12 July 2002

The Committee Secretary

Joint Committee of Public Accounts and Audit
Parliament House

Canberra. ACT 2600

jepa@aph.gov.au

REVIEW OF INDEPENDENT AUDITING

As requested at the Joint Committee on public accounts and audits 21 June 2002 hearing, and
in response to your subsequent 26 June 2002 letter, The Institute of Chartered Accountants in
Australia provides the following comments for the Committee’s consideration.

1. Accountability of Accounting Firms

(a) _ Corporations Act to be amended to require that audit firms of public listed companies be
incorporated and publicly listed.

The main reason that appears to be behind this proposal is that the market itself would then
value or judge the performance of the particular audit firm from a quality perspective. However
as stated at the Hearings by a number of participants, the Institute believes that the market
would only tend to value or judge the financial performance of the particular audit firm, and its
financial statements would likewise only contain information on the financial performance of
the firm - little to do with the ‘quality’ of the audit product being supplied. Whilst there could be
some correlation between the market price of the listed shares as representing its reputation and
the quality of the audit function, such a correlation would in the Institute’s view be fairly minor,
compared to the listed firm’s financial performance.

The Institute also questions whether there would be sufficient interest by the market in the
shares of such a listed company, particularly given the threat of litigation arising from audit.
Whilst there could be benefits to the individual auditors who are employed by the listed audit
firm in terms of their own limited liability, such a proposal on balance would in the Institute’s
opinion have no significant advantages over other proposals to redress unfair unlimited liability
issues that apply to auditors.



A further potential complication could be the independence of the listed audit firm where the
market capitalization is such that it would be normally included in the market index such that
any shareholders in

the listed audit firm could not be audited by the listed audit firm. This could apply to financial
institutions that have funds under management using an indexed market allocation portfolio.

The Institute does see merit in allowing auditors to incorporate, as this would provide some
liability protection, however the proposal to take this further by requiring a listed vehicle, does
not in the Institute’s opinion appear to offer any significant advantages. The Institute is also not
aware of any overseas experience in this regard.

(b) ___ Audit firms of public listed companies be required to lodge an ‘independent performance
report’ to ASIC annually

Whilst the Institute is not opposed to audit firms providing such an independence report, the
Institute does question whether it is appropriate for the regulator, the Australian Securities and
Investments Commission (ASIC) to receive individual reports for each individual listed company
audit. The Institute in its submission to the Committee has argued for an Independent Public
Oversight Board to monitor audit independence and it would seem more appropriate for such an
Oversight Board to require this information from each firm on an annual basis, as part of its
monitoring role. The Board would publicly report on the results of its operations and ASIC
along with others such as the Institute would then be able to take appropriate action for any
breaches of independence.

2. Auditing and Accounting Standards

(a)  Should the Auditing and Assurance Standards Board be brought within the auspices of the

Financial Reporting Council?

The Institute supports enhancement of the public’s perception of the way the audit process is
conducted, and to that extent the Institute’s 31 May 2002 submission to the Committee
supported the concept of an Independent Public Oversight Board. Such a board could be part of
the Financial Reporting Council (FRC) process and as such the Institute would expect that such
a board would have a monitoring role over all aspects of the audit function including the way
Australian Auditing Standards are set and maintained.

However the Institute does not see any need for such a body to have ‘control’ over the Auditing
Standards process. In particular it needs to be recognised that the accounting bodies (Institute
and CPA Australia) fund the operations of the Australian Auditing and Assurance Standards
Board (AuASB), and that Australian Auditing Standards issued by the AuASB are developed
through Australia’s participation in the International Audit and Assurance Standards Board
which is likewise resourced by the various accounting bodies internationally.

Therefore it is unlikely that an oversight board would have a major influence on the
development of Australian Auditing Standards, and hence such monitoring role for an oversight
board would appear to be all that is needed. For the FRC to bring Auditing Standards within its
‘auspices’ would require public funding which at this time the accounting bodies have been
prepared to fund separately.



(b) Should Auditing Standards be given the force of Law?

The Institute is not aware of any argument as to why Australian Auditing Standards should be
brought within the requirements of the Corporations Act 2001. If such a move was made, this
would, due to the parliamentary process, require Australian Auditing Standards to be subject to
parliamentary approval and be set by a body that has parliamentary oversight and funding, an
example being the Australian Accounting Standards Board.

As detailed in 2 (a) above, the Institute does not see any compelling reasons for parliament to
‘control’ the auditing standards process.

In particular, the Institute’s 31 May 2002 submission to the Committee, noted that Auditing
Standards are effectively enforced by both the Companies Auditors and Liquidators Disciplinary
Board, and by the accounting bodies, and it is a requirement of auditing standards that auditors
state in their auditor’s report that they have complied with Australian Auditing Standards.

(c) What are the costs and benefits of harmonization of Accounting Standards?

The Institute has and continues to be a long-term supporter of international harmonization of
both Accounting and Auditing Standards. The debate over the costs and benefits of
harmonization had been resolved some years ago and the Institute is not aware of any
significant criticism that would re-open this debate. Australia is part of the global economic
community and as such needs to ensure that its financial reporting requirements are in line with
international best practice. As such the Institute remains supportive of the international
harmonization of Australian Accounting (and Auditing) Standards and in particular supports
the 2005 deadline recently announced by the FRC for Australian Accounting Standards to be in
line with International Accounting Standards.

3. The Role of Auditing

(a) _ Need to enhance the statutory role of auditing by, for example, introducing changes to

dilute the growth of commercial/service provider - Reforms suggested

As detailed in the Institute’s 31 May 2002 submission to the Committee, the major enhancement
not just to the audit process but to corporate governance generally would be to mandate via
statute (Corporations Act) the requirement for listed companies to have an Independent Audit
Committee that has responsibility through the board of directors with public accountability to
the shareholders.

Mandatory independent audit committees and mandatory management representation letters
for listed companies would be a significant innovation to the Australian financial reporting
framework and further enhance Australian listed companies reputation for quality financial
statements. Given that it would appear that the major corporate collapses both in Australia and
internationally have been due to a failure of proper corporate governance with significant
management frauds, the Institute believes that requiring independent audit committees and
management representation letters would be a significant inhibitant to such management
frauds. Such measures whilst not preventing corporate collapses due to poor business decisions,
could telegraph such weaknesses to the market much earlier.



(b)  Has the statutory role of audit been given adequate protection in the self-regulatory
environment?

The Institute supports the recommendations of the Ramsay Report which deals with proposed
enhancements to the Corporations Act for audit (eg Statement of Audit Independence).

In addition the Institute has in its 31 May 2002 submission to the Committee argued for a
reform of the current unlimited liability of auditors. Evidence given to the various hearings has
reinforced the need for accountable and realistic liability reform. Indeed evidence provided by
the auditors highlights the reality that they can do a great deal more in terms of providing
assurance, even in relation to future prospects of the company, and assurance over non-financial
indicators but the quid pro quo has to be reform of liability. Without that, auditors have
untapped potential!

4. Financial Statement Review Program

(a)  Results of the Institute’s Financial Statement Review Program and actions taken as a
result

For a period of around 20 years until it was discontinued in 2000, the Institute conducted
reviews of a selection (around 150 each year) of published financial statements of companies

and other entities (mainly listed). The purpose of the review was to identify apparent breaches of
accounting standards and other statutory requirements and shortcomings in disclosures and
presentation. The role of the review was primarily intended as educational with members taking
steps to rectify any shortcomings in the following year, and in a very small number of instances
over the years the program was in operation, formal disciplinary action was taken. While the
review program identified a number of issues that were taken up with members (either as
auditors or directors) each year, in the majority of cases it was established that these resulted
from poor presentation and inadequate disclosure rather than being substantive breaches.

Although it no longer carries out the ongoing regular review program the Institute still carries
out reviews of individual sets of financial statements where their may have been some public
comment about their quality, or as a result of a specific complaint.

A summary of the Institute’s last review (1999) is attached for information (Annexure 1).

(b) __ Obstacles impeding collaboration between the Institute and ASIC and how can they be
overcome?

As detailed in the Institute’s 31 May 2002 submission to the Committee, the major obstacle that
appears to have impeded the Institute’s desire to work with the ASIC Surveillance Program is
the inability of ASIC to overcome its concerns over confidentiality issues given the requirement
of section 127 of the ASIC Act that is seen by ASIC as limiting its ability to share confidential
information with the Institute.

5. Non-Audit Services

(a) __ Can guidance in Professional Independence Statement F1 be relied upon to address
threats to independence from the simultaneous provision of non-audit services?




The Institute believes that Professional Independence Statement F1 which is based on the
International Federation of Accountants Ethic Code can be relied upon to address any perceived
or actual threats to independence. The Australian predecessor to F1 — AUP 32 has been used for
such purposes and the new F1 provides significantly more guidance on Independence.

(b) _ How will F1 be enforced and the extent of compliance monitored?

F1 like other Institute rules are enforced in a number of ways by the Institute. The Institute’s
Quality Review Program specifically tests for compliance by auditors with auditing standards
and other Institute professional rules such as F1. In addition the Institute follows up any
complaint or allegation made against a member and this includes F1. The Institute would also
expect the regulator ASIC as well as the Companies Auditors and Liquidators Disciplinary Board
to enforce the requirements of F1 or bring to the attention of the Institute where appropriate any
alleged breaches of F1. A body such as a public oversight board would similarly work with the
Institute in enforcing F1.

Already there is evidence in the market place that F1 is working, an example being the ANZ
Bank which has listed the non-audit services that it will accept and not accept from its auditors.

A Substantial Improvement to the Financial Reporting

The Institute has attended each of the Hearings of the Committee held so far (Canberra 21 & 28
June, Sydney 8 July), and intends to attend the forthcoming Melbourne hearing (26 July 2002).
The Institute has also reviewed all submissions made to the Committee. Whilst it is fair to note
that a variety of issues have been raised, it is the Institute’s view that a recurring theme relating
to the major corporate collapses has been a failure of proper corporate governance.

From an audit perspective, a properly functioning independent audit committee will
significantly enhance both perceived and actual audit independence. Given the heightened
interest in audit independence, the Institute supports the concept of a public oversight board
that would have responsibility for monitoring the performance of the audit function for listed
companies.

If you require any further information, please contact Keith Reilly (Institute Technical Adviser)
— Telephone: 02 9290 5703, E Mail: keith@icaa.org.au

Yours sincerely

Geoff Brayshaw
President
The Institute of Chartered Accountants in Australia



ATTACHMENT 1

SURVEY OF PUBLISHED FINANCIAL REPORTS 1999

mial of 111 published financial reports

hianee been reviewed in respect of

financial years ending between 30

ne, 1989 and 31 December, 18398,

This has resultad in the issue of 58 leters to
2uitars and, in Some INstances, 1o mamber
directors concerning apparent departures
fram accounting standards or Lrgent lssues
Graup Conzsensus Views In 73 cases. oxpla-
nations for appanent departures werg
requested. In the remaining 36 cases. the
claparturas wera of 3 relatively minor nature
and were reporied as matiers for attention
niol reguiring a speciic reply unless the
auditor disagreed.

In the majority of instances the responses
received were actepled as sitisfactory Some
explanations claimed that the issue raised was
not material or that it was not ralevant 1o the
entity In a number of these instances.
improved presematon and disciosunes in the
financial report would heve sverted the nesd
o seek further explanaticon. The majority of
auditors and member dinectors accepted the
need for improved presentation and discio-
sure and underiook 1o make improvements
in the foliowsng year's financial report.
Discipiinery action has been taken where
considarad appropriate.

The nighest rumbers of apparent depar-
turas from accounting standards ocourmad in
respect of the following standards.

# AASE 1017 Related Party Disclosures’

+ AASB 1026 ‘Statement of Cash Fiows'

+ AASE 1028 Employee Entitiements’

+ AASB 1034 Information to be Disciosed
in Financizl Reports'

+ AASB 1004 Revenue’ (reissued standard

effective 30 June 1398)

It was diseppointing to note instances of
financial reports which, whist not misisading
of not presenting a true and fair view, were
of an overall poor quality In some cases it
was avident from abwvious errors made in
additions, transpositions of numbers, oross-
referencing errors and other typographical
errors that the reports had ot been subject
1o an adequate review before issue. Such
poor quality reporting can only angender
concern by users that the financial reports
ane inacturate and lead to a hoss of
confidence in directors and auditors.

Some of the more glaring errors
comprised:

% information reportad in notes not agreeing
with irlformation reportad in the financial
staterments andfor in other notes

# inconsstencies and conflicts between infor-
mation contained in the financial report
and information included in other parts of
the annual report (ag chairman's repart
and directors’ report)

* inciusion of gascriptions of ragundant
accounting policies

# bslance sheets not balancing and cash
fliow statements not adding up

# use of incorrect werms and
abscurafincomplete descriptions of
transacions

# notes missing, page numbars not in

order and generally confused layout and
referencing within the report

Far some reports there wers 8
sigmificant number of departures from the
presentation and discosures required by
accounting standards

ldentification of lssues by Accounting
Standard

Accounting policies

# suitabie gescription of accounting policy
not provided/policy questionad [AASE
100.67(p})

# ressons for Change in Accounting policy
not disclosed  [AASE 1001.6.2(b])

* incompiete discicsure of effect of change
in accounting patlcy [AASE 1001 8.2(c))
Events occurring after reporting date

* statemeant not mede that financial effects
of events have not been recognised
[AASE 1002.5.1(c)]

# financial effect not disclosed or a
Statemant mada (hat it is not possitie 1o
estimate the effect reably [AASE
1002.51())

Ravenues

# accourting policies adopted for recogni-
tion of revenug not disclosed or incom-
piete [AASE 1004.12.1(a)]

# methods adopted 1o determing the siage
of completion of contracts imvolving ren-
dering of services not disciosed [AASE
1004.12.1(a))

# amount of each catepory of revenya
recogrised not dischosed (particularly
sales of goods and rendering of servicas)
[AASE 1004.12.1(0) (ihelx]]

+ non-gdisciosure of revenue arising from
operating activities and revenue from
outside operating activities [AASE
1004.12.2(a)/ (b))

Financial reparting by segments

# non-disciosure andfor composition of
distiosed segmenits queried [AASE 1005]

* basis of inter-segrent pricing not
distiosad [AASE 1005.24(d))

+ segment information not aggregated
&nd recondled 10 agrea with related
information in the finencigl statemenis
[AASE 1005.25)

# finencial effect of change in accounting
poiicy not disclosed [AASE 1005.30]
Accounting for leases

* amount of keage finance charges not
disclosed [AASE 1008.50(d))

® cperating lease rental expense not
disclosad [AASE 1008.51)
Construction contracts

+ methods used 1o determing the stage
of completion of constructon contracts
in progress not disciosed [AASE
1008.10.7(e))

Accounting for the revaluation of
non-current assats

# reasons for not reducing asset o
recoverable amount guestioned [AASE
10105.1]

#* accounting for revalustion Incremeants
and decrements guestioned [AASE
1008142)

# no or insdequate dischosure of basis of
valuzgon [AASE 1070:2.7(p)]

#+ no or inedeguate disclosurs of policy re
capital gains tax [AASE 10108.7(g)]

#=whether expacted nat cash flows of
non- current assets included in detarmin-
Ing recoverable amounts have been dis-
counted to present value not disclosed
[AASE 1010.594)

Foreign currency translation

+ mathods used in translating financial
reports of foreign operations not
disciosed [AASE 101260(a)]
Accounting for goodwill

# reason for immediate write-off of
gooawill on acquisition not
disciosediqueried [AASE 101358]

#+ period over which goodwill is being
smortised not disciosed [AASE
1013107
Accounting for the acquisition of

assets

# dischosures in respact of acquisitions of
investrments in controlled entitiss not
made:

- date of acquisition [AASE 1015.41(p)]
- date from which operating resuls
included in profit and loss [AASE
1015.41{7))
# disclosures in respect of acquisitions of
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et Nt ke

= name of ety acquired [AA5E

b0 5000

- date of sedistion [AASE 1015.40)]

= Coat of pigurstion [AASE 1005406}

+ deRnElan of puchass consderation

[MASE | 515 40(d))
Accounting for investmants in

s iEtes

* ren-decosuny of pouty soounted
iformation questoned [AASE | D1§)
* frmansed presslation of necogeed
amourns of assits. kabdities are peofs or
oz of assoines ret decioped (456

=1L TN )]
Aeioed porty dicloswres

¥ bandng of drectans’ income i confac;
wih T rumiber of demcters [AA53
100742081

* apprepine nomber of ghares and gane
EER0 Mo By deecices non
Satiesed in Snancal repot [AASE
1017.4.15())

& ppregete nuTibe of thares N0 oD
reid by dregions nat deciosed in
fasncal repory [AASE 1D174.16)

* niture of the et and condiions of
FWres and cplons mued 10 demetons
not declosed [AASR 10174154

& rature of ik bertrd and congmions of
T TTRTHAThONS with dFemars 5ot de-
closesl [AASE 10174178

# rames of geeciors coroemed Pl s
ciosed [AASE 10174170

* each diferent type of TanmECHEn wih
rened B i the whiollp-dessd
Eroup mot cisciosed [AAS5E 10175.0(3)]

* nabure of the terms and congitions of
earh tvpem of tranzacnan with felased
partes in the wihody-cred proup ren
declosed [AASE 101750 (5)]

® recenanies foem contralied erttes e
dralsed betveser [BASE 10175200
whaly-owred froup snd ofer reliiss
pirbes ASER 1017 &4{E))

# ghidench and INETesE receved fiom
corgroled emites oot arabsed between
relates partes o the wholly creved
Froun and orher relgted parfes, (8455
VAT S (e hs T (6]

# pEruouans of ransactons with oter
redleC parte nol Seciosec
[AASE 101762

* parthuisy of nchvdially materisl trarsac-
T wh offer eired et [idetties
of relgned parties. tomns gl conditiong.
grefEl Frounts recopresed) not
diaclogest [AASE 101TAT)

* agrugete arourn of Pieren reerue
i mesnast of loars 1o a0 EsociEte ot

dsciased TAASE 1017 &40
weriily of parers ertsy not dscipess
[A&5E 1DIT.7.1)

for the preceding year not decioned
[AA5R 117R1]

Profic and loss oceounts
disdogrufncr-dsdiosure of Berns
abrormal questioned [AA58 1016.15)
laventorce

argurey of irventones cvmied 2 com
and 81 et realsibie vl not separaey
chiciosed [AA58 10191001 =]
igpregate amount of mveripory

wer SR IR §fd oS lompes

Sk i [AASE DS IQ]
CFTUMEANCES & Eyerts Bur Mg 1o
reseersal of weite-tiowms of mesories
not discioeed [AASE 1019101 (h)]
Drepreciation
degrecation methoss no decksed
CAAER PORN11 200

wnful bvms o Ceprecitlion rees e i
each cias of depreciable mset not ds-
Cemeal [AASE 1020, 1 1308)]

BEgregate armount of deprecahon Mgt
00 for mach clasy of gepreciabée asset ~ol
chiciomad [AMSE IORL. |1 2]
BofumuIied Sgirecaton nol presgvieg
i i gechcrion freen the clapy of gruess
10 which it relates [AASE 1001.10.2(5)
Srarcial efflery of charge in Gapraciaten
Eapeenne bl Oof mpen et of
wmful g, rivaluation or reasgeeanal of
FECvEaiN AmOur ROt dscioed [RASE
BOEEILE

Consalidated oooounts

eiity of uSirmals parent entity nee
cecicned [A85E 1024.3%aj]
ERDEAILES nod pronaded of Fosw
[P Bty wéhen Crarslriles rrinnsr m
B ptiedary i less than 50 [AASE
1024 3%

Statement of cash flows

cornents of Staterrwt of Cath Flows
gueioned [AAEE |(24]

REgregale purChice Cofderation relateg
0 Bgustons of snities not deciogsd
[anSH 10265 2(a))

#noun of purchae corsicermen foe
sequetion of enttes dacharged © cagh
nol deicicmed [A858 | 004 5 2]
aggregzoe anourt of cash gl By
agred ety ol S of acqushor not
dachosed [AA5E 102652

EEEEpAle pouts of asats b kabdtes
of emities acgured Sumnmansag By
Ratune and functen rot diggiened [AA52
10369 2{1]

* RPTEEE CONMONENoN reteed reliting

10 dupoaaly of et nel Sisclosed
[R50 10289 4]

dggregEte amguens of asseds and laide g
of eminies Supesed of not dsclossd 3
Lommansed by AEure and Lncties
[AA5E 100654

nComolETe miarmaton Drovoed B
fransacliord that gt not replt m sty
cash fowy [A458 10261 1.1]
detaks of credt stardhy

not ceciosed [AASH |(26.11 248}
sonirary of used ang wmused ioan
Briltes and the sdent 1o weich these
Caf b comipuer oF Elendad not
ahscioned [ARSE 1056 12.3(0))
Earnings per shars

Giuter eamengs e thare not decioged
el no: FEleTenl 10 the efect that o wa
not manengly dfferens Fom bas

per srare [ASSE 10071803700

Accounting for employee entitle-
ments

* Daouirs of gwrering-bated mmune-.

ation [AASE 1008 14(d]) sohams nes
asciodec -
{1} Fdabure of scese irgiuding e

Lroes of shares ined eosrtise cane

(@  Prcesio be pee

(6] Meumber and types of shares
aoquees, ghared i1 pvadande and
Marset il

(v]  Mumber §ng hoes of sthames
Esuec, fokal markst value tona
recengs fram emploees

v} Detals of socouniing polty oo
paranw Indoeration not gRCTaes

#* peredl lack of suficent nloeratian

ehout franca’ nstrumens [BASE |03
ACCoumng polices and mathods adopted
for sach class of firancial sgas and
fnarey! ity inciucing criera for
FeCegTlion and bass of memureme
Pt dincioned [AASE 1033520
inkrrtion about Epoles 10 e
e rak e each clg of francal aspe
vl nancial laidiny ron detlossd ndudrg
- Coriraciual MpACeg, or matunty daler
[AASE 1033540n)]

- et reenes rEesiesiphbed geerag:
efisctive interest rete [AASE 10735 4k
nforrratien about eposute e orede rae
rot diecomed [AASH 103355)
onoEEEan O credi re feposre nat
cisclosed o incornplete [AA5E

0335 S4B
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* aggregate net fair value for each class of
financial asset and financial liability not
disclosed [AASB 10335.6(a))

* method(s) adopted in determining net
fair value for each class of financial asset
and financial liability not disclosed [AASE
10335.6(1))

* sgnificant assumptions made in
determining net fair value not disclosed
[AASE 103356(c))

#* reason for not reducing carrying
amount of financial asset which 5 in
excess of net fair value not disclosed
[AASB 10335.7(0)]

* comparstive nformation not disclosed
[AASE 10334.1]

Information to be disclosed in
financial reports

#* classification of balance sheet items
questioned [A458 1034.4.1]

* accounts payable and borrowings not
separately disciosed in the balance sheet
[AASE 1034.5.1 (B) &N

#* provisions not disclosed as deducions
from the classes of assets to which they
relate [AASE 1034.6.1(b)]

* basis of the most recent valuations of

land and buildings not disciosed [AASE
1034.6.1 () ii)]

® net gain or loss on dispasal of assets in
each of the four categories required not
disclosed [AASB 1034.10.1(d))

* amount of franking credits available not
disciosed [AASE 1034.11.1(e)]

* remuneration of executive directors not
inchuded in exacutives’ remuneration
[AASB 1034.12.112)

+ aggregate remuneration of executive of-
cers not disciosed [AASB 1034.12.172)

g costs

* capialisation rate used to determine the
amount of borrowing costs not disclosed
[AASB 10368.1(q)]

Urgent Issues Group Consensus Views

UIG Abstract

4 "Disclosure of Accounting Policies
for Restoration Obligations in the extractive
industries” accounting method adopted in
respect of restoration Gbligations not dis-
tlosed

g ‘Accounting for Acguisitions -
Recognmion cf Restructuring Costs as
Liahilties” key features of restructuring pro-

gram not described.

21 ‘Accounting for the Buy-Back of
Ne Par'value Shares’: nature and terms of
share buy-back not deseribed.

23 ‘Accourting for Transaction Coes
Arising on the lsue of Equity Instruments.
amount of transaction costs arising on the
issue of shares and recognised directly in
equity not disclosed

Other Reporting Issues
Rounding of Amounts in Financial

Reports

# not in accordance with ASIC Class Ordes
F8/0100 for auditors' remuneration,
directors’ remuneration & executives’
remuneration
Directors' Report

* 1o clear cross references for diselosures
trensferred from the directors’ report 1g
the financial report

* details of each of the elements of sach
director’s remuneration not disclosed

. % no mention of compliance with envire -

memal legislation
#* nature and amount of options issued 1o
dwectors not disclosed @




