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GLOSSARY OF SELECTED TERMS

authorised accounting body

accounting profession

registering body

is an accounting body that meets the criteria
listed in recommendation 4.2 and which
registers and supervises company auditors
under a delegation from the Australian
Securities Commission

includes individuals  with accounting
gualifications who hold themselves out as
providing public accounting services, whether
or not they are members of an accounting body

the organisation or organisations responsible

for the registration and supervision of company
auditors
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1. INTRODUCTION

101. During 1993, the Ministerial Council for Corporations (MINCO) decided that
the present regulation of company auditors should be reviewed with a view to ensuring
that an appropriate legal framework is in place for the registration, appointment,
supervision and disciplining of company auditors in relation to their functions under
the Corporations Law (the Law) and to ensure their independence.

102. MINCO also decided that the review should be convened by the Commonwealth
Attorney-General’'s Departméntvith other members of the review team to include
senior representatives from the Australian Securities Commission (ASC), the
accounting profession and the States and Territories.

MEMBERSHIP OF WORKING PARTY

103. The members of the Working Party established to undertake the review are:

(@) Bob Grice, Partner, KPMG, Brisbane, representing The Institute of
Chartered Accountants in Australia (ICAA);

(b)  Veronique Ingram, Assistant Secretary, Companies and Accounting
Policy Branch, Department of the Treasiiry

(c) Brian McPhail, Director, McPhail & Partners Services Pty Ltd,
Melbourne, representing the Australian Society of Certified Practising
Accountants (ASCPA)

(d) Ken MacPherson, Auditor-General of South Australia (representing the
States and Territories); and

1 Following the 1996 Federal Election, Ministerial responsibility for the Corporations Law was
transferred from the Attorney-General to the Treasurer. As a result, the Department of the Treasury
has now assumed responsibility for convening the Working Party.

2 Prior to Ms Ingram’s appointment to the Working Party, the Commonwealth Government was
represented by lan Govey, Principal Adviser, Business Law Division, Attorney-General's
Department (August-October 1994), and Brian O’Callaghan, formerly Assistant Secretary,
Companies and Accounting Branch, Attorney-General’s Department (November 1994-May 1995).

3 Prior to Mr McPhail’'s appointment to the Working Party in November 1995, the ASCPA was
represented by the late Peter Edwards AM, Partner, Edwards Marshall & Co, Adelaide.
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(e) Bill Robinson, Member, ASC

104. The Working Party would like to take this opportunity to acknowledge the
significant contribution to the work of the review made by Peter Edwards, who was a
member of the Working Party prior to his death in September 1995. Mr Edwards was
especially conscious of the aspirations and concerns of accounting practitioners in
small and medium sized firms and his contribution to Working Party discussions did
much to crystallise thinking on what could and/or should be done to assist such
practitioners.

105. The Working Party would also like to acknowledge the work provided by
Les Pascoe in the drafting of this report.

TERMS OF REFERENCE

106. The terms of reference for the review are to:

(&) examine the current system of registration, appointment and supervision
(including disciplining) of auditors under the Law;

(b) consider whether this system is adequate or needs to be revised or
replaced;

(c) consider the appropriate role of the relevant professional bodies and the
ASC in the current system, having regard to overseas experience; and

(d) prepare areport to MINCO including any recommendations for reform.

CONSULTATION

107. The then Attorney-General requested the Working Party to consult widely with
interested parties and organisations during the course of the review.

108. The Working Party decided to undertake this consultative process in three
phases. In the first phase, it placed notices irAtigralian Financial Revievand the
journals of the ICAA and ASCPA seeking comments on the issues to be addressed.
The Working Party also wrote to government departments and agencies and selected

4 Stuart Grant, the ASC’s Executive Director — Accounting Practice, advised Mr Robinson on
technical matters and assisted the Working Party with the finalisation of the report.
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Chapter 1: Introduction

accounting firm3 seeking comments. In addition, discussions were held with
representatives of peak business and professional organisations.

109. In the second phase, the Working Party circulated a discussion paper, which
outlined the options that are available for reforming the requirements for the
registration and regulation of company auditors, to selected groups, including peak
business and professional organisations, government agencies and the larger
accounting firms.

110. The third and final phase of the consultative process involved the release of the
Working Party’s draft report for public comment.

111. A list of the organisations and individuals who made submissions to the
Working Party during the three phases of the consultative process is at Appendix A.

112. While the Working Party found the overall consultative process of significant
benefit in developing and refining its proposals for reforming the legislative
requirements and institutional arrangements for the registration and regulation of
company auditors, the Working Party was, nevertheless, disappointed with the low
number of submissions received from those most directly affected by the review —
existing and potential registered company auditors (RCAs) and corporations that are
users of auditing services.

BACKGROUND TO THE REVIEW

113. In July 1992, MINCO established a Working Party of MINCO officers (the
MINCO Working Party) to prepare a report concerning professional liability in respect
of claims arising from the Law or under related common law remedies. The decision
to establish the MINCO Working Party was made against the background of proposals
in some jurisdictions to introduce legislation limiting professional liability by
providing a maximum cap on such liability. The mandate of the MINCO Working
Party was to examine the position in comparable jurisdictions overseas, to take into
account the views of interested parties, and to outline any alternative options to a
capping scheme of limitation of liability identified as a result of the examination of the
position in overseas jurisdictions and the views of interested parties.

114. The MINCO Working Party presented its report to MINCO in June 499@
report concluded that, of those professionals who might be subject to claims under the

5 The six largest accounting firms, plus four or five small/medium firms in each State and Territory,
were targeted by the Working Party in the first phase of the consultative process.
6 Working Party of the Ministerial Council for Corporations, ‘Professional liability in relation to

Corporations Law matters’, 1993.
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Law, only accountants (primarily auditors) and directors face a significant level of
liability specifically related to actions or functions under the Law. The major
alternative option to capping of liability identified in the report was to permit auditors,
operating through a company, to be registered as company auditors under the Law.

Regulation of Company Auditors

115. The 1993 report of the MINCO Working Party also recommended that a review
should be undertaken of the present regulation of company auditors with a view to
ensuring that an appropriate legal framework is in place for the supervision,
independence and disciplining of company auditors in relation to their functions under
the Law.

116. The rationale for this recommendation was that a solution to the problems
associated with professional liability should be accompanied by reasonable assurance
that:

(@) institutional arrangements in place ensure that only adequately qualified
and experienced accountants are registered as company auditors; and

(b) auditors are genuinely independent of the companies that they audit.

117. MINCO endorsed the recommendation that there should be a review of the
regulation of company auditors and the Audit Review Working Party was established
in the second half of 1994 to undertake the review.

Joint and Several and Proportionate Liability

118. The MINCO Working Party’'s report further recommended that ‘the arbitrary
and unfair consequences of the present rules regarding joint and several liability of
auditors should be addressed in a review of the law which takes into account the
implications of changes in these rules beyond their impact on Corporations Law
matters’.

119. An inquiry into the law of joint and several liability was subsequently
established by the then Commonwealth and New South Wales Attorneys-General in
February 1994. The inquiry was conducted by Professor Jim Davis from the Australian
National University. It concluded with a report released in January 1995
recommending that joint and several liability of defendants in actions for negligence
causing property damage or purely economic loss be replaced by liability which is
proportionate to each defendant’s degree of fault.

120. The report also noted that because of the similarities between professional
liability for negligence and liability under section 52 of theade Practices Act
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1974(Cth) and section 995 of the Law, it would be anomalous if, in the case of
multiple wrongdoers, any one of them should be exposed to different liability
depending upon whether an action is brought under the common law or one of the
statutory provisions. The report therefore also recommended that liability for loss
arising from misleading conduct in contravention of the TiRGeticesAct, the State

and Territory Fair Trading Actsor the Law be proportionate to each defendant’s
degree of responsibility for that loss.

121. Draft model provisions designed to implement the report’'s recommendations
were released on 14 July 1996 by the New South Wales Attorney-General and
Minister for Industrial Relations, Mr Shaw, and the former Parliamentary Secretary to
the Treasurer, Senator the Hon. Brian Gibson AM, for public exposure for a period of
three months. If adopted, the draft model provisions would amend the common law,
State and Territory fair trading legislation, the Trade Practices Act and the
Corporations Law. The draft legislation was prepared with the agreement of the
Standing Committee of Attorneys-General (SCAG) on the basis that it did not involve
any jurisdiction committing itself to the conclusions in the Davis report.

Other Significant Issues

122. Since the commencement of the National Corporations Scheme in 1991, a

number of concerns have been raised about various aspects of the regulation of
company auditors. These issues have been addressed by the Working Party during the
course of this review.

123. The most frequent complaint has concerned the difficulty that prospective
company auditors, who are either resident in provincial centres or members of small
firms, are having in meeting the Law's requirements on practical experience in
auditing. This issue is considered in detail in chapter 5.

124. Another issue concerns the supervision of RCAs. The Working Party notes the
lack of a legislative requirement for the maintenance of technical skills by such
auditors. The Working Party also notes the view expressed in some submissions that
the main post-registration reporting requirement contained in the Law, the triennial
statement, serves little useful purpose in its present form. These matters are examined
in chapter 6.

125. Ensuring the independence of auditors from company management is another
issue that is being raised more and more frequently in representations to the
Government. While these representations do not necessarily mean that company

7 Fair Trading Act 1992(ACT), Fair Trading Act 1987(NSW), Consumer Affairs and Fair
Trading Act 199QINT), Fair Trading Act 1989QId), Fair Trading Act 19874SA), Fair Trading
Act 1990(Tas),Fair Trading Act 1985Vic) andFair Trading Act 198{WA).
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auditors lack independence, it may, at best, indicate that some company auditors
perform their functions in a manner that gives the perception that they lack
independence. This question is examined in chapter 7.

126. A further area of complaint has been the operation of the Companies Auditors
and Liquidators Disciplinary Board (CALDB). Complaints have included that the
Board is too legalistic; that the costs of both presenting and defending cases are too
high; that the range of penalties that may be imposed by the Board are inadequate and
that too much of the Board’s time is spent dealing with minor administrative matters.
These concerns are addressed in chapter 8.

UNDERTAKING THE REVIEW

127. In undertaking this review, and in preparing this report, the Working Party has
been conscious of the highly skilled and significant responsibilities of auditors.

128. The independent external audit is a fundamental element of the world’s capital
market system. A report of the Public Oversight Board of the83@&xctice Section,
American Institute of Certified Public Accountants (AICPAgums it up in this way:

The independent audit fills an essential role for the investing public and
creditors by enhancing the reliability of an operation’s published financial

statements and giving assurance of that reliability to users of those
financial statements...

Strengthening the professionalism of the auditor requires an environment
in which boards of directors and management of client companies have
high expectations about the auditing firm’'s integrity, objectivity and
professional expertise in which the auditor, in meeting these obligations
recognises an overriding public responsibility...

[Accounting] firms need to emphasise to all professional staff...that
auditing is not just one of the many services offered to clients. It is
special. It involves a public responsibility...’

Auditing is different from other services the accounting firms render. It
imposes special and higher responsibilities...

Securities and Exchange Commission (USA).

Advisory Panel on Auditor Independence, ‘Strengthening the professionalism of the independent
auditor — Report to the Public Oversight Board of the SEC Practice Section, AICPA’, Public
Oversight Board, Stamford, 1994.

Page 6



Chapter 1: Introduction

129. The Working Party considered the following key issues during the course of its
deliberations:

(&) Who should perform the registration and supervisory functions?
(b)  What should be the appropriate pre-requisites for registration?
(c)  What form should post registration supervision take?

(d) How should the appointment of company auditors be undertaken and their
subsequent independence be ensured?

(e) What are the appropriate procedures for the removal of a company
auditor?

(H  Who should undertake the disciplinary function and what should be the
disciplinary body’s functions and powers?

() The resource implications of the Working Party’s preferred approach to
performing the registration and supervisory functions and undertaking the
disciplinary function.

130. Prior to formulating the recommendations set out in this report, the Working
Party, as noted above, consulted extensively with parties having an interest in the
outcome of the review.

131 In formulating its recommendations, the Working Party also had regard to
developments within the accounting profession since 1981, when the forerunner of the
existing legislative provisions was introduced. In addition, the Working Party noted
the recommendations contained in the research study on bridging the expectation gap
and the action taken by the ICAA and the ASCPA in respect of those
recommendationt’

132. Wherever appropriate the Working Party has endeavoured to ensure that
safeguards are built into the recommendations it has made. For example, the proposal
to delegate the registration and supervision functions to authorised accounting bodies
by way of an MOU will allow the ASC to review and, if necessary, resume control of
these functions in the event of inadequate performance by those bodies.

133. The Working Party believes that, with the safeguards built into its
recommendations, the proposed self regulatory approach will provide significant

10 For further information about these recommendations, see: ICAA and ASCPA, ‘A research study
on financial reporting and auditing — bridging the expectation gap’, 1994; and ICAA and
ASCPA, ‘Beyond the gap’, 1996.
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benefits including allowing the authorised accounting bodies to perform the
registration and regulation functions with optimum efficiency and in an environment
which will allow continuing advances in standards to be made.

134. Itis important to note that the work and recommendations of this Working Party
constitute only one element in the process of strengthening the role of the external
auditor. The work of other bodies and organisations, such as the Auditing Standards
Board (AuSB), the accounting bodies, the Australian Stock Exchange (ASX), the ASC
and the Australian Institute of Company Directors (AICD) all continue to play a part in
the overall objective of strengthening the role of the independent external auditor.
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2. SUMMARY OF ISSUES, CONCLUSIONS
AND RECOMMENDATIONS

201. This chapter provides a summary of the issues considered by the Working Party
during the course of the review and the Working Party’'s recommendations for dealing
with those issues.

202. The Working Party divided the review into the following components:

. Who should perform the registration and supervisory functions?

. What should be the appropriate pre-requisites for registration?

. What form should post registration supervision take?

. How should the appointment of company auditors be undertaken and their

subsequent independence be ensured?
. What are the appropriate procedures for the removal of a company auditor?

. Who should undertake the disciplinary function and what should be the
disciplinary body’s functions and powers?

. The resource implications of the Working Party’'s preferred approach to
performing the registration and supervisory functions and undertaking the
disciplinary function.

203. In considering these matters, the Working Party has had regard to the problems
of the 1980s and has carefully considered the views of some respondents seeking
greater and more stringent regulatory controls in respect of the appointment and
supervision of company auditors. The Working Party has also had regard to significant
developments since the 1980s, including initiatives by the ICAA, the ASCPA, the
National Institute of Accountants (NIA), the Australian Stock Exchange (ASX) and
the Australian Institute of Company Directors (AICD).

204. Wherever appropriate the Working Party has endeavoured to ensure that
safeguards are built into the recommendations it has made.
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PERFORMING THE REGISTRATION AND SUPERVISORY
FUNCTIONS

205. Four viable options for performing the registration and supervisory functions
have been identified by the Working Party:

. having the ASC continue to perform the registration function with supervisory
functions continuing to be performed by both the ASC and, in the case of RCAs
who are members of accounting bodies, the accounting bodies;

. having the ASC delegate the registration function and its component of the
supervisory function to authorised accounting bodies;

. having the Law confer responsibility for the registration and supervisory
functions on authorised accounting bodies; or

. establishing a new Auditors Practice Board to perform the functions.

206. While each of these options has its advantages and disadvantages, the Working
Party came to the view that the option giving authorised accounting bodies
responsibility for the regulation and supervision of company auditors under delegation
from the ASC is to be preferred.

207. The Working Party therefore makes the following recommendations concerning
the performance of the registration and supervisory functions:

. The Australian Securities Commission Act 1988e ASC Act) and the Law
should be amended to authorise the ASC to delegate responsibility for the
registration and supervision of company auditors to one or more Australian
accounting bodies that satisfy specified conditiGtecommendation 4.1.

. The conditions set out in the Law would provide that the ASC must be satisfied
that each authorised accounting body has and will continue to maintain:

(a) sufficient resources to enable the delegated functions to be performed in
an efficient and effective manner;

(b) a comprehensive and mandatory code of ethics and other rules dealing
with the conduct of members who provide auditing services;

(c) mandatory requirements for the continuing professional development of

its members and for professional indemnity insurance for those members
in public practice;
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Chapter 2: Summary of Issues, Conclusions and Recommendations

(d) acomprehensive program for the periodic review of the work of members
who provide auditing services;

(e) appropriate disciplinary procedures for dealing with complaints and other
matters concerning members who provide auditing services; and

() adequate indemnity insurance arrangements in respect of its performance
of the delegated functiond®2ecommendation 4.2.

A decision of an authorised accounting body made during the course of
performing a delegated function may be the subject of an appeal to the ASC.
The decision taken by the ASC may, in turn, be the subject of an appeal to the
AAT. Recommendation 4.3.

The ASC may set such additional conditions in a Memorandum of
Understanding (MOU) as it considers are necessary to enable it to ensure that
the delegated functions are performed in accordance with the requirements of
the Law and in an effective and efficient manneecommendation 4.4

The ASC may only delegate responsibility for the registration and supervision
of company auditors to an accounting body when written agreement has been
reached with that body on the conditions set down in the Law and any additional
conditions that may be imposed by the AS®%commendation 4.5

Where an authorised accounting body fails to comply with any of the conditions
set out in either the Law or the MOU, the ASC may revoke the delegation.
Recommendation 4.6

Notwithstanding the delegation of registration and supervisory functions to one
or more authorised accounting bodies, the ASC may continue to perform
registration and supervisory functions in circumstances in which it would be
unreasonable to expect a person to apply to an authorised accounting body for
registration (for example, where the person has a conscientious objection, based
on religious grounds, to the membership of a professional organisation). The
registration of such a person should be subject to rules and conditions that are
adopted by the ASC and which are equivalent to those imposed by an authorised
accounting bodyRecommendation 4.7.

Particulars of all RCAs are to be entered in a single Register of Auditors which
is to be maintained in a manner and at a place approved by the ASC.
Recommendation 4.8.

Subject to appropriate safeguards concerning the protection of information from

unauthorised use or disclosure, section 127 of the ASC Act should be amended
to allow the ASC to provide information to:
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(@) authorised accounting bodies concerning individuals who are members of
one or more of the bodies;

(b) authorised accounting bodies about non-members who are RCAs or who
are known to be making application for registration as an RCA.
Recommendation 4.9.

PRE-REQUISITES FOR REGISTRATION

208. The Working Party considered three issues concerning the requirements for
registration:

. educational qualifications;
. professional qualifications; and

. the appropriate level of practical experience in auditing.

Educational Qualifications

209. The Working Party makes the following recommendations concerning the
educational qualifications needed for registration as a company auditor:

. The existing educational pre-requisites for registration as a company auditor (ie
tertiary qualifications in accountancy and commercial law) are considered to be
adequate, subject to the introduction of an additional requirement that all
applicants have completed a specialist course equivalent to the auditing module
currently provided by the ICAA’s Professional Year (PY) Program or the
ASCPA'’s Certified Practising Accountant (CPA) Program.
Recommendation 5.1.

. Relief from the requirement to undertake the course of study referred to in
recommendation 5.1 should be granted to an applicant who holds suitable
overseas qualifications or who can demonstrate to the registering body that he or
she has qualifications that are equivalent to the auditing module.
Recommendation 5.2.

Professional Qualifications
210. A number of submissions received by the Working Party proposed that

membership of an accounting body should be a pre-requisite for registration as a
company auditor. However, the Working Party concluded that such a requirement
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Chapter 2: Summary of Issues, Conclusions and Recommendations

could be anti-competitive and thus contrary to the requirements d@fdke Practices

Act 1974.Nevertheless, the Working Party has some sympathy with the view that

individuals who are not members of an accounting body that is an authorised
accounting body should agree to abide by the code of ethics and other rules of the
authorised accounting body to which they submitted their application for registration.

211. The Working Party therefore recommends that:

. Where a person who is not a member of an accounting body that is an
authorised accounting body seeks registration as a company auditor, he or she
must agree to abide by the code of ethics and other rules of the authorised
accounting body to which they submitted their application on the same basis as
members of that bodyRecommendation 5.3

Practical Experience

212. The question of what should be the appropriate level of practical experience for
registration as a company auditor was one of the more difficult issues to confront the
Working Party during the course of the review.

213. The Working Party has concluded that competency standards should ultimately
be adopted as the principal basis for determining whether a person has sufficient
practical experience in company auditing and auditing techniques to be registered as a
company auditor. In coming to this decision, the Working Party notes that the adoption
of competency standards will add a qualitative element which is currently missing
from the existing requirements, will further the move towards a self-regulatory
approach along the lines advocated elsewhere in this report, and will meet the
concerns of accountants in smaller and provincial firms in that it will facilitate the
registration of individuals who are proficient in auditing work but who cannot satisfy
the existing practical experience requirements.

214. The Working Party has also concluded that an hours-based regime should
continue to be used pending the introduction of competency standards by authorised
accounting bodies.

215. The Working Party makes the following recommendations about the level of
practical experience needed for registration as an auditor:

. Where an authorised accounting body has in place a competency standard in
auditing that has been approved by the ASC, an applicant must satisfy the audit
component of the competency standard in order to be registered.
Recommendation 5.4.
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. The ASC must be satisfied about the appropriateness and workability of the
audit component of an authorised accounting body’s competency standard
before that standard may be approved for use by the authorised accounting body
as a basis for deciding whether an applicant meets the practical experience
requirements for registration as a company audiR@commendation 5.5.

. Where an authorised accounting body does not have an approved competency
standard in auditing the level of practical experience required for registration as
a company auditor should be:

(@) atleast 2,000 hours work in auditing over five years under the supervision
of an RCA,; and

(b) a minimum of 500 hours of this time should be spent on work that
involves a senior level of responsibility for audits.
Recommendation 5.6.

. Subsection 324(12) of the Law, which provides that the ASC may appoint a
suitably qualified or experienced person as auditor of a proprietary company
where it is impractical for the company to obtain the services of an RCA
because of the location where it carries on business, should be retained.
Recommendation 5.7

Re-registration

216. The Working Party also concluded that there should be a different process for

re-registration, and makes the following recommendations concerning the

implementation of revised procedures:

. There should be simplified criteria for re-registration as a company auditor
where the applicant had voluntarily relinquished his or her original registration.

Recommendation 5.8.

. An applicant for re-registration as a company auditor must meet the following
conditions:

(@) the applicant voluntarily relinquished his or her original registration;
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Chapter 2: Summary of Issues, Conclusions and Recommendations

(b) the applicant was not subject to disciplinary proceedings in respect of an
auditing-related matter following the relinquishment of the original
registration or that the voluntary relinquishment did not occur in order to
avoid disciplinary proceedings; and

(c) the relinquishment of the original registration was not more than five
years before the date of the application for re-registration.
Recommendation 5.9.

POST-REGISTRATION SUPERVISION

217. Issues considered by the Working Party in the context of post-registration
supervision of RCAs include:

. the adequacy of the existing requirements for reporting to the ASC;
. the need for RCAs to undertake continuing education; and

. whether RCAs should be required to undertake a minimum level of audit work
in order to maintain their registration.

Annual Statement

218. Although the triennial statement that each RCA has to lodge with the ASC is
intended to allow the ASC to monitor the RCA’s audit activities, the Working Party
noted that there are widely held views that the statement fails to achieve this objective.
Perceived deficiencies of the statement include that it does not provide up to date
information for surveillance purposes, that it requires the disclosure of information
that has already been provided to the ASC, and that the particulars of audits conducted
during the period give no indication of the size or complexity of those audits.

219. After considering options of either abolishing the statement or requiring a
statement containing revised information to be lodged annually, the Working Party
concluded that the latter option was to be preferred.

220. The Working Party therefore makes the following recommendations concerning
the reporting requirements of RCAs:

. The existing triennial statement should be replaced by a new annual statement.
Recommendation 6.1.
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The new annual statement should provide information about:
(@) an RCA's personal particulars;

(b) details of the nature and complexity of major audit work undertaken,
including the aggregate hours, showing separately the work in respect of
companies and other entities; and

(c) professional development undertaken by the RCA during the year.
Recommendation 6.2.

If the registration and supervision of RCAs is undertaken by authorised
accounting bodies, the annual statement should be combined with the authorised
accounting bodies’ membership renewal forrRecommendation 6.3.

Professional Development

221. The Working Party considers that RCAs should be required to undertake a
minimum amount of professional development, with the amount to be prescribed being
similar to that required of ICAA and ASCPA members who hold public practice
certificates.

222. Accordingly, it recommends that:

RCAs should be required to undertake a minimum amount of professional
development, calculated on either an annual or triennial basis, and their annual
statement should include particulars about the audit content of that professional
development.Recommendation 6.4.

Failure to comply with a requirement to undertake a minimum amount of
profession development should be grounds for disciplinary action against the
RCA. Recommendation 6.5

Practical Experience

223. The Working Party recommends that:

RCAs should not be required to undertake a specified level of audit work in any
one year, but should be required to maintain their competence in audit work.
Where an RCA has not undertaken any substantive audit work during a period
of not less than five years or has failed to maintain competency in audit work,
the supervisory body may require the RCA to show cause why his or her
registration should not be cancellddecommendation 6.6.
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Quality Review
224. The Working Party recommends that:

. The work of all RCAs should be subject to periodic quality reviews conducted
by authorised accounting bodigRecommendation 6.7.

. Subject to privacy considerations, the Law should provide that all files in
respect of audits that have been undertaken by an RCA must be available for
inspection as part of a quality revieRecommendation 6.8.

APPOINTMENT AND INDEPENDENCE OF AUDITORS

225. The Working Party identified the procedures for appointment of auditors by
companies and measures to ensure the independence of auditors as important issues
that needed consideration.

Appointment

226. While Australian requirements for audit appointment are broadly in line with
those of other developed countries, the Working Party noted that directly involving a
company’s audit committee or another committee of non-executive directors in the
appointment process would complement the increasing emphasis on external directors
and audit committees in the overall context of corporate governance.

227. The Working Party therefore recommends:

. If the ASX listing rules do not so provide, the Law should be amended to
require listed companies to have an audit committee. Non-executive directors
should constitute the majority of members of such a committee.
Recommendation 7.1.

. Auditors of a listed company should be appointed and their remuneration
determined on the recommendation of the company’s audit committee or, where
there is no audit committee, an appropriate committee of non-executive
directors. Recommendation 7.2

. Auditors of an unlisted company should be appointed on the recommendation of
the company's audit committee where such a committee exists.
Recommendation 7.3.
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Independence

228. The Working Party notes that independence for a professional is a state of mind
and that no specific restrictions or requirements can achieve independence. However,
it believes that some specifications can contribute significantly towards the
maintenance of independence of mind, as well as the appearance of independence.

229. The Working Party is of the view that the following recommendations will
assist company auditors in being, and in being seen to be, independent:

Level of Indebtedness

. The level of indebtedness by an auditor to a client (as referred to in paragraphs
324(1)(e) and (2)(f) of the Law) should be increased from $5,000 to $10,000 or
such other amount as may be prescribed by regulation, subject to
recommendation 7.6Recommendation 7.4.

. A prohibition should be placed on the indebtedness of a company to its auditor,
with the exception of professional fees and amounts up to a maximum of
$100,000 deposited with a financial institution or life insurance company by a
natural person on normal commercial terms and in the ordinary course of
business of the financial institution or life insurance company, subject to
recommendation 7.6Recommendation 7.5.

. The monetary indebtedness prohibitions should only apply to partners of a firm
of auditors who are directly engaged on the audit assignment and relatives of
such partnersRecommendation 7.6.

Term of Appointment

. There should be mandatory rotation of the audit partners responsible for the
audit of listed companies in accordance with the principles laid down in
Statement of Auditing Practice AUP 32 — Audit Independence (AUP 32).
Recommendation 7.7.

Provision of Non-Auditing Services by Auditor

. Providing there is a continuing mandatory requirement to adhere to the
independence requirements of current ethical rulings and auditing standards, the
Law should not place any restrictions on an auditor or his or her firm
performing non-auditing services for an audit client. However in the current
review of ethical requirements by the accounting bodies, it is recommended that
attention be directed toward the provision of additional procedures (including
allocation of responsibility for the additional services to a partner other than the

Page 18



Chapter 2: Summary of Issues, Conclusions and Recommendations

external audit partner) for application in the more contentious areas of
accounting services, internal audit and specific and separate internal control
reviews to strengthen independence in these aR@sommendation 7.8.

The current disclosure requirements relating to non-audit services should be
expanded to require a breakdown of the nature of those services and to include
services provided by entities whose beneficial ownership is substantially the

same as that of the auditor’s firrRecommendation 7.9.

Non-audit services provided to a company by its auditor or his or her firm
should be reviewed annually by the company’s audit committee or, where there
is no audit committee, by the full board to satisfy itself that the non-audit
services provided are not of a nature that would compromise the independence
of the external auditor from the perspective of the company.

Recommendation 7.10.

Method of Selecting Auditor

The Law should not place any restrictions on the use of tendering as a means of
selecting a company’s auditors but companies should be encouraged to reduce
the number of formal tenders requirdfecommendation 7.11.

Relationship of the External Auditor with the Audit Committee or
Non-Executive Directors

The Law should be amended to provide that where a company’s audit
committee or the company’s board is to discuss issues which have relevance to
the audit, the company’s auditor should be given notice of the meeting and be
invited to attend the meeting or relevant part thereof. The Law should also be
amended to permit an auditor (by prior notice) to attend an audit committee
meeting or board meeting to raise and discuss issues which have relevance to
the audit. Recommendation 7.12.

Compliance with Accounting Standards

The Working Party encourages the establishment of a Financial Reporting
Review Board (FRRB) or similar group to inquire into apparent departures from
accounting standards or other reporting requirements. Where it was found that
departures had occurred, it would seek appropriate remedies. If it is
unsuccessful, matters should be referred to either the accounting bodies or the
CALDB or both for appropriate disciplinary actioRecommendation 7.13.
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Removal and Resignation of Auditors

The Law should be amended to provide that a proposed change to the auditor of
a disclosing entity is a continuous disclosure matkcommendation 7.14.

The Law should provide that any proposal for appointment of auditors of a
disclosing entity must contain information on the proposed fees.
Recommendation 7.15.

Attendance at AGM

The Law should be amended to require an auditor, or a representative of the
auditor, to attend the annual general meeting (AGM) at which the auditor's
report is tabled unless reasonable circumstances preclude his or her attendance.
Recommendation 7.16.

Restriction on Fee Levels for a Particular Client

An appropriate mandatory standard of the accounting bodies should require that
where the total fees in respect of all services in a financial reporting period paid
by an audit client or group of clients exceeds 15 per cent of the gross fees of the
practice, there must be detailed consideration and documentation on the relevant
audit file of the implications for independence and that the document is to be
available for review in the normal quality review process.
Recommendation 7.17.

Regulation or Self Regulation

Regulatory requirements for auditors should, to the maximum extent
practicable, be embodied in the mandatory standards and pronouncements and
self regulatory framework of the authorised accounting bodies.
Recommendation 7.18.

Teaching of Professional and Business Ethics

Endeavours should be made through the appropriate educational channels to
introduce and strengthen the teaching of ethical principles in primary and
secondary schoolRecommendation 7.19.

The accounting bodies should require an adequate level of teaching of
professional and business ethics as a pre-requisite to granting course
accreditation to tertiary institutions for graduates entering the induction
programs of the accounting bodidRecommendation 7.20.
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DISCIPLINE

230. Four issues were considered by the Working Party in the context of discipline of
RCAs:

(&) whether the existing institutional arrangements for dealing with
disciplinary matters operate in an efficient and effective manner;

(b) whether the matters that may be dealt with by the CALDB are
appropriate;

(c) whether the penalties that may be imposed by the CALDB are
appropriate; and

(d) whether the CALDB or the ASC should be authorised to exchange
information with authorised accounting bodies for the purpose of
disciplinary proceedings.

Institutional Arrangements

231. The Working Party noted that there are both advantages and disadvantages in
leaving the disciplinary function with the CALDB, transferring the function to the
ASC or merging the function with the authorised accounting bodies’ disciplinary
processes.

232. After considering the various issues associated with this question, they
concluded, on balance, that the CALDB should be retained for dealing with conduct
matters (such as whether a person has failed to adequately and properly carry out or
perform the duties of an auditor or is a fit and proper person to be an RCA) and,
accordingly, recommend that:

. The CALDB should be retained for dealing with those disciplinary matters that
the Law provides should be brought before an independent disciplinary body.
Recommendation 8.1.

. Where the ASC has delegated the registration of auditors to authorised
accounting bodies, those bodies should be permitted to bring conduct matters
directly before the CALDB.Recommendation 8.2.

233. The Working Party also considered several proposals having the objective of

making the operation of the Board more efficient and ensuring that Board members
have a wide range of legal, accounting and business skills.
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234. The Working Party concluded that there is some merit in formally expanding the
range of skills that CALDB members could bring to the Board’s deliberations. The

Working Party believes that the most appropriate way of achieving this objective

would be to invite additional peak professional and business bodies to nominate
persons for appointment to the Board. The Working Party also concluded that, in
conjunction with changes to the skills of CALDB members and the bodies that may
make nominations for appointment to the Board, it may be appropriate to revise the
rules for the operation of the Board.

235. The Working Party therefore recommends that:

. The ASC Act should be amended to provide for the appointment of a deputy
chairperson for the CALDBRecommendation 8.3.

. The ASC Act should be amended to allow the CALDB to sit in more than one
Division simultaneously Recommendation 8.4.

. The ASC Act should be amended to provide that a Division of the CALDB is
constituted by a member nominated by an authorised accounting body, a legal
practitioner and one other persdRecommendation 8.5.

. The requirement that the chairperson of the CALDB be a legal practitioner
should be repealedRecommendation 8.6.

. The ASC Act should be amended to provide that the membership of the CALDB
is to be constituted as follows:

(@) each authorised accounting body is to submit a panel of four names, with
one person being appointed from each panel of names;

(b) two persons selected from a panel of five names submitted by the Law
Council of Australia; and

(c) two persons selected from panels of names submitted by business and

professional organisations that are invited by the Minister to make
nominations.Recommendation 8.7.

Disciplinary Matters
236. The matters that may currently be referred to the CALDB by the ASC can be

divided into two broad categories — administrative matters (such as failure to lodge a
statement) and conduct matters.
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237. The Working Party considers that disciplinary procedures would be more
effective if disciplinary matters of an administrative nature could be dealt with by the
registering body, thus leaving the disciplinary body to concentrate on conduct matters.

238. To give effect to this proposal, the Working Party makes the following
recommendations, which may be embodied in changes to the Law, the regulations or
elsewhere as appropriate:

Disciplinary matters of an administrative nature (as defined in paragraph 851)
are to be dealt with by the registering bo&Recommendation 8.8.

Where the registration function has been delegated to an authorised accounting
body, guidelines approved by the ASC should cover such matters as:

(a) the procedures for giving notice of the authorised accounting body’s
intention to deal with a matter;

(b) allowing the RCA who is the subject of the action to be heard; and

(c) the publication of the authorised accounting body's decision
Recommendation 8.9.

Where the registration function has been delegated to an authorised accounting
body, a person whose registration is cancelled by the registering body may lodge
an appeal against that body’s decision with the ABEcommendation 8.10.

A decision made by the ASC in respect of an administrative matter may be the
subject of an appeal to the AARecommendation 8.11.

The CALDB should only deal with cases involving conduct matters or
combined conduct and administrative mattBscommendation 8.12.

Where the ASC has delegated the registration function to authorised accounting
bodies, those bodies may, subject to the approval of the Commission, deal with
specified types of conduct matter within their own disciplinary systems.
Recommendation 8.13.

Where civil or criminal proceedings have been commenced against a person,
such proceedings are not to act as a bar to disciplinary proceedings against the
same person and arising out of the same matter being commenced or continued
by an authorised accounting body, the ASC or the CALDB.
Recommendation 8.14.
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Penalties
239. The Working Party recommends that:

. The CALDB should be permitted to impose fines up to a limit of $100,000.
Consideration should also be given to amending the Law to enable the CALDB
to enforce orders made during the pre-hearing pelR@tommendation 8.15.

Release of Information
240. The Working Party further recommends that:

. The nature of the matter, the decision in respect of each disciplinary proceeding
and the reasons for the decision should be publisRedommendation 8.16.

. The CALDB should be permitted to provide information obtained by it during
the course of a disciplinary proceeding to the investigation and disciplinary
committees of the authorised accounting bodies to facilitate the disciplinary
procedures of those bodieRecommendation 8.17.

OTHER CORPORATIONS LAW ISSUES

241. The Working Party considered the changes to provisions dealing with the
independence of auditors of proprietary companies that were made firshe
Corporate Law Simplification Act 199birst Simplification Act).

242. In the view of the Working Party, auditor independence is fundamental and
should not be compromised. Accordingly, the Working Party recommends that:

. Paragraphs 324(1)(f) and (2)(g) of the Law should be amended to remove the
exemptions which currently permit proprietary companies to appoint as their
auditors persons who are officers of the company or persons who are related to
officers of the companyRecommendation 9.1.

243. The Working Party also considers that consideration should be given to
amending the Law to make it clear that an Auditor-General may, subject to any
constraints contained in the Commonwealth, State or Territory legislation establishing
his or her office, delegate to a person nominated by him or her responsibility for
signing an auditor’s report or an audit review prepared under Part 3.7 of the Law.
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IMPLICATIONS FOR OTHER LEGISLATION

244. The Working Party notes that RCA status has become the de facto bench-mark
for identifying a competent auditor for many non-corporate audits.

245. The Working Party further notes that RCA status may not be essential for some
non-corporate audits and, accordingly, considers that the States and Territories should
review the audit requirements in their various Acts and, where they consider it
appropriate, provide that an auditor may be a person who holds a certificate of public
practice issued by a professional accounting body recognised in that legislation.

RESOURCE IMPLICATIONS

246. The Working Party notes that the quantum of the costs associated with the
performance of the registration function by authorised accounting bodies will largely
depend on the way in which the function is performed by those bodies. Information
provided to the Working Party by the ICAA and the ASCPA indicates that, if those
bodies were authorised accounting bodies and they jointly performed the registration
and supervisory functions, the cost of performing these functions would be
approximately $764,000 in the first year and $617,000 in the second and subsequent
years. While income from annual renewals and applications is currently about
$470,000 per annum, the ICAA and ASCPA estimate that fees revenue would be
$310,000 in the first year and $293,000 in the second and subsequent years. In keeping
with the Government’s application of user pays principles, fees should ultimately
cover these costs.

247. The Working Party notes that the question of whether authorised accounting
bodies should receive additional Government funding or a transfer of resources from
Government for undertaking the registration and supervisory functions will be one for
the Government and the authorised accounting bodies to negotiate. Nevertheless, both
the ICAA and the ASCPA have indicated that they would be unwilling to bear an
excess of costs over revenues for the provision of the delegated activities.

248. In addition to the costs incurred by authorised accounting bodies, the ASC will
also incur some expenditure in performing an audit-type function on compliance by
the authorised accounting bodies with either the terms of the MOU or the conditions
under which statutory conferral is made.

249. If the CALDB is to be responsible for hearing conduct-related disciplinary
matters, annual costs similar to those incurred in 1995/96 ($312,000) could be
expected. In these circumstances, both the ASC and the authorised accounting bodies
could be expected to incur discipline-related costs similar to those currently being
incurred.
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301. This chapter provides an overview of the institutional arrangements for the
registration and regulation of company auditors in Australia. The chapter also provides
an outline of the types of auditing work that the Law and other legislation provides
must be undertaken by RCAs.

REGISTRATION OF COMPANY AUDITORS

302. The rationale for registering company auditors is to ensure that there is, within
the accounting profession, a group of readily identifiable people who have the
experience and specialist skills needed for undertaking company audits. This, in turn,
assists in maintaining public confidence in the capital markets.

303. The first Australian requirement for the registration of company auditors
appeared in the Victorian Companies Act of 1896. During the early 1890s the standard
of company auditing in Victoria was apparently of a poor standard, with allegations of
auditors lacking appropriate qualifications, not being independent of the companies
they were appointed to audit and failing to perform the duties of auditor in an
appropriate manner. The then Victorian Attorney-General, Mr (later Sir) Isaac Isaacs,
made the following observations about the standard of company auditing during the
debate on the Bill that ultimately became the Companies Act 1896:

The system of auditing accounts of public companies at the present time,
as honourable members know, is by ho means satisfactory. Auditors are
called in who are selected in the first instance, perhaps, not by reason of
any particular competence they may possess, but because they are
personal friends or, it may be, relatives of the directors or of the manager,
whose accounts they have to overlook and certify to; and we have known
instances in this colony where men of by no means unblemished
character, but whose sole recommendation was their relationship to the
directors or to the manager, have been called in to certify the correctness
of the accounts...Honourable members will at once admit that auditors
have been far too slovenly in their work in the past. | am not speaking of
all auditors, of course, because we have notable exceptions to the general
rule, but in many institutions the auditors have evidently thought that their
chief duties were fulfilled by a perfunctory examination of the books, and
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after all they merely certified that the accounts were correct according to
the books.11

304. The Act contained a number of provisions dealing with the audit of companies,

including one for the establishment of a three-member Companies Auditors Board

which had the power to licence persons to act as auditors of companies where the
Board was satisfied with their general conduct and character and had the appropriate
qualifications. The qualifications that were needed by a person to obtain a licence

included:

(&) holding a certificate of competency granted by the Municipal Auditors’
Board pursuant to the Local Government Act;

(b) membership of accounting bodies such as the Incorporated Institute of
Accountants Victoria or the Australian Institute of Incorporated
Accountants;

(c) having, within five years before the commencement of the Act, practised
in Victoria for at least three years as an auditor or accountant; or

(d) having, upon examination, satisfied the Board that he had a thorough
knowledge of accounts and auditing and the provisions of the Companies
Act.

305. Subsequently, the other States (as the Colonies had become) followed the
Victorian lead and introduced requirements for the registration of company auditors.

Research suggests that Tasmania followed in 1920, South Australia in 1934,

Queensland in 1942, Western Australia in 1943 and New South Wales in 1945.

306. The Working Party notes that the need for the Law to establish a mechanism for
the regulation and supervision of company auditors in particular is largely a reflection
of the fact that Australia does not have a legislative regime for the registration of all
individuals who provide accountancy services to the pdblidthough proposals for

the enactment of such legislation have been put forward by the accounting profession
from time to time, with the twin objectives of preventing unqualified persons from
holding out to the public that they have accounting skills and to bring accountants into
line with other professions such as legal practitioners, doctors and dentists, all of the
proposals have ultimately lapsed.

307. The absence of a legislation-based regime for the registration of public
accountants has created problems for many State and Territory Acts that impose audit

11 Victorian Parliament (House of Assembly) Hansard, 11 June 1895, pp. 224-225.

12 There were formerly Public Accountants Registration Boards in New South Wales and
Queensland.
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requirements. As one means of overcoming these problems, some State and Territory
Acts provide that any audits required under these Acts must be undertaken by RCAs,
notwithstanding the fact that the subject matter of the Acts may not directly relate to
the administration of companies.

THE LEGISLATIVE FRAMEWORK

308. The legislative provisions dealing with the registration and regulation of
company auditors are located in the following Parts or Divisions of the Law and the
ASC Act:

. Division 1 of Part 3.7 of the Law, which deals with the appointment and
removal of auditors and the independence of auditors;

. Part 9.2 of the Law, which sets out the pre-requisites for registration as an
auditor, the supervisory requirements in respect of auditors and the cancellation
or suspension of an auditor’s registration by the CALDB; and

. Part 11 of the ASC Act, which deals with the establishment of the CALDB and
the manner in which it conducts hearings.

309. In addition, some requirements are set out in regulations made for the purposes
of the Parts and Divisions referred to in the last paragraph.

310. A detailed description of the provisions listed above is set out in the chapters
dealing with the topics to which the provisions relate.

ROLES OF ASC AND CALDB

311. The registration of company auditors is the responsibility of the ASC, which
performs the function in accordance with its enabling legislation, the Law and the
Corporations Regulations (the Regulations). The Law provides that the ASC will not
register a person as a company auditor unless it is satisfied that the person is a fit and
proper person to be so registered and that the person has satisfied the minimum
educational qualifications and attained the level of practical experience that are
required for registration.

312. Individuals who have been registered as company auditors are subject to an
ongoing obligation to advise the ASC of changes in details such as their name, their
address and the name or style under which they practise. They are also required, once
every three years, to lodge a statement updating the personal particulars contained in
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the application for registration and any previous statements and provide particulars of
up to ten company audits conducted during the period covered by the statement.

313. RCAs are also subject to the ASC’s ongoing auditors’ surveillance program,
which aims to ensure that they perform their duties in accordance with the Law, other
statutory requirements, the general law and auditing standards.

314. Where an RCA fails to lodge a triennial statement, ceases to reside in Australia
or, in the opinion of the ASC, is incompetent, negligent or otherwise not a fit and
proper person to remain registered as a company auditor, the ASC may refer the matter
to the CALDB for disciplinary action, including possible deregistration. A decision of
the CALDB may be the subject of an appeal to the Administrative Appeals Tribunal
(AAT).

ROLE OF ACCOUNTING BODIES

315. Australia’s accounting bodies have developed comprehensive requirements for
entry to membership, the supervision of members and, where necessary, the
disciplining of members which apply to all members of the bodies, including those
who are RCAs. As many of these requirements exceed the legislative requirements and
ASC procedures for the registration and supervision of company auditors, the Working
Party believes that an overview of the requirements of the accounting bodies will be of
assistance to readers when they are considering the Working Party proposals set out in
the following chapters. This overview is in Appendix B.

316. In addition, the ICAA and the ASCPA have had a significant influence in
raising audit standards, particularly through their education and continuing education
programs and the work of the Auditing Standards Board, which is jointly funded by
those bodies.

NUMBER AND DISTRIBUTION OF RCAS

317. Asat 2 April 1997, 8,404 RCAs were registered under the Law. The distribution
of these auditors by State and Territory is set out in Table 3.1.

318. Table 3.1 also shows the distribution of Australian companies by State and

Territory. It will be noted from the table that there is a close correlation between the
number of companies in a jurisdiction and the number of RCAs in that jurisdiction.
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Table 3.1: Number of Registered Company Auditors and the Number of
Companies in each Jurisdiction

State or Territory No. of Percentage No. of Percentage
RCAs as of total companies of total
at 2/4/97 as at 22/5/97
New South Wales 3,588 42.69 362,521 35.53
Victoria 2,186 26.01 307,860 30.18
Queensland 1,053 12.53 151,046 14.81
Western Australia 715 8.51 94,605 9.27
South Australia 504 6.00 64,210 6.29
Tasmania 175 2.08 13,292 1.30
Australian Capital Territory 87 1.04 19,885 1.95
Northern Territory 39 0.46 6,807 0.67
Location not identified or overseas 57 0.68
Total 8,404 100.00 1,020,226 100.00

Source: Statistical data about number of RCAs compiled by The Treasury from the Register of Auditors.
Statistical data about number of companies extracted from the ASC’s ASCOT database.

319. An examination of the Register of Auditors indicates that a significant
proportion of Australia’s RCAs are based in State capital cities. Appendix C provides
an overview of the distribution of RCAs within each State and Territory.

320. An analysis of the Register of Auditors that was undertaken by the ICAA and

ASCPA in 1995 found that, of the 8,739 RCAs as at 30 November 1994, 1,722 were
members of both the ICAA and ASCPA, 4,167 were members of only the ICAA and

2,315 were members of only the ASCPA. Of the other 535 RCAs, 259 were identified
as being former members of either the ICAA or the ASEPA.

13 The NIA has advised the Working Party that, as at 30 June 1996, 57 of its members were believed
to be RCAs.
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WORK UNDERTAKEN BY RCAs
321. Work undertaken by RCAs can be divided into the following categories:

. auditing company financial statements in accordance with the requirements of
the Law;

. auditing the accounts of securities dealers and futures brokers in accordance
with the requirements of the Law; and

. auditing financial statements and other accounts in accordance with the
requirements of other Commonwealth, State and Territory Acts.

Company Financial Statements 14

322. All disclosing entities, public companies and large proprietary compaaies
required by the Law to have their annual financial statements audited. In addition, a
disclosing entity is required to have its half-year financial statements either audited or
reviewed.

323. A small proprietary company does not have to have its accounts audited unless:
(@) itis adisclosing entity;

(b) it is controlled by a foreign company and its financial results are not
included in any consolidated accounts of the foreign company lodged
with the ASC16 or

14 The legislative requirements outlined under this heading reflect the Law as amended by the First
Simplification Act, which came into operation on 9 December 1995.

15 The Law provides that a proprietary company is a large proprietary company if it satisfies at least

two of the following tests:

(@) consolidated gross operating revenue for the financial year is $10 million or more;

(b) the value of the consolidated gross assets at the end of the financial year is $5 million or
more;

(c) the company and any entities it controls have 50 or more employees at the end of the
financial year.

16 Under section 283B of the Law, a small proprietary company does not need to prepare or lodge
accounts or have them audited if a foreign parent company lodges accounts covering the small
proprietary company’s financial results. In January 1996 the ASC granted Class Order relief
(96/82) which provided relief from preparation, lodgment and audit of accounts if a small
proprietary company’s financial results were covered by consolidated accounts lodged by the
immediate Australian parent. This order was replaced on 24 April 1997 when Class Order 97/0566
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(c) itisrequired by 5 per cent or more of shareholders or the ASC to prepare
audited financial statements.

324. Notwithstanding the basic requirement that a large proprietary company must
have its financial statements audited, section 313 of the Law permits the ASC to
relieve a large proprietary company of the obligation to have its financial statements
audited where such an audit would impose an unreasonable burden on the company. In
considering whether it should grant such relief, the Commission is required to have
regard to a number of issues including:

(a) the expected costs of complying with the audit requirements;

(b) the expected benefits of having the company or companies comply with
the audit requirements; and

(c) any practical difficulties that the company or companies face in
complying with the audit requirements (for example, in the first year to
which the audit requirements apply to the company or where the company
or companies are likely to move frequently between the large and small
proprietary company categories).

325. In assessing the expected benefits, the ASC is required to take account of the
number of creditors and potential creditors, the ability of the creditors to
independently obtain financial information about the company or companies, and the
nature and extent of the liabilities of the company or companies.

326. Information provided to the Working Party by the ASC suggests that
approximately 25,000 public and proprietary companies are currently required to
have their financial statements audited. However, the Working Party believes that
many small proprietary companies may also choose to appoint an auditor.

was executed (the replacement order clarifying the periods for which the financial results of the

company must be covered by consolidated accounts of a parent company), together with two other

orders relating to small proprietary companies which are controlled by foreign companies:

(@ 97/0565 which provides relief from the requirement for such a company to prepare and
lodge accounts and to have them audited where the company is not part of a large group (ie
the company, its siblings formed or operating in Australia, and their controlled entities are
small when the section 45A test is applied to them on a combined basis);

(b) 97/0567 which provides relief from the requirement to have audited accounts on a similar
basis to the relief previously provided to large proprietary companies pursuant to Class
Order 96/1850.

The estimate of 25,000 companies has been derived as follows: 18,000 public companies and
7,000 proprietary companies. By way of comparison, it has been estimated that as at 30 June 1994,
prior to the introduction of the large/small test for determining the reporting and audit obligations
of proprietary companies, 60,000 companies had auditors. This figure was derived as follows:

17
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327. As a result of the amendments made to the Law by the First Simplification Act,
the provision that formerly allowed an exempt proprietary company to appoint as its
auditor a person who is an officer of the company, or a partner, employer or employee
of such an officer, now applies to all proprietary compatfies.

Accounts of Dealers and Brokers

328. All bodies corporate and natural persons holding either a securities dealer’s
licence or a futures broker’s licence must, within one month of obtaining the licence,
appoint an RCA to audit the accounts that they are required to prepare in accordance
with sections 860 (securities dealers) and 1218 (futures brokers) of the Law.

329. As at 30 June 1996, 1,508 securities dealers licences and 87 futures brokers
licences were on issué.

Other Audits

330. As noted earlier, there are a number of other Commonwealth, State and
Territory Acts that require RCAs to audit financial statements or other accounts. These
Acts, and the audit requirements that they impose, include:

(@) auditing the accounts of life insurance companies in accordance with
section 83 of thé&ife Insurance Act 1995

(b) auditing the accounts of general insurance companies in accordance with
section 47 of thénsurance Act 1973

(c) auditing the accounts of regulated superannuation funds with more than
four members in accordance with section 113 of $uperannuation
Industry (Supervision) Act 1993

(d) auditing the accounts of financial institutions in accordance with the
requirements of State and Territory Financial Institutions Codes;

17,000 public companies, 23,000 non-exempt proprietary companies and 20,000 exempt
proprietary companies.

18 As a result of concerns raised with the Parliamentary Joint Committee on Corporations and
Securities by the ICAA and the ASCPA, the Committee indicated in its report that it expects the
problem ‘will be addressed by the audit...working party’ (‘Report on the First Corporate Law
Simplification Bill 1994°, March 1995, paragraph 2.68). As explained in chapter 9 of this report,
the Working Party does not support the amendment made by the First Simplification Act.

19 source: ASC 1995-96 Annual Report.
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(e) auditing the accounts of incorporated associations in accordance with the
requirements of State and Territory Associations Incorporation Acts; and

() auditing accounts and trust accounts under other Commonwealth, State
and Territory Acts, for example thdéNational Health Act 1953
(Commonwealth); Fire Brigades Act 1989 (New South Wales);
Co-operative Industrial Societies Act 19ZBasmania); and th®airy
Industry Act 1984 Victoria).

331. Although the Working Party does not have a mandate to review the
requirements of these Acts, chapter 10 briefly considers the consequences of this
review for other Commonwealth, State and Territory Acts that require audits to be
undertaken by RCAs.

Page 35



4. UNDERTAKING THE REGISTRATION AND
SUPERVISORY FUNCTIONS

401. This chapter considers the institutional arrangements that could be put in place
for undertaking the functions of registration and supervision of company auditors.

402. The term ‘supervision’ can broadly be considered to cover many functions,
including:

(@) administration and lodgment of triennial statements (re-registration)
including changes and voluntary cancellations;

(b) dealing with administrative matters, such as failure to lodge a statement
and bankruptcy (see also paragraph 851);

(c)  monitoring of continuing education;

(d)  monitoring of continuing experience;

(e) performance of quality review/surveillance of audit work;
() assessments and responses to complaints received;

(g) disciplinary procedures where required;

(h) independence considerations;

() issues regarding appointment;

()  monitoring changes of auditors (for example, approval of resignation);
and

(k)  public oversight and/or reporting.
403. Consideration of the issues associated with the gqualifications and experience
that a person should possess in order to satisfy the requirements for registration as a

company auditor and the level and type of post-registration supervision for such
auditors appears in chapters 5 and 6.

404. lIssues associated with the institutional arrangements for dealing with
disciplinary matters involving RCAs are considered separately in chapter 8.
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CURRENT SYSTEM

405. Since 1991 the ASC has been responsible for the registration and subsequent
supervision of company auditors. The former National Companies and Securities
Commission (NCSC) (through its State and Territory delegates) also performed these
functions. However, prior to the NCSC assuming responsibility for the administration
of company law in 1982, registration of company auditors was undertaken by
Companies Auditors Boards in some jurisdictions and Public Accountants Registration
Boards in others.

406. The work in relation to the registration and supervision of RCAs (and
liquidators) has recently been consolidated into the ASC Regional Office located in
South Australia. This office carries out a number of mandatory activities, including:

(@) processing and assessing applications for registration;

(b) administration of triennial statements;

(c) dealing with changes in particulars;

(d) dealing with administrative matters; and

(e) approval of requests for resignation.
407. Routine disciplinary matters, such as failure to lodge triennial statements and
bankruptcy, are collated by the South Australian Regional Office for forwarding to the

CALDB. Conduct matters are dealt with by each local Regional Office.

408. The ASC also carries out functions for which its resource requirements may
vary considerably, including:

(@) asurveillance program covering selected auditors (in some States only);
(b) assessing and responding to complaints; and

(c) disciplinary procedures, particularly referral of auditors to the CALDB
where they appear to be deficient in audit performance.

409. A ‘Procedures Manual — Auditors and Liquidators Registration’, which
provides an explanation of the various provisions in the Law and the Regulations
dealing with the registration of auditors, has been prepared by the ASC to provide
guidance to the staff who perform the registration function and to ensure uniform
administration of the provisions in all jurisdictions. This manual is available to the
general public. In addition, in January 1993 the ASC published a booklet to assist
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potential applicants for registration entitled ‘An ASC Guide to the Registration and
Supervision of Auditors’.

410. The ASC is required by the Law to maintain a record of all persons who have
been registered as company auditors and whose registration is still current. Known as
the Register of Auditors, the record is required by the Law to contain the following
information about each RCA:

(@) the name of the person;
(b) the day on which the person’s application for registration was granted,;

(c) the address of the principal place of business where the person practices
as an auditor;

(d) the name of the firm or the name or style under which the auditor
practices;

(e) particulars of any suspension of the person’s registration as an auditor;
and

()  such other particulars as the ASC considers appropriate.

411. The Register of Auditors is maintained on the ASC’s ASCOT database. It may
be inspected by members of the public upon payment of the prescribed fee (currently
$8).

OVERSEAS POSITION

412. All of the overseas jurisdictions whose requirements were examined by the
Working Party® have requirements dealing with the regulation of either company
auditors or public accountants (including company auditors).

413. In Great Britain, there are requirements dealing specifically with the regulation
of company auditors. The responsibility for this function is delegated by the
Companies Act 1989 to recognisetipervisory bodies (RSBs) that have been
approved for the purposes of the legislation. The RSBs that have been approved are
the main accounting bodies in Great Britain.

20 The Working Party examined the requirements of the Canadian Province of Ontario, Great Britain,
New Zealand, South Africa and the United States of America.
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414. Two other jurisdictions, Canadaand South Africa, require the registration of

all public accountants (including company auditors). In Canada and South Africa the
registration functions are undertaken by statutory public accountants’ and auditors’
boards.

415. Prior to 1993, the New Zealand authorities also achieved a similar result to that
in Canada and South Africa by using the then New Zealand Society of Accountants
(NZSA)?2 as a de facto public accountants’ registration board. However, in 1993 the
New Zealand legislation was amended to allow suitably qualified people who are not
members of the NZSA to offer accounting services to the péblic.

416. In the United States of America the regulation of the accounting profession is
largely State-based. In most, if not all States, State Boards of Accountancy have been
established under legislation enacted by the State legislature and these Boards are
empowered to issue licences to practice public accountancy (including the provision of
auditing services).

ISSUES

417. One of the more significant issues to be addressed by the Working Party during
the course of this review is whether the existing institutional arrangements for
regulating auditors are operating in an efficient and effective manner.

418. The Working Party received a number of submissions dealing with the question
of the institutional arrangements for the registration of company auditors. While the
majority of these submissions either argued or asserted that the ICAA and ASCPA
should assume responsibility for the registration and supervisory functions, a number
of submissions proposed that these functions should be undertaken by an independent
body.

21 Throughout this Discussion Paper a reference to the Canadian requirements should be read as the
requirements in the Province of Ontario.

22 During 1996 the NZSA changed its name to the Institute of Chartered Accountants of New
Zealand.

23 Notwithstanding this amendment, subsection 199(1) of the New Zealand Companies Act 1993
provided that a company auditor must be a member of the NZSA who holds a certificate of public
practice, an officer of the Audit Department who is authorised to be an auditor of a company or a
member of an accounting body formed outside New Zealand where the body has been approved by
the Registrar and the member is eligible to conduct audits in the jurisdiction in which the body is
formed. In 1996, in conjunction with the change of name of the NZSA, the Companies Act was
amended by replacing the reference to NZSA members with a reference to chartered accountants
(within the meaning of section 19 of the Institute of Chartered Accountants of New Zealand Act
1996) and, in addition, to allow audits to be conducted by a person who is eligible to conduct
audits in jurisdictions other than New Zealand and who has been approved by the Registrar.
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419. A number of the submissions that argued that the ICAA and ASCPA should be
responsible for the institutional arrangements sought to justify this on the grounds that
there is currently a duplication of effort between the ASC and the CALDB and the

activities of the bodies in the areas of registration (including character checks), quality
reviews and discipline. As the ASC is only responsible for auditors who perform one

type of audit engagement, it was argued that it would be more efficient for the bodies
to have responsibility for monitoring company auditors as part of their more extensive
programs for monitoring the activities of members who are in public pr&étice.

420. While accepting the argument that there is some duplication of effort in the
activities of the ASC and the accounting bodies, the Working Party notes that, in
considering the appropriate form of institutional arrangements for the regulation of
auditors, careful consideration must be given to the objectives of the legislators when
they enacted the present requirements. In brief, the objective was, and still is, to ensure
that suitably qualified natural persons are available to audit the financial statements of
companies and thus provide some assurance about the reliability of those financial
statements to securities market participants who rely on them for making investment
decisions.

OPTIONS FOR PERFORMING THE FUNCTIONS

421. The Working Party identified a number of alternative ways in which the
registration and supervisory functions could be performed. The alternatives identified
by the Working Party are:

(&) continuing the existing institutional arrangements;

(b) bhaving authorised accounting bodies perform the functions under
delegation from the ASC;

(c) amending the Law to provide that authorised accounting bodies may be
given full responsibility for performing the functions (statutory
conferral); or

(d) establishing a new Auditors Practice Board (APB) which could
incorporate the current responsibilities of both the ASC and the CALDB.

24 There is one minor qualification