committee and have called upon the
Commonwealth and State Governments to implement the Davis inquiry
proposals as a matter of urgency.

7KHOHJDOHIIHFWRISURSRUWLRQDWHOLDELOLW\RQWKHOLDELOLW\LVVXH
The legal effect of the introduction of proportionate liability in relation to
actions for negligence causing property damage or purely economic loss can be
summarised as follows:
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limits an auditor's liability or an audit firm's liability to the amount of the
plaintiff's loss actually caused by the auditor's negligence; and



consequently, an auditor or audit firm would no longer risk, because of the
'deep pocket' syndrome, being liable for the negligence caused by non-audit
parties, such as the directors of the company. This would address the
concerns of auditors that they can face a huge damages bill even though
they contributed marginally to the plaintiff's loss.



3URSRVDO— 3URSRUWLRQDWHOLDELOLW\

The Government will seek the agreement of the States to introduce
proportionate liability.


The Government believes that the market for audit services will be
improved if the arbitrary consequences of the present rules relating to
joint and several liability in relation to economic loss and property
damage are reformed.

The Government recognises that the difficulties with the present joint and
several rule in actions for negligence causing property damage or purely
economic loss arise across the common law and are not confined to cases in
relation to the Corporations Act. These issues need to be considered in a wider
context than the Corporations Act, especially in view of its central importance
in the general common law of negligence. If the joint and several liability rule
were to be removed from one area of the law while being left to operate in
others, this could lead to inappropriate and inconsistent results.
The Commonwealth envisages that the implementation of the reforms
proposed by the Davis Inquiry would need to be considered in the light of:






the position adopted by the New South Wales Law Reform Commission
opposing the recommendations of the Davis Inquiry report for the
introduction of a scheme of proportionate liability in actions for negligence
causing property damage or purely economic loss;
the broader tort and legal system reform currently being undertaken by the
Commonwealth, State and Territory Governments; and
relevant developments overseas since the completion of the Davis report in
1995, such as the introduction in Canada in 2001 of a modified
proportionate liability regime.
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The professional bodies have also supported the introduction of a statutory
'cap' on professional liability.
New South Wales and Western Australia have introduced legislation that
permits the capping of the liability of members of occupational associations in
certain circumstances. These capping regimes are contained in the Professional
Standards Act, which was enacted in New South Wales in 1994 and similar
legislation, which was passed in Western Australia in 1997.


A scheme limiting the liability of members of CPAA and the ICAA is in
operation in New South Wales and a similar scheme will soon be submitted
for approval under the Western Australian legislation.

Under the Professional Standards legislation in New South Wales and Western
Australia, an occupational association can apply to the Professional Standards
Council established under the legislation for acceptance of a scheme to limit
liability. A scheme must exhibit features designed to:


minimise the occurrence of events giving rise to claims;



facilitate the handling of claims which are made; and



increase the likelihood of claims being satisfied if liability is established.

Each scheme is designed by the applicant association. Under a scheme, the
association must:


ensure that the members of the scheme have insurance (or net business
assets) to cover the relevant level of liability. An important public benefit of
the scheme is that the level of insurance required to participate in the
scheme is generally greater than the minimum level of compulsory
professional indemnity insurance and the professional's liability is limited
to that greater amount required for insurance under the scheme;



have a system of handling complaints and discipline of members;



have a program of risk management in place.

The capping of liability relates to 'civil liability arising (in tort, contract or
otherwise) directly or vicariously from anything done or omitted by a member
of an occupational association acting in the performance of his or her
occupation.' The capping regime does not apply to claims arising out of
personal injury matters, fraud, misappropriation or breach of trust.
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No other State or Territory has enacted similar Professional Standards
legislation. Furthermore, to be fully effective, the Commonwealth would need
to cap damages obtained under the Trade Practices Act.






Section 52 of the Act prohibits a corporation from engaging in conduct that
is misleading and deceptive. Damages awarded to a person under a
section 52 action would appear not to be affected by State capping
legislation.
Section 74 of the Act implies warranties of due care and skill and fitness for
purpose into certain contracts for the provision of services by corporations
to consumers. This warranty cannot be excluded or abrogated. Liability can
only be limited under the Act where the contract is not for consumer goods
and services.
To the extent that Commonwealth legislative powers permit, the Trade
Practices Act extends most of these consumer protection provisions to the
services of professionals, thereby enabling actions against professionals in
cases such as where misleading and deceptive conduct may be alleged.
Liability under the Act would not be affected by a State capping regime,
because such limitations would be inconsistent with this Commonwealth
legislation. To date most actions in respect of professional liability have
combined an allegation of a breach of section 52 of the Trade Practices Act
and negligence at common law.

Similar considerations would apply in relation to provisions of the
Corporations Act which establish a cause of action relating to the personal
liability of a professional.
The 1993 MINCO Working Party addressed the capping of liability option in
its report. The Working Party's report considered that the capping option
would have a number of significant draw-backs, including:






its overall effect would be to reduce the pool of assets legally available to
compensate plaintiffs by an amount equal to the difference between the
defendant's resources (including insurance) and the cap applicable to the
defendant;
where a defendant's liability was limited to an amount less than the
defendant's contribution to the plaintiff's loss, responsibility for carrying the
plaintiff's loss would shift to any co-defendants;
where the co-defendants' resources were insufficient to meet the balance of
the plaintiff's damages, the scheme would shift the loss to the plaintiff:
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 this raises the fundamental question of who should bear the loss caused

by a professional (that is, should it be the professional or the person who
suffers the loss); and


a capping regime for professionals would also place professionals in a
privileged position compared with other individuals or commercial parties
who would remain liable for the full amount of any loss or damage caused.
Other persons, whether acting in a private or commercial capacity, would
remain exposed to the possibility of bankruptcy or insolvency.

A scheme capping professional liability would also adversely affect the
operation of the Corporations Act, which relies heavily on civil liability to
provide a system of compensation and deterrence for wrongful conduct,
whether for claims based on the Corporations Act directly or on common law
principles of negligence.

/HJDOHIIHFWRIFDSSLQJRQWKHOLDELOLW\LVVXH
The legal effect of a capping of liability regime can be summarised as follows:








limits an auditor's liability or an audit firm's liability in accordance with an
approved scheme to limit liability;
in contrast to incorporation where the individual auditor responsible for a
negligent audit would be liable to the full extent of the damage involved,
capping would limit that individual's liability as well;
a capping regime may deprive plaintiffs of what would otherwise have
been their legal rights where the claim is in excess of the capped amount;
and
professionals would be placed in a privileged position compared with other
defendants.

&21&/86,21
A capping regime would not be fully effective until all the States and
Territories agree to enact uniform Professional Standards legislation. The
Commonwealth would also need to extend the capping concept for approved
professional groups to the Corporations Act and the Trade Practices Act.
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The fact that only two States have so far introduced capping schemes, after
more than ten years since the capping of liability concept was first mooted,
indicates that the majority of jurisdictions remain to be convinced of the
appropriateness of this approach.
The Commonwealth Government remains unconvinced that a capping regime
for professionals is an appropriate policy response to the audit liability issue.
The arguments against the introduction of a capping regime by the
1993 MINCO Working Party remain persuasive. The Government has two
further concerns:




while the objective of improving professional standards, including the
introduction of compulsory professional indemnity insurance and risk
management programs is admirable, professional bodies should be
implementing such measures as a matter of best practice and should not
require the incentive of a capping regime to achieve them; and
the liability system under the Corporations Act and the Trade Practices Act
to which auditors (and other professionals) are subject should not operate
differently for them than for any other person or group in society. To
introduce special rules to protect or benefit one group would give rise to the
likelihood of unfair, inconsistent and arbitrary results for others — whether
as co-defendants or plaintiffs. This could undermine the integrity of the
Corporations Act and the Trade Practices Act.

The Government considers that an appropriate framework for addressing the
issue of audit liability would be:




to implement the proposals allowing auditors to incorporate; and
to seek the agreement of the States and Territories to replace the present
joint and several liability of defendants in actions for negligence causing
property damage or purely economic loss by liability which is
proportionate to each defendant's degree of fault.
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The Government issued its CLERP 1 paper in 1997. Following an extensive
consultation process, legislation was enacted in 1999 to implement the paper’s
policy proposals.
The key reforms were:








an overhaul of the institutional arrangements for accounting standard
setting;
the Australian Accounting Standards Board (AASB) was re-constituted
independently of the accounting profession which previously provided its
secretariat;
the Financial Reporting Council (FRC), comprising key stakeholders in the
accounting standard setting process, was established to: provide broad
oversight of the standard setting process; seek contributions towards the
costs of the process; appoint the members of the AASB (other than the Chair
who is appointed by the Treasurer); approve and monitor the AASB’s
priorities, business plan, budget and staffing arrangements; and determine
its broad strategic direction; and
an objective of furthering the development of a single set of high quality
accounting standards for world-wide use, including their adoption in
Australia.

The new institutional arrangements have been in place formally since
1 January 2000 and are working well. The Government is satisfied that the
AASB has access to appropriate resources to meet its heavy workload. In line
with the tripartite funding model proposed in the CLERP 1 paper, funding is
currently provided by government (at the Commonwealth, State and Territory
levels, totalling $2 million a year) and the accounting bodies ($750,000 a year),
and is being sought from the business sector.
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In July 2002, the FRC approached Australia’s top 100 listed companies for
voluntary contributions, seeking a total annual funding commitment of
$750,000 over three years.
In addition, in June 2002, the Parliamentary Secretary to the Treasurer
announced $2 million in additional funding over two years to help Australia
meet its goal of adopting international accounting standards. This funding will
be sourced from the Financial Industry Development Account maintained by
the Australian Stock Exchange.
These initiatives will see substantially more investment going into the building
of quality accounting standards than at any time previously.
While these new funding sources will enable Australia to make a significant
financial contribution to the International Accounting Standards Board (IASB),
the FRC has made it clear to the AASB that it will have first call on the funds to
meet its own standard setting priorities, including public sector projects and
the significant preparations needed for adoption by Australia of international
accounting standards by 2005.
The Government has no plans at present to alter the institutional arrangements
as they relate to accounting standard setting. However, as proposed in Part 2,
it would like to make use of the expertise of the FRC in the audit area. This is
seen as preferable to establishing a new body which would in any event
require a similar composition and stakeholder support base.

$'237,21%<$8675$/,$2),17(51$7,21$/
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Australian accounting standards are recognised by accounting standard setters
world-wide as being of high quality. However, with Australia comprising less
than two per cent of the world capital market, participants in markets overseas
have little incentive to understand them.
The Government has long recognised the benefit to Australia of a common
global accounting language. In a globalised economy with large and growing
cross-border capital movements, high quality internationally accepted
accounting standards will facilitate cross-border comparisons by investors and
enable Australian companies to access international capital markets at lower
cost. Business and other stakeholders have given strong support to the
Government’s convergence objective.
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The 1997 CLERP 1 paper proposed that a key role of the FRC should be to
ensure that the AASB is committed to, and works towards, the adoption of
IASB standards in Australia. This objective was reflected in amendments in
1999 to the Australian Securities and Investments Commission Act (ASIC Act)
which took effect from 1 January 2000 — except that the Act was silent on the
source of international best practice accounting standards to apply in
Australia, reflecting the debate then current about whether US GAAP or IASB
standards were likely to fulfil that role.
It was nevertheless recognised at the time that there were potential
disadvantages in Australia adopting US GAAP. These are black letter
standards and interpretations which are unfamiliar to most Australian
companies, have been developed in the context of the US legal environment
and enforcement regime, and over which Australia has no influence.
The United States has yet to commit to the adoption of IASB standards and
continues to require that Australian and other foreign companies seeking to
raise funds or list on the US market reconcile their financial statements to US
GAAP. However, the US is reviewing its standards with a view to making
them more principles-based and is working with the IASB to achieve greater
convergence of US and IASB standards.
Meanwhile, as part of its move to a single capital market, the European Union
has decided that EU listed companies will be required to apply IASB standards
in their consolidated financial statements for reporting dates beginning on or
after 1 January 2005. EU member states have the option of extending this
requirement to the individual financial statements of listed companies and to
the financial statements of non-listed entities.
European developments are likely to put pressure on the US at least to accept
IASB standards for cross-border raisings and listings.
IASB standards have been adopted, or are in the process of being adopted, by
significant Asian economies, including Singapore, Hong Kong and China. The
International Organisation of Securities Commissions (IOSCO) has also
recommended that its member countries adopt 30 core IASB standards for
purposes of cross-border offerings and listings, subject to reconciling items.
Against that background, the FRC, on 3 July 2002, announced its formal
support for the adoption by Australia of IASB standards by 2005. In practice,
this will mean that single entity and combined financial statements required
under the Corporations Act will need to be prepared in accordance with IASB
standards for accounting periods beginning on or after 1 January 2005. With
the need to present one year comparatives, the changeover will effectively
commence for most Australian reporting entities from 1 July 2004.
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The FRC’s announcement was fully consistent with long-standing Government
policy under CLERP 1, as reflected in the 1997 paper and subsequent
legislation. Indeed, the 2005 timetable is considerably later than envisaged by
the Government in 1997, due to slower than anticipated progress at the
international level.
In any event, Australia could not realistically adopt IASB standards earlier
than Europe. Equally, adoption by Australia later than the European timetable
would result in Australian accounting standards being out of step with both
Europe and the United States — an outcome the Government does not believe
Australia could contemplate.
Accordingly, the Government fully supports the FRC’s position on the timing
of adoption of IASB standards in Australia. The Government will continue to
support the FRC and AASB in discharging their responsibilities for managing
the transition to 2005 and encourages stakeholders to work constructively with
these bodies on implementation issues.

,PSOHPHQWDWLRQLVVXHV
Australia would in virtually all cases accept IASB standards without
modification (except to ensure that they are appropriate to the Australian legal
and institutional environment). Under the ASIC Act, adoption would occur
unless considered not to be in the best interests of the Australian private and
public sectors. However, such instances are likely to be extremely rare. Any
departures by Australia from IASB standards could rapidly erode the
advantages of a common accounting language and in particular the acceptance
overseas of Australian companies’ financial statements as IASB compliant.
The body of IASB standards would be adopted in Australia for reporting
periods beginning on or after 1 January 2005. However, existing AASB
standards which do not have international counterparts would generally be
retained after that date until IASB standards are developed.
The AASB has had a program of harmonisation of its standards with IASB
standards since 1996, except where it considered it had a better solution or to
remove choices available under IASB standards. The IASB, under its old
structure and since the reconstituted Board began operations in April 2001, has
been aggressively improving the quality of its standards, drawing on the best
the world (including Australia) has to offer with the aim of producing a body
of standards that represents world’s best practice and is capable of world-wide
adoption. Substantial progress has already been made and the IASB is
committed to further improvement of its standards in the period to 2005.
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To ensure the consistent application of IASB standards across countries, it will
be necessary for Australia to also adopt, from 2005, interpretations of IASB
standards issued by the IASB’s International Financial Reporting
Interpretations Committee (IFRIC) and, in the meantime, for the AASB to
continue to harmonise interpretations by its Urgent Issues Group with IFRIC
interpretations. Similarly, the Government and ASIC will need to further
consider measures to promote international cooperation in enforcing IASB
standards, having regard in particular to the harmonised enforcement regime
being developed by the EU. Even with a common set of accounting standards,
the comparability of financial statements could be impaired if standards are
subject to differing interpretations and markedly different enforcement
regimes.
The AASB has formed a close partnership with the IASB, aligning its work
program to the extent possible and standing ready to allocate resources to lead
or support projects on the IASB agenda. Recently, the AASB issued a number
of IASB exposure drafts in Australia for comment by Australian constituents. It
will be important for the business community and other stakeholders to
engage fully in commenting on these and future IASB exposure drafts.
The 2005 date will require a major transition by the AASB, the business
community, the accounting profession, and users of financial statements,
although the harmonisation program has made this transition more
manageable than it would otherwise have been.
Many of the details will be a matter for the AASB as the independent standard
setter. For example, judgements will need to be made about whether particular
IASB standards could be adopted in Australia prior to 2005, or whether the
adoption of some standards should be delayed until 2005 in view of their
newness and complexity. The AASB will also need to decide how to handle
non-conformities between existing AASB and IASB standards — particularly
where an Australian treatment is regarded as preferable to the IASB approach.
In such cases, the AASB would need to decide whether to seek changes in the
IASB standard prior to 2005.
The FRC and AASB have particular responsibilities for ensuring that a strategy
for adoption is developed and communicated to stakeholders at an early stage,
and that stakeholders are kept fully informed of progress. The accounting
bodies also have a key contribution to make through their programs of
professional development and their influence on accounting education.
The FRC has indicated that it will carefully consider any AASB requests for
additional resources to ensure it is ready for 2005.
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Over the years, Australia has influenced IASB standards more than might be
expected on the basis of our relative economic position, reflecting our strong
expertise in standard setting and the high profile adopted by our standard
setting bodies internationally. This contribution is expected to continue in the
period up to and beyond 2005 through the work of the AASB and through the
active involvement of Australians in senior positions within the IASB (at the
oversight, Board, Standards Advisory Council, Interpretations Committee and
staff levels).
3URSRVDO
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Australia will adopt accounting standards issued by the International
Accounting Standards Board (IASB) for reporting entities under the law for
accounting periods beginning on or after 1 January 2005, in line with the
European timetable.


The FRC and the AASB will consult stakeholders on the measures that they
regard as necessary between now and 2005 to ensure a smooth transition to
IASB standards.

385326(2)$&&2817,1*67$1'$5'6
As part of the CLERP 1 reforms, the objectives of accounting standard setting
were spelled out in section 224 of the ASIC Act. These are:






to facilitate the development of accounting standards that require the
provision of financial information that: allows users to make and evaluate
decisions about allocating scarce resources; assists directors to discharge
their obligations in relation to financial reporting; is relevant to assessing
performance, financial position, financing and investment; is relevant and
reliable; facilitates comparability; and is readily understandable;
to facilitate the Australian economy by: reducing the cost of capital;
enabling Australian entities to compete effectively overseas; and having
accounting standards that are clearly stated and easy to understand; and
to maintain investor confidence in the Australian economy (including its
capital markets).
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A provision was also included (section 228) to make it clear that accounting
standards should be interpreted by reference to these objectives and to the
purpose or object of the standard. This provision reinforces the
principles-based nature of Australian accounting standards by comparison
with the more prescriptive, ‘black letter’ approach applied in the United States.
Although US standards start from broad concepts, they are supported by
detailed rules of the Securities and Exchange Commission (SEC) and industry
interpretation. This detail can have the unintended effect of encouraging
aggressive accounting techniques aimed at circumventing the broad intent of
standards (an attitude of ‘where does it say I can’t do this?’).
For example, in the case of Enron, special purpose vehicles were used to avoid
the ownership tests in US accounting standards governing the consolidation of
entities into group accounts. By focusing on the economic substance, the
equivalent Australian test is less susceptible to circumvention than the US test.
The Australian standard uses a ‘capacity to control’ test which looks at
whether there is a capacity, whether direct or indirect, to control financial and
operating policies of the other entity.
Authorities in the United States have recently called for the development of
more principles-based standards and the SEC and Financial Accounting
Standards Board (FASB) are reviewing US standards with this in mind.
IASB standards, with which Australia has been harmonising for some years
and which will be adopted here from 2005, are also principles-based.
The Government is generally satisfied that the accounting standards that
currently apply in Australia, and that will apply in the future after
convergence with IASB standards, look to the economic substance rather than
the form of transactions.

3$57,&8/$5$&&2817,1*67$1'$5'6
In cases where financial reporting concerns have been raised, it is important to
distinguish between any identified weaknesses in accounting standards —
requiring action by the independent standard setter — and instances of
non-compliance with accounting standards or audit failure, which are a matter
for the corporate regulator and/or regulatory policy.
Australian accounting standards are acknowledged to be of high quality.
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%XVLQHVVFRQVROLGDWLRQV
The standard relating to the consolidation of special purpose entities includes a
control test that is substantially stronger than the equivalent US test. The
question of the appropriate accounting for special purpose vehicles, and the
broader question of off balance sheet financing, will be further considered by
the AASB as part of the IASB convergence project on business combinations.

,QVXUDQFHDFFRXQWLQJ
The question of insurance accounting, including accounting for reinsurance
contracts, has arisen in the context of the HIH collapse. The IASB has an active
project on accounting for insurance contracts which the AASB is monitoring
and participating in through other processes such as field-testing. The AASB
has made a submission to the HIH Royal Commission and will carefully
examine the outcome of the Royal Commission for issues of relevance to this
project.

)LQDQFLDOLQVWUXPHQWV
The question of the measurement and recognition of derivatives will be
considered by the AASB as part of an IASB convergence project relating to
Financial Instruments: Measurement and Recognition. The AASB recently
sought comments from Australian constituents on an IASB exposure draft of
this standard.

5HYHQXHUHFRJQLWLRQ
The IASB will soon be commencing a project on revenue recognition which the
AASB will monitor in accordance with its policy on harmonisation and
convergence with IASB standards.

$FFRXQWLQJIRUVWRFNRSWLRQV
This issue has received attention in the United States where the use of stock
options as a component of executive remuneration is more extensive than in
Australia. US accounting standards generally do not require the expense
recognition of stock options, resulting in significantly higher reported earnings
than would otherwise be the case.
Proponents of expensing argue that options are compensation with inherent
value and represent a cost to the company which is properly recognised as an
expense. They argue that expensing would provide better information to the
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market and reduce incentives for management to manage earnings to inflate
the share price.
Those who oppose expensing have argued that the market already has enough
information to be able to value the cost of stock options and factor it into the
share price. They also point to measurement difficulties and adverse effects of
expensing on small, high-tech companies which rely on options compensation
to minimise their start-up costs.
There appears to be strong support among users of financial statements in the
US and elsewhere for the expensing of employee stock options.
In Australia, sections 300 and 300A of the Corporations Act include
requirements for the disclosure of components of director and executive
remuneration, including stock options. The AASB currently has no standard
on stock options but is developing a disclosure standard, outlined below.
Section 300 of the Corporations Act requires that ‘details’ of the options
granted as part of the remuneration of directors and the five most highly
remunerated officers of a company be disclosed in the annual directors’ report.
Under section 300A, listed companies are also required to disclose ‘details of
the nature and amount’ of each element of emolument. ASIC has issued a
practice note indicating that it expects listed companies to disclose the value of
options as emoluments.
The Government has indicated that it will amend the Corporations Act to
make it clear that the value of stock options must be disclosed. In addition, the
AASB has included in a proposed accounting standard on Director, Executive
and Related Party Disclosures a requirement that disclosing entities disclose as
remuneration:




the value of equity-based compensation benefits based on the net fair value
of the equity instruments; a valuation methodology is also specified; and
information on the terms and conditions of grants of equity compensation
and other bonuses in the year of grant and in subsequent years until fully
vested; this includes the price at which options may be exercised and the
performance criteria that must be met in order for them to vest.

The AASB issued an exposure draft of this proposed standard on 31 May 2002
and has sought comments by 30 September 2002 with the aim of finalising a
standard by early 2003. The proposed AASB standard is a disclosure standard
only and would not require the expensing of stock options.
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The IASB does not currently have a standard on options generally. However, it
has on its agenda a high priority project, ‘Accounting for Share-Based
Payment’, which would require expensing of equity-based remuneration,
including stock options. The IASB’s aim is to develop a high quality
accounting standard that will provide a basis for international convergence of
standards in this area (few countries currently have standards on the topic).
The IASB has agreed in principle that share-based payment transactions
should be expensed in the financial statements at the fair value of the shares or
options issued, estimated at grant date. A valuation model would not be
prescribed but entities would be required to disclose the model used and the
inputs to it. The IASB aims to issue an exposure draft of this standard towards
the end of 2002.
In line with its policy of harmonisation and convergence of its standards with
IASB standards, the AASB intends to mirror this project and to issue the IASB
exposure draft in Australia on the same time-frame as the IASB’s due process.
The IASB could issue its final standard in late 2003. It would then be adopted
by the AASB.
In the meantime, the ASX’s Corporate Governance Council has urged listed
companies to voluntarily and fully disclose the existence and conditions of all
share and options schemes currently in operation, together with details of
performance hurdles.
A number of major Australian companies have reviewed their stock option
schemes in the light of market concerns about whether they are a transparent
and effective method of executive remuneration. Some have announced that
they will suspend or discontinue their schemes. The Government encourages
similar reviews by all companies which provide remuneration in this form.
3URSRVDO

([SHQVLQJVKDUHRSWLRQV

The IASB standard requiring expensing of share options will have the force of
law on adoption by the AASB, expected to be in the second half of 2003.

'LVFORVXUHULVNV
In relation to risks surrounding the amounts disclosed in financial statements,
the IASB has proposed in its initial improvements project that financial reports
should include the following additional disclosures:
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'An entity shall disclose, in the summary of significant accounting
policies and/or other notes, the judgements made by management in
applying the accounting policies that have the most significant effect on
the amounts of items recognised in the financial statements.
An entity shall disclose in the notes information regarding key
assumptions about the future, and other sources of measurement
uncertainty, that have a significant risk of causing a material adjustment
to the carrying amounts of assets and liabilities within the next financial
year. In respect of those assets and liabilities, the notes shall include
details of:


their nature; and



their carrying amount as at the balance sheet date.'

The AASB will monitor the responses to the IASB exposure draft and IASB
deliberations on this issue. Under the convergence objective, Australia would
adopt the final form of this provision in 2005 at the latest.
The Government encourages the AASB to continue to work in close
cooperation with the IASB to address any gaps or deficiencies in the body of
accounting standards that apply in Australia — in particular, any that
potentially give rise to systemic risk or industry vulnerability.

5(48,5(0(17)25$&&2817672%(758($1')$,5
Under section 297 of the Corporations Act, annual financial statements and
notes must give a true and fair view of the financial position and performance
of an entity and, where consolidation is required, the consolidated entity.
The Corporations Act also notes that this section does not affect the obligation
under section 296 for a financial report to comply with accounting standards. If
the financial statements and notes prepared in accordance with accounting
standards would not give a true and fair view, additional information must be
included in the notes to the financial statements under subsection 295(3)(c) of
the Act. This subsection states that the notes to the financial statements are:
disclosures required by the regulations; notes required by the accounting
standards; and any other information necessary to give a true and fair view.
Equivalent provisions of the Corporations Act apply to half-year financial
reports (subsection 303(3)(c) and sections 304 and 305).
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The so-called ‘true and fair override’ was removed from the Corporations Act
in 1991. This provision effectively allowed entities to depart from accounting
standards by forming a subjective view that complying with standards would
not result in a true and fair view of their financial position.
Such cases may have reflected the unusual circumstances of a particular
company which were not adequately dealt with by a standard, or deficiencies
in standards that promoted the form of transactions over their substance.
However, in other cases, departures from accounting standards involved
attempts to conceal relevant information from the market. The subjective
nature of these judgements gave rise to inconsistent and non-comparable
results as well as difficulties from an enforcement viewpoint.
In response, the provision was amended to require financial reports that
include:




financial statements and notes that comply with accounting standards; and
additional information in the notes to ensure a true and fair view where
compliance with accounting standards would not do so.

This approach preserves the requirement to comply with accounting
standards — to ensure consistency and comparability of financial information
and for enforcement purposes — while at the same time requiring a true and
fair view. In most cases, compliance with accounting standards is likely to lead
to a true and fair view.
It is nevertheless important that deficiencies in accounting standards not lead
to an unintended requirement that entities report the form over the substance
of a transaction — and hence, to a less than true and fair view that would need
to be corrected in the notes to the financial statements. If this were to occur, the
appropriate response would be an amendment of the accounting standard.
The accounting standards issued by the IASB are rigorous, principles-based,
and reflect a broader trend towards the application of fair value accounting.
Australia will continue after 2005 to have input to the formulation of these
standards. It is important that this input rigorously address any form over
substance issue that might otherwise result in a gap between the requirements
of accounting standards and the obligation to present a true and fair view.
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3URSRVDO 5HTXLUHPHQWIRUDFFRXQWVWREHWUXHDQGIDLU
The legal requirement that financial statements comply with accounting
standards and that the financial statements and notes together present a true
and fair view of an entity’s financial position and performance will be
maintained.
If any deficiencies in accounting standards have a general, unintended result
that compliance with the standard would not result in a true and fair view,
the appropriate response would be reform of the standard.

3DJH
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Analysts promote the operation of informed and efficient markets by
collecting and analysing information about companies and financial products.
The research prepared by analysts helps to filter the wide range of information
available to investors about product issuers and investments.
Developments in the global financial services industry have given rise to
conglomerate firms, which may achieve cost efficiencies by providing a full
range of services and using employees in different capacities across the firm.
As a consequence, analysts may participate in, and make a valuable
contribution to, the provision of services other than research. However, this
may create conflicts of interest that undermine the independence of analysts.
Investor confidence may be eroded if they perceive a lack of objective research,
and they may be reluctant to participate and invest in markets.
Firms have responded to these pressures by developing policies and
procedures for managing potential conflicts of interest, such as by putting in
place Chinese walls between research and other areas of the firm. However,
the efficacy of existing mechanisms has been questioned, particularly in the
United States (US). In April 2002, the US Securities and Exchange Commission
(SEC) launched a national inquiry into market practices concerning analysts
and the conflicts of interest that can arise between research and investment
banking. In May 2002, following a similar investigation, the New York State
Attorney-General announced a settlement whereby Merrill Lynch agreed to
pay a US$100 million penalty, issue a statement of contrition and adopt a
range of internal reforms in exchange for avoiding criminal liability and a
forced separation of its research and investment banking areas. The SEC also
approved comprehensive changes to the rules of the National Association of
Securities Dealers and the New York Stock Exchange (NASD/NYSE rules) in
May 2002, which prohibit certain research practices and strengthen disclosure
obligations for analysts and firms.
In Australia, there has not been the same level of problem or concern in
relation to conflicts of interest and research practices. Nonetheless, it is timely
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to consider the Australian regulatory framework with a view to identifying a
range of possible options for consultation. Consideration is given to key policy
objectives and the options available to the Government, regulators and
industry participants to achieve those objectives. The objectives include
market integrity, greater transparency to investors about conflicts of interest so
that they can be considered in evaluating the objectivity of research, and for
firms to manage conflicts of interest effectively so that investors will have
confidence in research.

6285&(62)&21)/,&762),17(5(67
The way analysts are compensated for the services they provide can create
pressure on their independence and objectivity. A research analyst's salary or
bonus might be linked to the profitability of other corporate and trading
services, such as investment banking services. This might give the analyst an
incentive to provide positive research reports and recommendations, which
may foster the client company's continued relationship with the analyst's firm
and increase the analyst's compensation. Alternatively, an analyst's
compensation might be linked to the profitability of the firm as a whole. A
conflict of interest might arise if positive research tends to generate more
business for the firm, for example if it results in more trading of the financial
products covered in an analyst's report and hence more revenue from
brokerage services.
Relationships between product issuers and firms that employ research
analysts can potentially affect the integrity of research. For example, a firm
that is underwriting a company's initial public offering of securities has a
financial interest in its success, which might create pressure for analysts to
recommend that investors buy the client company's securities. An analyst's
research might also be influenced by the firm's desire to retain existing clients
by not issuing unfavourable research, and attract new clients through
favourable analyst coverage. Further, a firm might have a significant share
holding in a company, which might create pressure for analysts to issue buy
ratings for the company's securities. Analysts might also be influenced by an
association with the product issuer, such as share ownership in the company
and might profit if favourable research causes those shares to rise in value.
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&855(175(*8/$725<)5$0(:25.
The current regulatory framework is contained in Chapter 7 of the
Corporations Act, as amended by the Financial Services Reform Act 2001 (FSR
Act). For analysts, the new regime is similar to the previous regime under the
Corporations Law, but with added protections for retail investors. There is a
single licensing regime for all financial service providers and a harmonised
disclosure regime for the provision of financial services and advice. The FSR
Act contains obligations to disclose certain conflicts of interest where financial
services are provided to retail clients through a Financial Services Guide. In
the event of a failure to disclose these matters, the new regime no longer
provides that it is a defence if Chinese wall arrangements were in place. More
generally, the FSR Act introduces additional disclosure protections where
retail investors are provided with personal advice through a Statement of
Advice, which includes enhanced disclosure of certain conflicts of interest.

)25&('6(3$5$7,21
The current regulatory framework does not prohibit research and other
financial activities being provided by the same firm. An option for reform that
has been suggested in response to concerns in the United States is to require a
complete separation of research activities from other areas. This would be
intended to remedy the problem of analysts being involved in, or aware of,
other financial activities within the same firm, which could create conflicts of
interest that diminish the integrity of their research. The potential benefits of
this proposal include close to complete analyst independence. A forced
separation of analysts from other financial activities within the same firm
would ensure almost no conflicts of interest in relation to research. As a result,
investors could be confident that research is objective and impartial.
However, a forced separation of analysts would impose large efficiency costs
on conglomerate firms. Multi-service firms would be required to incur the
costs of restructuring their business to ensure complete separation of research
analysts from other financial service areas, and any economies of scale or
scope from analysts working with other areas of the firm would be lost.
A forced separation could also raise the cost of research for investors. Research
is often cross-subsidised by other financial services, such as brokerage
commissions and investment banking services, which allows research to be
provided free-of-charge to investors. If firms were prohibited from using
analysts in other areas of their business, they may not be able to fully recover
the costs of research and may reduce the amount of research available.
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Similarly, the quality of research may be diminished if analysts lose access to
companies that are clients of their firms.
In view of these factors, the Government does not support complete separation
of research from other financial activities. It considers options that will
promote objective research through more effective management of potential
conflicts of interest are more appropriate. Where potential conflicts of interest
do exist there should be transparent disclosure so that investors are in a
position to consider and assess their impact before making investment
decisions.

/,&(16,1*
Firms that offer research and other financial services are generally subject to
the licensing provisions of Chapter 7, which require persons in the business of
providing financial services to hold an Australian Financial Services Licence
(AFSL). Financial services include financial product advice, which covers
research that contains recommendations or statements of opinion about
financial products that are intended to influence persons making decisions in
relation to those products.

*HQHUDOREOLJDWLRQV
Financial services licensees are responsible for meeting a number of general
obligations relevant to the integrity of the financial services that they provide.
These include an obligation to do all things necessary to ensure that the
financial services covered by their AFSL are provided ‘efficiently, honestly and
fairly’.
As part of this general duty, financial services licensees would be expected to
ensure that conflicts of interest are disclosed adequately and managed
effectively. This would include implementing and monitoring robust and
efficient policies and procedures for managing potential conflicts of interest,
ensuring that analysts provide honest and objective assessments of investment
opportunities, and the fair treatment of all investors through full and
transparent disclosure of relevant conflicts of interest. Financial services
licensees should also disclose any financial interest that they or a related party
have in the subject of their advice or recommendation.
Another approach would be for the legislation to prescribe rules for the
management and disclosure of relevant conflicts of interest. For example, by

3DJH

3DUW$QDO\VWLQGHSHQGHQFHDQGWKHUHJXODWLRQRIJHQHUDODGYLFH

amending Part 7.8 of the Corporations Act or imposing conditions on AFSLs.
The potential benefits of prescribing rules in legislation include greater clarity
and certainty for licensees about how they should manage and disclose
relevant conflicts of interest and a more consistent standard across the
industry.
However, legislative rules would be likely to impose higher compliance costs
on industry than a general obligation for licensees to ensure financial services
are provided ‘efficiently, honestly and fairly’. Under a general obligation,
licensees would continue to have primary responsibility for determining the
processes and procedures necessary to ensure compliance with their
obligations. In contrast, prescribing rules in legislation for the conduct of
licensees would reduce the flexibility for individual licensees to determine
whether their existing policies for managing and disclosing relevant conflicts
of interest are sufficient to meet their legal obligations, and to adopt those
measures best suited to their business.

$GPLQLVWUDWLRQDQGHQIRUFHPHQWRIJHQHUDOREOLJDWLRQV
The Corporations Act is administered and enforced by the Australian
Securities and Investments Commission (ASIC). In granting an AFSL, ASIC
will consider an applicant's likely compliance with all of the general
obligations of a licensee. Similarly, ASIC has power to suspend or cancel an
AFSL if it has reason to believe that a licensee has not complied with its
obligations. ASIC's role also includes providing guidance, monitoring
compliance and, where necessary, taking appropriate enforcement action.
ASIC could provide guidance by policy statement on the level and manner of
disclosure required under the general duty to act ‘efficiently, honestly and
fairly’. This would supplement the general guidance that ASIC has provided
already on the obligations of financial services licensees.
Policy guidance developed by ASIC, in consultation with relevant
stakeholders, could provide several benefits. This includes greater clarity for
licensees about the relationship between the duty to ensure financial services
are provided ‘efficiently, honestly and fairly’ and the effective disclosure of
material conflicts of interest. Policy guidance could also provide more
certainty about how ASIC considers licensees can meet this obligation,
including greater public awareness and an impetus for licensees to review and
strengthen existing policies for disclosing relevant conflicts of interest.
ASIC's existing policy statement about the general obligations of licensees
does not seek to provide comprehensive guidance on the measures necessary
to ensure compliance with those obligations. This recognises that the licensing
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regime is designed to work in a flexible way, and that the compliance
measures an individual licensee needs to adopt would be likely to depend on
the nature, scale and complexity of their business. A similar approach in this
area would be likely to minimise the impact of any additional compliance
costs on industry.

,QGXVWU\JXLGDQFH
There are a wide range of industry guidance options available to industry,
such as industry standards or codes of conduct. Industry guidance can range
from setting out general statements of principle about how an industry or
business will operate, to listing rules against specific business practices. It can
contain minimum standards or standards aimed at best practice.
In November 2001, the Securities Institute of Australia (SIA) and the Securities
and Derivatives Industry Association (SDIA) released Best Practice Guidelines
for Research Integrity (SIA/SDIA Guidelines). The Guidelines are an
industry-based initiative designed to assist analysts and firms to manage
potential conflicts of interest that might affect the integrity of research.
However, the Guidelines are not as comprehensive as the NASD/NYSE rules.
Industry guidance may provide a more flexible and adaptable framework for
dealing with emerging issues than direct government intervention. It would
raise industry awareness of the issue of analyst independence and promote a
better understanding by firms of how to manage conflicts of interest
effectively. Industry guidance would be based upon industry expertise and
support for improved industry practices.
However, the benefits of industry guidance, in terms of enhanced investor
protection, depend upon the form and nature of the initiatives adopted by
industry:


whether they are binding and enforceable against industry participants
through contractual obligations;



are reinforced by measures to monitor compliance;



provide remedies and sanctions for breach; and



are reviewed regularly to ensure their continued effectiveness.

These factors also have implications for compliance costs associated with
industry guidance. As compliance costs would be passed on to consumers
through higher prices for financial services, they should be the minimum
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necessary to ensure conflicts of interest are managed effectively. Industry
guidance should not hinder competition among industry participants, such as
by creating entry barriers. The Government encourages effective industry
guidance as a means of assisting firms and analysts to manage conflicts of
interest effectively.
3URSRVDO *HQHUDOREOLJDWLRQ

There is a general duty on financial services licensees to ensure that financial
services are provided 'efficiently, honestly and fairly'. Licensees should
disclose any financial interest that they or a related party have in the subject
of their advice or recommendation.

3URSRVDO )XUWKHUJXLGDQFH

The Australian Securities and Investments Commission (ASIC) will be asked
to provide guidance by policy statement on the level and manner of
disclosure required under this general duty, following consultations with
relevant stakeholders.

0LVFRQGXFWDQGJHQHUDOREOLJDWLRQV
The Corporations Act prohibits certain kinds of conduct in relation to financial
services, products and markets. The misconduct provisions reinforce the
general obligations on licensees by providing civil liability, civil penalties and
criminal consequences for conduct that offends the principles of market
integrity and investor protection. A wide range of the misconduct provisions
are potentially relevant to the provision of research services, such as the
prohibitions against conduct that is misleading and deceptive, unconscionable
or dishonest. An issue is whether the legislation should prohibit particular
practices in relation to the provision of research services, or whether the
existing prohibitions are sufficient for this purpose.
For example, the NASD/NYSE rules contain particular restrictions on personal
trading by analysts, whereas the Corporations Act contains a general
prohibition against insiders disclosing or trading on the basis of price sensitive
information not generally available to the market. Similarly, the
Corporations Act does not contain general prohibitions with respect to the
remuneration arrangements for financial service providers but contains
obligations to disclose remuneration, commissions and other benefits to alert
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retail investors to conflicts of interest arising from these matters. In contrast,
the NASD/NYSE rules contain rules that a firm must not tie an analyst's
compensation to specific investment banking transactions. However, subject to
appropriate disclosure, it is permissible for firms to compensate analysts based
on overall performance, including services provided to the investment
banking department.
An option for consultation would be for industry guidance to specify certain
research practices that should not be engaged in by firms and analysts. For
example, the SIA/SDIA Guidelines provide that, as a matter of best practice,
analysts should not trade against their recommendations. Industry guidance in
this area might provide a more targeted means of identifying particular
research practices than general prohibitions under the Corporations Act.
The potential risks of industry guidance include a lack of enforceability and
sanctions for non-compliance. Persons engaging in misconduct that has
serious consequences for investors and the market as a whole would be
expected to be exposed to criminal and civil sanctions for breaching the
Corporations Act. However, the flexible nature of industry guidance suggests
that a wide range of enforcement mechanisms are possible depending upon
the nature and severity of the misconduct. This could range from adverse
publicity to disciplinary measures by industry bodies.
The Government considers that the misconduct provisions of the
Corporations Act are sufficient to protect investors against conduct that
undermines market integrity. It considers that it is not necessary for the
legislation to include additional prohibitions in relation to specific research
practices. However, the Government encourages effective industry guidance
on research practices that might constitute misconduct. While industry
guidance is the responsibility of industry, consultation with regulators,
consumers and the Government would help to ensure that public policy goals
and community expectations are addressed adequately.

',6&/2685(
Market failure can result if investors do not have access to adequate
information about conflicts of interest capable of influencing the integrity of
research. If investors are not aware of potential conflicts of interest they will
not be in a position to assess and compare the objectivity of research available
to them. As a result, they will not be in a position to decide how much weight
to give research recommendations in making investment decisions. The
purpose of disclosure obligations is to correct market failures caused by
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incomplete or asymmetric information and ensure that investors receive the
information they would reasonably require to make informed investment
decisions.
Chapter 7 imposes disclosure obligations on financial services licensees and
their authorised representatives ('providing entities') in relation to the
provision of financial services and advice to retail clients. The relevant
disclosure documents are a Financial Services Guide (FSG) and a Statement of
Advice (SoA). The obligation to provide an FSG applies to financial services in
general, whereas the obligation to provide an SoA is an additional disclosure
obligation that only applies if the financial service is personal advice.
Providing entities are obliged to disclose certain types of information about
conflicts of interest in both FSGs and SoAs. Conflicts of interest are also
relevant to whether a providing entity can call themselves independent. As
discussed below, the obligations in relation to conflicts of interest differ in
these three situations.

)LQDQFLDO6HUYLFHV*XLGH )6*
Providing entities that provide financial services to retail clients are generally
obliged to give those clients an FSG as a 'one off' up front disclosure
requirement before the financial services are provided. The purpose of an FSG
is to ensure that retail clients receive sufficient information to make an
informed decision about whether to acquire financial services from the
providing entity. In relation to possible conflicts of interest, this includes
information about the receipt of remuneration and other benefits; as well as
information about associations and relationships with product issuers that
might influence the provision of those services. However, these disclosure
obligations do not extend to a wider range of potential conflicts of interest and
in some ways are narrower than the disclosure obligations for SoAs.
Further, the provision of research services may not require an FSG because
there is an exemption for general advice provided in a public forum. Research
is usually general advice because the opinions and recommendations it
contains do not involve consideration of the objectives, financial situation and
needs of the particular person to whom it is provided. However, this
exemption does not affect the obligation for providing entities to disclose
conflicts of interest. If this exemption applies, retail clients must still be given
information about conflicts of interest that would otherwise be included in an
FSG.
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6WDWHPHQWRI$GYLFH 6R$
Providing entities that provide personal advice to retail clients are generally
obliged to give those clients an SoA, in addition to an FSG. An SoA can be how
the personal advice is provided to the retail client or a separate record of that
advice. An SoA ensures that retail clients receive sufficient information to
make an informed decision about whether to act on the personal advice
received from the providing entity. This includes information about certain
types of conflicts of interest that might influence the provision of the personal
advice.
However, there is no equivalent of an SoA for general advice. Research is
usually general advice because it does not involve consideration of the
objectives, financial situation or needs of the particular person to whom it is
provided. As a result, retail investors do not receive any disclosures in
addition to an FSG about potential conflicts of interest in relation to research
or other general advice. In particular, they do not receive the benefit of the
disclosure obligations for personal advice, which oblige providing entities to
disclose a wider range of potential conflicts of interest.

7HUPLQRORJ\UHVWULFWLRQV
The use of the words 'independent', 'impartial' or 'unbiased' is restricted in
relation to the provision of financial services. It is generally an offence for
financial service providers to use these words unless:






the financial service provider and certain other persons do not receive
certain commissions, remuneration or other gifts or benefits;
they operate free from any direct or indirect restrictions relating to the
financial products in respect of which they provide financial services, and
they operate without any conflicts of interest that might arise from their
associations or relationships with product issuers and might reasonably be
expected to influence them in providing the financial services.

2WKHUSRVVLEOHUHIRUPV
Given these different obligations in relation to conflicts of interest, two
additional options for reform that could be pursued are:


bringing the obligations for general advice in line with those for personal
advice; and
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extending the range of conflicts of interest that are relevant.

These options are discussed in detail below. The Government seeks views on
whether all or any of these options should be pursued further.

%ULQJJHQHUDODGYLFHREOLJDWLRQVLQOLQHZLWKSHUVRQDODGYLFH
REOLJDWLRQV
,QIRUPDWLRQDERXWUHPXQHUDWLRQFRPPLVVLRQVDQGEHQHILWV
An FSG must include information about remuneration, commissions or other
benefits that are in respect of, or attributable to, the provision of the financial
services. The purpose of this disclosure obligation is to ensure that retail
clients are in a position to understand how they will be paying for the financial
service offered to them. However, this purpose is less relevant to research
services as brokerage firms often allow retail investors to access research
free-of-charge. In contrast, an SoA must include information about any
remuneration, commissions or other benefits that 'might reasonably be
expected to be or have been capable of influencing the providing entity' in
providing the personal advice. This recognises that remuneration,
commissions and other benefits are a potential source of conflicts of interest
and ensures that retail investors are alerted to them. The terminology
restrictions also refer to 'other gifts'.
,QIRUPDWLRQDERXWDVVRFLDWLRQVDQGUHODWLRQVKLSV
Providing entities are obliged to disclose in FSGs information about certain
associations or relationships that 'might reasonably be expected to be capable
of influencing the providing entity in providing any of the authorised
services'. The disclosure obligation for SoAs is broader because it extends to
associations or relationships expected 'to be or have been' capable of
influencing the providing entity. This ensures that retail clients are alerted to
potential conflicts of interest arising from this source.
,QIRUPDWLRQDERXWRWKHULQWHUHVWV
Providing entities are also obliged to disclose in an SoA information about any
other interests of certain persons that 'might reasonably be expected to be or
have been capable of influencing the providing entity in providing the advice'.
However, there is no obligation to disclose other interests in FSGs. As a result,
retail investors do not receive the benefit of the disclosure of this source of
potential conflicts of interest for financial services, other than personal advice.
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%DVLVIRUSHUVRQDODGYLFHDQGJHQHUDODGYLFHZDUQLQJV
An SoA must include information and any required warnings about the basis
for personal advice. This is linked to the obligation to have a reasonable basis
for personal advice, which requires providing entities to make reasonable
inquiries to determine the relevant personal circumstances of the retail client,
and to consider and investigate the appropriateness of the advice for that
client. Providing entities must warn retail clients if the personal advice could
be based on incomplete or inaccurate information relating to the client's
relevant personal circumstances, and that the client should consider the
appropriateness of the advice before acting on it. The legislation could also
oblige financial services licensees and their authorised representatives to have
a reasonable factual basis for general advice, disclose information about that
basis to retail clients, and warn retail clients if general advice could be based
on any incomplete or inaccurate information.
Providing entities are also obliged to warn retail clients to consider the
appropriateness of the general advice to their situation before acting on it, as it
has been prepared without taking account of their objectives, financial
situation or needs. It is an offence to fail to comply with this obligation.
However, there is no obligation to warn retail clients that they should consider
information about potential conflicts of interest before acting on general
advice. The legislation could oblige financial services licensees and their
authorised representatives to warn retail clients that they should, before acting
on general advice, consider information about any potential influences on that
advice, and to direct retail clients to the source of that information, for
example, the appropriate page number in a research report.
This would foster greater consumer awareness of the need to consider
potential conflicts of interest before acting on general advice, such as an
analyst's recommendation to buy, sell or hold securities in a particular
company. It would also encourage retail investors to consider potential
conflicts of interest when they consider the overall appropriateness of general
advice to their particular situation and financial circumstances. Retail investors
would also benefit from more transparent and prominent disclosure of where
to find information about potential influences on general advice.
The extra warning would be largely generic and could accompany the
warnings that providing entities already provide, so that compliance costs
associated with this option would be relatively low.
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([WHQGWKHUDQJHRIFRQIOLFWVRILQWHUHVW
,QIRUPDWLRQDERXWFHUWDLQSHUVRQV
Providing entities are only obliged to disclose information about the
remuneration, commissions or other benefits to be received by certain persons,
associations or relationships between certain persons and the issuers of any
financial products, and other interests of certain persons. Similarly, the
restrictions on the use of terminology are linked to certain persons.
These obligations could be extended to capture a wider range of persons in
both FSGs and SoAs. For example, some reforms adopted overseas include
disclosure of information about associations between product issuers and
members of an analyst's household or immediate family.
The legislation or the regulations could also provide more detail about the
obligation to disclose these matters. For example, by indicating that
remuneration based on the volume of business placed with product issuers
should be disclosed, or in relation to the presentation or prominence of this
information.
2EOLJDWLRQWRGLVFORVH &RQIOLFWVRI,QWHUHVW LQ)6*VDQG6R$V
An issue is whether the disclosure obligations for FSGs and SoAs are wide
enough to capture the full range of potential conflicts of interest. At present,
providing entities are only obliged to disclose information about certain types
of conflicts of interest; however, the sources of potential influence on financial
services are not limited to these matters.
Providing entities could be obliged to disclose information about 'conflicts of
interest' in FSGs and SoAs. The same test could apply to FSGs and SoAs. For
example, providing entities could be obliged to disclose conflicts of interest
that 'might reasonably be expected to be or have been capable of influencing
the providing entity'. This would ensure a consistent obligation for financial
services licensees and their authorised representatives to disclose conflicts of
interest that might influence them, to enable retail investors to consider and
assess potential influences on financial services and advice before making
investment decisions.
There would be compliance costs associated with providing entities meeting a
wider obligation to disclose 'conflicts of interest'. However, providing entities
would only need to disclose conflicts of interest that might reasonably be
expected to influence them, and the information that retail clients would
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reasonably require to make informed investment decisions. This would help to
minimise the compliance costs for providing entities.
A related concern is that a general obligation to disclose 'conflicts of interest'
could create uncertainty for providing entities. This could be largely resolved
by defining 'conflicts of interest' to include the types of conflicts of interest that
providing entities are already obliged to disclose, such as conflicts of interest
arising from remuneration, commissions, benefits, gifts, associations and
relationships with product issuers, and other interests. This would provide
guidance to providing entities about the types of conflicts of interest that
should be disclosed, while emphasising that the sources of potential influence
are not limited to these matters.
The NASD/NYSE rules prescribe a wide range of specific conflicts of interest
that should be disclosed, such as if a firm has a shareholding in a
recommended company or if the company is a past, present or possible future
client of the firm. In contrast, a general obligation to disclose conflicts of
interest would avoid the need to anticipate and prescribe those matters that
might constitute a potential influence on financial services or advice. This
would ensure that the disclosure regime is sufficiently flexible to
accommodate future possible conflicts of interest.
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,1752'8&7,21
Disclosure is fundamental to market integrity and investor protection.
Continuous disclosure is an important component of the current Australian
disclosure framework. It aims to ensure that investors have timely and equal
access to materially price sensitive information in relation to securities traded
on secondary markets.
Australia's current continuous disclosure regime is fundamentally sound.
This review seeks to propose measures to further enhance its effectiveness.

5$7,21$/()25&217,18286',6&/2685(
The primary rationale for continuous disclosure is to enhance confident and
informed participation by investors in secondary securities markets. This can
be expected to enhance the depth, liquidity and efficiency of these markets.
Continuous disclosure of materially price sensitive information should ensure
that the price of securities reflects their underlying economic value. It should
also reduce the volatility of securities prices, since investors will have access to
more information about a disclosing entity's performance and prospects and
this information can be more rapidly factored into the price of the entity's
securities.
An effective continuous disclosure regime should also minimise the potential
for insider trading and other forms of market abuse that may arise as a result
of entities withholding or selectively disclosing materially price sensitive
information.
The existence of a mandatory continuous disclosure regime recognises that
entities will not always have incentives to voluntarily disclose price sensitive
information to investors. This is most relevant in relation to information that
may have adverse implications for the price of an entity's securities.
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35,1&,3/(62)&217,18286',6&/2685(
An effective continuous disclosure regime has seven characteristics.

$SURSHUO\LQIRUPHGPDUNHW
Entities should release sufficient information to enable investors to make
accurate judgements about the price of their securities (although investors may
arrive at different judgements on the basis of this information).
Entities should not release information that is false or misleading. They should
also respond to externally generated rumours and speculation when required
to do so by the relevant market operator in circumstances where it is apparent
to the market operator that these are significantly influencing the market for an
entity's securities. However, entities should not be subject to a general
requirement to release information to investors in response to external
rumours.

7LPHO\UHOHDVHRILQIRUPDWLRQ
Entities should generally disclose materially price sensitive information to the
market as soon as it becomes known to them (except where disclosure can be
legitimately withheld). Entities should also promptly disclose information
when it becomes apparent that disclosure can no longer legitimately be
withheld (for example because it is no longer confidential). Finally, entities
should promptly respond to external rumours when required to do so by the
relevant market operator.

(TXDODFFHVVWRLQIRUPDWLRQ
Price sensitive information should be made available to all investors on an
equal basis so that certain investors are not disadvantaged in comparison with
others. The absence of selective disclosure is fundamental to market integrity.
Selective disclosure also creates the potential for insider trading, where
investors trade on the basis of materially price sensitive information that is not
generally available. Selective disclosure and insider trading have the potential
to reduce confident participation in financial markets, with adverse
implications for their depth and liquidity (and hence the efficient operation of
the price mechanism).
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3UHPDWXUHUHOHDVH
The continuous disclosure regime should strike an appropriate balance
between encouraging the timely disclosure to investors of materially price
sensitive information and preventing the premature disclosure of such
information where this is likely to result in the emergence of a false market.
Entities should be allowed to withhold materially price sensitive information
where disclosure would be likely to create a false market for their securities.
An entity should not create an environment of speculation and price volatility
through frequent conflicting announcements about incomplete or indefinite
matters.

&RPPHUFLDOLQWHUHVWV
The continuous disclosure regime should also strike an appropriate balance
between requiring the timely disclosure of materially price sensitive
information and safeguarding the commercial interests of disclosing entities.
The regime should not unduly prejudice an entity's commercial operations by
requiring the release of trade secrets or the disclosure of sensitive negotiations.
It should permit materially price sensitive information to be withheld from
investors where this is clearly necessary to safeguard an entity's commercial
interests. However, this should only apply where confidentiality has been
maintained in relation to these matters.

&RQILGHQWLDOLW\RILQIRUPDWLRQZLWKKHOGIURPGLVFORVXUH
Materially price sensitive information that is withheld from investors must be
kept confidential. While an entity may disseminate information to its advisers
and commercial partners, these persons should not trade in the securities of the
entity while in possession of information that is not generally available to
investors. Where information becomes widely available as a result of a breach
of confidence, it should be disclosed to investors on a timely and equal basis.
An entity should be required to disclose materially price sensitive information
that could otherwise be legitimately withheld from investors if this
information is the subject of externally generated rumours that are sufficiently
specific that the information can no longer be regarded as confidential in
relation to the market. This could apply even where the information relates to
a matter that is indefinite or uncertain. In these circumstances, some form of
disclosure is likely to reduce rather than increase the potential for a false
market in an entity's securities.
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(QIRUFHPHQWDQGUHPHGLHV
The continuous disclosure regime should be supported by effective
enforcement provisions and remedies. Entities should receive clear and
consistent guidance in relation to their obligation to disclose materially price
sensitive information. The regime should include a range of penalties that can
be tailored to different circumstances. Penalty provisions should also strike an
appropriate balance between the need for a credible deterrent against
contraventions of the regime and the need to maintain appropriate procedural
safeguards. There should be effective mechanisms for remedying inadequate
disclosure. Finally, there should be adequate mechanisms through which
persons who have suffered loss or damage as a result of inadequate disclosure
can seek to recover the amount of these losses or damages.

7+(&855(175(*8/$725<)5$0(:25.
The current regulatory framework is contained in the listing rules of the three
prescribed financial markets (ASX, BSX and NSX) and the Corporations Act.
The ASX is the most significant of the three prescribed financial markets, with
responsibility for well over 99 per cent of listed disclosing entities. There are
around 1,400 entities whose securities are listed on ASX (although a number of
these are foreign exempt entities). By contrast four issuers have securities listed
on NSX while BSX currently has one listing.
ASX Listing Rule 3.1 requires listed entities to immediately disclose materially
price sensitive information to ASX so that it can be disseminated to investors. It
also contains a 'carve-out' that allows information to be withheld from
immediate disclosure if it satisfies one or more of the following five criteria.


It would be a breach of the law to disclose the information.



The information concerns an incomplete proposal or negotiation.







The information comprises matters of supposition or is insufficiently
definite to warrant disclosure.
The information is generated for internal management purposes of the
entity.
The information is a trade secret.
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Information may only be withheld if it remains confidential and a reasonable
person would not expect it to be disclosed.
In addition to complying with Listing Rule 3.1, ASX listed entities are also
required to make ongoing disclosures in relation to a list of events set out in
the remainder of Chapter 3 of the ASX Listing Rules.
The BSX and NSX listing rules contain continuous disclosure provisions that
are based on the current ASX Listing Rule 3.1.
On 19 July 2002, ASX released draft amendments to Listing Rule 3.1 (which
include moving the 'carve-out' into a new Listing Rule 3.1A). The proposed
amendments are intended to enable ASX to determine that materially price
sensitive information being withheld from disclosure by a listed entity is no
longer confidential and must immediately be disclosed to ASX (as it no longer
falls within the 'carve-out'). They would also narrow the scope of the
'carve-out' by requiring listed entities to release sufficient information to
remedy a false market for their securities when required to do so by ASX.
Under ASX's proposal, materially price sensitive information would only be
able to be withheld from disclosure if this did not cause a listed entity to
breach its duty to avoid a false market for its securities (in addition to the need
to satisfy the three other limbs of the 'carve-out').
The Corporations Act provides statutory backing to the continuous disclosure
requirements of the listing rules of the three prescribed financial markets. A
contravention of the relevant listing rule is also a contravention of
subsection 674(2) of the Corporations Act (provided the contravention relates
to information that is not generally available and, if it were generally available,
a reasonable person would expect the information to have a material effect on
the price or value of an entity's securities). A contravention of subsection 674(2)
of the Corporations Act may give rise to criminal liability if the mental
elements attributed to the subsection by the Criminal Code (intent and, in
some cases, recklessness) are proved. subsection 674(2) is also a financial
services civil penalty provision. This means that a breach may give rise to a
declaration of contravention and, if it causes loss or is serious, a financial
penalty of up to $200,000. The Corporations Act also enables the courts to grant
a wide range of other orders in relation to contraventions of subsection 674(2),
including injunctive orders and orders for compensation.
These provisions were introduced by the Corporate Law Reform Act 1994 (the
Corporate Law Reform Act). They were based on the conclusions of a 1991
report by CASAC, which recommended the establishment of an enhanced
statutory disclosure system. Prior to the commencement of these legislative
amendments, Australia's continuous disclosure regime was contained
exclusively in the ASX Listing Rules. These operate as a contract between a
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listed entity and the ASX, but may be enforced by the courts under the
Corporations Act.
In addition to providing statutory backing to the continuous disclosure
requirements of the ASX Listing Rules (and subsequently those of BSX and
NSX), the Corporate Law Reform Act also imposed continuous disclosure
requirements on unlisted disclosing entities.
Subsection 675(2) of the Corporations Act requires unlisted disclosing entities
to disclose materially price sensitive information to ASIC as soon as reasonably
practicable (unless this information would be required to be incorporated into
a supplementary or replacement disclosure document). The statutory
framework of enforcement provisions and remedies that applies in relation to
contraventions of subsection 674(2) of the Corporations Act also applies in
relation to contraventions of subsection 675(2).
Finally, the Corporate Law Reform Act imposed more frequent periodic
disclosure obligations on both listed and unlisted disclosing entities in the
form of a requirement to prepare and lodge audited financial reports and
directors' reports on a six-monthly basis rather than a yearly basis.
The legislative framework that was introduced in 1994 underwent significant
amendments with the commencement of the FSR Act on 11 March 2002.






The provisions were re-drafted and relocated from Part 7.11 to a new
Chapter 6CA of the Corporations Act.
A 'carve-out' based on ASX Listing Rule 3.1 was introduced into the
continuous disclosure requirements governing unlisted disclosing entities.
This is contained in Regulation 6CA.1.01.
Contraventions of subsections 674(2) and 675(2) were made civil penalty
provisions.

A number of the amendments introduced by the FSR Act were based on the
recommendations of CASAC's 1996 report on continuous disclosure, which
examined the first 18 months of operation of the enhanced statutory disclosure
provisions introduced by the Corporate Law Reform Act.
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,668(6$1'352326$/6
5HODWLRQVKLSEHWZHHQSHULRGLFDQGFRQWLQXRXV
GLVFORVXUH
Disclosing entities are currently subject to both periodic and continuous
disclosure requirements. Under the Corporations Act (section 302), disclosing
entities must lodge annual and half-yearly audited financial reports with ASIC.
The US has a system of quarterly financial reporting, leading to suggestions
that Australia should also consider mandating (unaudited) quarterly reports.
In the US, public issuers are generally subject to more onerous periodic
reporting requirements. They are required to lodge quarterly rather than
six-monthly financial reports. This raises the issue of whether Australian
disclosing entities should be subjected to more frequent periodic reporting. In
particular, it has been suggested that the Australian framework should allow
disclosing entities to choose to lodge quarterly rather than six-monthly
financial reports. Under this proposal, entities that elected to lodge quarterly
financial reports would not be required to continuously disclose materially
price sensitive information.
Some have pointed to quarterly reporting in the US as encouraging a
short-term focus by companies and the market on meeting quarterly earnings
forecasts, rather than on longer-term business fundamentals. Others would see
quarterly reporting as facilitating analysis of business turning points and
seasonal patterns, providing more up to date accounts than currently available
and information about trends and prospects that may not be picked up under
continuous disclosure.
Mandatory quarterly reporting in Australia would add somewhat to
compliance costs for companies. However, this would be mitigated by the fact
that quarterly accounts would not be audited and would be drawn largely
from existing internal monthly reporting.
Half-yearly reporting in Australia, combined with an effective continuous
disclosure regime, appears to provide appropriate disclosure to the market
while minimising compliance burdens for business. While companies can and
do choose to report quarterly, it is not clear that a statutory requirement for
them to do so would add significantly to meaningful information available to
the market.
In this regard, it is important to recognise that US issuers that are subject to
quarterly periodic reporting obligations are also required to make ongoing
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disclosure in relation to a number of specific matters mandated by the US SEC.
These requirements for ongoing disclosure in relation to specified matters are
more onerous than those contained in Chapter 3 of the ASX Listing Rules, and
the SEC has recently enlarged the list of matters in relation to which ongoing
disclosures must be made. Finally, the listing rules of major US financial
markets such as NYSE require listed entities to continuously disclose price
sensitive information to investors (although, in contrast to Australia, these
rules do not have statutory backing).
The introduction of more frequent periodic reporting at the expense of
continuous disclosure would therefore be inconsistent with the trend of recent
reform in the US, which is to increase the ongoing disclosure obligations of
public issuers.
It is not clear that the benefits of mandatory quarterly reporting would warrant
the additional compliance costs involved, nor that there is significant demand
from users of financial statements for this change.
It is therefore proposed to retain the present half-yearly reporting requirement
and to keep the question of mandatory quarterly reporting under review in
light of the further operation of the continuous disclosure regime and the
effectiveness of other measures proposed in this paper to enhance the
corporate disclosure framework.
While it is not currently proposed to mandate more frequent periodic financial
reporting in the Corporations Act, it is recognised that it may be appropriate
for market operators to impose more frequent financial reporting requirements
in relation to particular classes of listed disclosing entities.
Continuous disclosure is a vital component of Australia's corporate disclosure
framework. Any future increase in the frequency of periodic reporting by
disclosing entities should not be at the expense of the current requirement to
continuously disclose materially price sensitive information to investors.

$OORFDWLRQRIUHVSRQVLELOLW\EHWZHHQ$6,&DQGPDUNHW
RSHUDWRUVLQUHODWLRQWROLVWHGHQWLWLHV
Under the current regulatory framework, the continuous disclosure rules that
apply to listed entities are contained in the listing rules of their respective
listing markets. Market operators have front line responsibility for monitoring
and enforcing compliance with these rules. They are responsible for the receipt
and dissemination of materially price sensitive information to investors. As
part of their responsibility for enforcing compliance with their listing rules,
market operators are also responsible for providing guidance to listed entities
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on the interpretation of the continuous disclosure requirements as well as for
dealing with inadequate disclosure by listed entities and remedying false
markets that may have emerged as a consequence of externally generated
rumours or speculation.
Monitoring and enforcing compliance by listed entities with the continuous
disclosure requirements of their respective listing rules is fundamental to the
obligation of each market licensee to maintain a fair orderly and transparent
market.
ASIC has two major roles under the current regulatory framework. The first is
to ensure that market operators comply with their obligation under the
Corporations Act to maintain fair, orderly and transparent markets and to
monitor and enforce compliance with their respective listing rules. The second
is to deal with selected contraventions of the continuous disclosure provisions
that are referred to it by market operators (the operation of the current
framework of enforcement and remedies is discussed in greater detail below).
There has recently been discussion over whether ASIC should assume
responsibility from market operators for the administration of their listing
rules. This discussion has been motivated in part by the demutualisation of
ASX and its transformation from a mutual body into a commercial entity (in
common with BSX and NSX). This has raised the issue of the potential for
conflicts of interest between the commercial and regulatory responsibilities of
market operators. The issue is whether market operators will effectively
monitor and supervise entities from which they directly derive a significant
portion of their revenue in the form of listing fees (and which also contribute to
trading revenue). Market operators are also potentially subject to greater
competition for listings from overseas exchanges, with a significant proportion
of ASX's largest listed entities having secondary listings on overseas markets.
In the UK, the Financial Services Authority (in its capacity as the UK Listing
Authority) has been given responsibility for administering a single set of
listing rules that apply to all UK listed entities. This model was adopted in part
because of concerns about the potential for conflicts between the commercial
interests and regulatory responsibilities of the LSE. However these concerns
focused primarily on the implications of the LSE's demutualisation on its
capacity to continue to act as the listing authority for all UK financial markets
rather than for its capacity to adequately supervise its own market.
In considering these issues, it is necessary to recognise that the potential for
conflicts between the commercial and supervisory responsibilities of market
operators existed prior to the recent wave of financial market demutualisation.
While mutuals could not return profits to members, listing revenue could be
used to effectively subsidise the trading activities of member brokers. It is also
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necessary to recognise that demutualised market operators have commercial
incentives to maintain appropriate levels of supervision in relation to their
respective markets.
The current market licensing framework in Part 7.2 of the Corporations Act
requires market licensees to have adequate arrangements for handling conflicts
between their commercial interests and their obligation to maintain fair,
orderly and transparent markets. ASIC is required to conduct regular
assessments of how each licensee is complying with this obligation.
At present, there does not appear to be any evidence that ASX, BSX or NSX
have been unsuccessful in managing potential conflicts of interest between
their commercial and supervisory objectives. This conclusion was supported
by the Senate Economics References Committee in the February 2002 report of
its Inquiry into the Framework for Market Supervision of Australia's Stock
Exchanges.

,QIRUPDWLRQWKDWPXVWEHFRQWLQXRXVO\GLVFORVHG
The continuous disclosure provisions should strike an appropriate balance
between encouraging the timely disclosure to investors of materially price
sensitive information; preventing the emergence of a false market as a result of
the premature disclosure of information in relation to uncertain matters; and
safeguarding the commercial interests of disclosing entities.
The Government supports the current requirement for disclosing entities to
disclose all materially price sensitive information. This requirement should not
be relaxed so that information need only be disclosed when it has the potential
to 'substantially' alter the price or value of an entity's securities (the approach
contained in the UK Listing Rules).
It is necessary for there to be certain limited exceptions from the requirement
for listed disclosing entities to immediately disclose materially price sensitive
information to the market operator (or, in the case of unlisted disclosing
entities, to lodge information with ASIC as soon as practicable). Disclosing
entities should be permitted to withhold materially price sensitive information
in the following circumstances.




Where disclosure would amount to a breach of the law.
Where the information relates to a matter that is sufficiently incomplete or
uncertain that disclosure could not be made without misleading investors
or creating a misinformed market for an entity's securities.
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Where disclosure of information would unduly prejudice the commercial
interests of the disclosing entity as the information concerns either a trade
secret or commercial negotiations that could be jeopardised if they were
disclosed.

A disclosing entity should only be able to withhold materially price sensitive
information where it is kept confidential from the market (so that investors are
equally uninformed). While it may be necessary for this information to be
disclosed to an entity's advisers or potential commercial partners, it should be
clearly identified as information that is being withheld under an exception to
the continuous disclosure provisions. The exceptions should cease to apply
where the information is 'leaked' or where it becomes the subject of externally
generated rumours that are sufficiently specific that the information can no
longer be regarded as confidential. In these circumstances, the need to
maintain a fair, orderly and transparent market would require the information
to be disclosed to investors (even where it relates to an indefinite matter or a
commercial negotiation).
Under the current regulatory framework, listed disclosing entities are also
required under the listing rules of their respective listing markets to make
ongoing disclosures in relation to certain specified matters. These ongoing
disclosure requirements presently relate primarily to matters such as takeover
bids, buy-backs and capital reconstructions (although they also include
requirements relating to directors' share trading and ownership limits).
This approach differs from that adopted in the US, in which public issuers are
subject to more onerous ongoing disclosure requirements in relation to their
commercial activities. The recent enlargement of the list of matters in relation
to which US issuers are required to make ongoing disclosures raises the issue
of whether the Australian regulatory framework should specifically mandate
ongoing disclosure of additional matters as a means of enhancing disclosure to
investors. In particular, it raises the issue of whether the current continuous
disclosure regime should be supplemented by additional mandatory
requirements to make ongoing disclosures in relation to major developments
with the potential to impact on an entity's commercial performance.
The Government has concluded that there is not currently any need to place
greater reliance on the ongoing disclosure of specific matters to ensure an
informed market for the securities of disclosing entities. However, it may be
necessary in the future to consider whether more extensive use of specific
ongoing disclosure requirements would assist in remedying any particular
shortcomings that might emerge in the disclosure practices of listed entities.
Disclosing entities should continue to be required to disclose materially price
sensitive information on a timely basis. While the emphasis should be on
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maximising the amount of price sensitive information that is disclosed to
investors, the framework should allow entities to withhold information from
immediate disclosure in certain limited circumstances. However, where
confidentiality is breached in relation to this information, it must be promptly
disclosed to investors.

'LVVHPLQDWLRQRISULFHVHQVLWLYHLQIRUPDWLRQ
A key characteristic of an effective continuous disclosure regime is that all
investors should have access to materially price sensitive information on an
equal basis, so that particular market participants are not disadvantaged in
relation to others. This is important to ensure that the operation of a financial
market is fair and transparent.
Under the current regulatory framework, listed disclosing entities disclose
information to the operator of their respective listing market. The market
operator has primary responsibility for disseminating information to investors
(although section 792C of the Corporations Act requires market licensees to
provide this information to ASIC).
In the case of ASX, the listing rules require listed entities to maintain the
confidentiality of information until the market operator acknowledges that it
has been released through the CAP. When an announcement is released by
ASX, a header is displayed on trading terminals alerting ASX participants to
the existence of an announcement. A full image of the text of an announcement
is made available to commercial information vendors as well as to subscribers
of ASX's Image Dissemination Server. Summaries of market sensitive
announcements are 'voicelined' to ASX participating organisations. ASX
Market Data summarises and edits the text of announcements, which is made
available to information vendors and subscribers through Signal G, the ASX's
company information dissemination system.
ASX aims to make Signal G information available free of charge to the general
public on a twenty minute delayed basis through its website. However, it has
acknowledged that there has sometimes been a substantial delay between the
release of materially price sensitive information to ASX Participating
Organisations and commercial information vendors and its subsequent release
to the general public through the ASX website. As a result, these persons may
have a substantial market advantage over investors who do not have
immediate access to up-to-date information as it is disclosed to the market
(and may not receive the information until after a trading halt imposed to
enable market participants to become aware of announcements has been
lifted).
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In order for ASX to fulfil its responsibilities as the front line market supervisor,
it is necessary that listed entities are required to disclose materially price
sensitive information to ASX and to maintain confidentiality in relation to this
information until it has been disseminated to market participants. In the
absence of this requirement ASX would be unable to maintain an informed
market for the securities of listed entities. As market operator, ASX must
decide whether or not it is necessary to institute a trading halt in relation to a
particular disclosure. This would not be possible if it did not have access to
information prior to its release to the market.
It is less apparent that market operators such as ASX should be solely
responsible for the dissemination of information once it has been released to
market participants. The current procedures for the dissemination of price
sensitive information released by listed entities would seem to disadvantage
small investors in comparison with market participants (who often engage in
significant trading activity as principals) and institutional investors.
This disparity could be addressed if market operators were prepared to make
price sensitive information immediately available to all investors (without a
20 minute delay). As an alternative, listed entities could be required to
establish websites and post materially price sensitive information at the same
time that this information is first released by the relevant market operator
(and, in the case of ASX listed entities, they receive notification that the
information is no longer confidential). It would also be highly desirable for
listed entities to provide facilities for investors to be electronically alerted
through real time electronic messaging systems (such as e-mail or SMS) to the
existence of new postings (along the lines of the notification that is currently
provided to ASX participants through the SEATS system). This proposal
would also ensure that all investors have equal and timely access to price
sensitive information released by listed disclosing entities. It is consistent with
the best practice disclosure guidelines that have been published by the
Australasian Investor Relations Association.

(QIRUFHPHQWDQGUHPHGLHV
An effective framework of enforcement and remedies consists of four
components: education and guidance to ensure that entities understand their
continuous disclosure obligations; penalties that provide a credible deterrent
against non-compliance; mechanisms for remedying inadequate disclosure and
for requiring disclosing entities to institute remedial measures to reduce the
likelihood of future contraventions; and mechanisms that enable persons who
have suffered loss or damage as a consequence of contraventions to recover the
amount of their loss or damage.
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(GXFDWLRQDQGJXLGDQFH
The provision of education and guidance in relation to the interpretation of the
continuous disclosure requirements plays a vital role in fostering a culture of
compliance. The importance of this function derives from the subjective nature
of these rules (especially in relation to the question of whether materially price
sensitive information is required to be disclosed to the market or whether it
may be legitimately withheld from investors). It is difficult to create a culture
of compliance if disclosing entities do not have a clear understanding of their
obligations. It is therefore important for market operators to provide listed
disclosing entities with clear and consistent guidance in relation to the
operation of the continuous disclosure provisions of their respective listing
rules.
In this regard, the Government welcomes a recent proposal by ASX to devote
additional resources to educating company directors and advisers in relation
to the practical application of the continuous disclosure regime and promoting
best practice in relation to continuous disclosure.

3HQDOWLHV
The provision of education and guidance alone is not sufficient to ensure
compliance by disclosing entities with the continuous disclosure regime. It
must be supported by a framework of penalties that operates as a credible
deterrent against contraventions of the regime.
There are four key issues in relation to penalties: the types of penalties that
may be imposed in relation to contraventions of the continuous disclosure
regime; the flexibility with which different types of penalties may be tailored
to the circumstances of particular contraventions; the extent to which penalties
may only be imposed against disclosing entities or are also able to be imposed
against individuals involved in a contravention; and the processes through
which penalties are imposed (including the extent to which different types of
penalties should be able to be imposed through judicial or administrative
processes).
7\SHVRISHQDOWLHV
There are currently four types of penalties that may be imposed in relation to
contraventions of the continuous disclosure regime: removal of an entity from
the official list of its listing market by the relevant market operator; financial
penalties; adverse publicity; and imprisonment (in relation to individuals
convicted as accessories to a criminal contravention by a disclosing entity of
the continuous disclosure provisions of the Corporations Act).
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These four types of penalties may be imposed concurrently with one another.
In particular, the imposition of a financial penalty on a disclosing entity is
likely to be accompanied by adverse publicity and the potential for damage to
both the entity's reputation and its future cost of equity capital (as investors
may demand a higher risk premium before investing in the securities of an
entity with a reputation for poor disclosure). While adverse publicity can be
expected to accompany the imposition of a financial penalty, it may also be
appropriate as a penalty in its own right, particularly in relation to less serious
contraventions of the regime.
)OH[LELOLW\RISHQDOWLHV
It is important that penalties should be able to be tailored to reflect the
different circumstances of particular contraventions. The appropriate penalty
in relation to an intentional contravention by a major corporate entity is likely
to be substantially different from that which might be appropriately imposed
in relation to a minor or inadvertent breach by a much smaller entity.
Of the four types of penalties under the current framework, de-listing and
imprisonment are least able to be tailored to individual circumstances. As a
consequence, they would only be appropriate in relation to the most serious
contraventions of the regime. As a consequence of their inflexibility, these two
types of penalties do not constitute credible and effective deterrents in relation
to all but the most serious contraventions of the regime.
Financial penalties and adverse publicity are characterised by a higher degree
of flexibility and may therefore be tailored to fit the circumstances of a much
wider range of contraventions. They are therefore more likely to operate as a
credible deterrent against a wide range of contraventions of the regime.
Under the current regime, financial penalties of up to $200,000 may be
imposed on a disclosing entity (the maximum civil penalty that may currently
be imposed by a court in relation to a contravention of subsection 674(2) or
675(2)). The amount of adverse publicity that may be experienced by a
disclosing entity that contravenes the continuous disclosure regime can also
vary significantly under the current regime. Most adverse publicity is likely to
be associated with a criminal conviction due to its connotations of immorality
(despite the lower maximum financial penalty of $110,000 that a court may
impose on a body corporate in relation to a criminal convention). By contrast, a
public censure in the absence of a criminal conviction or a civil penalty is likely
to be associated with less adverse publicity.
A key issue in relation to the current regulatory framework is the capacity of
financial penalties to operate as a credible deterrent in relation to more serious
contraventions of the continuous disclosure regime by large bodies corporate.
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While a maximum financial penalty of $200,000 may represent a substantial
impost in relation to a smaller entity, it is unlikely to be regarded as such by a
large body corporate (even taking into account the level of adverse publicity
that is likely to accompany its imposition).
For this reason, it is considered that the maximum financial penalty that may
be imposed in relation to a contravention of the continuous disclosure
provisions by a body corporate should be increased from $200,000 to
$1 million.
This could be achieved by inserting into the Corporations Act a provision
similar to section 1312 to provide that the maximum civil penalty that may be
imposed on a body corporate in relation to contravention of a financial services
penalty provision is five times the maximum penalty that applies to an
individual (which would remain at $200,000). This would bring financial
services penalty provisions into line with the offence provisions of the
Corporations Act, in which the maximum financial penalty that may be
imposed in relation to a body corporate is five times the maximum financial
penalty listed for the offence in Schedule 3 (which sets out the maximum
financial penalty in relation to a criminal contravention by an individual).
An increase in the maximum financial penalty that may be imposed on bodies
corporate in relation to contraventions of the financial services penalty
provisions would reflect that fundamental importance of these provisions to
market integrity and investor protection. It would also increase the level of
adverse publicity that would be likely to accompany the imposition of such a
financial penalty. However, this proposed increase in the maximum financial
penalty that may be imposed on a body corporate does not mean that
substantially smaller financial penalties would not still be appropriate in many
circumstances.
3HUVRQVDJDLQVWZKRPSHQDOWLHVPD\EHLPSRVHG
Under the current regulatory framework, penalties are generally imposed on
disclosing entities rather than individuals. However an individual who is
convicted as an accessory to a criminal contravention of the continuous
disclosure provisions can be fined or imprisoned. A person involved in a
contravention can also be subject to an adverse publicity order under
section 1324B of the Corporations Act as well as an order for compensation
under section 1325. However it is not currently possible for ASIC to seek a civil
penalty order against an individual who was involved in a contravention of
the continuous disclosure provisions. Such a penalty may only be sought
against the relevant entity.
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While it is appropriate to impose financial penalties on entities in relation to
contraventions of the continuous disclosure provisions, this practice may
shield from responsibility individuals who should arguably themselves be
held accountable for contravening conduct by the relevant disclosing entity. It
can also be argued that the burden of financial penalties imposed on an entity
is likely to fall disproportionately on persons such as shareholders (who may
have already suffered loss or damage as a result of a contravention) rather than
on the individuals whose conduct lead to the contravention.
This raises the issue of whether the current regime should be amended to
allow civil penalty orders to be sought against persons involved in a
contravention by a disclosing entity as well as against the entity itself. The
prospect of financial penalties being imposed on individuals may operate as a
more credible and effective deterrent than the prospect of financial penalties
being imposed on a body corporate.
This proposal may not represent a substantial departure from the principles
established under the current regulatory framework to the extent that
individuals are already exposed to the potential for financial penalties and
imprisonment (in relation to accessorial liability for criminal contraventions by
an entity) and a person involved in a contravention may also be subject to an
adverse publicity order under section 1324B of the Corporations Act, as well as
actions for compensation under section 1325.
3URFHVVHVWKURXJKZKLFKSHQDOWLHVPD\EHLPSRVHG
Under the current regulatory framework, there are a number of processes
through which penalties may be imposed on entities and individuals. A key
distinction in this regard is between formal court proceedings and
administrative processes.
In relation to court proceedings, it is possible to distinguish between criminal
and civil proceedings. While these are similar in some respects, there are
significant differences between them. Firstly in a civil proceeding, it is only
necessary for ASIC to prove the physical element of a contravention. This is
different from a criminal proceeding, in which the DPP must prove both the
physical and mental elements of an offence. In addition, civil proceedings may
be characterised by reduced evidential standards (balance of probabilities
rather than beyond reasonable doubt) and the absence of certain safeguards
that would apply in criminal proceedings. However, the degree of satisfaction
called for by the civil standard of proof may vary according to the severity of
the relevant penalty. There is also some potential for the courts to modify civil
procedures to reflect the gravity of penalty to which a respondent may be
liable. These factors may narrow the distinction between criminal and civil
proceedings.
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Under the current framework, imprisonment and financial penalties may only
be imposed through court proceedings. Imprisonment is an exclusively
criminal penalty. However, as a result of the commencement of amendments
contained in the FSR Act, financial penalties may now be imposed through
either criminal or civil proceedings.
The maximum fine that may be imposed as a result of a criminal proceeding is
currently $22,000 in relation to an individual and $110,000 in relation to a body
corporate. The maximum financial penalty that may be imposed following a
civil penalty proceeding is currently $200,000. It is proposed that this should be
increased to $1 million in relation to bodies corporate (but remain at $200,000
in relation to individuals), and that other persons involved in a contravention
of the continuous disclosure provisions should be potentially liable to financial
penalties as a result of both civil and criminal proceedings.
Adverse publicity is likely to result from the imposition of financial penalties
by a court (especially in relation to a criminal conviction, where the imposition
of a smaller financial penalty is offset by greater adverse publicity as well as
other consequences for an entity that may flow from a criminal conviction).
The courts may also impose an adverse publicity order under section 1324B of
the Corporations Act in the absence of a financial penalty. Adverse publicity
orders are a type of civil penalty as they may be imposed as a result of civil
rather than criminal proceedings.
Under the current regulatory framework, only a limited range of penalties may
be imposed through administrative processes by market operators or ASIC.
A market operator may de-list an entity for failing to comply with its
continuous disclosure obligations (arguably the most severe penalty that may
be imposed against a listed entity). However, market operators have not given
themselves the capacity under their respective listing rules to impose other
types of penalties on listed entities. This situation can be contrasted with the
range of penalties that is potentially available to market operators in relation to
contraventions of their respective business rules by market participants. For
example, the ASX's National Adjudicatory Tribunal may impose a wide range
of penalties on participating organisations in relation to contraventions of
ASX's Business Rules, including censure, suspension, completion of education
and compliance programs, disgorgement of profits and financial penalties of
up to $250,000.
An order made under section 713(6) of the Corporations Act to deny an entity
access to transaction specific prospectuses is the major administrative remedy
currently available to ASIC in relation to breaches of the continuous disclosure
provisions. ASIC may also accept enforceable undertakings from disclosing
entities (a process discussed in greater detail below in the section of the
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Chapter dealing with remedial mechanisms). ASIC may publicise these
administrative actions. ASIC has also recently publicised instances where it
believes that an entity has contravened the continuous disclosure provisions
but where it considers that it would be unable to successfully pursue the
matter in the courts.
The key issue in relation to the procedures through which penalties may be
imposed in relation to contraventions of the continuous disclosure provisions
is the extent to which they strike an appropriate balance between the need to
provide an effective and credible deterrent to contraventions and the need to
maintain appropriate procedural safeguards that reflect the seriousness of the
penalty involved.
Criminal proceedings are appropriate where there is the prospect of individual
imprisonment. However the pre-FSR Act requirement to pursue financial
penalties solely through criminal proceedings was a significant shortcoming in
the enforcement framework. It meant that financial penalties could only be
imposed in relation to the most serious and blatant contraventions of the
continuous disclosure regime. This substantially reduced the deterrent effect of
financial penalties. Indeed, in part as a consequence of the evidential burdens
associated with criminal proceedings, no prosecutions have been launched in
relation to contraventions of the continuous disclosure provisions of the
Corporations Act. While ASIC is yet to utilise its capacity to seek financial
penalties using civil as well as criminal proceedings, this can be expected to
enhance the deterrent effect of financial penalties, particularly in relation to
negligent contraventions of the regime, which cannot be dealt with through
criminal processes.
By contrast, it is relatively straightforward for ASIC to impose a penalty of
adverse publicity in the form of a public censure contained in a media release.
However, an entity may consider that such a penalty is characterised by an
absence of appropriate procedural safeguards.
$GPLQLVWUDWLYHSHQDOWLHVLQUHODWLRQWRFRQWLQXRXVGLVFORVXUH
As noted, under the current regulatory framework, only the courts may
impose financial penalties in relation to contraventions of the continuous
disclosure regime.
It is proposed that ASIC should be able to impose financial penalties through a
third process that could potentially involve both administrative and judicial
proceedings (including an infringement notice mechanism that would enable
an entity to bring the process to an end after its administrative phase by paying
ASIC a financial penalty fixed by statute).

3DJH

3DUW&RQWLQXRXVGLVFORVXUH

This process would operate in the following way:


ASIC would hold a hearing to determine whether it should form an opinion
that an entity had contravened the continuous disclosure provisions of the
Corporations Act.
 An entity would be informed of the nature of the case against it and

would be permitted to make submissions to ASIC’s hearing.


If ASIC formed an opinion that a contravention had occurred, it would
issue an infringement notice notifying the entity of its opinion and
indicating that the breach may be addressed through payment of a fixed
financial penalty set out by statute.






The notice would specify a fixed amount as a penalty. This penalty
would be substantially less than the financial services penalties proposed
in this paper. The notice would also set out the period in which
proceedings may be commenced if the penalty is not paid.

This mechanism is not intended to amount to the imposition of a penalty by
ASIC. Instead it is intended to provide a mechanism through which an
entity that in ASIC's opinion has contravened the continuous disclosure
provisions of the Corporations Act may forestall an application to the courts
by ASIC for the imposition of a financial penalty in relation to the
contravention.
Payment of a financial penalty in response to an infringement notice would
not be taken as an admission by the entity of liability or a contravention of
the Corporations Act for any other purpose.
 The entity would not be subject to further civil or criminal proceedings

instituted by ASIC in relation to the contravention.




If the financial penalty is not paid within the period of time specified in the
infringement notice, ASIC may commence court proceedings.
ASIC's application to the court would be supported by:
 evidence that it had formed an opinion that the continuous disclosure

provisions had been contravened and that the fixed penalty set out in the
infringement notice had not been paid; and
 a statement of the facts and matters that ASIC relied upon in forming its

opinion in relation to the existence of a contravention.
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In these civil proceedings, the court would be able to consider all matters
afresh and form its own view about whether a contravention had occurred.
If a court determines that a contravention had occurred, it would be
permitted to impose a financial penalty not less than the penalty set out in
the ASIC infringement notice. However it would not be able to make a
pecuniary penalty order against the entity. If ASIC is unable to satisfy the
burden of proof in these proceedings, the court would quash the financial
penalty set out in the infringement notice.
A financial penalty imposed by the court would become a debt payable to
ASIC and would be able to be enforced as such in the courts.

This process would supplement existing criminal and civil court procedures. It
would remedy a significant gap in the current enforcement framework by
facilitating the imposition of a financial penalty in relation to relatively minor
contraventions of the regime that would not otherwise be pursued through the
courts and in relation to which ASIC considers a relatively small financial
penalty would be justified. The capacity to issue an infringement notice would
also allow ASIC to signal its views concerning appropriate disclosure practices
to listed entities more effectively than through court action alone.
The fundamental issue in relation to the proposed new process is whether it
strikes an appropriate balance between enhancing ASIC’s capacity to deal with
relatively minor contraventions of the continuous disclosure provisions and
ensuring that there are adequate procedural safeguards.
In particular, there may be concerns about a process under which ASIC would
perform a dual role of investigating alleged contraventions and then holding a
hearing to determine whether it should form an opinion that a contravention
had occurred (and that an infringement notice should be issued).
In this regard, it is relevant to note that ASIC currently performs a similar dual
role in relation to persons holding licenses granted under the Corporations Act
and directors involved in multiple insolvent companies. ASIC decisions to
suspend or cancel a licence (which may have far more adverse implications for
an entity than the imposition of a financial penalty) are made as a result of an
administrative process. Market operators also use administrative processes in
determining whether to penalise participants in relation to contraventions of
their business rules. As previously noted, ASX may impose financial penalties
of up to $250,000 in relation to contraventions of its Business Rules.
The imposition of financial penalties through administrative procedures is also
common in overseas jurisdictions. For example, the UK Listing Authority is
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able to impose unlimited financial penalties on listed entities (as well as their
directors) in relation to contraventions of the UK listing rules.
In addition, a decision by ASIC to issue an infringement notice in relation to a
contravention of the continuous disclosure provisions would be subject to
judicial scrutiny. An entity that receives an infringement notice following an
ASIC hearing would be able to decide for itself whether to pay the specified
penalty and bring the matter to an end or whether it will require ASIC to prove
it’s case before the courts.
Finally, it is envisaged that the financial penalty that may be imposed using an
infringement notice would be substantially lower than the maximum financial
penalty that could be sought through criminal or civil court proceedings. If
ASIC elected to pursue a contravention using this process, it would not be able
to take any other court action in relation to the matter (aside from enforcing
any penalty that was eventually imposed by the court). Furthermore, payment
of a financial penalty at any stage of the process would not be taken as a
contravention of the law by an entity for any other purpose.
The proposed limitation on the magnitude of the financial penalty that would
be able to be imposed through this process and restrictions preventing ASIC
from taking other action in relation to a matter dealt with using this process
are intended to ensure that it does not come to be utilised for dealing with
more serious contraventions as an alternative to existing court processes.
The process would therefore be subject to appropriate judicial oversight and
the financial penalties that could be imposed would be commensurate with the
types of contraventions that are intended to be dealt with in this way.
3URSRVDOVIRUSHHUUHYLHZLQUHODWLRQWRFRQWLQXRXVGLVFORVXUH
There have recently been suggestions that some form of peer review panel
might play a role alongside market operators and ASIC in the administration
of the continuous disclosure regime. In particular, it has been suggested that
the Takeovers Panel might establish a separate disclosure division to perform
this role.
Under the current framework, market operators and ASIC share responsibility
for enforcing the continuous disclosure regime in relation to listed entities. The
addition of a peer review panel may detract from the responsibility of market
operators for maintaining an informed market. It may also limit their capacity
to refer suspected contraventions of the continuous disclosure regime to ASIC
as well as ASIC’s capacity to respond to such contraventions. Fragmentation
of responsibility for enforcement of the continuous disclosure regime may also
create the potential for inconsistency in the guidance provided to listed entities
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(particularly in relation to when materially price sensitive information may be
withheld from disclosure and when it must be disclosed to the market) since
the views of a peer review panel may differ from those of the relevant market
operator and ASIC.
There are also significant differences between the current role of the Takeovers
Panel and the role that might be performed by a peer review body in relation
to continuous disclosure. Most importantly, the current role of the Takeovers
Panel is overwhelmingly remedial rather than punitive. It is concerned with
remedying unacceptable circumstances rather than imposing sanctions in
relation to contraventions of the takeover provisions of the Corporations Act.
In relation to continuous disclosure, it is considered that function should
remain the primary responsibility of market operators (as market operators are
best placed to take timely action to remedy inadequate disclosure by listed
entities). It is unclear that a peer review panel would be able to react on a
sufficiently timely basis to deal with these issues. This is not such a significant
issue in relation to takeover bids, as a bid may last for several months and can
be placed on hold for a short time pending a Panel decision.
For these reasons, the Government does not currently consider that there
would be any benefit in utilising an external peer review panel to deal with
contraventions of the continuous disclosure provisions.

5HPHGLDOPHFKDQLVPV
Under the Australian regulatory framework, market operators have primary
responsibility for instituting remedial action in relation to non-disclosure by
listed disclosing entities. This function is important where leaks of price
sensitive information result in selective disclosure to investors. It is also
important where externally generated rumours in relation to an entity are
sufficiently specific that information to which the rumours relate can no longer
be characterised as confidential and must therefore be disclosed to the relevant
market operator. Remedial mechanisms are also relevant in relation to
situations where incorrect externally generated rumours concerning a listed
entity result in the emergence of a false market in relation to the securities of
that entity.
Market operators are best placed to perform this function because of their
responsibility for monitoring securities trading. It is also closely related to their
role providing guidance to disclosing entities in relation to the interpretation of
the listing rules, including when materially price sensitive information must be
disclosed and when it can be legitimately withheld from disclosure. This is one
of the main ways in which market operators currently fulfil their responsibility
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for monitoring the conduct of listed entities and ensuring compliance with the
listing rules.
Market operators may seek to remedy uninformed or false markets by seeking
to exert informal pressure on listed entities or by issuing a formal price query.
A market operator may suspend trading in a security where it considers there
to be an inadequately informed market. Alternatively, a listed entity may
request trade in its securities to be halted pending the release of materially
price sensitive information.
In the light of the significance of this function, it is necessary to consider
whether market operators have provided themselves with adequate remedial
mechanisms to remedy uninformed or false markets.
As previously noted, ASX has recently proposed a number of amendments to
its Listing Rules relating to continuous disclosure. The first is intended to
enable ASX to determine that information is no longer confidential (either
because it was leaked or is the subject of an externally generated rumour that is
sufficiently accurate that the it can no longer be regarded as confidential) and
must therefore be disclosed to the market operator. A failure of a listed entity
to release information in these circumstances would amount to a contravention
of ASX Listing Rule 3.1 and potentially subsection 674(2) of the
Corporations Act. A mechanism that would enable ASX to determine that
information is no longer confidential and must therefore be disclosed to the
market should enhance its capacity to remedy instances of selective disclosure
and to deal with certain types of externally generated rumours. However, it
would not appear to enhance the capacity of ASX to remedy false markets that
may emerge as a result of incorrect externally generated rumours.
A second amendment that has been proposed by ASX is to add a fourth limb to
the current 'carve-out' that allows listed entities to withhold materially price
sensitive information from disclosure in certain circumstances. This would
provide that entities could only withhold this information if the ASX has not
asked the entity to provide it with information to prevent a false market in its
securities. This second amendment would supplement the first (in relation to
information that is no longer confidential). However it is not clear that it
would enhance the capacity of ASX to require disclosure to address false
markets that may emerge as a consequence of incorrect externally generated
rumours. This is because a listed entity is unlikely to be withholding
information to which an incorrect rumour relates (and so is unlikely to be
relying on the 'carve-out' in the current Listing Rule 3.1 in the first place). In
addition, while the intent of ASX's proposal is to require listed entities to deny
false rumours in certain circumstances, it does not appear to be intended to
require such an entity to release additional information that may otherwise
remain within the scope of the 'carve-out' in the current Listing Rule 3.1.
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While the current proposal has the potential advantage that a failure to
disclose information at the request of ASX could amount to a contravention of
subsection 674(2) of the Corporations Act, a requirement for a listed entity to
respond promptly where ASX considers that a false market exists for its
securities may be better suited to addressing the third source of a false market.
Market operators should ensure that they have adequate powers under their
respective listing rules to require listed entities to disclose information that
ceases to be confidential because it is selectively disclosed or is the subject of a
sufficiently specific externally generated rumour. Market operators should also
ensure that they have explicit powers to require a listed entity to disclose
sufficient information to remedy a false market that emerges as a consequence
of an incorrect externally generated rumour. However these powers should
only be used in limited circumstances. Listed entities should not be subject to a
general requirement to respond to non-specific rumours that are not having a
significant impact on the market for their securities.
Remedial mechanisms are not just used for dealing with inadequate disclosure
or remedying false markets. Entities that have contravened the continuous
disclosure provisions may also be required to institute remedial measures to
reduce the likelihood of future contraventions.
ASIC has played a leading role in requiring disclosing entities that may have
contravened the continuous disclosure provisions of the Corporations Act to
institute specific internal compliance measures in an effort to minimise the
likelihood of inadequate disclosure in the future.
There are two mechanisms by which ASIC may require an entity to take
remedial action. If an entity has been found by a court to have contravened the
continuous disclosure provisions of the Corporations Act, ASIC may seek
remedial orders under section 1325. Alternatively, ASIC may seek to accept an
enforceable undertaking under section 93A or 93AA of the ASIC Act.
This mechanism is generally used as an alternative to formal court action (but
where there exists the prospect of successful court action, so that action may be
taken if the undertaking is breached). In this regard, the introduction of civil
penalties in relation to contraventions of the continuous disclosure provisions
should enhance the scope for ASIC to requiring entities to institute remedial
measures through the use of enforceable undertakings where this is deemed
appropriate.
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&RPSHQVDWLRQPHFKDQLVPV
The purpose of these mechanisms is to enable a person that has suffered loss or
damage as a consequence of a contravention of the continuous disclosure
provisions of the Corporations Act to recover the amount of the loss or
damage.
The current regulatory framework (section 1317HA) allows a person to apply
to the courts for a compensation order against a disclosing entity in relation to
loss or damage that the person may have suffered as a result of a contravention
of subsections 674(2) or 675(2). In addition, a person may be able apply to the
Court for compensation under section 1325. In contrast to section 1317HA,
section 1325 allows damages to be pursued against both the relevant entity and
any other person involved in the contravention.
ASIC is empowered to launch representative action under section 50 of the
ASIC Act to recover damages in relation to contraventions of the continuous
disclosure provisions where it considers that it would be in the public interest
to do so.
There currently appears to be some uncertainty about whether a person can
apply to recover loss or damages as a result of a contravention of the
continuous disclosure regime if ASIC has not sought a declaration of
contravention under section 1317J. It is proposed to amend these provisions to
clarify that a person may seek compensation regardless of whether ASIC has
sought a declaration of contravention.
In addition, while the former section 1005 of the Corporations Act enabled a
person to seek to recover loss or damages in relation to a contraventions from
either the relevant entity or any other person involved in the contravention, the
current provisions of section 1317HA only enable loss or damages to be
recovered from the relevant entity. It is proposed to allow persons to recover
loss or damages from either the relevant entity or any other person involved in
a contravention.

)XQGUDLVLQJ
Continuous disclosure is only one component of Australia's disclosure
framework. The other two elements are corporate governance disclosure and
fundraising disclosure. There are significant differences between continuous
disclosure and fundraising disclosure.
Fundraising disclosure applies where a financial product is first issued to an
investor. It only applies for anti-avoidance purposes in relation to a limited
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range of secondary sale situations. In addition, these requirements generally
apply only in relation to the issue of financial products to certain categories of
investors (known as non-sophisticated, non-professional or retail investors).
The relevant provisions are found in Chapter 6D and Part 7.9 of the
Corporations Act.
By contrast, the primary purpose of continuous disclosure is to ensure the
existence of an informed secondary market for financial products. Disclosing
entities are required to disclose materially price sensitive information on a
continuous basis to all categories of investors.
Despite the different purposes of these two disclosure frameworks, there is
significant overlap between them. Most importantly, the current framework of
fundraising disclosure governing securities and debentures provides
concessionary arrangements in relation to further issues of continuously
quoted securities by listed disclosing entities. section 713 of the Corporations
Act provides that these securities can be issued to retail investors through a
transaction specific prospectus (rather than a full prospectus of the type that
would ordinarily be required under section 710 of the Act). It allows this
prospectus to refer to other information that has been disclosed by the entity
under the continuous disclosure provisions. It also contains a provision that
allows ASIC to deny a disclosing entity access to these arrangements if the
entity has contravened the continuous disclosure provisions (or other relevant
disclosure provisions) in the previous 12 month period. This is one of the few
administrative powers available to ASIC under the current regulatory
framework in relation to contraventions of the continuous disclosure
provisions.
As a consequence of the commencement of the FSR Act, the provisions
governing fundraising disclosure in relation to managed investment products
have been transferred from Chapter 6D to Part 7.9 of the Corporations Act. The
new provisions (section 1013F) simply provide that in determining what
information needs to be contained in a PDS, an issuer's status as a disclosing
entity is one of the factors that a responsible person may take into account.
They do not provide any further guidance and there is no mechanism by
which ASIC is able to exclude a disclosing entity that may have contravened
relevant disclosure provisions in the previous 12 months from taking
advantage of any concessions that might potentially be available under these
provisions.
It is proposed to clarify that issuers of managed investment products that are
continuously quoted products may issue shorter or transaction specific
Product Disclosure Statements. It is also proposed that ASIC should be able to
deny access to these arrangements to entities that have contravened relevant
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provisions of the Corporations Act along the lines of the current arrangements
in subsection 713(6).
3URSRVDO 0DLQWDLQDQGHQKDQFHFRQWLQXRXVGLVFORVXUH

The Government will maintain and enhance the framework of continuous
disclosure.
3URSRVDO (QIRUFHPHQWUHVSRQVLELOLW\

Both ASIC and ASX will continue to have the capacity to enforce the
continuous disclosure provisions that apply to listed entities.
3URSRVDO +LJKHUPD[LPXPFLYLOSHQDOWLHV

The maximum civil penalty for a contravention of the continuous disclosure
provisions by a body corporate will be increased from $200,000 to $1 million.
The maximum penalty for bodies corporate in relation to contraventions of
the other financial services civil penalty provisions (which relate to market
manipulation and insider trading) will also be increased to $1 million.
3URSRVDO $GPLQLVWUDWLYHSHQDOWLHV

ASIC will be given the power to impose financial penalties and issue
infringement notices in relation to contraventions of the continuous
disclosure regime.
3URSRVDO &LYLOSHQDOWLHVLQUHODWLRQWRRWKHUSHUVRQVLQYROYHGLQD
FRQWUDYHQWLRQ

In addition to its power to seek civil penalties in relation to contraventions of
the continuous disclosure regime by disclosing entities, ASIC will be
empowered to seek such a penalty against any other person involved in a
contravention.
3URSRVDO &RPSHQVDWLRQPHFKDQLVPV

The Government will amend the civil recovery provisions relating to
contraventions of the continuous disclosure provisions of the law to clarify
that a person may seek compensation regardless of whether ASIC has
sought a declaration of contravention. It will also allow persons to recover
loss or damages from either the relevant entity or any other person involved
in a contravention.
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3URSRVDO 'LVVHPLQDWLRQRILQIRUPDWLRQ

All investors should have equal access to materially price sensitive
information disclosed by listed entities.
3URSRVDO *XLGDQFHWROLVWHGHQWLWLHV

Market operators will be encouraged to ensure that they provide listed
entities with education and guidance to promote compliance with the
continuous disclosure provisions of their respective listing rules.
3URSRVDO ([WHUQDOO\JHQHUDWHGVSHFXODWLRQ

Market operators should require listed entities to respond to externally
generated speculation in circumstances where the operator determines that
this is having a significant impact on the market for their securities.
3URSRVDO 5HODWLRQVKLSZLWKIXQGUDLVLQJGLVFORVXUH

Issuers of managed investment products that are continuously quoted
securities will be permitted to issue transaction specific Product Disclosure
Statements. The Government will amend the law to ensure that ASIC is
empowered to deny access to these arrangements in relation to issuers that
have contravened relevant provisions of the law in the past 12 months.
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With the introduction of the Financial Services Reform Act 2001 (FSR Act) in
March 2002, the Corporations Act 2001 (the Corporations Act) contains two
separate disclosure regimes for financial products:




Chapter 6D for securities and debentures; and
Part 7.9 for financial products other than securities (such as managed
investment products and superannuation).

These regimes were designed to effectively promote disclosure across all
financial products, while taking into account the inherent differences between
securities and other financial products. These differences are reflected in the
different levels of disclosure in each regime - a due diligence and general
disclosure test applied to securities in Chapter 6D's prospectus and a directed
disclosure regime applied to other financial products in Part 7.9's Product
Disclosure Statement.
While the FSR Act harmonised the disclosure arrangements that applied across
a range of financial products, they were not extended to shares and
debentures. The principle reason was that the Corporate Law Economic Reform
Program Act 1999 (CLERP Act 1999) had only recently amended the
requirements in Chapter 6D for securities.
The recent reforms have been subject to extensive consultation and have put in
place two effective disclosure regimes for all financial products. Nevertheless,
there is the potential to improve the operation of the respective disclosure
regimes. Potential harmonisation and other general improvements may lead to
more effectively targeted disclosure regimes.
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7+(',6&/2685(5(*,0(6
&KDSWHU'
Chapter 6D was introduced as part of a suite of reforms contained in the
CLERP Act 1999 and commenced operation in March 2000. The reforms were
designed to minimise the costs of fundraising while improving investor
protection.
Chapter 6D utilises a general disclosure test, which places the onus on the
preparers of a prospectus to provide the information reasonably required by
investors and their advisers in deciding whether to subscribe for securities.
There has been very strong support from the business community for the
general disclosure test regarding securities, with an acknowledgment that the
quality of information available to the marketplace has improved since its
introduction.

3DUW
Part 7.9 was introduced as part of the FSR Act and came into effect in
March 2002. For existing industry participants, there is a two-year transition
period until the regime fully comes into force in March 2004.
Part 7.9 takes a directed approach to disclosure, rather than the general
disclosure approach in Chapter 6D. The directed disclosure approach is
supplemented by a requirement to provide other information known to the
issuer that might materially influence an investor's decision to acquire a
financial product. The focus is on the needs of retail investors, rather than
professional advisers and the aim is to achieve shorter, more comparable
disclosure documents.
Public submissions during the development of the FSR Act were supportive of
harmonised and consistent disclosure obligations. Many noted the need to
develop flexible obligations, which could apply to a range of financial
products, and that it would be undesirable to introduce prospectus type
requirements to products that do not warrant that level of disclosure.
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%(77(57$5*(7,1*7+(',6&/2685(5(*,0(6
&RQVLVWHQF\LQSUHVHQWDWLRQ
The FSR Act introduced a requirement for Product Disclosure Statements in
section 1013C(2) to be worded and presented in a clear, concise and effective
manner. This requirement does not exist in Chapter 6D. The application of
such standards for prospectuses in Chapter 6D would improve the
effectiveness of these documents.
The Government is mindful that this change may impact upon other
provisions. A specific example is where a bidder offers securities under a
takeover bid. Under section 636, the bidder's statement must include all
material that would be required for a prospectus for an offer of the securities.
The current takeover disclosure requirements were designed to be consistent
with the CLERP Act 1999 fundraising disclosure requirements (see
Explanatory Memorandum CLERP Act 1999 paragraph 7.23.)
3URSRVDO ,PSURYHWKHSUHVHQWDWLRQRISURVSHFWXVHV

The Government will improve the effectiveness of disclosure in
prospectuses through extending the requirement for ‘clear, concise and
effective wording and presentation’ in Chapter 7 for product disclosure
statements to Chapter 6D for prospectuses.

 6RSKLVWLFDWHGLQYHVWRU DQG ZKROHVDOHFOLHQW
Harmonisation is proposed between Chapter 6D's 'sophisticated investor' and
Part 7.9's 'wholesale client'. Even though both Chapter 6D and Part 7.9 do not
require disclosure documents to be provided to a class of investors, which
broadly represent the same class of persons, the definitions adopted to achieve
this result differ somewhat. As each approach has a similar objective and
produces a similar result, there is scope for harmonisation of the terms to
classify those investors who do not require the protection of the disclosure
regimes. This will improve the consistency and effectiveness of disclosure
overall.
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&KDSWHU'

6RSKLVWLFDWHGLQYHVWRU

The Corporations Act requires that an offer of securities or debentures needs
prospectus disclosure to investors unless excluded in section 708. Along with
exclusions for small offerings, subsections 708(8) to 708(20) of the Corporations
Act identify certain persons and circumstances as not requiring disclosure,
including the following persons:


a 'sophisticated investor;' which is defined where:
 the minimum amount payable for securities is at least $500,000; or
 the collective amount invested in the same class of securities adds up to

$500,000; or
 a qualified accountant certifies the net asset worth of $2.5 million or

gross income for each of the last two financial years of at least
$250,000 per annum.




the offer is made to a person through a financial services licensee where the
licensee is satisfied that the person has relevant previous experience in
investing in securities; and
a 'professional investor,' as defined in section 9 of the Corporations Act.

The exemption for 'sophisticated investors' recognises that certain investors are
able to protect their own investment interests without regulatory protection. In
fact, both industry and such investors may discourage regulatory coverage and
consider the imposition of any legislative disclosure to be an unwanted cost
and burden.

3DUW

:KROHVDOHFOLHQW

The FSR Act also draws a distinction (for financial products other than
securities and debentures) between 'retail' and 'wholesale' clients. Wholesale
clients in Part 7.9 do not receive the same level of protection, as these clients
are better informed and better able to assess the risks involved.
Wholesale clients are defined in the negative, that is, as persons who are not
retail clients. With the exception of general insurance products,
superannuation and RSA products, a financial product and the related
disclosure requirements is provided to what is defined as a retail client unless
the provisions of section 761G(7) apply:
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the price or value for the provision of the financial product is at least
$500,000; or
the financial product or service is provided for use in connection with a
business that is not a small business; or
when not provided for use in connection with a business, a qualified
accountant certifies the net asset worth of $2.5 million or gross income for
each of the last two financial years of at least $250,000 per annum; or
the person is a 'professional investor,' as defined in section 9 of the
Corporations Act.

&XUUHQWRYHUODS
To some extent elements of the section 761G definition of retail and wholesale
clients are essentially a duplication of the exclusions from disclosure under
section 708. The two regimes already share several tests in common in
identifying those investors that do not require disclosure:


the product value test and currently prescribed amounts;



the individual wealth test and currently prescribed amounts; and



the professional investor test.

'LIIHUHQFHVEHWZHHQVRSKLVWLFDWHGLQYHVWRUDQGZKROHVDOHFOLHQW
There are significant differences between the two regimes, with each
containing separate tests that reflect the different nature of shares and other
financial products. Specific examples of the differences include:






Chapter 6D's certification of investment experience was not replicated in
Part 7.9. Further, a mechanism canvassed during the development of the
FSR Act that would have effectively allowed people to ‘opt-out’ from the
disclosure regime was not well supported and was not adopted.
Chapter 7's business test is not found in Chapter 6D.
While the individual wealth test is shared between the two regimes, section
761G’s wealth test is subject to ‘the relevant service or product is not
provided for use in a business,’ while section 708 does not contain this
limitation.
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The structure of the regimes is also not consistent. Chapter 6D provides for
disclosure to all purchasers of securities, except in limited circumstances in
section 708. Part 7.9 relies on the retail client or wholesale client distinction,
with all retail clients receiving full disclosure and wholesale clients, defined
as those who are not retail clients, not receiving this information.

It is desirable to achieve greater harmonisation to provide a more consistent
approach for determining which investors will receive disclosure information
and which will not. This will promote consistency of regulation where possible
across all financial products.
3URSRVDO +DUPRQLVDWLRQRIZKHQGLVFORVXUHLVQRWUHTXLUHG

The Government will more closely align the exemptions from the disclosure
regimes that apply to sophisticated investors and wholesale clients.

&HUWLILFDWLRQRILQYHVWPHQWH[SHULHQFH
The current operation of the certification ability regarding securities under
section 708 has been the subject of concerns related to liability. There is no
similar provision in Part 7.9. Industry participants have suggested that they
may be held liable in the event that something goes wrong with investments
made by a person they have certified as sufficiently experienced in securities
investment to not need a disclosure document.
This potential liability might be viewed as an incentive for licensees to ensure
that persons do in fact possess the requisite experience to justify such a
certification. However, it might also raise doubts about whether this may
unduly limit, in practice, the use of the provisions.
The decision as to whether to certify a person's investment experience appears
at present to be a commercial decision which must be balanced against the
associated liability risk. A form of sanction for misuse is necessary, as these
provisions may provide an avenue for parties to subvert the intent of the
disclosure requirements. This sanction is currently potential civil liability.
The Government believes that the current arrangements provide an
appropriate balance between these factors. The Government will retain the
current option for licensees to certify investment experience in Chapter 6D
based on the existing potential for liability.

3DJH

3DUW'LVFORVXUHUHTXLUHPHQWVIRUVKDUHVDQGGHEHQWXUHV

3ODFHPHQWV
Secondary sales occur when a security or financial product is issued to an
intermediary who then on-sells them to the wider market.
The FSR Act tightened disclosure obligations related to secondary sales of
securities and financial products by amending the operation of section 707 of
the Corporations Act to remove some unintended potential loopholes in the
CLERP Act 1999. It also inserted section 1012C of the Corporations Act, which
applies to financial products other than securities.
The Government has been clear in its intent to enhance consumer protection
through minimising the avoidance of disclosure requirements.

,QGXVWU\FRQFHUQV
Industry has raised concerns about a potentially adverse impact of the need to
satisfy more stringent disclosure arrangements. In particular, some have
argued that the operation of the amended provisions may cause practical
difficulties for the placements market for securities.
Further, concerns have been raised that the amended anti-avoidance
provisions will impact upon underwriting arrangements, because an
underwriter will generally have intended to on-sell any securities it is required
to take up as a result of a shortfall in acceptances of an offer. Where an
underwriting arrangement is subject to these disclosure obligations, additional
costs may be imposed. Underwriters may choose to recoup these costs though
the imposition of higher costs for customers or through seeking a greater
discount on the underwritten share price. Ultimately, higher costs may
adversely impact upon the efficiency of the secondary sales market.
It has also been suggested that retail clients who were issued financial
products, without disclosure under a specific statutory or regulatory
exemption from the disclosure provisions, might not be able to on-sell those
products within 12 months of their issue.
Following the commencement of the FSR Act, the Australian Securities and
Investments Commission (ASIC) has sought to clarify the operation of these
provisions by class order relief and the release of consultation papers seeking
industry's views on this issue. Currently, interim class order relief addresses a
number of concerns related to existing ASIC prospectus relief exemptions or
statutory exemptions, and where there is adequate information already
available to the market.
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The Government proposes to reduce the potential for the anti-avoidance
provisions to interfere with legitimate business practices by imposing
additional costs, while maintaining investors ability to make informed
investment decisions. In some circumstances, imposing additional disclosure
obligations (with associated costs) on the provider of the security or financial
product may be of little or no benefit in terms of consumer protection or
market integrity.
The Government will improve the practical operation of the anti-avoidance
provisions on placements to limit the need for disclosure where information is
already available.
3URSRVDO ,PSURYHWKHRSHUDWLRQRIWKHSODFHPHQWSURYLVLRQV

The Government proposes that the disclosure requirements for secondary
sales reflect the principle that where a person:




already holds pertinent information, or
has access to comparable information to what they would have otherwise
received in a reasonable, timely and cost-effective manner,

no further disclosure obligations should apply. This will provide a sounder
legislative basis for the operation of placements and will also facilitate ASIC
taking relief action where appropriate.

5HODWLRQVKLSZLWKFRQWLQXRXVGLVFORVXUH
It has been suggested that as a general principle, placements of any listed
securities should not require a prospectus where a company is listed on the
Australian Stock Exchange (ASX) and has been continuously quoted for
12 months. This is on the basis that the price at which those sales take place
should have factored into it all information disclosed by way of periodic
reports and the continuous disclosure obligations in the ASX Listing Rules
which are legislatively supported by Chapter 6CA of the Corporations Act.
However, information available under the continuous disclosure regime is not
necessarily the same as that available under a prospectus, especially noting the
operation of the carve-out included under ASX Listing Rule 3.1. Hence, the
secondary market may not have access to the information necessary to allow
retail investors to make a fully informed decision when entering into a
secondary transaction resulting from a placement. This view is evidenced by
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instances where professional investors offered securities in a placement may
obtain warranties as to any information withheld under the carve-out.
These factors suggest that the current general requirement for a prospectus is
appropriate. Consequently, it is not the Government's intention to exclude
secondary sales of listed securities from the existing prospectus disclosure
obligation solely on the basis of the continuous disclosure requirements.
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This part discusses a number of enforcement issues, including changes to the
Corporations Act penalties regime, an expansion of the duty to report
information to ASIC by auditors, protection for company officers who report
breaches, and the institutional arrangements and procedures for enforcing
discipline against registered company auditors.
Enforcement issues specific to the continuous disclosure regime are covered in
Part 8. Enforcement issues specific to the provision of non-audit services and
the proposed auditor statement of independence are covered in Part 4.

3(1$/7,(6)25%5($&+(62)7+(&25325$7,216
$&7$8',7,1*$1'$&&2817,1*5(48,5(0(176
%DFNJURXQG
The role of ASIC includes enforcing the auditing and accounting disclosure
requirements of the Corporations Act.
Under Australia's corporate governance model, it is the responsibility of the
board of directors of a company to certify that a company's financial
statements comply with accounting standards, and also give a true and fair
view. This is consistent with the broader fiduciary responsibilities of directors
under the Corporations Act. The role of registered company auditors includes
forming an opinion about whether a company's financial statements comply
with accounting standards and give a true and fair view.
The United States has recently adopted an approach of requiring chief
executive officers to personally vouch for the veracity, timeliness and fairness
of their companies' public disclosures, including their financial statements.
While the Government does not currently propose any departure from the
present corporate governance model, it remains the case that senior company
officers can be prosecuted if they engage in any fraudulent activity in relation
to the presentation of the company's financial statements.
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$6,&HQIRUFHPHQWSRZHUV
ASIC has substantial enforcement powers relating to financial reporting and
audit under the Corporations Act, the ASIC Act, and the various State Crimes
Acts.
ASIC's can: make orders to require compliance; institute legal proceedings
which can produce outcomes that carry heavy civil and criminal penalties;
direct companies to prepare and lodge reports; seek injunctions to restrain
contravention of the Corporations Act; and investigate matters where it
believes the Corporations Act or other corporate laws have been broken.
ASIC employs a substantial team of accounting qualified staff involved in
enforcement matters related to financial reporting. ASIC's enforcement
program is resourced from its appropriation, estimated to be $158.4 million in
2002-03. In the 2002-03 Budget, ASIC received new funding totalling
$90.8 million over four years. This will equip ASIC to maintain and, where
necessary, extend its surveillance and enforcement activities, including in the
area of corporate reporting.

$6,&HQIRUFHPHQWDFWLRQV
ASIC has been active in referring matters to the CALDB. Over the past
10 years, ASIC has referred 249 registered company auditors to the CALDB
with the result that 146 auditors had their registration cancelled or suspended,
11 auditors received reprimands, and 82 matters were withdrawn — generally
after auditors voluntarily surrendered their registrations. Additionally, in
10 cases the CALDB refused to exercise its discretion.
ASIC has also been active in enforcing financial reporting in accordance with
accounting standards and the Corporations Act. From 1998-2002, ASIC
investigated and resolved financial reporting matters involving accounting
irregularities which produced more than $3 billion in restatements in company
financial statements.
On 12 July 2002, the ASIC Chairman announced a new accounting surveillance
project directed to areas of accounting abuse of the type recently uncovered in
the United States. ASIC has assembled a special task force for the project
comprising representatives from its Office of Chief Accountant and its
Corporate Finance and Enforcement Directorates.
The primary focus of the project is compliance with accounting standards
relating to capitalised and deferred expenses; recognition of revenue; and
recognition of controlled entities and assets. The surveillance will relate to the
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full-year financial reports of selected listed companies for the financial year
ended 30 June 2002.
In announcing the project, the Chairman noted that ASIC had no reason to
believe that abuses such as those recently uncovered in the United States are
prevalent in Australia. Nevertheless, ASIC had decided that a targeted
surveillance of these issues would assist to maintain confidence in the
reliability of public company financial reporting. ASIC expects to report its
preliminary findings by 31 December 2002.

3HQDOWLHVIRUEUHDFKLQJWKHDFFRXQWLQJDQGDXGLWLQJ
UHTXLUHPHQWVLQWKH&RUSRUDWLRQV$FW
&XUUHQW&RUSRUDWLRQV$FWSHQDOWLHV
The Corporations Act contains a range of civil and criminal penalties.
The maximum criminal penalties in the Corporations Act for breaches such as
insolvent trading and breaches of directors' duties are 2000 penalty units
($220,000) and 5 years gaol. These penalties can be cumulative for multiple
breaches.
The Corporations Act also contains a regime of civil penalties, which allow
corporate misconduct to be pursued outside the criminal law framework. This
system can overcome some of the difficulties in proving matters beyond
reasonable doubt (as required by the criminal law, rather than proof on the
balance of probabilities required by civil penalty provisions), and permits
remedies such as the payment of civil penalties of up to $200,000, payment of
compensation, and disqualifying officers from future involvement in
corporations.
Some examples of offences which can be pursued by ASIC either as a civil
penalty provision or a criminal offence are outlined below.
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2IIHQFH

&RUSRUDWLRQV$FW
UHIHUHQFH

0D[LPXPFULPLQDOSHQDOW\
QRWHSHQDOW\XQLW



)DLOXUHWRH[HUFLVHSRZHUVZLWKFDUHDQG
GLOLJHQFH

 

XQLWVDQGRU\HDUV

 

XQLWVDQGRU\HDUV

 

XQLWVDQGRU\HDUV

 

XQLWVDQGRU\HDUV

 

XQLWVDQGRU\HDUV

UHTXLUHPHQWVXQGHUWKH&RUSRUDWLRQV$FW

 

XQLWVDQGRU\HDUV

%UHDFKHVWKHGXW\QRWWRWUDGHZKLOHLQVROYHQW

* 

XQLWVDQGRU\HDUV

 

XQLWVDQGRU\HDUV

 

XQLWVDQGRU\HDUV

)DLOXUHWRH[HUFLVHSRZHUVLQJRRGIDLWKDQG
IRUDSURSHUSXUSRVH
0XVWQRWPLVXVHSRVLWLRQWRJDLQDGYDQWDJHRU
FDXVHGHWULPHQWWRWKHFRPSDQ\
0XVWQRWPLVXVHLQIRUPDWLRQREWDLQHGE\
YLUWXHRIWKHLUSRVLWLRQWRJDLQDGYDQWDJHRU
FDXVHGHWULPHQWWRWKHFRPSDQ\
%UHDFKWKHSURFHGXUHVXQGHU&RUSRUDWLRQV
$FWZKHQJLYLQJDILQDQFLDOEHQHILWWRDUHODWHG
SDUW\RIWKHFRPSDQ\
)DLOXUHWRFRPSO\ZLWKWKHILQDQFLDOUHSRUWLQJ

)DLOXUHWRFRPSO\ZLWKFRQWLQXRXVGLVFORVXUH
UHTXLUHPHQWVRIDVKDUHPDUNHW
)DLOXUHWRFRPSO\ZLWKFRQWLQXRXVGLVFORVXUH
UHTXLUHPHQWVWR$6,&ZKHUHDVKDUHPDUNHW
GRHVQRWUHTXLUHLW
(QJDJHLQYDULRXVIRUPVRIPDUNHW
PDQLSXODWLRQLQUHODWLRQWRILQDQFLDOSURGXFWV

$±*

XQLWVDQGRU\HDUV

2IIHQFHVLQUHODWLRQWRLQVLGHUWUDGLQJ

$ 

XQLWVDQGRU\HDUV

ASIC can also pursue actions under State Crimes Acts for fraudulently
appropriating corporate property or making or publishing accounting entries
intended to defraud, which can attract penalties of up to 10 years in prison.

6KRXOGSHQDOWLHVIRUEUHDFKHVRIWKHILQDQFLDOUHSRUWLQJUHTXLUHPHQWV
RIWKH&RUSRUDWLRQV$FWEHLQFUHDVHG"
There is a case for increasing penalties under the Corporations Act. Although
changes have been made in specific areas, a general review of these penalties
has not been carried out for a considerable period.
An example of a penalty that might be inadequate is for breach of
section 1309 of the Corporations Act (misleading an auditor or other officer).
Fabricating or 'covering up' the fabrications of others in relation to financial
reports can cause significant damage and loss. The two year maximum gaol
term imposed for this contravention is unlikely to be in line with comparable
crimes of a similar significance.
However, it would be desirable to keep the increase of penalties in relation to
financial reporting offences appropriately proportionate to other comparable
penalties under the Corporations Act. Accordingly, a revision of penalties will
3DJH
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be undertaken covering all of the Corporations Act, focusing on financial
reporting and officers' duties. This will encompass civil penalties, especially
for bodies corporate,1 and would take into consideration the findings of the
Australian Law Reform Commission's report on civil and administrative
penalties in Australian federal regulation.2 ASIC has been asked to provide
recommendations for this review.
3URSRVDO

5HYLVLRQRIFLYLODQGFULPLQDOSHQDOWLHV

ASIC will monitor the adequacy of civil and criminal penalties and make
such recommendations as are required to ensure consistency and adequacy
of penalties under the law.

$8',7256'87<72',6&/26(,1)250$7,2172$6,&
This section discusses the requirements placed on auditors to disclose to ASIC
information about breaches of the Corporations Act.
Under section 311 of the Corporations Act, a registered company auditor in the
case of an audit of financial reports for a financial year or half-year, or a review
of a financial report for a half year, must notify ASIC in writing as soon as
possible if the auditor has reasonable grounds to suspect that a contravention
of the Corporations Act has occurred, or believes that the contravention has
not been or will not be adequately dealt with by comment in the auditor's
report or by bringing it to the attention of the company directors.
To assist the auditor in performing his or her duties, section 1289 of the
Corporations Act provides that an auditor shall not, in the absence of malice,
be liable to any action in respect of defamation for any statement made in the
course of duties as an auditor, whether the statement is made orally or in
writing.
Although mandated by section 311 of the Act, there has been almost a total
absence of reports made to ASIC by auditors under this provision.


1 The potential inadequacy of the $200,000 maximum civil penalty for bodies corporate that

2

breach continuous disclosure and other financial services civil penalty provisions was
highlighted in Chapter 8. It is proposed to increase the maximum civil penalty payable by
bodies corporate in breach of those civil penalty provisions to $1 million.
See Australian Law Reform Commission, Discussion Paper 65, Administrative Penalties in
Australian Federal Regulation, April 2002.
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To enhance the effectiveness of the provision, it is proposed that section 311 be
amended such that an auditor must also report to ASIC if any officer or
director of a company attempted to influence, coerce, manipulate or mislead
the auditor during the performance of the audit.
3URSRVDO

$XGLWRUV GXWLHVXQGHUWKHODZZLOOEHH[SDQGHG

The Government will amend the law to expand matters which auditors
must report to ASIC to include any attempt to influence, coerce, manipulate
or mislead the auditor.

',6&,3/,1$5<352&('85(6)25$8',7256
%DFNJURXQG
The report of the Audit Review Working Party contains a series of
recommendations for streamlining the institutional arrangements for taking
any disciplinary action against registered company auditors and the
procedures for dealing with the disciplinary matters themselves. The Ramsay
report provides an overview of the Working Party's proposals and examines
whether it would be appropriate to implement those recommendations.
The Audit Review Working Party examined the following aspects of the
requirements for disciplining auditors as part of its review:








whether the existing institutional arrangements for dealing
disciplinary matters operate in an efficient and effective manner;

with

whether the matters that may be dealt with by the CALDB are appropriate;
whether the penalties that may be imposed by the CALDB are appropriate;
and
whether the CALDB and/or ASIC should be authorised to exchange
information with the accounting bodies for the purpose of disciplinary
proceedings.

The Working Party, following consultation with stakeholders, put forward a
total of 17 recommendations designed to achieve three basic objectives:
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relieving the CALDB of the task of dealing with disciplinary matters of an
administrative nature, thus enabling it to devote its resources to dealing
with the more substantive conduct matters;
broadening the membership base of the CALDB in order to increase the
perception that it is independent of the accounting profession; and
increasing publicity associated with disciplinary matters for the purpose of
acting as a deterrent to others.

The Ramsay report noted that at the time the Working Party's report was
released there was general support for most of its recommendations except the
following:






the proposal that the chair of the Board need not be a legal practitioner;
the recommendation that the CALDB be relieved of the task of dealing with
disciplinary matters of an administrative nature was not supported by
either CALDB or ASIC on a number of grounds including that it is desirable
that disciplinary action which affects the right of an auditor or liquidator to
practise should be centralised in one body; and
in addition, one other recommendation, that the CALDB should have the
ability to impose fines, is no longer possible because the corporate
regulation scheme is now based on Commonwealth constitutional powers
and there are constitutional limitations on Commonwealth bodies imposing
fines.

The Ramsay review's consultation with the CALDB indicates that there is still a
high level of support for the Working Party's recommendations, other than
those referred to in the preceding paragraph. The CALDB's principal concerns
are with proposed changes to its composition. In this regard, the Board has
formed the view that, in light of the very technical issues coming before it, the
composition of the CALDB should not be expanded by the inclusion of
nominees from outside the legal and accounting professions.
Nevertheless, as a result of difficulties recently experienced by the CALDB in
forming a quorum for an important hearing, the Ramsay report concluded that
some changes are needed to the CALDB's membership structure. The CALDB,
for its part, has proposed that its membership be expanded through the
appointment of reserve members for both the ICAA and CPAA. The CALDB
envisages that reserve members would be used when neither the member nor
deputy for a particular body is available for a hearing. It has also proposed
that, when making future appointments, an effort should be made to include
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in the appointments some members, deputies or reserves who are current or
former insolvency practitioners.
Ramsay formed the view that it would be appropriate to proceed with the
Working Party's recommendations, subject to the retention of the existing
requirement that the chair have legal qualifications; omitting the proposals
opposed by the CALDB and ASIC; and giving effect to the CALDB's proposal
for the appointment of additional accounting and insolvency members in place
of the Working Party's proposal for the appointment of people with other
experience.

7KH5DPVD\UHSRUWUHFRPPHQGDWLRQV
The Ramsay report recommended that:


The ASIC Act be amended to:
 provide for the appointment of a deputy chairperson for the CALDB;
 allow the CALDB to sit in more than one Division simultaneously;
 provide that a Division of the CALDB be constituted by:

 the chairperson or deputy chairperson;
 a member, deputy of the member or a reserve member nominated by
the ICAA; and

 a member, deputy of the member or a reserve member nominated by
CPAA; and
 provide for the ICAA and CPAA to each submit a panel of not less than

seven and not more than ten names from which the Minister will
appoint:

 one ICAA member, a deputy of the ICAA member, and up to two
ICAA reserve members; and

 one CPAA member, a deputy of the CPAA member, and up to two
CPAA reserve members.


In making the appointments, the Minister should have regard to the need to
ensure that included in the appointments are some members, deputies or
reserves who are current or former insolvency practitioners.

3DJH

3DUW(QIRUFHPHQWLVVXHV


The ASIC Act or the Corporations Act, as appropriate, be amended to:
 enable the CALDB to enforce orders made during the pre-hearing

period;
 provide that, in respect of each disciplinary proceeding, the nature of the

matter, the decision and the reasons for the decision should be
published; and
 enable the CALDB to provide information obtained by it during the

course of a disciplinary proceeding to the investigation and disciplinary
committees of the ICAA, CPAA and NIA, to facilitate the disciplinary
procedures of those bodies.

6WDNHKROGHUUHVSRQVH
There is broad support for the implementation of the Audit Review Working
Party's recommendations as modified by the Ramsay report.
It is noted that the proposal by CPAA for a new financial reporting framework
envisages a new umbrella body which would have responsibility for standard
setting, monitoring and investigation and discipline. The new separate arm of
the proposed umbrella body responsible for discipline would bring together
the existing functions of CALDB and the separate disciplinary processes of
CPAA and the ICAA. While the CPAA proposal calls for structural reform, it
would necessarily impact on the existing disciplinary powers of CALDB.

3URSRVDO
The Government agrees with the Ramsay recommendations in this area, with
one exception. Consistent with the view of the Audit Review Working Party,
the Government believes that, to enhance perceptions of independence of the
disciplinary process, a majority of CALDB members should be nonaccountants, with non-accountants comprising a majority of members for each
hearing.
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6WUHDPOLQHDXGLWRUGLVFLSOLQHDUUDQJHPHQWV

The institutional arrangements for taking disciplinary action against
registered company auditors will be strengthened to:






provide a majority of members of the CALDB, with appropriate skills,
who are non-accountants;
allow the CALDB to sit in more than one Division simultaneously and
provide for the appointment of a deputy chairman of the CALDB; and
enable the CALDB to provide information obtained in the course of a
disciplinary proceeding to the investigation and disciplinary committees
of the ICAA, CPAA and NIA to facilitate the disciplinary procedures of
those bodies.

5(3257,1*2)%5($&+(672$6,&
To improve reporting of breaches of the corporate law, it is proposed that the
law be amended so that any company employee who reports a suspected
breach of the law to ASIC receives qualified privilege and protection against
retaliation in employment.
This should directly assist ASIC in its enforcement of the law and in ensuring
that the market receives corrected information where misstatements have been
made. It should also help deter those who might otherwise be tempted to
break the law.
There is a risk that protection for company employees could lead to some false
reports about financial misconduct being made, tying up valuable resources of
the regulator and the company. The provision would therefore protect
company employees reporting suspected breaches of the corporate law to
ASIC in good faith on reasonable grounds.
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In the United States, the Sarbanes–Oxley Act contains penalties of fines or
imprisonment for up to 10 years for employers who knowingly, with the intent
to retaliate, take action against an informant, including interference with his or
her employment or livelihood, for providing truthful information to a law
enforcement officer about matters relating to the commission or possible
commission or a federal offence. There is also a provision that allows civil
action for compensation to be taken by employees if they have been victimised
by their employer due to their lawful activities in assisting investigators with
corporate fraud.
3URSRVDO

5HSRUWLQJRIEUHDFKHVWR$6,&

The Government will amend the law to provide qualified privilege and
protection against retaliation in employment for any company employee
reporting to ASIC, in good faith on reasonable grounds, a suspected breach
of the law.

3DJH
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The role of shareholders is recognised as critical for good corporate governance
practice. Shareholders do not assume responsibility for day-to-day
management of a corporation. However, they can influence the behaviour of
the corporation over the longer term through exercising influence on
fundamental matters. These matters include the composition of the board,
amendments to the corporation's rules, and approving extraordinary
transactions. Shareholders exercise their influence primarily through voting at
and/or attending the corporation's general meetings.
The OECD Principles of Corporate Governance1 have widespread acceptance
as a framework for good corporate governance practices. The first of those
principles refers to the basic shareholder rights to participate and vote in
general meetings. In particular, the principle that shareholders should be given
the opportunity to participate effectively and vote in general shareholder
meetings is mentioned as a key component of a good corporate governance
framework.
The practical opportunities for shareholders to effectively participate in
general meetings are often limited due to a number of factors. This part
contains proposals intended to enhance opportunities for effective
participation by shareholders in Australian corporations, including proposals
regarding:


notices of meetings;
 short form notices
 bundling resolutions, and



access to meetings;
 web-casting
 electronic proxy voting.

1 OECD Principles of Corporate Governance 1999, available for download from www.oecd.org.
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The proposals were developed by the Corporate Governance Roundtable
('CGR'), a forum which was convened by ASIC in 2001.2
Further proposals to facilitate the effective and informed participation by
shareholders in the governance of companies considered in this part are
proposals to:


require the disclosure by directors in annual reports of offices held;



facilitate the distribution of annual reports by electronic means; and



convene a group representing shareholder interests to act as a consultative
body to consider relevant future reform proposals.

6+$5(+2/'(56$1',19(67256$'9,625<&281&,/
The concept of a shareholder reference group has been considered as a way of
ensuring that the concerns of retail investors are appropriately considered in
the context of policy issues affecting them. Such a group would act as an
external advisory body reporting directly to the Government on issues of
corporate law and governance affecting shareholders.
The Council would be chaired by the Parliamentary Secretary to the Treasurer.
Members would be appointed by the Government and include individual
retail investors as well as nominees from appropriate retail investor bodies.
It is envisaged the Shareholders and Investors Advisory Council would be
requested to consider future proposals to change aspects of the corporate
regulatory framework. The Council would make its comments directly to the
Minister responsible and where possible the Council would be consulted at an
early stage of the policy development process.

2 The CGR met on three occasions in 2001 and two occasions in 2002. Its subcommittees also
met on several occasions. The focus of the CGR was to promote better corporate governance
by looking at ways of encouraging retail investors to become more active in the companies in
which they invest, particularly through raising issues at annual company meetings and
exercising their voting rights. Participants included representatives from government,
regulators and leading stakeholder groups.
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6KDUHKROGHUVDQG,QYHVWRUV$GYLVRU\&RXQFLO

The Government will establish a Shareholders and Investors Advisory
Council, to be chaired by the Parliamentary Secretary to the Treasurer,
which it will consult on all disclosure-related reforms to ensure they meet
the needs of retail investors.

)2502)127,&(62)0((7,1*6
The purpose of giving notices of meetings is to enable members to know what
business will be conducted at the meeting so that they can decide whether or
not to attend, as well as how to vote. Where notice is given that particular
business will be transacted at a meeting, no other business can be proceeded
with unless the whole body corporate is present and consents.3
Accordingly, notices of meeting serve an important function in the corporate
governance framework. Without effective notices the only vehicle through
which members may directly influence corporate behaviour — that is,
attending and/or voting on resolutions at general meetings — will be rendered
ineffective. Notices of meeting that fail to convey to members the nature of the
proposed business of the meeting are not effective notices, even though they
may meet legal requirements.
Against that background, the CGR considered ways to improve the
effectiveness of notices of meetings.

6KRUWIRUPQRWLFHV
&XUUHQWOHJDOUHTXLUHPHQWVIRUQRWLFHV
Division 3 of Part 2G.2 of the Corporations Act details the current method for
calling meetings of members. Section 249L prescribes the requirements for the
content of notices of meetings, detailing such aspects as: the place, date and
3 In general, a genuine amendment that comes within the scope of the business stated in the
notice may be properly considered: Efstathis v Greek Orthodox Community of St George (1988)
6 ACLC 706.
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time for the meeting; the general nature of the meeting's business; any
proposed special resolutions; and the entitlement of members to appoint
proxies and the method for doing so.
Directors have an obligation to ensure that the content of notices of meetings,
as well as the accompanying explanatory documents sent to shareholders, are
not misleading. They must present full and true disclosure of all relevant
information. Where a notice of meeting is accompanied by information, that is
false or misleading in a material respect, or has omitted information that
makes it misleading, an officer who furnishes the information may be guilty of
an offence under section 1309.

&RQFHUQVDERXWWKHSUHVHQWIUDPHZRUN
An issue of concern raised by the CGR is that corporate officers are worried
about possible legal actions for defects in notices, and are providing large
quantities of information such that it is often difficult to ascertain what the
business of the meeting will be. There is anecdotal evidence that many
shareholders are ignoring the notices altogether because it would take too
much time to comprehend the information provided.
Clearly the desirability of making full and fair disclosure needs to be balanced
against the need to avoid confusing the typical members to whom the notice is
directed.

3RVVLEOHUHVSRQVHVWRFRQFHUQV
Three responses to these concerns have been considered:


no change;



change the Corporations Act to introduce a 'comfort' provision; and



no statutory changes, but address the issue through a practice guide.

1RFKDQJH
One view is that the current legal requirements are appropriate and should not
be feared by corporate officers. The courts have taken a reasonable
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interpretation of the requirements.4 The law already provides a good balance
between safeguarding the interests of the shareholders in obtaining sufficient
information to understand what will be discussed at meetings, and
safeguarding the interests of the company which has in good faith provided
information it considers sufficient for that purpose. Any winding back of the
current requirements is unnecessary and will potentially adversely impact the
rights of shareholders to be fully informed about the business to be conducted
at meetings.
,QWURGXFHD FRPIRUW SURYLVLRQ
Another view is that in the absence of a clear statutory 'safe harbour' for
corporate officers who provide information they consider sufficient in good
faith, corporate officers will feel obliged to continue their practice of providing
large quantities of information in notices of meetings to guard against any
action.
To address this concern, a 'comfort' provision could be enacted to facilitate
provision of 'short form' notices and to protect disclosures made in good faith.
It would be important to ensure that any such comfort provision did not have
the effect of undermining the core element of the obligation to present true and
full disclosure of all relevant information. Accordingly, companies that choose
to use a short form notice of meeting would still be expected to make complete
information available to shareholders that seek it, and to make the information
available through other means (for example, posting on a website or, in the
case of listed companies, making it available to the Australian Stock
Exchange).
3UDFWLFHJXLGHOLQHV
A further means to address the issue may be the development of best practice
guidelines that could outline the legislative requirements and the
interpretations taken by courts. The aim of the guidelines would be to promote
a common sense approach encouraging companies to include in their notices
of meetings only information that is useful in the circumstances.

4 For example, in Fraser v NRMA Holdings Ltd (1995) 13 ACLC 132, a complex proposal about
which there were difficult questions of commercial judgment was put to a large number of
members. The Full Federal Court considered that it was appropriate for the information
provided to be selective and confined to matters that were realistically useful in the
circumstances.
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Best practice guidelines concerning notices of meetings could be of assistance
in encouraging more comprehensible notices of meetings whether or not a
legislative change were to be made.
Best practice guidelines would be expected to cover such matters as:
drafting style, use of jargon, font size, possible standard format for common
types of business (such as elections of directors, related party transactions);



any matters (such as related party benefits or qualifications in an expert's
report) that are of such significance that they ought to be included in any
notice.



To be most effective, the best practice guidelines would need to be
authoritative and acceptable to all relevant parties. An appropriate body to
develop the guidelines would be the ASX’s Corporate Governance Council. It
would also be appropriate for ASIC to be consulted on the guidelines.
3URSRVDO

6KRUWHUPRUHFRPSUHKHQVLEOHQRWLFHVRIPHHWLQJV

To encourage shorter, more comprehensible notices of meetings:




the Government will amend the law to introduce a 'comfort provision' to
protect disclosures made in good faith in a short-form notice of meeting;
and
best practice guidelines concerning notices of meetings should be
developed by the ASX Corporate Governance Council in consultation
with ASIC.

%XQGOHGUHVROXWLRQV
Often a number of resolutions to be put before a company meeting relate to
essentially the same proposal. For example, if a proposal to restructure a
corporate group is being considered, there is likely to be a number of member
resolutions required to give effect to that proposal. In most cases, shareholders
will make up their minds to vote for or against the proposal considered as a
whole — they are unlikely to cast different votes on the individual resolutions
that form the proposal.
The CGR considered a practice that has been developed, mainly by listed
public companies, of 'bundling' the related resolutions, so that a whole set of
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matters that would otherwise require a large number of individual resolutions
at a general meeting are considered together. Most often, this will involve
casting a resolution in a form that would, if passed, approve the proposal
described generally, including the individual component actions referred to in
another document (such as the explanatory statement). For example, a
'bundled' resolution for a merger of a large listed public company may read
along the following lines:
'Subject to the passing of Resolution 2 below, the Company approves
the merger between the Company and X Ltd, as described in the
Explanatory Memorandum which accompanied the Notice of this
Extraordinary General Meeting, including (without limitation):


the issue of Share A;



the authority to issue Share B; and



the execution of, and compliance by the Company with:
 Agreement A;
 Deed B; and
 Deed Poll C,

in each case substantially in the form submitted to the meeting and
signed by the Chairman for the purpose of identification.'
The advantage from the company's perspective of 'bundling' resolutions in this
way is that, where large transactions are involved, they are likely to be
interdependent in such a way that any failure of members to approve a single
component in the form envisaged would be likely to result in a series of
consequences for other components of the proposal that would be difficult, if
not impossible, to anticipate or explain. A large restructure, for example, may
entail shareholder approval for dozens of individual transactions, all of which
are linked to the others, to form the whole proposal. Similarly, from the
shareholders' perspective, an explanation of the proposal and its impact when
viewed as a whole is likely to be far more useful in forming a decision to vote
in favour or against it than a detailed explanation for each of the composite
resolutions. Accordingly, to 'bundle' together the component resolutions and
their explanations is preferable so that the proposal as a whole can be more
easily considered.
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However, there are also potential disadvantages of bundling from a
shareholders' viewpoint. Considering resolutions in a 'bundled' way restricts
the opportunity to debate particular component parts. There is a concern that
bundling resolutions might permit the 'hiding', deliberately or otherwise, of
important details about individual resolutions that should be specifically
drawn to the attention of shareholders — such as proposals concerning
executive remuneration.
It would not seem desirable to attempt to make laws about this matter. To
draft a rule that would yield an appropriate result in all (or even most) cases
would not be practicable. Rather, it is suggested that the best practice
guidelines on notices of meeting, mentioned above, would be an appropriate
vehicle to address bundling of resolutions.
3URSRVDO

%XQGOHGUHVROXWLRQV

The proposed best practice guidelines on notices of meetings will include a
section dealing with the explanatory material for 'bundled resolutions'. The
guidelines will include material on best practice for:






explaining 'bundled resolutions', including the primary purpose, impact
and material implications;
providing access to fuller information on the component resolutions for
those shareholders who seek it (for example, through company
websites);
describing categories of resolution that should not be bundled but always
dealt with as a separate item, with a separate explanation provided (for
example, transactions affecting executive remuneration).

$&&(6672*(1(5$/0((7,1*6
A potential hurdle to greater shareholder participation in general meetings is
the time and cost involved in attending them. Relatively few shareholders in
large companies have an interest sufficient to warrant physical attendance at a
general meeting, particularly if the meeting is held some distance away.
Therefore, a potentially large proportion of shareholders do not have a realistic
opportunity to personally attend general meetings due to those factors.
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:HEFDVWLQJJHQHUDOPHHWLQJV
One mechanism that has the potential to greatly expand the opportunity for
shareholders to participate in meetings is the broadcast of the meeting over the
internet ('web-casting'). Web-casting a general meeting allows shareholders
who are unable to attend the physical meeting to witness the meeting
proceedings in real-time from any location.
Many foreign and domestic companies have successfully broadcast their
annual general meetings over the internet5. There would not seem to be any
legal impediments to doing so.
However, the broadcast of meetings over the internet is only a part of the
access to meetings issue. For participation over the internet to be equivalent to
physical presence, shareholders viewing the meeting on the internet would
need to be able to provide real-time input, by asking questions and
participating in debate, as well as voting. Providing that kind of shareholder
access presents greater challenges than one-way web-casting, both legally and
technically. Issues include the authentication of internet participants, the legal
ramifications if the internet broadcast fails, and (if questions can be submitted
to the chairman by email) the risk of very lengthy meetings. Options being
explored in overseas jurisdictions for providing two-way access, including
through e-mail and bulletin boards, were canvassed in a discussion paper by
Professor Elizabeth Boros6, which, among other sources, was considered by the
CGR.

8VHRISUR[LHV
Traditionally, shareholders unable to physically attend a meeting have used
proxies. This device permits shareholders to nominate someone who is
attending the meeting to act generally (including speaking) and vote on their
behalf, by lodging a proxy form with the company prior to the meeting.
Proxies may be given a discretion to vote how they see fit, or the shareholder
may choose to direct a proxy to vote in a particular way. If the shareholder
does not know someone who is attending, the shareholder can nominate the
chair to act as their proxy.

5 See, for example, Ben Wilmot. 'Gather round the terminal, the AGM's beginning', Australian
Financial Review 14 August 2002, p.53.

6 Dr Elizabeth Boros, The Online Corporation: Electronic Corporate Communications, December
1999, available for download at www.asic.gov.au.
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(OHFWURQLFSUR[\YRWLQJ
Electronic proxy voting ('EPV'), is currently being used in the United States
and in the United Kingdom. It usually involves an intermediary that accepts
electronic proxy votes for a number of corporate clients, although some
individual companies operate an EPV service.
EPV dispenses with the requirement to send in a signed paper proxy form.
EPV proxy directions may be lodged by telephone or over the internet.
Shareholders are authenticated by various means.
Some benefits of EPV over traditional paper-based proxy forms are:








speed of responses: electronic votes can be accepted much later than the
48 hours prior to the meeting usually required for paper proxy forms;
shareholder satisfaction: the convenience of EPV has made it very popular in
the United States because votes can be cast at any time;
cost savings: EPV combined with electronic delivery of notices can save
money compared with a paper-based system;
ease of processing: an electronic proxy vote can potentially be more easily
processed by the recipient than a paper proxy.

However, issues such as authentication of shareholders and of proxies might
be problematic. As with two-way meeting participation, these issues involve
both technical and legal aspects.7

%RGLHVFRUSRUDWHDVSUR[LHV
The current law requires an individual person to be a proxy holder — it does
not allow bodies corporate to be a proxy holder.
The Government indicated in its response to the Parliamentary Joint Statutory
Committee report on the Company Law Review Act 1998 (Cth) that it supported
the Committee's recommendations that bodies corporate be enabled to act as
proxies. This proposal is currently being progressed.
Allowing bodies corporate to accept proxies will facilitate shareholder
participation in two possible ways:

7 For a description of some of the possible legal aspects, see Professor Elizabeth Boros,
'Corporations Online', Vol 19 Company and Securities Law Journal, at page 492.
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it will facilitate organisations such as the Australian Shareholders'
Association seeking out and collecting proxies from shareholders and
voting them; and
it will also assist persons wishing to operate an EPV business through a
corporate vehicle (as most do in the United States and the United
Kingdom).

&RQFOXVLRQV
There are obvious benefits of electronic communication in increasing
shareholder access to meetings. There are some outstanding questions about
whether the requirement for a physical meeting could ever be abandoned
altogether.8 However, overseas trends indicate that use of technologies at least
as a supplement to the physical meeting (rather than a replacement) is likely to
increase around the world and it would be desirable for Australia to follow
those developments.
Legislative changes may be required to remove hurdles to two-way internet
communication in meetings and EPV. The forthcoming legislative changes
permitting bodies corporate to act as proxies will facilitate EPV but there are
other potential obstacles.
It is not appropriate at this stage to require companies to offer these facilities.
Rather, web-casting (including 2-way participation) and EPV should be
encouraged through best practice guidelines developed by the ASX’s CGC in
consultation with ASIC.

8 See, for example, Professor Ralph Simmonds, 'Why must we meet? Thinking about why
shareholders meetings are required', Vol 19 Company and Securities Law Journal, at page 506.
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The Government will facilitate improved shareholder participation by
electronic means (including electronic proxy voting, internet broadcasting
and related technologies) by:




removing unnecessary legislative hurdles to the use of the technologies,
subject to the need to maintain the rights of shareholders who are not
internet users; and
requesting the ASX’s Corporate Governance Council, in consultation
with ASIC, to prepare guidelines for their use.
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The Corporations Act currently specifies a number of details about directors
that must be included in the annual directors' report to shareholders. There are
special requirements for public and listed companies.9
In the case of public companies, the details required include the number of
board meetings directors attended during the year, qualifications and special
responsibilities. In the case of listed companies, there are requirements
concerning disclosure of interests in the company and related bodies corporate.
Directors are not required to disclose details of offices that a director holds in
other companies. It has been suggested that this information may be relevant
to shareholders in assessing the directors' performance, especially when
considered in conjunction with the other information required in the annual
report. The information may also assist shareholders to make judgements
about potential conflicts of interest and relationships with other directors.

9 See subsections 300(10) and (11) of the Corporations Act.
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The Government will amend the law to require the annual directors' report
for listed companies to disclose, with respect to each director holding office
during the reporting period, details of all other directorship positions held
currently and held over the past two reporting periods.
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The distribution of annual reports to members can be costly and time
consuming, notwithstanding that recent amendments to the Corporations Act
allow members to elect not to receive them, or only receive a 'concise' version.10
Similar considerations apply in relation to member notices.
There are likely to be considerable benefits, in terms of costs and timeliness of
distribution, if members could opt to receive annual reports and notices
through electronic means.
To safeguard the integrity of the information in electronic versions, and to
ensure that all members who elect to receive them electronically do in fact
receive them, corporations would need to establish appropriate internal
processes and technology. It might be helpful for some guidance on those
practicalities to be developed.
A facility permitting members to elect to receive reports and notices through
electronic distribution would not prejudice the rights of members to continue
receiving full printed versions of the documents. Further, even members who
elect to receive electronic versions would be entitled to request a printed copy
free of charge. Under the proposed amended requirements, failure to
distribute electronically in accordance with valid instructions would be an
offence.

10 See section 316 of the Corporations Act.
3DJH

3DUW6KDUHKROGHUSDUWLFLSDWLRQDQGLQIRUPDWLRQ

3URSRVDO (OHFWURQLFGLVWULEXWLRQ

The Government will:




amend the law to permit members to elect to receive annual reports and
notices electronically; and
support best practice guidelines concerning electronic distribution of
annual reports being developed by the ASX’s Corporate Governance
Council in consultation with ASIC.
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AAC

Authorised Audit Company

AARF

Australian Accounting Research Foundation

AASB

Australian Accounting Standards Board

AFSL

Australian Financial Services License

AISB

Auditor Independence Supervisory Board

ASIC

Australian Securities and Investments Commission

ASIC Act

Australian Securities and Investments Commission Act
2001

ASX

Australian Stock Exchange

AuASB

Auditing and Assurance Standards Board

BSX

Bendigo Stock Exchange

CALDB

Companies Auditors and Liquidators Disciplinary
Board

CAMAC

Corporations and Markets Advisory Committee

CAP

Company Announcements Platform

CASAC

Companies and Securities Advisory Committee

CCAB

Consultative Committee of Accounting Bodies

CLERP

Corporate Law Economic Reform Program

CLERP Act 1999

Corporate Law Economic Reform Program Act 1999

Corporations Act

Corporations Act 2001

CPAA

CPA Australia

DPP

Director of Public Prosecutions
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DTI

Department of Trade and Industry

ESB

Ethics Standards Board

FASB

Financial Accounting Standards Board

FRC

Financial Reporting Council

FRRP

Financial Reporting Review Panel

FSG

Financial Services Guide

FSR Act

Financial Services Reform Act 2001

IASB

International Accounting Standards Board

ICAA

The Institute of Chartered Accountants in Australia

IFAC

International Federation of Accountants

JCPAA

Joint Committee of Public Accounts and Audit

LRB

Legislation Review Board

LSE

London Stock Exchange

MINCO

Ministerial Council for Corporations

NASD

National Association of Securities Dealers

NIA

National Institute of Accountants

NSX

Stock Exchange of Newcastle

NYSE

New York Stock Exchange

PCAOB

Public Company Accounting Oversight Board

PDS

Product Disclosure Statement

SCAG

Standing Committee of Attorneys-General

SDIA

Securities and Derivatives Industry Association

SEATS

Stock Exchange Automated Trading System

SEC

Securities and Exchange Commission
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SIA

Securities Institute of Australia

SME

Small and Medium Enterprises

SoA

Statement of Advice

“the law”

Corporations Act 2001

US GAAP

US Generally Accepted Accounting Principles
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