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The Secretary                                                                             3 Lindel Place

Parliamentary Joint Committee on                                              Lindfield

Corporations and Financial Services

Room SG.64                                                                                NSW

Parliament House                                                                        2070

CANBERRA ACT 2600                                                               28 October 2003 

Dear Dr Dermody

                                                    CLERP 9 Draft Legislation 

                                                        Submission to Inquiry

In reply to your letter of 13 October, please see attached my submission to the Inquiry.

A copy has been e-mailed to the address you requested.

Yours Sincerely,

Geoff Dunsford

SUBMISSION TO

PARLIAMENTARY JOINT COMMITTEE ON

CORPORATIONS AND FINANCIAL SERVICES

in relation to its inquiry into

Exposure Draft Bill:

CLERP (Audit reform and Corporate Disclosure) Bill
by Geoff  Dunsford

Introduction

On 8 October 2003, the Committee resolved to inquire into the Exposure Draft Bill above, and called for submissions from interested parties.

This is my submission.

Scope of Submission – “True and Fair View”

This submission focuses only on the requirements for Directors, the CEO and the CFO to state that the financial statements, together with notes and any additional information, “give a True and Fair View” of the financial position of the company, and for the auditor to support this.

Current Market or Fair Values

I suggest that the Directors, CEO and CFO are unable to provide the above statement re “True and Fair View” - unless they are able to provide a note setting out the current market or fair value of all assets and liabilities in a form which enables comparison with the values adopted under the Accounting Standards in the Statement of Financial Position.

Accounting Standards do not claim to give “True and Fair View”

Somewhat surprisingly to many shareholders, the Accounting Standards (both those current and those proposed) do not claim that a Statement of Financial Position (i.e. Balance Sheet) based on those standards, would (or even could) provide a “True and Fair View” of the company’s financial position!

This is in part because the values of the assets and liabilities adopted for the Accounting Standards are not usually required to be current market or fair values.

Current Corporate Law  

It is appreciated that the current Corporate Law already contains a requirement for Directors to make a statement re the “True and Fair View” – with additional information, if necessary.  To that extent, the above suggestion (i.e. not being able to make the statement without providing current market / fair values) arguably already applies.

Current Proposed Legislation 

The proposed amending legislation is only making the current position a little more robust – as a result of the proposals from the Joint Standing Committee on Public Accounts and Audit.  By itself, it may not have been expected to lead to greater disclosure of current market / fair values of assets and liabilities.

Corporate Law Reform – Focus

However, the stated focus of CLERP 9 is the establishment of a “vision of promoting transparency, accountability and shareholder activism”.

This makes it clear that the concept of “True and Fair View” needs to be seen in a new light.

Transparency

In view of the enhanced emphasis on transparency, a shareholder may reasonably expect that the legislation would ensure that the requirement for the financial information provided by Directors to give a “True and Fair View” will mean what it says.

Such a shareholder may reasonably claim that this cannot be done without a note setting out the current market or fair values of the assets and liabilities of the company at the balance date, distinguishing by class including separation of tangible and intangible assets.

Only with this information can shareholders (and regulators) form proper judgement of the company’s financial position.  (Determination of market/fair values may be carried for internal purposes, but this is not much use unless it is disclosed.)

Major corporate collapses have occurred as a result of lack of knowledge of the current value of all assets and liabilities.

It is also difficult for shareholders to make proper judgement of takeover offers where balance sheet values bear no relationship to current market values.

Action Required

It is possible to argue that no (additional) action is required.

“True and Fair View” is not a new concept.  There can be significant debate as to what it means.  The market has come to accept a range of approaches by companies.  This has been considered, by and large,  acceptable – except of course when there is a corporate disaster.

HIH springs to mind, but any “sudden” disclosure by a company of a loss of $1b or more is usually an indication of a lack of focus on the current valuations of assets and liabilities.

In the new environment created by CLERP 9, more action is required.

Suggested Approach

In the circumstances, it is suggested that either:

(i) the requirements for statements re a “True and Fair View” are withdrawn from the legislation, or

(ii) the FRC be required to develop an appropriate format and guidance for companies to provide current/fair market values of assets and liabilities, as a note to the financial statements or as additional information, in a form which enables comparison with the values in the Statement of Financial Position (balance sheet).

I would view (i) as a retrograde step.  However, unless (ii) is adopted, companies and their auditors will need to be aware of the potential for shareholder class actions if the “standard” statement of financial position, on which they are basing their certification of a “True and Fair View”, is challenged on the basis of the new legislation.

Of course, legislation and accounting standards have the opportunity to redefine the expression “true and fair” to exclude the universal need for market/fair values of assets and liabilities.  However, I hardly think that adoption of this approach would be widely considered consistent with the proclaimed introduction of increased transparency in reporting. 

Objections

Suggestions of the use of market or fair values for financial reporting purposes have often foundered in the past due to the alleged difficulty of determination, variance of valuations due to subjective factors, and additional costs involved in obtaining independent values.

In my view, these have always been insufficient arguments.  As regards costs, it is likely that only big ticket items would require independently determined values, where changes can have a material impact on the solvency/strength position of the company.

If legislation demanded market or fair values, the relevant professions would have the necessary focus to develop suitable guidance for practitioners, directors and auditors.

With the required transparency in reporting, the “status quo” of the historical cost based valuations in Statements of Financial Position, with adjustments only in specified circumstances, as representing a “True and Fair View” is no longer a tenable position.

Geoff Dunsford

I am a Fellow of the Institute of Actuaries (UK) and Fellow of the Institute of Actuaries of Australia.

I have worked in the Financial Services Industry in a range of capacities for many years, including senior executive and board positions.

I have written papers on a number of subjects, including particularly, realistic financial reporting.

The views expressed in this submission are my own and are not necessarily shared by either the Institute of Actuaries of Australia or my employer.

Geoff Dunsford                                          3 Lindel Place
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