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GOVERNMENT RESPONSETO THE JOINT COMMITTEE OF PUBLIC
ACCOUNTS AND AUDIT - REPORT 391 - REVIEW OF INDEPENDENT

AUDITING BY REGISTERED COMPANY AUDITORS

BACKGROUND

On4 April 2002,theJointCommitteeofPublicAccountsandAudit (JCPAA)resolvedto conducta
reviewofindependentauditingby registeredcompanyauditors. TheCommitteetabledits reportin
theParliamenton 18 September2002.

TheGovernmentnotesthatmanyoftherecommendationscontainedin theJCPAA reporttraverse
proposalscontainedin theninthdiscussionpaperoftheCorporateLaw EconomicReformProgram
CorporateDisclosure.strengtheningthefinancialreportingframework(CLERP9). The
Governmentconsultedwidelyon theCLERP 9 policy proposalsreceivingover60 submissions
from interestedparties.The submissionsweretakeninto considerationthroughoutthedraftingof
theCorporateLawEconomicReformProgram(AuditReformand CorporateDisclosure)Bill 2003
(theBill). TheBill wasreleasedfor consultationin October2003andapproximately50
submissionswerereceivedandtakeninto accountwhile finalisingtheBill. TheBill passedthrough
theParliamenton 25 June2004.

TheCorporateLaw EconomicReformProgram(AuditReformand CorporateDisclosure)Act2004
receivedtheRoyalAssenton 30 June2004(theCLERPAct). Mostoftheprovisionsof the
CLERPAct commencedon 1 July 2004. Schedule3 to theCLERPAct (containingthe
proportionateliability refonns)commencedby Proclamationon 26 July 2004. Theregulations
relatingto theCLERPAct commencedon 9 July 2004.

During thedevelopmentoftheCLERP9 policy paperandtheCLERPAct, theGovernment
consideredtherecommendationsoftheJCPAA. A numberoftherecommendationshavebeen
takenup in theCLERPAct includingChiefExecutiveOfficerandChiefFinancialOfficer
(CEO/CFO)sign off offinancialreports,true andfair view requirements,a generalrequirementfor
auditorindependenceaswell asproportionateliability andincorporationofauditors.The
Governmentconsideredthat someoftherecommendationscouldbebetterimplementedthrough
otherchannelssuchastheAustralianStockExchange(ASX) listingrulesandby theAustralian
AccountingStandardsBoard(AASB).

TheGovernment’sresponseto theCommittee’srecommendationsis asfollows.

CORPORATE GOVERNANCE

CommitteeRecommendation1

Thatthe CorporationsAct2001 (theCorporationsAct) beamendedto requiretheChiefExecutive
Officer andChiefFinancialOfficer ofacompanyto sign astatutorydeclarationthatthecompany’s
financialreportscomply with the CorporationsAct andaremateriallytruthful and complete.This
declarationmustbeattachedto thecompany’sfinancialreportswhenevertheyarelodgedwith
ASIC andprovidedto thecompany’smembersandthemarketoperatorpursuantto the
CorporationsAct.
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Response

TheCLERPAct amendstheCorporationsAct to requireCEO’s/CFO’sto certify to thedirectorsof
a listedentity thatthe annualfinancialstatementsarein accordancewith theCorporationsAct and
accountingstandardsandthatthestatementspresentatrueandfair view.

Committee Recommendation2

ThattheCorporationsAct be amendedto requireall publicly listedcompaniesto havean
independentaudit committeeandtheActprescribetheminimumrequirementsin regardto therole,
responsibilitiesandcompositionofan audit committee.

Response

TheGovernmentsupportsstrengtheningtherole of audit committeesbut doesnot agreethat audit
committeesshouldbemandatedin theCorporationsAct. TheGovernment’sCLERP 9 policy paper
proposedaudit committeesbemandatedonly for thetop 500listed companies,not all listed
companies.This requirementwasimplementedthroughASX listing rules.

TheGovernmentnotesthatmorethan85 percentof listed companiesalreadyhaveaudit
committees.At thesmallerendofthemarket,flexibility is requiredasnot all companieswill be
largeenoughto warranttheestablishmentofan audit committee.

ASX Listing Rule12.7providesthat anentitywhichwasincludedin theS&P All OrdinariesIndex
(thetop 500 listedcompaniesby marketcapitalisation)atthebeginningof its financial yearmust
haveanaudit committeeduringthat year. If the entitywasin thetop 300 ofthat Indexat the
beginningofits financialyear,it mustalsocomplywith theASX PrinciplesofGoodCorporate
GovernanceandBestPracticeRecommendations(ASX Principles)onthe composition,operation
andresponsibilityofaudit committees.UndertheASX Principles,theauditcommitteeshould:

• haveat leastthreemembers;

• consistof only non-executivedirectors;

• haveamajority of independentdirectors;and

• haveanindependentchairperson,who is not thechairpersonoftheboard.

Therole oftheauditcommitteeis to reviewtheintegrityofthecompany’sfinancialreportingand
overseetheindependenceoftheexternalauditors.

Companiesoutsidethetop 300who do nothaveanaudit committeein theform setout in thebest
practicerecommendationsshoulddisclosehowtheiralternativeapproachassurestheintegrityofthe
financialstatementsofthecompanyandtheindependenceof theexternalauditor. Thisapproach
recognisesthesignificantrangein sizeanddiversity ofAustralianlistedcompaniesandthe
difficulties smallercompaniesmayfacein applyingall theASX principles.

TheGovernmentsupportsthespecificationofstandardsfor audit committees— includingin
relationto theircharter,structure,membership,andthenatureandscopeoftheirdutiesand
responsibilities— butasamatterofbestpracticeratherthanlegislativerequirement.In thisway
thestandardsrespondflexibly to changingmarketcircumstances.
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Committee Recommendation3

ThattheFinancialReportingCouncil:

• developa setofcorporategovernancestandards,includingprescriptionsfor internalaudit,
takingprimaryguidancefrom thefindingsoftheASX’s CorporateGovernanceCouncil; and

• takeall stepsto ensurethesestandardsbegivenlegislativebackingin theCorporationsAct,
aseitherpursuantto ormirroring section334.

Response

Not accepted.TheGovernmentsupportsaco-regulatoryapproachandconsidersthat somematters
arebetterleft to industrybodiesto pursue. Bestpracticecorporategovernancestandardshavebeen
developedbytheASX’s CorporateGovernanceCouncil andASX listingrules continueto require
listedcompaniesto reporton theirperformanceagainstthesestandards.Theseinclude
recommendationsthatsystemsbedevelopedto identify, assess,monitorandmanagerisk. The
standardsencouragecompaniesto haveaninternalauditfunction.

TheGovernmentdoesnot favourgiving corporategovernancestandardslegislativebacking. The
co-regulatoryapproachwill allow standardsto respondflexibly to changingmarketcircumstances
andrequiredisclosureto themarket,with themarketableto applysanctionswhereappropriate.

TheGovernmentalsonotesthattheFinancialReportingCouncil (theFRC) is not astandardsetting
bodybutratheroversightsthestandardsettingprocessrelatingto accountingandauditing
standards.

CommitteeRecommendation4

Thatsection1288oftheCorporationsAct beamendedto incorporatethefollowing principles:

• requireaudit firms undertakingassuranceauditsofpublicly listed companiesto submita
reportto ASIC on an annualbasisdetailinghow auditfirms havemanagedindependence
issuesin theprecedingperiodandany futureindependencemanagementissuesthatare
deemedpertinent;

• provideASIC with the authorityto investigateandaddressindependenceissuesarisingfrom
thesereportsorfrom othersourcesasASIC considersappropriate;and

• requirepublicationof theASIC benchmarkcriteriausedfor determiningthe adequacyofthe
internalsystemsandprocessesoflargeauditfirms.

Response

Not accepted.TheGovernmentnotes,however,thattheCLERPAct hasintroduceda
comprehensiveregimeonauditorindependencewhich incorporatestherecommendationsofthe
RamsayReport(IndependenceofAustralianCompanyAuditors)andthatmanyoftheproposalsin
theRamsayReporthavebeenendorsedby theJCPAA.

TheCLERPAct hasexpandedtherole oftheFRCto monitorthe effectivenessofauditor
independencerequirementsin Australia. OneoftheFRC’s specificauditorindependencefrnctions
in theCLERIP Act is to monitorandassessthenatureandoverall adequacyofthe systemsand
processesusedby auditfinns to ensurecompliancewith auditorindependencerequirements.The
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FRC is requiredto reportannuallyto theMinisteron its audit independencefunctions,including
findingsandconclusionsthatit reachedin performingthosefunctionsandanyactiontaken.

TheCLERIPAct includesarequirementthatauditorsmakeanannualdeclarationto thedirectorsof
anaudit clientthattheyhavenot contravenedthe auditorindependencerequirementsofthe
CorporationsAct orofanyapplicablecodeofprofessionalconductin relationto theauditor
review.

ASIC is responsiblefor surveillance,investigationandenforcementoftheresponsibilitiesof
companiesandauditorsin relationto financialreporting,includingtheenforcementofauditor
independencerequirementsandAustralianaccountingandauditingstandards.

FINANCIAL REPORTING

Committee Recommendation5

In theprocessofadoptingtheinternationalaccountingstandardsby 1 January,2005,asannounced
by theFRC,theAASB shouldensurethat thosecontentiousissuesanddeficienciesidentifiedby the
Committeeareresolvedasamatterofpriority at theearliestpossibledate.

Response

TheAASB madeAustralianequivalentsto InternationalFinancialReportingStandards(IFRS) on
15 July 2004.ThedevelopmentofIFRS is basedon theFrameworkfor thePreparationand
PresentationofFinancialStatements(Framework). TheFramework,which is issuedby the
InternationalAccountingStandardsBoard,underliestheprinciplesbasedapproachto draftingtaken
in thedevelopmentofIFRS.

The40 internationalequivalentstandardsmadeby theAASB includestandardsspecifically
addressing:

• leases;

• financial instruments,includingderivatives;

• intangibleassets;

• executives’anddirectors’remuneration;

• shareoptions;

• investmentproperties;

• pensionsor superannuationaccounting;and

• accountingfor theimpairmentofassets.

Committee Recommendation6

Thatsection297 ofthe CorporationsAct be amendedasfollows:
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• addtherequirementsthat, in undertakingthe assessmentof atrue andfair view, directors
mustconsidertheobjectivescontainedin section224(a)oftheASIC Act andmustincludea
statementin the financialreportthattheyhavedoneso;

• deletethecurrentfootnotethat states:

If thefinancialstatementsandnotespreparedin compliancewith theaccountingstandards
wouldnotgivea true andfair view, additionalinformationmustbe includedin thenotesto
thefinancialstatementsunderparagraph295(3)(c).

• addthefollowing newsub-sections:

In thecaseofconflict betweensections296 (compliancewith accountingstandards)and297
(true andfair view), thenotesto thefinancialstatementsmustindicatewhy, in theopinion of
thedirectors,compliancewith theaccountingstandardswouldnotgivea true andfair view
ofthefinancialperformanceandpositionofthecompany.

Thenotesto thefinancialstatementsmustincludea reconciliationtoprovideadditional
informationnecessaryto givea true andfair view.

Response

TheGovernmentconsideredthattheJCPAA’srecommendationsin relationto thetrueandfair
requirementshavemerit andtheyhavebeenimplementedin theCLERIP Act. TheCLERIP Act
providesthat, wherecompliancewith accountingstandardswould resultin thefinancialstatements
andnotestogethernotgiving atrueandfair view, thedirectorsreportshould setout:

• thedirectors’ reasonswhy compliancewith accountingstandardswouldnotresultin the
financial statementsgiving atrueandfair view; and

• theadditionalinformationandexplanationsneededto give atrueand fair view.

Sections298 (annualdirectors’ report)and306 (half-yeardirectors’report)oftheCorporationsAct
havebeenamendedby theCLERIP Act for thepurposeofgiving effectto theJCPAA’s
recomniendations.

Wherean entity’s directorsconsiderthat compliancewith theaccountingstandardswould resultin
anentity’s financialstatementsnotgiving atrueandfair view, andtheyincludeadditional
informationin thenotesto thefinancialstatementsin accordancewith paragraphs295(3)(c)
(financialyear)or303(3)(c) (half-year)in orderto give suchaview, thedirectorswill be required
to includein theirdirectors’ report:

• theirreasonsfor forming theview thattheadditionalinformationwasneededfor thepurpose
ofgiving atrueandfair view in accordancewith sections297 or305; and

• thelocationoftheadditionalinformationin thefinancialreport.

TheGovernmenthasnot acceptedtheJCPAArecommendationthatthedirectors,inundertakingthe
assessmentofatrue andfair view, mustconsidertheobjectivescontainedin section224(a)ofthe
AustralianSecuritiesandInvestmentsCommissionAct2001 (theASIC Act). Section224(a)ofthe
ASIC Act relatesto theframeworkforthedevelopmentofaccountingand auditingstandardsin
Australiaandhasno relevanceto theassessmentrequiredto bemadeby directorsin relationto the
trueandfair view.
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CommitteeRecommendation7

It is recommendedthatsections307and308 oftheCorporationsAct beamendedto requirethe
auditorto form an opinionandreporton anyadditionaldisclosuresmadepursuantto section297.

Response

TheCLERP 9 Act adoptsthis recommendation.

Committee Recommendation8

It is recommendedthattheASX amendtheListing Rulesto requireadditionalreportingby
companiesin thefollowing areas:

• commentaryon internalcontrolsystems,including risk managementprocesses;

• managementdiscussionandanalysis;

• commentaryon themainfactorsaffectingreportedfinancialperformanceandfinancial

position;

• commentaryonthekeyjudgmentsmadein theapplicationof accountingpolicies;

• resultsfor asetofkeyperformanceindicatorspointing to thehealthoftheorganisation;and

• detailsof directors’andexecutives’performanceappraisalormanagementsystems

Response

TheGovernmentconsidersthatmanyoftheseissuesarebestaddressedby theASX in thefirst
instanceor, whereappropriate,theaccountingstandards.

TheGovernmentnoteshoweverthattheCLERPAct requireslisted companiesto includein their
directors’ reportan operatingand financialreview.

THE AUDITTh~G FRAMEWORK

Committee Recommendation9

Thatsection324 oftheCorporationsActbe amendedby including:

• thefollowing statement:

TheAuditor mustbe independentofthecompanyin performingor exercisinghis or her
functionsorpowersunderthis Act.

• a footnoteto indicatethatthis statementmaybe interpretedby referenceto theCodeof
ProfessionalConductoftheProfessionalAccountingBodies.

Response

Agreein principle. The CLERPAct puts in placeageneralrequirementfor auditorindependence,
breachofwhich is acriminal offence.
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TheCLERPAct alsorequiresanauditorto provideto the directorsoftheauditclient an annual
declarationthattherehavebeenno contraventionsoftheauditorindependencerequirementsofthe
CorporationsAct orofanyapplicablecodeofprofessionalconductin relationto theaudit or
review.

CommitteeRecommendation10

Thatthefollowing sectionsoftheCorporationsAct beamended:

• section307be amendedto requirethat auditorsform anopinionon whetherthecompanyhas

compliedwith corporategovernancestandards(seeRecommendation3);
• section308beamendedto requiretheauditorto reportasto whetherthecompanyhas

compliedwith corporategovernancestandards(seeRecommendation3); and

• section308beamendedto requiretheaudit reportto includecommenton siguificantmatters
arisingduringtheauditprocess.

Response

Not accepted.As indicatedin theresponseto recommendation3, theGovernmentdoesnot support
giving legislativebackingto corporategovernancestandards.Corporategovernancestandards
containarangeofmattersoutsideof auditors’expertise.Auditors arenotnecessarilyequippedto
form opinionsandreportoncompliancewith suchstandards.Theproposalcouldaddsiguificantly
to auditcosts.

TheCorporationsAct alreadycontainsprovisionsrequiringtheaudit reportto describeanydefect
or irregularityin thefinancialreport,andanyshortcomingrelatingto whethertheauditorhasbeen
givenall information,explanationandassistancenecessaryfor theconductoftheaudit,or relating
to thekeepingoffinancialandotherrecordsby thecompany.TheCorporationsAct alsorequires
theauditorto notifyASIC ofa suspectedcontraventionoftheAct if it cannotbe adequatelydealt
with in theauditreportorby bringingit to theattentionofthedirectors.TheCLERPAct expands
thematterswhich auditorsmustreportto ASIC to includeanyattemptto influence,coerce,
manipulateormisleadpersonsinvolvedin theconductoftheaudit.

CommitteeRecommendation11

ThatASIC explorethe costsandbenefitsandalternativemethodsofintroducingperformanceaudits
in theprivatesectorand,in conjunctionwith theASX, evaluatethecostsandbenefitsofrequiring
pronouncementsandotherdisclosuresunderthecontinuousdisclosurelisting ruleto besubjectto a
credibledegreeofassuranceandreportits findingsto theTreasurer.

Response

Not accepted.While performanceauditsperformavaluablerolewithin thepublic sector,difficult
questionsarisein relationto theirapplicationin theprivate sector.TheGovernmentbelievesthat
themarketshoulddeterminetheneedfor privatesectorperformanceaudits,includingin responseto
anydemandfrom shareholders.

Performanceauditsaredesiguedto evaluateoutcomesandtheachievementof objectives.Evidence
presentedto theJCPAAon this issuewasmixed. For example,theASX advisedthe JCPAAthat
theydid notagreewith thenotionoftheconductofperformanceauditsin theprivatesectorsaying
thattheybelievedthatperformancecriteriafor companiescouldnotbe readily developed,measured
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andkeptcurrent. ProfessorRamsaytold theJCPAAthat in certaincircumstancesit mayenhance
confidencein informationto havetheauditordo performanceaudits,buthedid not think thatthey
shouldbemandated.

TheGovernmentbelievesthataudit assuranceoftherequirementsoftheCorporationsAct andASX
listing rulesrelatingto continuousdisclosureis unnecessary.TheenforcementcapacitiesofASIC
andASX in this regardareconsideredappropriate,takinginto accounttheGovernment’s
strengtheningofthepenaltyregimefor continuousdisclosurecontraventionsin theCLERPAct,
includingapowerfor ASIC to issueinfringementnotices,andto encouragetheASX andother
marketoperatorsto providelistedentitieswith educationandguidanceto promotecompliance.The
Governmentconsidersthatthecontinuousdisclosureregimehasits ownchecksandbalances.

CommitteeRecommendation12

To supportan expansionin therole ofregisteredcompanyauditors,thefollowing reformsshouldbe
put in placeto provideagreaterlevel ofprotectionfor theirpersonalassets:

principleofjoint andseveralliability replacedwith theprincipleofproportionateliability, so
asto provideamoreequitablebasisfor allocatingdamages;

• amendtheCorporationsAct so that auditfirms canoperatewithin limited liability structures;
and

• introduceacapfor professionalliability claimsto limit thequantumofdamageswhich canbe
awardedagainstauditors.

Response

Proportionateliability: Agree. TheCLERPAct hasintroducedaproportionateliability regimein
respectofclaimsfor economiclossordamageto propertyarisingfrom misleadingordeceptive
conduct. Theintroductionofproportionateliability is oneofthekeymeasureson which all
governmentsin Australiahaveagreedin orderto improvetheavailabilityandaffordabilityof
professionalindemnityinsurance.

Incorporationofauditfirms: Agree. TheCLERPAct hasestablisheda frameworkfor
incorporationof audit finns, whichwasnotpreviouslyallowedundertheCorporationsAct.
Allowing auditorsto incorporateaddressestheconcernsrelatingto theprofessionalliability of
auditorsarisingfromthejoint andseveralliability ofpartnersof afirm. Incorporationalso
providesaccountingfinnswith an additionaloptionin termsofhowtheystructuretheiroperations.

Cappingofprofessionalliability: TheGovernmenthasagreedto supportStateandTerritory
professionalstandardslegislationbasedon theNSWlegislation. TheTreasuryLegislation
Amendment(ProfessionalStandards)Act2004amendstheASIC Act, the CorporationsAct andthe
TradePracticesAct1974 to give effectto theAustralianGovernment’scommitmentto supportthe
StateandTerritoryprofessionalstandardslegislation. ThisAct waspassedby theParliamenton 25
June2004andreceivedtheRoyalAssenton 13 July 2004.

Committee Recommendation13

Thataframeworkforprotected(orwhistleblower)disclosurebe establishedin theCorporations
Act. Includedin this frameworkshouldbeclearaccountabilitymechanismsovertheadministration
andmanagementofdisclosures.
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Response

Agree. TheCLERPAct containsprovisionsto amendtheCorporationsAct to providequalified
privilegeandprotectionagainstretaliationin employmentfor anycompanyemployeereporting
internallywithin acompanyorto ASIC, in goodfaithandon reasonablegrounds,a suspected
breachofthe CorporationsAct andassociatedlegislation.
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