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 CLERP 9 Bill  Public Hearings, 11 March 2004

Parliament House,

Canberra, ACT 2600

Dear Bronwyn,

Attached to this letter is the “Opening Statement” that we believe can be provided as part of our Public Hearings appearance. Please confirm receipt of this material.

Also to be provided in person on Thursday as an attachment is a copy of an article published in Abacus, June, 2002 which shows how many issues canvassed in the deliberations around the CLERP9 and these Public Hearings Bill especially those pertaining to audit(or) independence reforms are essentially ‘Recycled Ideas’ – ideas unlikely to resolve the similar problems that have emerged after every boom/bust cycle in Australia since the 1950s (this matter is further discussed in F. Clarke, G. Dean and K. Oliver, Corporate Collapse, 2003, CUP). There is still, a failure to recognise what was the main theme our (with Professor Wolnizer) submission to the JCPAA Review of Independent Auditing by Registered Company Auditors, July, 2002 that there is  a huge discretion that prevalent conventional accounting standards give to directors and management of the reporting enterprise and that that is the major problem facing auditors in forming an ‘independent’ opinion on the reports prepared by directors in accord with the Standards , whether they be national or international.

Yours sincerely, 

Professor Graeme Dean, on behalf of Professor Clarke and himself
Background.

1.  Catalyst and Aims of CLERP 9. The Treasurer, Peter Costello introduced the CLERP 9 Bill by stressing that Australia’s economy would benefit from a reformed disclosure and corporate governance regime.  Australia’s existing, essentially co-regulatory,  regime had experienced a decline in market confidence following the spate of unexpected corporate failures in the new millenium – at HIH, One.Tel, Ansett and Harris Scarfe, fuelled by similar overseas financial imbroglios at Enron and WorldCom, Vivendi and more recently at Parmalat. 

The CLERP9 Bill proposes that the new regime be premised on a “vision of promoting transparency, accountability and shareholder activism” and that the financial reporting system specifically and the regulatory regime more generally should be principles-based. Much of the discussion surrounding the corporate governance reforms proposed in the CLERP 9 Bill has examined whether the regulatory regime post-CLERP 9 would achieve a balance between:  ensuring that confidence in the market is regained through new continuous disclosure ways of informing the securities market, and a desire not to impose excessive regulations to stifle the economy’s growth.  

As in other recent parliamentary enquiries (e.g. JCPAA Review of Independent Auditing by Registered Company Auditors, July, 2002) we believe that the Committee would benefit from an analysis of the nature of current and past unexpected failures to ascertain the extent to which accounting and auditing issues appeared and were integrally linked. 

Our comments today will be limited to two aspects of the CLERP 9 Bill – (i) matters relating to Financial Reporting, especially the relationship between the true and fair override and the move to adopt international accounting standards by January, 2005; and (ii) the issue of what constitutes audit(or) independence. 

2. Financial Reporting Regime – Recycled ideas. Debates about financial reporting and corporate law reform have a long lineage. Some discussion of this appeared recently in an Abacus Editorial, June, 2002 – ‘Auditor independence reforms – recycled ideas’, (pp. i-vi). If possible we would like that Editorial  to be read as an Appendix to our written “Opening Statement” submission – also the Committee should note that similar ideas are contained in our recent analyses of five decades of unexpected corporate collapse in Australia (Clarke et al.’s Corporate Collapse: Accounting, regulatory and ethical failure, CUP, 2003) . It should also be noted that the issue of balancing ‘re-regulation initiatives’ after a bout of deregulation is also not new – as are the suggestions of commentators that we do not need to straightjacket the many because of the actions of a few (bad apples).  There is a sense of “presentism” – a failure to be aware of similar historical patterns – leading to the likelihood that those who do not learn from history are deemed to repeat the mistakes of the past. 

Every UK Corporate Law Reform Commission of Enquiry since around the 1890s has had words of the type: company directors are in the main honest and that the system is working effectively most of the time – it ain’t broke – hence there is no need for substantial reform – only tinkering is required (see John R. Edwards’British Company Legislation and Company Accounts 1844-1976 analyses of Committees of Inquiry into the workings of  the UK Companies Acts from 1844-1976). Contrast this with the well known Australian accounting academic, Ray Chambers’ lament in 1991: “Piece-meal patching will not make a worm-eaten craft seaworthy; neither will piece-meal tinkerings of individuals, boards and committees make cost-based valuations trustworthy”.

3. Principles- v. rules-based reporting system. There is an implied premise in many of the submissions to the CLERP 9 Bill of the need to move towards the ideal of a principles-based system of regulation generally, and especially in respect of matters like auditor independence and the setting and monitoring of accounting and auditing standards. Regarding the latter the IASB’s IFRSs are generally (although we have some reservations outlined below) perceived to represent the closest thing to a principles-based regime - with reference to true and fair state of affairs and the need for current value information to inform investors – reliable, relevant and comparable data – proxied by fair value reporting (e.g CLERP 9 Discussion Paper, September, 2002, p. 112). US Standards in contrast are categorised as possessing the archetype elements of a rules- based (black letter) system of reporting, whilst Australia’s regime is categorised by, inter alios, David Boymal (Chair of AASB) as being not quite as far along the continuum as the US -  but contrary to the admonitions of some other less-informed commentators, not far removed. 

We are yet to see any explanation of to what principles the AASB, IFRS or FASB Standards conform.  Ultimately, each amount to rules that are to be observed, it seems, even if they do not result in the financial showing of a “true and fair view”, or its equivalent.  The only dominant theme underpinning the Standards is compulsory compliance!  The “principles v. rules” dichotomy has been substituted for the “substance over form” mantra preceding it.  Just as in the final wash-up the “form” was the “substance”, the “rules” have become the “principles” for all practical purposes.  Consider the latest IAS 39 which has many, especially European bankers, incensed and the local brouhaha surrounding the IASB Standard IAS 38 on intangibles. We should ask “why” such jockeying with terms?   The answer is that principles, rules, substance, form, standards and the like, are used rather than stating what the underlying singular and workable quality criterion ought to be for financial statements.

We suggest that “true and fair” is the singular quality criterion to be applied in respect of companies’ financials. 

4. True and Fair. The primary thrust of this submission is that the “true and fair” criterion, long a cornerstone of British-based corporations law regimes (see R. Chamber s and P. Wolnizer, ‘True and fair view of position and results’, Accounting, Business and Financial History, April 1991, pp. 197-213; Edwards, ibid., 1980), has to be invoked as the primary quality criterion regarding the quality of the Statement of Financial Performance and the Statement of Financial position.  

As it currently stands there appears to be considerable confusion as to the primacy of “true and fair”. The professional accountancy bodies and the general run of accountants and auditors appear to proceed on the assumption that it is a second order imperative,that primacy lays in compliance with the Accounting Standards. Even as the Corporations Act is currently worded that is contestable (see, for example, the Mark Liebler submission and evidence to the 2002 JPCAA Inquiry, and reproduced in part in the JCPAA’s Report 319; and many accounting practitioners who share those reservations as cited in Clarke et al., Corporate Collapse, esp. Chs 1, 2, and pp, 319-21).  ASIC appear to have accepted its primacy. 

Our analysis shows that the surprise element is the major problem with corporate failures and their fallout. No good financial criterion supports the continuation of companies using resources ineffectively. Were financial disclosure truly indicative of a company’s financial performance and financial position, the financial consequences of company directors’ and managers’ behaviour would be a matter of the public record promptly. Accounting manipulations have not caused corporate collapses, but they have masked their financial difficulties from regulators and the market, allowed failing companies to operate long after remedial and turnaround action was feasible, and in consequence exacerbated losses.  

Financial position and financial performance are not equivocal notions.  Outside of contemporary accounting practice, we would expect virtually everybody to perceive financial position as referring to the relationship between the nature, composition and monetary worth of assets, and the nature and composition of liabilities. Financial performance is properly an explanation of the financial transactions and financial events that have changed the previous financial position to the current one. We submit that outside of contemporary accounting practice virtually everybody would also expect that several parties could have the same monetary measure of net assets yet be in entirely different financial positions – that is, they understand liquidity and they understand how the mix of assets – liquid and illiquid - and how the due dates of payment, affect the capacity to pay debts as they fall due – almost everybody encounters those issues in their day-to-day affairs.  

But compliance with the current batch of Accounting Standards does not provide either regulators or the market with financial information of that kind.  On that score we would suggest that virtually every listed company’s accounts show neither financial performance nor financial position in the terms just described, and that virtually all those in compliance with the current Corporations Act should have either a qualified auditor’s report to that effect, or should have the necessary information reported in the “Notes to the Accounts”.

The point we stress is that compliance with the Australian Accounting Standards almost certainly does not show financial position, nor does it inform on financial performance.  We do not believe that compliance with the IFRSs will improve the situation. We will address that below.  Compulsory compliance with a prescribed set of practices provides a convenient check list for accountants, auditors and regulators.  But were “true and fair” the sole criterion dictating directors’ and auditors’ reporting and attestation obligations, the obligation to be able to explain how the statement of financial position and the statement of financial performance disclosed the matters they are held-out to show, would fall, and quite properly so, on those who prepared the statements and those who audited them.  One might expect that regular, common, profession wide, tried and proven, methods of reporting on the wealth and financial progress of companies would emerge as a matter of professional acumen.  It happens in other professional pursuits entailing greater complexity than financial affairs, why not in accounting?  Indeed, that is how ‘professional expertise’ develops.

There has been a long-running dispute as to what true and fair means.  The history of the phrase is contained in Chambers and Wolnizer (ibid., 1991), Edwards (ibid., 1980) for the Committee’s benefit we have here a summary if they wish to examine it).  We find the confusion difficult to understand.  Aggregated accounting data are an instrument of corporate governance – the statements of financial performance and financial position are the primary means of communicating to the commercial society the outcomes of a company’s activities. They are the primary source for evaluating directors’ and their executives’ stewardship to shareholders, to regulators, and to the commercial society at large. As with all instruments, society is entitled to have their readings truly indicative of the characteristics they are held-out to show.  Financial statements not meeting that test, could not be regarded either ‘true’ or ‘fair’ in any acceptable sense.  Nobody would consider an instrument that gives false readings either true or fair.

This idea is embedded in all the consumerism literature. There, the longstanding and undisputed proposition is that goods and services must be fit, serviceable, for the purposes ordinarily made of them. Those who use accounting data – the shareholders, regulators and analysts, and the host of unnamed stakeholders - to glean an understanding of the wealth and progress of companies are no less consumers – they use the data to calculate a range of absolute aggregates, sub-aggregates, relating to the worth of different classes of assets and the amounts of different classes of liabilities to evaluate solvency, assess liquidity, to derive measures of net wealth creation or consumption, asset backing, debt to equity and similar gearing metrics, to assess compliance with borrowing covenants, capacity to borrow, and capacity to engage in other business projects. There is a well established understanding as to what those financial characteristics are, and what those indicators are intended to show.

Only financial statements whose data are serviceable for making those assessments and evaluations can be “true and fair”.

Compliance with the current AASB Accounting Standards does not produce financial statements that meet that test. Nor does compliance with the FASB Standards. 

Compulsory compliance with the IFRSs will do no better.  A substantial argument for the adoption of the IFRSs is that global commonality in accounting will reduce equity raising costs, reduce dual-listing costs, and the like. None of that cost saving will serve any good purpose if the data produced are not indicative of the wealth and progress of companies.

It has been suggested to us that it would be useful and novel, if in the current setting were directors to explain in their declaration why the financials showed a true and fair view. We have suggested elsewhere that were directors and others responsible for the accounts, or the auditors who give “clean reports”, to have been required to explain how the data in compliance were useful, serviceable, for determining the measure of a company’s wealth or how it has changed over time, the rate of increase in its wealth from its performance, its solvency, the relationship of the amount of its debt to the amount of its net wealth,  how it has complied with its debt covenants, the most likely truthful answer is that the data were not serviceable at all for those purposes.

It looked to us that at one stage in the CLERP9 Bill process (see the Commentary on CLERP 9 Draft Provisions, Chapter 2 ‘Financial Reporting – Part 1: True and Fair View’, October 2003, pp. 74-77) that a halfway-house in providing such explanations was likely to be the outcome of the CLERP 9 deliberations and ultimate reforms. They had been proposed following recommendations in the 2002 JCPAA Report 391. We refer to the requirement [see Financial Reporting Schedule 2 ‘True and fair View, Part 1’; esp. proposed changes to the Corporations Act, 2001, viz. repealed paragraphs 2954(a)(b), paras 303(4)(a) and (b) and inserted paras 298(1A), 303(4)( d), 306((2), 307(a), 308(4)(3B), 309(5B) ] in the draft October 2003 Act to the effect that where directors did not think the accounts in accord with the Standards showed a true and fair view, they were to insert the necessary data in the “Notes to the Accounts” and explain why those data would set the record right. That would have elicited some very interesting answers! We note that it does not appear in the present CLERP 9 Bill, December, 2003. Somewhat surprisingly there is no mention as to why those sections were dropped. 

5. Audit(or) independence reforms – misplaced concreteness. Our comments on “true and fair” have implications for the audit(or) independence issue.  Elsewhere, we have made the point that auditor independence properly refers to the auditor having an “independent state of mind” when forming an opinion on the truth and fairness of the financial statements (Abacus, June, 2002; Corporate Collapse, 2003, esp. pp. 307-312).  Auditor rotation and restricting non-audit services provided to clients may well remove some tempting situations, but they will not remove the major constraint on auditors having an independent state of mind. Compulsory compliance with the Accounting Standards and the implied “technical interpretation” of the true and fair criterion, pose the greatest threat to auditor independence and, indeed, to auditor professionalism.  A large portion of the evidence underpinning accounting data prepared in accord with the Standards is generated internally by the audit client. In contrast, our concept of true and fair and the serviceability criterion driving it rest upon entirely externally generated evidence.  Auditor independence would be much more readily achieved by those wishing to have it so, and default by those not acting independently would be more easily identified, were their primary evaluative criterion the serviceability of the data in the terms we have described.

6. Compliance with the IFRSs. Were the serviceability criterion to be invoked, the source of the Accounting Standards would not be an issue. Indeed, it is questionable whether anything more need to be prescribed other than the criterion itself. Were it prescribed, no doubt tried and tested means of achieving the quality required would emerge as common, standard, practices. That is how accepted high quality procedures develop in other professions – through the dissemination of knowledge of and experience with successful methods of achieving critical outcomes, and the accumulated wisdom of those engaging in them.  Compliance with the IFRSs is a red herring. The primary defect in Australian accounting at the moment is not the source of the Standards, by whom or how they are established.  The primary problem is that they are not underpinned by a general quality criterion such as “serviceability”.
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