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28 June, 2002


Committee Secretary


Parliamentary Joint Committee on Corporations and Financial Services


The Senate


Parliament House 


Canberra  ACT  2600





Dear Chairman,


Inquiry into Australia’s Insolvency Laws 


INTRODUCTION


The issue of insolvency is only raised when corporations and entities collapse but the focus should be on ways of improving the framework with which we operate while those companies and entities are still solvent.  


The solvency of an organisation is paramount to all of us, just not while we are in the employment stage of one’s life but maintaining the security of those entities to support us when we enter and are part of the retirement stage of life, especially if we are stakeholders in those companies.


The continued solvency of an entity is important to a variety of parties when it is in existence, ranging from employees, suppliers, clients, direct shareholders, indirect shareholders such as superannuation funds to governments relying on the income sources via the various direct and indirect taxes that are in existence.


The impact of private companies becoming insolvent is not as great as a listed entity as with the collapse of HIH and recently the impact of Pan Pharmaceutical.  The damage by both HIH and Pan Pharmaceutical has been enormous, with one collapse resulting in a subsequent Royal Commission while the other continues to unravel as each day passes.


Collapses of listed entities will continue to happen with each decade giving up list of new names, recently HIH, OneTel, Ansett, Harris Scarfe and Clifford Corporation while past years we have heard the names like Bond Corporation, Qintex, Pyramid Building Society and Cambridge Credit.    


The solvency of every organisation is continually monitored by a range of parties but importantly whether the monitoring of those entities by government bodies is as effective as commercial organisations such as bank and financial institutions.


My submission will centre on listed entities and the monitoring of listed entities.











�
THE IMPACT OF A COLLAPSE OF A LISTED ENTITY AS OPPOSED TO A PRIVATE ENTITY


Currently our corporate regulator, the Australian Securities and Investments Commission “ASIC” appears to focus on all registered entities whether private or listed, equally and makes no attempt to distinguish the damage caused by the collapse of a listed entity as opposed to a private company.


Briefly, the collapse of a private company may cover the following:-      


Creditors may lose or receive a portion of what they are owed by the company.�page \* arabic \* MERGEFORMAT�4�


Other businesses that supply goods and services may also suffer economically.


Employees may lose their jobs, income and may also result in never working again especially, if they are nearing the end of their working life.


Employees may lose part or all their entitlement benefits, some of these may have been accumulated over a long period of time.


Governments may lose revenue, as taxation revenues diminish or vanish with the flow on being a cut back in government expenditure and services.


The shareholders who may be sole owners of the company may lose their personal wealth, as well as the security for their retirement by losing the ability to sell the business at a future date.�


The effects of a collapse of a listed entity are far reaching, especially when the stakeholders in those companies expect company directors as well as regulators like ASIC to make every effort to protect the assets of listed entities.  The stakeholders can be direct or indirectly through their present and future retirement benefits.  The following items may cover the effects of a listed entity collapse:-


Creditors may lose or receive a portion of what they are owed by the company.


Other businesses that supply goods and services may also suffer economically.


Employees may lose their jobs, income and may also result in never working again especially, if they are nearing the end of their working life.


Employees may lose part or all their entitlement benefits, some of these may have been accumulated over a long period of time.


Governments may lose revenue, as taxation revenues diminish or vanish with the flow on being a cut back in government expenditure and services.


The major shareholders of the company may lose a previously valued asset and this may impact on the group’s viability.


Small shareholders “Mum and Dads” may lose their personal wealth and potential superannuation nest egg by losing the ability to sell the business at a future date.


Other small investors may lose and refuse to participate in investing in other listed entities.


Superannuation funds that have invested directly may suffer or lose their investment.


Superannuation funds that have invested indirectly may suffer or lose their  investment.


Australia's reputation may suffer as a result of the collapse of a large listed entity.


Trading in Shares on the Australian Stock Exchange may slow due to a lack of investor confidence.


The employment opportunities of professional advisors and other professionals may diminish or be lost.


It would be a naive person to think that there will not be a collapse of a listed company in the future and may the collapse may even by like the size of a HIH or larger.�


OVERVIEW


There will be a vast number of submissions that will focus on the various stages of “insolvency” and the following as outlined in my submission may assist the Committee to broaden its scope it that examination.





Their must be a examination of the performance of solvency or a review of determining what can be done for an improvement in the current system so that listed entities are transparent in their actions.  We must examine the solvency phase of businesses before  those businesses enter a insolvency phase, in short more should be done on the prevention stage as opposed to currently waiting for the imaginary cure stage, that is trying to resurrect a corporate corpse.  This was never more so that with the collapse of Ansett.  








�



The only winners in insolvency or the corpse of a corporate collapse are the liquidators and the legal profession.  Once the various parties enter the insolvency stage they have lost, whether they are the employees, suppliers, clients or investors.  The review would cover issues concerning the regulators, the availability and timing of information and the performance of directors.





DIRECTORS


All shareholders expect Directors of listed entities to be there to represent all shareholders, act according to rules and regulations, follow good Corporate Governance by informing the market under the "Continuous Disclosure" regime and have Chairmen who perform their roles in an independent manner. 


We must look more closely at the performance of directors and whether a process could be put in place to determine whether directors are fit and proper persons to be directors before they are appointed directors of listed entities.  Clearly the HIH collapse demonstrated that certain directors may not have been fit and proper persons and if there had been an professional examination of those individuals prior to becoming directors of HIH or other named entities the outcome may have been altered and the effect not as great.


If we are to be serious about protecting peoples investments and wealth, consideration should be given to the education of directors prior to becoming a director of a listed company.  This process could involve directors becoming members of a professional body which would be put in place as part of an education process or a training course defining what is expected of a director of a listed entity.


This professional body would continually monitor the conduct of its director members as well as inquire into the suspension or removal of membership for conduct unbecoming of a director.  The director may not have breached the Corporations Law (”CL”) but he/she may not be a suitable person to be a director of a listed entity. The evidence at the HIH Royal Commission demonstrated that even when an individual goes to a regulator with serious concerns, the regulator did nothing.  There must be a mechanism to ensure the complaint is acted upon.


Further the Australian Stock Exchange (“ASX”) would amended the listing rules to ensure that directors belong to this professional body, if membership is removed then so is the directorship.  As the HIH Royal Commission demonstrated the regulators can lack an understanding of issues and the difficulties in understanding issues.  This can equate to a long period of time before action is taken and only supports the view that  there must be an independent mechanism to expedite this process.  


There must be a limit set on the number of directorships, the days of "supermarket directors" are gone, shareholders want to know their directors are carrying out their duties effectively and that they are getting value for the director fees being paid out by the company’s shareholders.  This limit must also look at the number of non listed directorships.  In addition we must look at the issue of how many Boards the same directors sit on together and  the connected shareholdings all being part of the "old boys" network.  Certainly the ASX must lead the way on independence of directors.





�
RECOMMENDATION


I think consideration has to be given to some forum for the compulsory education of directors in that they must have completed a course before being a director of a listed company as well as being a member of a professional body for directors.  This could be included in the Listing rules and would then be a forum for discipline and a means for addressing the ethical and disciplinary issues sooner, instead of currently waiting for the CL to be enforced through the courts.  In simple terms the discipline/ethics committee could comprise independent persons. A director having their membership suspended would mean the member no longer being a director of a listed company.


If one looks at the best possible way to make change then we must start with the one factor that crosses all areas, “the human element”.  Future change must be made on the basis that where the “human element” is concerned any change is made by factoring in the worst case scenario.   The evidence at the HIH Royal Commission was disturbing and one notes the name of Mr Adler was mentioned on a very regular basis at the hearing, he was  mentioned at the One Tel inquiry and has been found guilty of breaching his duties as a director in relation to a payment of $10 million by an HIH subsidiary (HIH Casualty and General Insurance Ltd) to Pacific Eagle Equities Pty Ltd, a company of which Mr Adler was a director.





BOARD COMPOSITION


The issue of the composition of Boards of listed companies has always been an issue for discussion.  The ASX has the power to change listing rules and prescribe composition of Listed Company Boards but is reluctant to do so and would prefer to wait for changes to the CL.  I feel that the CL be amended to include composition of Boards of Listed Companies be as follows:


(a.) A maxim percentage limit be set on the composition of Boards for the number of directors representing major share holdings to say forty (40) percent of the number of directors.


(b.) The CL include that all listed entities include a certain number of independent non-executive directors.  There are presently listed companies with no independent directors or a minimalist number of independent directors on their Boards.  A minimum limit for independent directors on the composition of Boards could be set at say thirty (30) percent.  An independent director would be a person who has no existing commercial links with the company and would be allowed to own a minimal shareholding in the company of say a maximum of 5,000 shares held beneficially or non-beneficially.











�
PUBLIC INFORMATION


The information available to the public is vast, due to technology and the improved accessibility of that data in the last two years.  Employees of listed entities can clearly check on ASX announcements, access ASIC data bases and other web sites like ninemsn.com.au or f2.com.au.





The ASX requires important information to be disclosed immediately under the “Continuous Disclosure” regime.  When companies are listed it means that there is no one owner but there may be shareholders that exert control over the entity.  Majority shareholders may, at times forget this basic point and at the end of the day they are accountable to all shareholders, even the Mums and Dads that hold 100 shares.





Other parties are a privy to information of listed companies that is not disclosed to the ASX or to the shareholders.  Banks and financial institutions are privy to listed entity budgets, cash flows, daily cash positions and other documentation.  They are in a unique position to know well in advance when a listed entity is on the verge of entering the insolvency phase.





RECOMMENDATIONS


The ASX reform its reporting framework and for listed companies to disclose their yearly estimates or budgets by the end of the first month in the new financial year.  In addition listed entities disclose to the ASX at the end of the first and third quarters an estimate of the revenue for the quarter and for the year to date as well as the cash balance at the end of the quarter.  


ASIC and the ASX must adopt a zero tolerance approach towards disclosure and reporting by listed entities as all efforts must be taken to protect all stakeholders directly or indirectly through their present and future retirement benefits.


Consideration for lending institutions to report matters of solvency to ASIC as soon as they arise instead of being there first in line when the collapse has happened.





ASIC - FOCUS


Presently companies are able to lodge documents with the ASIC electronically.  The future focus of the ASIC should be one of being proactive to protect the financial interests of all Australians.  It is far better to change and take action now and be proactive, instead of examining the failures as they occur.





The following may assist in helping the ASIC become proactive.  The Government should legislate so that all listed entities and subsidiaries of listed entities lodge all documents electronically with the ASIC.  Some review may be needed for the process of lodging statutory accounts, but overall it must assist the information and disclosure process.  If the Government can legislate to require large employers to lodge their group tax electronically, then they can legislate for lodgement of documents electronically to ASIC.











�
LODGEMENT OF DOCUMENTS AND REPORTING TO ASIC AND ASX


The fees currently incurred by listed entities for the late lodgement of documents to ASIC is minimal and does not offer an incentive not to lodge documents on time.





The fee to lodge an annual report is $900 and a minimal late lodgement fee if lodged late.  It would be far better to set the lodgement fee slightly higher and late fee of $2,500 being incurred if lodged past the due date.  The fee is minimal for listed entities and would be an incentive not to lodge documents late.  This would be an additional penalty to the current Listing Rule which was operational on 1 January 2003, where entities are suspended for late lodgement of statutory accounts. 





CONTINUOUS DISCLOSURE


The ASX has promoted the view that “Continuous Disclosure” is paramount to having a fully and informed market place.  





There is the issue of whether the ASX is independent as there is an argument that the ASX is a firstly a profit taker as it is a listed entity responsible to shareholders before that of a regulator/supervisor.  





The annual report for the 2002 of the ASX discloses that the Managing Director of the ASX is a top 20 shareholder in the ASX owing 302,303 shares and one may form the view that this is a perceived conflict of interest.  It would not be an issue if it were not for the fact that the company is the ASX, a regulator/supervisor and is a party to a Memorandum of Understanding “MOA” with ASIC.





The ASX informs the public that disclosure of information is paramount and means that vital information must be disclosed immediately, as in the Pan Pharmaceutical issue when the timing of its suspension was announced.





“Continuous Disclosure” appears to be a gray area as companies reported last half year, changes in pre-tax profit or pre-tax loss of between 80 to 160 percent over the corresponding period last year, yet made no announcement from when the Annual General Meeting was held until the release of the half-year result.


  


The ASX must explain in greater detail what is “Continuous Disclosure” or ASIC must become more active and adopt a “zero tolerance” to all regulations and rules but whether it would be able to is debatable.











�
STATUTORY REPORTING


Statutory reporting for listed entities is regulated by ASIC as prescribed by the CL yet enforcing the CL is another issue.





Prior to 1 January 2003 listed entities could ignore the CL for annual statutory reporting and not report till when the Listing Rules took effect.  Listed Entities were required to lodge annual reports with the ASX within 17 weeks of the completion of the year end or be suspended.  In effect the ASX Listing Rules contained more power than the CL administered by ASIC.  This rule in effect gave companies with solvency issues a four week time frame to delay the inevitable thanks to the CL administered by ASIC.  A four week period would have been a blessing for a company like a HIH. 





As previously highlighted by the Chief Accountant of ASIC, Mr Greg Pound in December 2002 that 107 Companies ignored the 30 September 2002 due date for Companies with a 30 June 2002 year end.  





The ASX amended its  Listing rules, so that from 1 January 2003 listed entities are suspended for late lodgement of statutory accounts, the lodgement dates as determined by the CL.  The ASX in effect had to do the work of the ASIC because the ASIC did not enforce the CL.  





As at the 31 March 2003, the due date for companies with a year end of 31 December 2002, 8 companies were suspended.  Those companies suspended were (1.) AVT Holdings Limited - AVT, (2.) Canning Energy Limited - CNE, (3.) Equatorial Mining Limited - EQM, (4.) Hudson Investment Group Limited - HGL, (5.) Hudson Timber & Hardware Limited - HTL, (6.) MBF Carpenters Limited - MBF, (7.) Olympus Resources Limited - OLP and (8.) P.O.S. Media Online Limited - PMD.





To the small shareholder it is confusing when regulatory bodies like ASIC and ASX do not follow and apply the rules and regulations as governed by the CL and Listing Rules. All rules and regulations should be applied equally, yet the ASX decides the rules are to be enforced at it’s whim and can be illustrated by the reporting on 18 March 2003.  On 18 March 2003 two companies lodged their half year accounts late with one company being suspended and reinstated while the other company was not suspended.











�
AUDITORS  


History to Dictate Future


The article headed “Andersen poised to settle Bond case” by Mark Drummond on page 3 of the Australian Financial Review on Tuesday 21 May 2002 discussed various cases showing the downside of auditing and is relevant when one refers to the terms of reference.


Possible settlement by accounting firm Andersen relating to Andersen’s 1988 audit of Bond Corp’s accounts.  The liquidator had previously launched a $1 billion claim against the audit firm.  


In 1994 KPMG agreed to a $136 million commercial settlement of a $1 billion plus claim relating to its audit of the failed merchant bank, Tricontinental.  


In 1997, KPMG and Price Waterhouse (now PricewaterhouseCoopers) paid $120 million to settle legal claims totalling more than $4 billion brought by the South Australian Government over the 1991 collapse of the State Bank of South Australia. 


When one reflects on those past events and looks at the present collapses then it is time to urgently change and try a new approach, self regulation has failed.  If one looks at the worst case scenario, a corporate collapse followed by a royal commission, both costing financially, emotionally and damaging to investor confidence then change must be made only by Government intervention and not by self-regulation. 


Audit firms to a certain degree have tried some level of independence internally by having separate audit teams and tax teams, each with their own audit papers.  This has failed and clearly a future approach of rotating audit firms with no audit firm undertaking both audit and professional work is a must.  Only time will tell but we may need to go even further by setting up an Independent Audit Commission answerable to Parliament.     


Independent Audit Commission


The market requires data and information with credibility and integrity, and consideration should be given whereby all auditors be required to lodge a report on each listed entity they audit, reporting on all issues discussed, issues uncovered, issues discussed with management or at an audit committee meeting.  The report would be lodged with an independent government body, independent of the ASIC.  


The objective is that the Auditor will be able to report independently, and companies will have to accept the boundaries for “true and fair” to exist.  Far too often we hear of companies arguing over various issues prior to signing audit reports.  This change will allow for enhanced audit independence.
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