SUBMISSION to the PARLIAMENTARY JOINT COMMITTEE ON CORPORATIONS AND FINANCIAL SERVICES 

CLERP 9 
  

Inquiry into the exposure draft - CLERP (Audit Reform and Corporate Disclosure)  Bill 
  
Professor Geoffrey George, Victoria Graduate School of Business, Faculty of Business and Law, Victoria University, Melbourne. 
 

This submission responds to  several  issues raised in the exposure draft, Audit Reform and Corporate Disclosure Bill recently published.  I would be pleased to have an opportunity to further elaborate upon the issues raised below at an appropriate time. 
  

1.000 Auditing Issues 

My views upon the Ramsay Report, to which significant reference is made in the Treasury Commentary published in relation to the Draft Bill, were published in the Australian Journal of Corporate Law, December 2001 and April 2002. 

I noted in 2001 that  "... the findings and recommendations (of the Ramsay Report) are unremarkable"  The conclusions reached by the government can be similarly described!  While the evidence of accounting and audit failure continues to mount, most recently with the Report of the Royal Commission into the Failure of HIH, the response of the government continues to focus upon corporate regulation as a distributed  responsibility of  legislation, the requirements of professional accounting bodies, the Stock Exchange Listing requirements and other requirements including   IASB from 2005.  The separation of regulatory responsibilities may be one way to distribute the risks of regulation, however it also places a continuing significant  reliance upon the "good behaviour" of professionals including accountants.  Recent events in Australia (HIH, One Tel) and  in the USA (Enron et al) do not give much confidence in the future value of professional codes of conduct and behaviour for regulative purposes.  Hence I find the draft proposals weak and unlikely to significantly reform accounting and auditing to the benefit of investors, present and future.  Some specific concerns are noted below:- 

Auditor Independence: 

The major new  requirement is that the auditor will  be required to declare themselves independent within the meaning of the Act.  Unlike the USA where a list of prohibited activities has been proscribed in the Sarbanes-Oxley Act of 2002, the Bill sets out a limited listing of impermissible relationships. 

A further  concern is the intention to require rotation of the Audit partner rather that rotation of the audit firm.  The Treasury advice directs considerable attention to the limited nature of   competition in the public accounting industry.  A mandatory requirement may well assist new industry entrants to compete with the remaining "Big 4", as would a mandatory requirement which prohibited  concurrent consulting and audit appointments.  The absence of competition in the provision of public accounting services to Australian public companies remains a serious problem for regulation in Australia (and elsewhere). 

Auditing Standards: 

The intention to give legislative recognition to Auditing standards is a  most welcome initiative. 

2.000 Accounting Issues 

The adoption of IASB standards from 2005 will align Australian accounting standards with the international community.  This will reduce the capacity of Australian companies and acounting professionals  to impact upon future changes, however will reduce international differences within accounting reporting which is desirable, aside from the, as yet, unknown position the US. The principles based standards of the IASB are consistent with the Australian approach, but not closely aligned with the rule-based standards of  the US.  As the HIH Royal Commission demonstrates, principle based accounting standards can also be circumvented when the particular interests of managers are excessive! 

The IASB has agreed in principle  to expense stock options.  This is considered  most desirable and although the AASB exposure draft of 31 May, 2002 does not require expensing of stock options, resolution by the IASB appears likely to overtake the proposal of the AASB. 

The requirement that  accounting reports present a true and fair view  of the enterprise is an essential continuing element of any principles based standard setting system.  Any confusion resulting from amendments to the Corporations Act 1991 may therefore be removed or at least diminished by the changes proposed in the Bill. 

3.000 Corporate Control Issues 

A number of matters relating to corporate control are addressed below.  Proposed changes to legislation are considered to be little value  when considered from a shareholder control perspective. Consider the following matters:- 

Disclosure of Director and Senior Manager Remuneration 

The Bill proposes to  require the inclusion of a specific Remuneration Report as part of the Director's Report, and that this report be presented to members at the AGM where members will vote upon a non-binding resolution.  This has several limitations other than the non-binding nature of the resolution of members at the AGM.  There is little evidence that a non-binding resolution will have any impact upon the economic wishes and desires of  greedy directors and managers!  Consider the nature of any vote at the typical AGM.  The existing Board usually gathers sufficient proxy votes to ensure that whatever the Board wishes to happen, happens.  The AGM could hardly be regarded a model forum for participative democratic control!  Most shareholdings are never voted, and the voting behaviour of institutional investors, usually important and often significant,   generally remains a mystery.  The existence of a proxy voting system remains a significant barrier to enhanced owner (shareholder) control, and could well be dispensed with in future corporate law reform.  The origins of proxy voting systems are presently subject to a research project  at Victoria University.  The proposed changes in the Bill to strengthen shareholder participation are generally trivial and unlikely to make any significant contribution to shareholder participation  or enhance shareholder control. 

Multiple Directorships 

The widespread existence of multiple directorships is a well-known phenomena within Australian public companies.  The existence on inter-corporate control groups was researched in Australia  many years ago by Hilda Rolfe,  in The Controllers, 1961.  Rolfe then demonstrated the extent of  the existence of control groups through association on  the boards of Australian public companies.  My  recent review of the Annual Report of Boral Limited (unpublished) confirms the  continuing significance of multiple directorships,  and also confirms the significance  of the relationships of Boral board members with competitor enterprises, financing enterprises and supplier enterprises.  The existence of multiple directorships decreases the independence  of "independent " directors, and further, concentrates corporate control in fewer hands in a way that is far from transparent!  A requirement of corporate legislation  that multiple directorships be prohibited is a  long overdue reform. 

Disclosure of Significant Shareholders and Largest 20 Shareholders 

The present practice of providing details of the largest 20 shareholders and substantial holdings within the annual reports of public companies  also requires attention in any reform process.  The capacity to register shareholdings in the name of nominee holders diminishes the value of any disclosure of beneficial interest, as the real ownership remains hidden from any obvious, and less obvious ownership interest.  As an example, the recently published annual report of Boral Limited contains several nominee holdings for which the beneficial interest is not obvious.  Further, the substantial holdings disclosed  are not easily discovered from the information provided within the listing of the largest 20 shareholdings.  The purpose of disclosure of the largest 20 shareholdings seems to be an attempt to provide information which transparently discloses beneficial interest, a matter of significance for shareholders.  The present disclosures obscure rather disclose useful information control information to owners.

Conclusion

Reform is a slow process.  The CLERP process continues the tradition of corporate reporting and disclosure of the 19th Century.  Given the significant and substantial change of business practices during the 160 years since the foundations of corporate law were established in England, it seems clear that the reform process continues to lag far behind the sophisticated business practices evident within global corporations of the 21st Century.
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