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DUTIES OF THE COMMITTEE

Section 243 of the Australian Securities and Investments Commission Act 2001 sets out
the duties of the Committee as follows:

The Parliamentary Committee's duties are:

(a)

(b)

(©)

to inquire into, and report to both Houses on:

(1) activities of ASIC or the Panel, or matters connected with such
activities, to which, in the Parliamentary Committee's opinion, the
Parliament's attention should be directed; or

(i)  the operation of the corporations legislation (other than the
excluded provisions), or of any other law of the Commonwealth, of
a State or Territory or of a foreign country that appears to the
Parliamentary Committee to affect significantly the operation of the
corporations legislation (other than the excluded provisions); and

to examine each annual report that is prepared by a body established by
this Act and of which a copy has been laid before a House, and to report to
both Houses on matters that appear in, or arise out of, that annual report
and to which, in the Parliamentary Committee's opinion, the Parliament's
attention should be directed; and

to inquire into any question in connection with its duties that is referred to
it by a House, and to report to that House on that question.
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CHAPTER 1

Introduction

1.1 The Parliamentary Joint Committee on Corporations and Financial Services is
established pursuant to the Australian Securities and Investments Commission Act
2001. Section 243 specifies the Committee’s duties which include:

(a) toinquire into, and report to both Houses on:

(1) the activities of the Australian Securities and Investments
Commission (ASIC) or the Panel, or matters connected with
such activities, to which, in the Parliamentary Committee’s
opinion, the Parliament’s attention should be directed;

(b) to examine each annual report that is prepared by a body established
by this Act and of which a copy has been laid before a House, and to
report to both Houses on matters that appear in, or arise out of, that
annual report and to which, in the Parliamentary Committee’s
opinion, the Parliament’s attention should be directed.

General comments

1.2 In order to fulfil its duties pursuant to section 243, the Committee held a
public hearing on 2 December 2002 to examine ASIC’s annual report which stands
referred to this Committee. The Committee also took the opportunity to examine
officers from ASIC on matters that had been drawn to the Committee’s attention
during the year.

1.3 The Committee heard evidence from Mr David Knott, Chief Executive
Officer, and other officers from ASIC. The list of witnesses is in Appendix 1

Record of proceedings

1.4 A copy of the Hansard transcript is tabled for the information of the
Parliament. The transcript is also available through the internet at
http://www.aph.gov.au/hansard.

Additional information

1.5 Written material provided by ASIC in response to questions taken on notice
by Committee members is in Appendix 2.
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CHAPTER 2

Report on Annual Report and the activities of ASIC

Introduction

2.1 The Chairman welcomed Mr David Knott to the hearing and invited him to
make an opening statement. Mr Knott did not wish to make an opening statement and
the Committee proceeded to questions.

General overview

2.2 The Committee questioned officers on a number of topics. They are listed
below in the order in which they were raised during the hearing. The main issues
included:

. educational and research work undertaken by ASIC regarding financial
literacy of consumers;

. the performance of Australia’s business leaders particularly in governance
matters;

. rules relating to the calling of special general meetings by shareholders;
. the regulation of time share schemes;

. ASIC’s funding—Ileasing of IT equipment, employee provisions (especially
leave provisions);

. the increasing diversification of financial services offered by ‘large
conglomerates’, the efficiency or otherwise of ‘Chinese walls’ within these
organisations and the extent to which CLERP 9 addresses any deficiencies;

. accounting surveillance program of company accounts;

. the role of auditors, independence issues and international accounting (and
audit) standards;

. executive options packages, their disclosure and evaluation, and practices
that remove their alignment with corporate performance;

. disclosure of fees and charges associated with financial products, the
Ramsay Report, and ASIC’s ongoing work in this area;

. ASIC’s surveillance work regarding stock analysts and their independence;

. ASIC’s discussion paper on socially responsible investing disclosure
obligations;

e  progress on licensing under the FRS regime and the adequacy of funding;
and

. regulation of the mortgage broking industry.
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2.3 Of the matters listed above, the Committee, takes particular note of evidence
presented by ASIC officers on funding, the adequacy of staffing levels to meet current
and future demands, the recently introduced accounting surveillance program of
company accounts, executive options and licensing under the FRS regime. These
matters are dealt with separately in the following section.

Funding

2.4 In response to questions about the 7% increase in total revenue for ASIC and
the growing demands on ASIC resources, Mr Knott informed the Committee that:

The increased appropriation we received in this year’s budget was very
welcome and, we think, absolutely necessary in order to discharge our
FSRA responsibilities. It was also a welcome increment to our general
enforcement work. Presumably, we will have CLERP 9, in some form, in
place to administer next year. There will definitely be some further
budgetary implications for that. The whole financial reporting area, for
example, will be raised under the CLERP 9 proposals. In short, we continue
to be in dialogue with the government. We think the government is
receptive to our position. We are conscious that there are, particularly right
now, a huge number of competing claims on the budget, some of which,
realistically, are higher priorities than the very important work we do. In all
fairness, I have to acknowledge that. But we will be pursuing our dialogue
with the government, particularly in relation to CLERP 9, to ensure that,
whatever the outcome of that legislative reform, we are able to implement it
efficiently.’

2.5 Mr Knott made the point that ASIC had been active over the last 18 months
especially in the civil penalty area where it had used those sanctions in relation to a
number of very large corporate collapses. He noted that such cases are protracted,
expensive to run and defended by fairly well resourced opponents.”

2.6 He was confident that if ASIC reached a stage where any of those types of

3

proceedings were in jeopardy by reason of funding ASIC would receive ‘a

sympathetic hearing from government’.’

Staffing levels

2.7 The Committee also sought information on staffing levels noting high
employee provisions on the liability side, particularly for leave provision. In response
to questions about managing staff leave, Mr Knott informed the Committee that it had
been a priority for ASIC during the last 18 months to manage excessive leave
accruals. He stated:

1 Committee Hansard, p. CFS 36.
2 Committee Hansard, p. CFS 36.
3 Committee Hansard, p. CFS 36.
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As a management issue, I can assure you that the commission has been
working on it with some commitment, as I say, for about the last 18 months.
We are faced, of course, with the problem of trying to tackle this issue just
at a time when we are under resourcing strains for our people that are
unusual for the reasons that we have just discussed—the large cases and the
like. It is not a good position to be in that people cannot afford to take leave
because they are needed, but that is the situation particularly in the
enforcement area, where a lot of this problem exists. So it is a matter that we
continue to work on. I am hopeful that over time we will see that ratio
change, but it will take some time. There is quite an inherited issue here.*

2.8 Mr Knott agreed to provide the Committee with a profile of leave and the plan
ASIC has in place to wind it back over time.’

Accounting surveillance program of company accounts

2.9 The Committee questioned ASIC Officers on a recently introduced
accounting surveillance program of company accounts and how it differs from
previous surveillance programs. It was told that ASIC under this program was looking
at three areas—capitalization of expenses, non-consolidation of controlled entities and
the non-recognition of revenue.

2.10  According to ASIC all three matters were at the centre of the Enron collapses.
Mr Knott explained:

We decided that, as a result of the decline in investor confidence following
the American experiences and our own belief that the prime causes of
accounting failure in America were unlikely to be manifold in Australia, we
would effectively do a stocktake across the broad spectrum of the listed
companies sector. In previous years we have targeted specific accounting
issues and taken random analyses of a relatively small group of companies.
This is a much bigger exercise.’

Executive options

2.11  The Committee discussed at length the matter of executive options.
Mr Rodgers recognised that shareholders or a board of directors may agree to issue
options as a way of aligning the interests of directors or executives with ordinary
shareholders. According to Mr Rodgers, however, an issue arises where those
directors or executives deal with those options in a way that effectively removes that
connection—for example if they take a derivative position. He explained further:

The world expects that an executive or director holding shares in that way
has the same interests as every other shareholder in the movements of price,

4 Committee Hansard, p. CFS 38.
5 Committee Hansard, p. CFS 38.
6 Committee Hansard, p. CFS 41.
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but that is not true, because of transactions. That clearly is a matter of
concern to shareholders. In our view, it ought to be of concern to boards,
particularly if they have been instrumental in deciding to grant executive
options. I wrote last week to the ASX Corporate Governance
Council...drawing their attention to the ...matter.”

2.12  Mr Knott explained further:

[ am not even sure whether, at the moment, company boards would be
routinely aware of the degree to which executives are entering into
derivative transactions in relation to their derivatives or shares. I think the
appropriate course is that, in the first instance, the council should consider it
and form a view. If their view is that the practice is undesirable and there
should be a standard that says that as part of remuneration practice, when
options are granted, the executives must hold the options on the normal
course, that would be a good outcome. I think your solution of disclosure is
a secondary outcome if the practice continues. Our preference would be to
see the practice cease.®

2.13  The Committee also discussed the matter of financial reports about options
and their evaluation. Mr Knott provided the following detailed account of likely
developments in this area:

There is a provision in the Corporations Act that requires companies to
value executive options. We have been discussing the apparent difficulties
of meeting that obligation for some time. The difficulty basically is that, in
relation to at least some types of options, the methodology for valuation is
obscure. The new IASB, which, if endorsed, will come into force, as I
understand, in 2004, is in relation to the expensing of options in financial
statements and, as part of the standard, there is some guidance as to how
options will be valued. That is actually the expensing issue.

The endorsement of that standard gives us a reference point for companies
to consult in meeting their existing disclosure obligation under the
Corporations Act. It would be our intention to say, ‘You have an obligation
to disclose the value of options. You have said it has been too difficult to do
that. We believe you should refer to this new accounting standard, even
though it does not apply until 2004 for expensing purposes. We believe you
should refer to that now for valuation purposes’, and we will be applying the
law as if that were the case.’

Licensing under the FSRA regime

2.14  The Committee was particularly interested in obtaining information on the
progress being made in licensing under the FSRA regime. It was told that about 250

7 Committee Hansard, pp. CFS 47-8.
8 Committee Hansard, p. CFS 49.
9 Committee Hansard, p. CFS 51.
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licenses had been issued under the new regime but the process is not going as quickly
as ASIC would have wished. In explaining the extra resources brought in to deal with
the new regime the Committee was informed that ASIC has put a case to government
based on the number of licences that it thought it would issue. Mr Ian Johnston
informed the Committee that:

For every licence that we issue, we will have to deal with some applications
for relief from the law. We have an idea of what resources we will need for
the flow-on work as a result of that. Of course, it increases the regulated
population on which we carry out compliance and surveillance activities.
But we had put the case to government and received funding in respect of
the numbers that we put forward. "

Conclusion

2.15 The Committee concluded its annual examination of ASIC after taking
evidence for 2 hours and 46 minutes. During the hearing, ASIC officers undertook to
provide the Committee with written responses to a number of questions taken on
notice.

SENATOR GRANT CHAPMAN
Chairman

10 Committee Hansard, p. CFS 67.






APPENDIX 1

WITNESSES AT HEARING

Monday, 2 December 2002 — Canberra
Mr David Knott, Chairman

Mr Ian Johnston, Acting Commissioner

Mr Peter Wood, Executive Director, Enforcement

Mr Malcolm Rodgers, Executive Director, Policy and Markets
Mr Peter Kell, Executive Director, Consumer Protection

Mr Carlos Iglesias, Executive Director, Infrastructure
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Responses from ASIC to Questions Taken on Notice






23 December 2002

Dr Kathleen Dermody

Secretary

Parliamentary Joint Committee on Corporations
& Financial Services

Parliament House

Canberra ACT 2600

Dear Dr Dennody

ASIC

Australian Securities & Investments Commission

Level 18,No.1 Martin Place, Sydney
GPO Box 9827 Sydney NSW 2001
DX 653 Sydney

I refer to the recent appearance by ASIC representatives before the Committee during
the consideration of the ASIC Annual Report on Monday 2 December 2002. ASIC
officers took a number of questions on notice during the hearing. The following

provides additional information in response to these questions:

1. Discussion in relation to the Committee's Inquiry into Rural & Regional
Banking and CUSCAL concerns about the barriers to portability between
financial institutions (page CFS 32-33 of Hansard transcript).

As was clear during the discussion with the Committee, it was not immediately apparent
to ASIC officers that this was a relevant issue for the agency. Subsequent discussions
between CUSCAL representatives and ASIC officers have confirmed that this is indeed

the case.

CUSCAL concerns relate to the portability of deposit savings and credit products
between institutions and problems encountered by consumers in attempting to do so. In
addition, CUSCAL has concerns about the lack of competition in the deposit-taking
sector. Since ASIC is not responsible for regulating competition in the banking sector
and as the issue is unrelated to disclosure, the issue falls outside ASIC's regulatory
responsibilities. However, the issue is possibly something that Treasury, or the RBA or

the ACCC might be interested in examining.



