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CORPORATE GOVERNANCE: SUBSTANCE OVER FORM

JILLIAN SEGAL*

I INTRODUCTION

T h ese are certa in ly  in teresting tim es to  b e com m en tin g  on  corporate  
governance. T he corporate co lla p ses  o f  the past 18 m onths, both  in A u stra lia  and  
overseas, h ave ra ised  in ev itab le  q u estions about the state o f  corporate  
governan ce, and the ro le o f  directors and o fficers  in  d ischarging  their  
resp on sib ilities and duties to  shareholders and the w id er com m unity . W ith  
greater d irect and indirect share ow nersh ip , the w h o le  com m u nity  is a ffected  b y  
corporate governance; thus it is  understandable that regulators and governm ents  
w ill b e  esp ec ia lly  con cern ed  to  address th is issu e .

D eb ates about corporate governan ce and the p o ss ib ility  o f  introducing n ew  
p rov ision s in  the law  to ‘im prove go v ern a n ce’ surface in  parallel to dow nturns in  
the eco n o m ic  c y c le  and resu lting corporate failures. H ow ever , the b est governed  
o f  com pan ies can  still su ccum b to  com p etitive  and eco n o m ic  forces. T herefore, 
corporate failure d oes not n ecessar ily  im p ly  p oor standards o f  corporate  
governan ce. N ev erth e le ss, it is  im portant n ot to be com p lacen t about governance. 
G ood  corporate governan ce re lies on  the ex isten ce  o f  e ffec tiv e  ch eck s and  
b alan ces, and e ffe c tiv e  governan ce is  n ot a static con cept. P u b lic ly  availab le  
m aterial about recen t co lla p ses  has already revea led  k ey  governan ce w eak n esses , 
and it seem s in ev itab le  that further lesso n s  w ill  b e  revea led  in  due cou rse as 
regulatory in vestigation s and inquiries are com pleted .

T he ch a llen ge at a m om en t su ch  as th is is to  understand w h ich  asp ects o f  
corporate governan ce can  be strengthened  b y  a regulatory or leg is la tiv e  
approach, w h ich  n ecessa r ily  fo c u se s  on  form  and d isc losu re . R egard less o f  the  
ch an ges introduced, regulation  and leg is la tiv e  prescription  can o n ly  seek  to  
avo id  certain  behaviours. T he b u sin ess com m u nity  n eed s to d evelop  a culture o f  
v a lu in g  g o o d  corporate behaviou r and its contribution  to com pan y perform ance
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and shareholder va lu e in  order for it to operate e ffec tiv e ly . T his requires a 
com m itm ent from  all m arket participants, in c lu d in g  p ro fession a l advisers, to  
im provin g  the substance o f  governance.

E nhancing the su bstance o f  governan ce w ill  n ecessa r ily  in v o lv e  n ot on ly  the  
support o f  ch an ges to  d eliver  im proved  audit e ff ic a c y  and in d ep en d en ce and the  
entrenchm ent o f  better d isc lo su re p ractices, but the em pow erm ent o f  n on 
ex ecu tiv e  d irectors. T he latter is  perhaps the m o st s ign ifican t ch a llen ge. It w ill  
require strengthening the fram ew ork in  w h ich  independent d irectors operate, 
through better com m u nication  o f  corporate inform ation; w illin g n ess  o n  th e part 
o f  n on -execu tive  directors to spend  m ore tim e on  each  board m em bership , 
in c lu d in g  an accep tan ce that th ey  sh ou ld  b e p roperly  rem unerated for so  doing; 
encou ragin g  an atm osphere o f  constructive q u estion in g  in  the boardroom ; 
im provin g  p ractices relating to  board se lec tio n , perform ance and su ccession ; and  
boards d ev elo p in g  a strong fo cu s on  b u sin ess  eth ics.

A  recen t su rvey o f  the top 2 0 0  listed  com p an ies on  the A ustralian  S tock  
E xch an ge ( ‘A S X ’) b y  Chartered Secretaries A ustralia  has fou n d  that in  respon se  
to  recen t co lla p ses  and governan ce con cern s, 83 per cent o f  the com pan ies h ave  
rev iew ed  and ch an ged  som e governan ce related  p roced u res.1 T he fo cu s for  
ch an ge has b een  on  ex ecu tiv e  op tion  p lans, audit and com p lian ce com m ittee  
charters, rotating audit partners and recon sid er in g  other w ork  from  audit firm s. 
T he sp eed  o f  th is resp on se is  a re flectio n  o f  a d esire on  the part o f  m an y that 
there n ot be an overreaction  b y  regulators and governm ent.

W h ile  a corporate regulator can p la y  an im portant ro le in  re in forcin g  the  
im portance o f  the e lem en t o f  governan ce through enforcem ent, d iscu ssio n  and  
education , u ltim ately , a fo c u s  b y  directors on  culture, v a lu es and eth ics, and an 
appreciation  o f  the im portance o f  the su bstance o f  governan ce, is  needed .

II CORPORATE GOVERNANCE —  DEVELOPMENT TO DATE

T he con cep t o f  corporate governan ce is not a p rec ise  on e —  its con tent is 
affected  b y  d ifferent cultural variab les.2 C on seq uently , it is n ot surprising that 
variou s d efin ition s and interpretations h ave em erged  over tim e.

E arly debate about corporate governan ce gen era lly  revo lved  around issu es  
relating to  board structures and system s. C orporate governan ce has, for exam p le, 
b een  d efin ed  as the sy stem  b y  w h ich  organ isations are d irected  and con tro lled .3

Corporate governan ce gen era lly  tends to ga in  p u b lic  attention  w h en  
perform ance prob lem s are apparent. T hus, the in itia l fo c u s  on  corporate

1 S e e  C hartered Secretaries A u stra lia , ‘C orporate A u stra lia  S h a p in g  U p  N e w  S u rvey  F in d s ’ (P ress R e lea se  
2 0 0 2 /1 0 ,  12 S ep tem b er 2 0 0 2 ) .

2  S e e  R om an  T om a sic , ‘G ood  C orporate G overnance: T h e  Internation al C h a lle n g e ’ ( 2 0 0 0 )  12  Australian 
Journal o f Corporate Law 142 .

3 S e e  W ork in g  G roup on  C orporate P ractices  a n d  C on d u ct (ch a ired  b y  H en ry  B o sc h ) , Corporate Practices 
and Conduct (3 rd ed , 1 9 9 5 )  7 . T h e  C adbu ry c o m m itte e  in  th e  U n ite d  K in g d o m  a d op ted  a sim ilar  
d efin ition : S ir  A d rian  C adbu ry (ch a ir ), Report of the Committee on the Financial Aspects o f Corporate 
Governance —  The Code of Best Practice (1 9 9 2 ) .
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governan ce arose as a resu lt o f  the corporate co lla p ses  o f  the late 1980s and  
early 1990s.4 In addition , g lo b a lisa tion  and the grow th  o f  the w o r ld ’s capital 
m arkets, the grow th  o f  shareholder activ ism  and m arket exp ecta tion s in  general 
h ave added to the fo c u s  and debate on  governance.

In ligh t o f  th is in creasin g  interest, a sp ects o f  corporate governan ce h ave b een  
ex te n s iv e ly  exam in ed  over  the past tw o  d ecad es b y  a num ber o f  p u b lic ly  
appointed  com m ittees. A ustra lia  had the B o sc h  com m ittee5 and the H ilm er  
com m ittee .6 In the U n ited  K ingd om , there w ere the Cadbury com m ittee ,7 the 
G reenbury com m ittee8 and the H am pel com m ittee .9 T he U n ited  States saw  the  
d evelop m en t o f  the General Motors ’ Board Guidelines on Significant Corporate 
Governance Issues ( ‘G M  G u id e lin es’) , and internationally  w e  w itn essed  the  
d evelop m en t o f  the OECD Principles on Corporate Governance (‘OECD 
Principles'1).10

T he report o f  the B o sc h  com m ittee  w a s the first s ign ifican t A ustralian  attem pt 
to set ou t corporate governan ce standards o f  b est practice. It con sid ered  the  
fu n ction  o f  the p ub lic  com pan y board, its structure, the ro le  o f  com pan y  
accountants and auditors, the con d uct o f  d irectors, the ro le o f  shareholders and  
co d es o f  eth ics. Its m ain recom m endations w ere that:

(a) the ro les o f  chairm an and c h ie f  ex ecu tiv e  o fficer  ( ‘C E O ’) sh ou ld  be  
separate;11

(b) the boards o f  p u b lic  com pan ies sh ou ld  in c lu d e a m ajority  o f  n on 
ex ecu tiv e  directors w h o  h ave an appropriate m ix  o f  sk ills  and exp erien ce, 
and w h o se  ab ilities are appropriate to  the n eed s o f  the com pany;

(c ) each  p u b lic  com pan y board sh ou ld  appoint an audit com m ittee  w ith  at 
least a m ajority o f  n on -execu tive  directors; and

(d) p u b lic  com p an ies sh ou ld  d evelop , p ub lish  and en force a cod e  o f  e th ic s .12

T he B o sch  report a lso  p rop osed  that th e annual reports o f  a ll p ub lic  
com p an ies sh ou ld  includ e a statem ent b y  the directors that the com p an y  supports 
and has adhered to  the p rin cip les set ou t in  Corporate Practices and Conduct. It

4  S e e  Ju stice  A le x  C h ern ov , ‘T h e  R o le  o f  C orporate G o vern an ce  P r in cip les  in  th e  D e v e lo p m e n t o f  L ega l 
P rin cip les  R e la tin g  to  D irec to rs’ (P aper p resen ted  a t th e  C o n feren ce  o n  K e y  D e v e lo p m e n ts  in  C orporate  
L a w  and  E q u ity , U n iv e r sity  o f  M elb ou rn e , 16 M arch  2 0 0 1 ) .

5 W ork in g  G roup on  C orporate P ractices  an d  C on d u ct, a b o v e  n  3.
6  F red erick  G  H ilm er  (ch a ir), Strictly Boardroom: Improving Governance to Enhance Company 

Performance —  Report of the Independent Working Party into Corporate Governance (1 9 9 3 ) .
7  C adbury, a b o v e  n  3.
8 S ir  R ich ard  G reen bury (ch a ir), Directors’ Remuneration: Report of a Study Group Chaired by Sir 

Richard Greenbury (1 9 9 5 ) .
9  S ir  R o n a ld  H am p el (ch a ir), Report of the Committee on Corporate Governance (1 9 9 8 ) .
10  O rgan isation  for E co n o m ic  C o-op era tion  and  D e v e lo p m e n t (O E C D ), A d  h o c  T ask force  o n  C orporate  

G overn an ce, OECD Principles of Corporate Governance (1 9 9 9 ) ,  < h ttp ://w w w .o ecd .o rg /p d E  
M 0 0 0 0 8 0 0 0 /M 0 0 0 0 8 2 9 9 .p d f> a t 2 7  S ep tem b er 2 0 0 2 .

11 It d id , h ow ever, a c k n o w le d g e  that th is  may not b e  app rop riate in  a ll c a se s , p articu larly  w h ere  a co m p a n y  
is  a  w h o lly -o w n e d  su b sid ia ry  o f  an  ov ersea s  parent com p an y .

12 W ork in g  G roup o n  C orporate P ractices  an d  C on d u ct, a b o v e  n  3.

http://www.oecd.org/pdEM00008000/M00008299.pdf
http://www.oecd.org/pdEM00008000/M00008299.pdf
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w a s recom m ended  that any departure from  the p rincip les sh ou ld  b e n oted  and the  
reasons for th em  g iv e n .13

In Septem ber 1994, the A S X  issu ed  a d iscu ssio n  paper,14 w h ich  n oted  that a 
large proportion o f  listed  com p an ies d id  not adhere to the B o sch  co m m ittee ’s 
princip les. T his w as a source o f  con cern  b ecau se lo ca l and overseas investor  
co n fid en ce  in  A ustralian  eq u ity  m arkets co u ld  b e ad verse ly  a ffected  i f  there w as  
a percep tion  that appropriate corporate governan ce p ractices w ere  n ot gen erally  
fo llo w ed . T he A S X  also  n oted  that several m ajor overseas stock  exch an ges had  
introduced  ru les relating to  corporate governan ce p ractices o f  listed  com pan ies.

In 1996 , the A S X  introduced  L istin g  R u le 4 .1 0 .3 , requiring a lis ted  entity  to 
includ e in  its annual report a statem ent o f  the m ain  corporate governan ce  
p ractices that th e entity  had  in  p la ce  during the reporting period . A n  ind icative  
list o f  corporate governan ce m atters is  p rovided  in  G uidance N o te  9 .15

G eneral th ink ing about corporate governan ce at the tim e w as a lso  greatly  
in flu en ced  b y  the Cadbury, G reenbury and (sh ortly  thereafter) H am pel 
com m ittee reports in  the U K , w h ich  con ta in ed  m an y sim ilar recom m endations. 
B roadly , th ese  includ e the desirab ility  o f  independent n on -execu tive  directors o f  
su ffic ien t calibre and num ber to im prove board d ecision s; the establishm ent o f  
audit com m ittees, nom ination  com m ittees, rem uneration com m ittees and other  
asp ects o f  internal control; and the separation o f  the ro le o f  chairm an from  CEO .

Thus, b y  the m id  to late 1990s, there w ere a num ber o f  d ifferen t descrip tions  
o f  ‘g o o d  govern an ce’, both  w ith in  A ustralia  and overseas. A lth ou gh  the  
d efin ition s d iffered  in  som e resp ects, th ese  d ifferen ces, w ith  on e excep tion , w ere  
not rea lly  substantial and the essen tia l ‘structures’ o f  g o o d  governan ce w ere  
largely  agreed  upon. T he d ifferen ce o f  su bstance related  to  the accep tan ce in  the  
U S  o f  the com b in ed  ro le  o f  chairm an o f  the board and CEO ; tw o  ro les w h ich , in  
A ustralia  and the U K , it w a s  thought m ost im portant to  separate.

T he w ork  o f  th ese  com m ittees added n ot o n ly  to  the literature on  governan ce, 
but to its d evelop m en t. T heir largely  structural approach underlay the A ustralian  
practice o f  governan ce —  a p ractice w h ich  has b een  seen  as ‘institu tion alised  
and com p lian ce focu sed , m ore driven  b y  p rocess and liab ility  m anagem ent for  
corporate o fficers , than b y  n otion s o f  shareholder protection  and w ealth  
creation ’.16 G enerally , the ‘su b stan ce’ w as subsum ed b y  the fo cu s on  ‘form ’. 
Corporate governan ce lost m om entum  and poten tia l as an e ffec tiv e  program  for  
corporate risk  m anagem ent; instead  it b ecam e a form ula for boards to  im plem ent.

S om e ind iv idu als, o f  course, appreciated that th is fo cu s on  system s and  
structures sh ou ld  rea lly  be a fo cu s on  perform ance. T he H ilm er com m ittee in  
1993, for exam p le, em p h asised  that ‘governan ce is  about “perform ance” as w e ll  
as “con form an ce” ’.17 T he com m ittee con clu d ed  that three elem en ts w ere at the

13 W ork in g  G roup o n  C orporate P ractices  and  C o n d u ct (ch a ired  b y  H en ry  B o sc h ) , Corporate Practices and 
Conduct (1 9 9 1 )  1.

14  A S X , D is c u s s io n  Paper, Disclosure o f Corporate Governance Practices by Listed Companies (1 9 9 4 ) .
15 A S X , G u id a n ce  N o te  9 , Disclosure of Corporate Governance Practices: Listing Rule 4.10 (2 0 0 1 ) .
16 D a v id  K n ott, ‘C orporate G overn an ce  —  P r in cip les , P rom otion  an d  P ra c tic e ’ (S p e ec h  d e livered  at the  

M o n a sh  G overn an ce  R esea rch  U n it  (Inaugu ral L ectu re), 16  Ju ly  2 0 0 2 ) .
17 H ilm er, a b o v e  n  6 , 1 7 -2 1 .
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heart o f  p oor perform ance and h en ce  sh ou ld  b e  a fo cu s for corporate governance:

(a) co n fu sio n  over the ro le o f  the board, in  particular, a fa ilure to  b alan ce its  
in terest in  perform ance w ith  its d uty  to  ov ersee  con form an ce w ith  the  
relevant ru les and regulations;

(b ) w ea k  director se lec tio n  p rocesses; and
(c ) a lack  o f  p ro cesses  to keep  perform ance at the centre o f  the b oard’s 

agenda.

H ow ever, u ntil recen tly , there has b een  very  little  d iscu ss io n  on  h o w  to  
overcom e th ese  ob stacles and start fo cu sin g  o n  su bstance and d efectiv e  
p ro cesses  rather than on  structures. In the current environm ent, regulators, 
leg isla tors and the b u sin ess com m u nity  fa ce  the ch a llen ge o f  rev ita lisin g  the  
esse n c e , or substance, o f  governance.

Shareholders, too , are ask in g  the m ore general q u estion  o f  h o w  e ffec tiv e  a 
board rea lly  is. T he ‘n e w  sh areholder’ has ev o lv ed  and corporate governan ce is  
h igh  o n  their agenda w h en  ch o o sin g  b etw een  various investm ent options. M edia  
com m entators h ave n oted  that ‘even  b efore the co lla p se  o f  Enron, H IH  and  
O n e.T el, shareholders and an ti-g lob a lisa tion  co a lition s w ere d em anding better 
risk  m anagem ent b y  boards and sen ior m anagem ent across a num ber o f  areas’.18 
Sim ilarly , the dem ands on  board  perform ance h ave increased  and ‘in  a w orld  o f  
active  shareholder and fund m anager interest, aggressive  capital m arkets and  
carefu lly  m easured  corporate perform ance, the requirem ents are m u ch  h igh er’.19

T his grow in g  concern  about the perform ance a sp ect o f  governan ce, a lb e it in  
n o n -sp ec ific  term s, w a s  b e in g  exp ressed  b y  a num ber o f  b u sin ess leaders b efore  
recen t co lla p ses. A  prom inent director, the chairm an o f  several lead ing  
com p an ies, com m en ted  w e ll b efore  the recent flurry o f  interest in  the subject:

We need a fresh approach to how we think about boards and the real drivers of 
board performance, rather than the emphasis that we see today, which is focused on 
the formalised edicts of the corporate governance debate.20

A n oth er director adm itted that ‘m any boards are struggling and fa ilin g  to  
m ake the transition from  a reactive, com plian ce-or ien ted  m od el to  a n ew  
strategic, perform ance fo cu sed  approach’.21

T herefore, the k ey  ch a llen ge fa c in g  leg is la tion , regulators and b u sin ess , is  
h o w  to respond  to  th is latest crisis o f  governan ce, or at least, cr isis o f  con fid en ce  
in  ex istin g  governance.

18 Ju lie  M a ck en , ‘T ransparent th e  O n ly  W a y  to  G o ’, Australian Financial Review (S y d n e y ), 2 0  M a y  2 0 0 2 ,  
61 .

19 D a n n y  S a m so n , ‘B o a rd  G a m es’, The Australian Financial Review (S y d n e y ), 13 June 2 0 0 0 , 3 4 .
2 0  S tan  D  M  W a llis , ‘C orporate G o vern an ce  —  C on form an ce  or  P erform an ce? ’ (S p e e c h  d e liv ered  at the  

A n n u a l C orporate P u b lic  A ffa irs  O ration , C entre for  P u b lic  A ffa irs , M elb ou rn e , 2 9  Jun e 2 0 0 0 ) .
21  S e e  D ia n e  G rady, ‘B rea k in g  th e B oard room  M o u ld ’ (2 0 0 0 )  1 6 (8 )  Company Director 9 .
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III WHAT IS THE ROLE OF THE REGULATOR?

W ith in  th is o n g o in g  debate about corporate governan ce, the ro le  o f  the  
regulator is  co m p lex  and m ultifaceted . P o lic y  m akers and regulatory b o d ies  have  
a d istin ct and im portant resp on sib ility  for shaping a regulatory fram ew ork that 
a llo w s m arket forces to operate e ffic ien tly  and perm its investors and com pan ies  
to  d esign  their governan ce arrangem ents in  accordance w ith  their n eed s. The  
OECD Principles,22 for exam ple, recogn ise  that governm ents have an im portant 
resp on sib ility  in  shaping an e ffec tiv e  regulatory fram ew ork that p rov id es for  
su ffic ien t f lex ib ility  to a llo w  m arkets to fu n ction  e ffe c tiv e ly  and to  respond to  
exp ecta tion s o f  shareholders and other stakeholders.

In A ustralia , the regulator’s ro le is a continuum  o f  respon ses. It is boun d ed  b y  
en forcem en t at one end  and education  at the other, w ith  p o lic y  gu idance, 
industry support and d isc losu re gu id elin es in  b etw een .

A t on e end o f  the spectrum , the regulator p lays a ro le in  tak ing appropriate 
en forcem en t action  to send  strong m essa g es  about the lega l governance  
fram ew ork en com p assin g  duties o f  o fficers  and directors. T he A ustralian  
Secu rities and Investm ents C om m ission  ( ‘A S IC ’) has certain ly  sought to  do that, 
as ev id en ced  b y  its recent record. B efo re  ou tlin in g  that record, h ow ever, it  is  
w orth  n otin g  that there w as no unanim ity  w ith  its international counterparts, at 
least until recen tly , as to  the exten t o f  th is role. For exam ple, the then chairm an  
o f  the U S  Secu rities and E xch ange C om m ission  ( ‘S E C ’), Arthur L evitt, sa id  in  
1999:

Six years ago when I arrived in Washington, I wasn’t fully persuaded that corporate 
governance should be a priority on the Commission’s agenda. I felt that the issue 
lent itself to more of a subjective analysis rather than a more formal one. One size 
could never fit all. While I still very much subscribe to that premise, I have become 
increasingly convinced of the need to be more outspoken on this topic — 
particularly when it affects the quality and integrity of the financial reporting 
process.
I have come to view strong corporate governance as indispensable to resilient and 
vibrant capital markets. It is the blood that fills the veins of transparent corporate 
disclosure and high-quality accounting practices. It is the muscle that moves a 
viable and accessible financial reporting structure. And without financial reporting 
premised on sound, honest numbers, capital markets will collapse upon themselves, 
suffocate and die.23

W h ile  it is  doubtful that any C om m ission er o f  A S IC  in  1999  w o u ld  h ave  u sed  
such  strong language to  put that case , A S IC  d id  p u b lish  the results o f  tw o  o f  its 
in vestiga tion s in  1998 , in  order to  im part corporate governan ce le sso n s .24

2 2  O E C D , a b o v e  n  10.

2 3  A rthur L ev itt, ‘A n  E sse n tia l N e x t  S tep  in  th e  E v o lu tio n  o f  C orporate G o v ern a n ce’ (S p e ec h  d e liv ered  to  
th e  A u d it C o m m ittee  S y m p o siu m , N e w  Y ork , 2 9  June 1 9 9 9 ), < h t tp ://w w w .se c .g o v /n ew s /sp e ec h /sp e e ch  
a r ch iv e /1 9 9 9 sp ee c h .sh tm l>  at 2 7  S ep tem b er 2 0 0 2 .

2 4  T h ese  le sso n s  are d isc u sse d  b e lo w  in  Part m (B ) .  It sh o u ld  b e  n o ted  that so m e  s p e c if ic  fa ilu res o f  
go v ern a n ce, su ch  a s  e x c e s s iv e  an d  u n co m m erc ia l o p tio n s  an d  lo a n s to  e x ec u tiv e s , h a v e  o n ly  b e e n  in  
fo c u s  m ore recen tly . H e n c e  th ese  le sso n s , an d  earlier p ro n o u n cem en ts  from  A S IC , n eed  to  b e  v ie w e d  in  
con text.

http://www.sec.gov/news/speech/speecharchive/1999speech.shtml
http://www.sec.gov/news/speech/speecharchive/1999speech.shtml
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It is perhaps eq u a lly  u n lik e ly  that any A S IC  C om m ission er cou ld  ever have  
shared chairm an L ev itt’s in itia l uncertainty about the re levan ce o f  corporate 
governan ce to  capital m arket regulation , but that m ay b e due in  large part to the 
w id e  ju r isd ic tion  o f  A S IC  com pared  to the SEC. A S IC  is a lm ost unique in b ein g  
the regulator for b oth  the corporate and the securities m arkets. I f  m ore securities  
m arkets regulators had that w id er ju risd iction , the w orld  b o d y  o f  th ose  
regulators, the International O rganisation  o f  Secu rities C om m ission s ( ‘IO SC O ’), 
m ay h ave produced  the m ain  international standard on  corporate governance, 
rather than the O E C D . Instead, the IO SC O  Objectives and Principles o f 
Securities Regulation feature o n ly  three (ou t o f  thirty) p rincip les w h ich  are 
relevant, nam ely:

14. There should be full, timely and accurate disclosure of financial results and 
other information that is material to investors’ decisions.

15. Holders of securities in a company should be treated in a fair and equitable 
manner.

16. Accounting and auditing standards should be of a high and internationally 
acceptable quality.25

There is n o  lon ger an y  debate about IO S C O ’s interest in  corporate 
governan ce, as ind icated  earlier th is year b y  the chairm an o f  the U K  F inancial 
S erv ices A uthority, Sir H ow ard  D avies:

a few words on why corporate governance is so important for the development of 
capital markets ... if we look at the factors which are widely regarded as being 
essential to promote a healthy environment for long-term investment, then we can 
see that good corporate governance scores highly on the lis t...
US academic researchers have found that in countries where the policing of insider 
trading is regarded as weak, or where the legal framework is poor, the cost of 
capital for firms is typically some three percentage points higher than in countries 
where insider dealing is policed effectively.
So good corporate governance, and effective regulation, contribute both to the 
attractiveness of a country in terms of inward investment and business development, 
and also to the efficiency of its capital markets, and their effectiveness in the service 
of the real economy. It is always as well to remember these points when considering 
what can sometimes be a rather dry topic. And it is important to make these 
arguments robustly to those who argue that efforts devoted to upgrading corporate 
governance are costly and bureaucratic, and add little value to the economy. In my 
view, investment in good corporate governance arrangements, and good regulation 
of those arrangements, is among the most effective and rewarding investments a 
developing market can make, and there are figures to prove it.26

C on sisten t w ith  th is p h ilosop h y , and its ro le in  en forcin g  the standards for  
corporate behaviour la id  d ow n  in  the Corporations Act 2001 (Cth) 
( ‘ Corporations Act’) ,27 A S IC  has in itiated  several s ign ifican t enforcem en t

2 5  IO S C O , Objectives and Principles o f Securities Regulation (2 0 0 2 ) , < h ttp ://w w w .io sco .o rg /io sc o .h tm l>  
at 2 7  S ep tem b er 2 0 0 2 .

2 6  H ow ard  D a v ie s , ‘C orporate G overn an ce  and  th e  D e v e lo p m e n t o f  G lo b a l C ap ita l M a rk ets’ (S p e ec h  
d e liv ered  at th e  C h in a  S ecu r ities  R egu la tory  C o m m iss io n , B e ijin g , 2 2  A p ril 2 0 0 2 ) ,  
< h ttp ://w w w .fsa .g o v .u k /p u b s /sp e ec h e s /sp 9 6 .h tm l>  at 2 7  S ep tem b er 2 0 0 2 .

2 7  T h is  ro le  is  con ferred  o n  A S IC  b y  th e  Australian Securities and Investments Commission Act 2001 (C th ) 

s 11.

http://www.iosco.org/iosco.html
http://www.fsa.gov.uk/pubs/speeches/sp96.html
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action s in  relation  to recen t p erce ived  failures o f  corporate governance. T he m ost  
h igh  p rofile  o f  th ese p roceed in gs includ e th ose against o ff icers  o f  GIO Insurance  
Ltd, H IH  Insurance Ltd, Harris S carfe H old in gs Ltd and O n e.T el Ltd.28

A Enforcement
1 GIO Insurance Ltd29

O n 2 0  June 2 0 0 1 , A S IC  com m en ced  c iv il  p en a lty  p roceed in gs against three  
form er o ff icers  o f  GIO  Insurance Ltd ( ‘GIO  Insurance’). T he p roceed in gs a llege  
that the respondents, G eoffrey  V in es , Frank R obertson  and T im oth y F ox, 
breached  their d uties as o fficers  o f  GIO Insurance during the cou rse o f  A M P ’s 
1 9 9 8 -9 9  takeover b id  for GIO  A ustralia  H o ld in gs Ltd ( ‘G IO  A u stra lia ’). T he  
a lleg ed  breaches centre on  the action s o f  the respondents in  ad v isin g  GIO  
A ustralia  and its D u e  D ilig e n c e  C om m ittee on  the fin ancia l ou tlook  for the  
group’s reinsurance b u sin ess.

A SIC  a lleg es  that the respondents im properly u sed  their p o sitio n s30 and fa iled  
to  ex erc ise  d uties o f  care and d ilig en ce31 32 w h en  preparing forecasts and other 
relevant in form ation  for consideration  b y  the GIO A ustralia  B oard  and the D u e  
D ilig e n c e  C om m ittee. Further, A SIC  cla im s that, as a con seq u en ce  o f  the  
resp on d en ts’ failure to properly  d ischarge their leg a l d uties, in form ation  that w as  
ser io u sly  d efe c tiv e  and m islead in g  w a s re leased  to  shareholders o f  GIO  
A ustralia.

A S IC  is  seek in g  orders for:

(a) c iv il p en a lties o f  $ 2 0 0  0 0 0  for each  contravention  b y  each  officer;
(b) the bann ing  o f  each  respondent from  m anaging or b ein g  a d irector o f  any  

com pan y for such  a period  as the Court see s  fit; and
(c) $4 8 9  0 0 0  com p en sation  from  M r V in es  and M r Fox.

2 HIH Insurance Ltd?2
T he co lla p se  o f  H IH  Insurance Ltd ( ‘H IH ’) in  M arch 2001  w as probably one  

o f  the largest in  A ustralian  history, and has had  w id e  reach ing e ffec ts  in  the  
com m u nity  due to the com p an y’s s ign ifican t p lace  in  the insurance m arket. T he

2 8  T here are m an y  oth er p ro ceed in g s  on  fo o t  re la tin g  to  th e  co n d u ct o f  o ff icer s  and  d irectors. T h ey  co v er  
sim ilar  a lleg ed  b reach es  o f  du ty , in so lv e n t trad in g  o ffen ce s , in s id er  trad in g o ffe n c e s  an d  a ran ge o f  oth er  
co n d u ct and m arket o ffen ces .

2 9  A S IC , ‘A S IC  C o m m e n c e s  C iv il P ro ceed in g s  A g a in st Form er O fficer s  o f  G IO  In su ran ce’ (P ress R e lea se  
0 1 /2 1 7 , 2 0  June 2 0 0 1 ) ,  < h ttp ://w w w .a sic .g o v .a u >  at 2 7  S ep tem b er 2 0 0 2 .

3 0  Corporations Act 1989 (C th ) ( ‘Corporations Law’) s  2 3 2 (6 ) ,  am en d ed  b y  Corporate Law Economic 
Reform Program Act 1999 (C th ). T h e  e q u iv a len t p r o v is io n  is  n o w  co n ta in ed  in  Corporations Act 2001 
(C th ) s s  1 8 2 , 184 .

31 Corporations Act 1989 (C th ) s  2 3 2 (4 ) , am en d ed  b y  Corporate Law Economic Reform Program Act 
1999 (C th ). T h e  eq u iv a len t p ro v is io n  is  n o w  co n ta in ed  in  Corporations Act 2001 (C th ) s 180.

3 2  S e e  A S IC , ‘C ourt F in d s F orm er H IH  D irectors  A d ler , W illia m s and  F od era  B rea ch ed  th eir  D u tie s  as 
D irec to rs’ (P ress R e lea se  0 2 /9 2 ,  14 M arch  2 0 0 2 );  A S IC , ‘C ourt Im p oses  P en a ltie s  on  Form er H IH  
D irectors  A d ler , W illia m s and  F od era ’ (P ress R e le a se  0 2 /1 9 2 , 3 0  M a y  2 0 0 2 );  A S IC , ‘P en a lty  O rders 
F in a lised  for A d ler , F od era  an d  W illia m s ’ (P ress R e lea se  0 2 /2 0 0 , 6  Jun e 2 0 0 2 ) ,  
< h ttp ://w w w .a sic .g o v .a u >  at 2 7  S ep tem b er  2 0 0 2 .

http://www.asic.gov.au
http://www.asic.gov.au
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estab lishm en t o f  the R oya l C om m ission  into that co lla p se33 has understandably  
d elayed  som e o f  the p o ss ib le  respon ses o f  A SIC  and the liquidator. H ow ever , 
A S IC  did  com m en ce  a c iv il p en a lty  action  (in  con n ection  w ith  the setting  up o f  
an in vestm ent v e h ic le ) against form er o fficers  o f  HIH: form er d irector R od n ey  
A dler, form er C E O  R ay  W illiam s and form er c h ie f  fin ancia l o fficer  ( ‘C F O ’) 
D om in ic  Fodera.

In a ju d gm en t handed d ow n  in  M arch 2 0 0 2 ,34 each  w as found to h ave  
b reached  their d uties as d irectors in  relation  to a p aym ent o f  $ 1 0  m illio n  b y  an  
H IH  subsid iary (H IH  C asualty  and G eneral Insurance L td) to  P a c ific  E agle  
E qu ities P ty  Ltd, a com pan y o f  w h ich  M r A d ler w as a director. T he N S W  
Suprem e Court fou n d  that M r A d ler breached  h is d irector’s duties to  ex erc ise  
care and d ilig en ce ,35 to ex e rc ise  g ood  faith ,36 n ot to  im properly u se  h is 
p o sit io n 37 and not to  im properly u se  in form ation .38 M r W illiam s w a s found  to  be  
in  breach  o f  ss 180 and 182 o f  the Corporations Act, and M r F odera in  breach  o f  
s 180.

Justice Santow:

(a) banned M r A d ler  from  actin g  as a d irector o f  any com pan y for a period  o f  
2 0  years;

(b) ordered M r A d ler and A d ler C orporation P ty  L td  ( ‘A d ler C orporation’) to  
each  p ay  pecu n iary  p en a lties o f  $ 4 5 0  0 0 0  (to ta llin g  $ 9 0 0  000);

(c ) banned M r W illiam s from  actin g  as a d irector o f  any com pan y for a period  
o f  10 years and ordered h im  to  p ay  pecu n iary  p en a lties o f  $ 2 5 0  000; and

(d) ordered M r F odera to  p ay  p ecuniary p en a lties o f  $ 5 0 0 0 .39

In addition , M r A dler, M r W illiam s and A d ler C orporation w ere ordered to  
p ay  aggregate com p en sation  o f  $7  9 5 8  112 to H IH  C asualty  and G eneral 
Insurance L td.40

T he d ec is io n  is  the first such  c iv il p en a lty  d ec is io n  for breach  o f  directors 
d uties after the b u sin ess ju d gm en t rule41 w as introduced  into the Corporations 
Act. It is  b e in g  appealed, and in  the m eantim e, A S IC ’s in vestiga tion  into p o ss ib le  
o ffen ces  con n ected  to  the co lla p se  o f  H IH  continue, as do the p roceed in gs o f  the 
R oya l C om m ission .

33 See The HIH Royal Commission <http://www.hihroyalcom.gov.au> at 27 September 2002.
34  Re HIH Insurance Ltd (in prov liq) and HIH Casualty & General Insurance Ltd (in prov liq); Australian 

Securities & Investments Commission v Adler (2002) 41 ACSR 72.
35 Corporations Act 2001 (Cth) s 180.
36  Corporations Act 2001 (Cth) s 181.
37 Corporations Act 2001 (Cth) s 182.
38 Corporations Act 2001 (Cth) s 183.
39  Re HIH Insurance Ltd (in prov liq) and HIH Casualty & General Insurance Ltd (in prov liq); Australian 

Securities & Investments Commission v Adler (2002) 42 ACSR 80, 85-6 . These orders were finalised on 
6 June 2002, but were stayed against Mr Adler and Adler Corporation until 3 July 2002 on the basis o f  
certain financial undertakings: Re HIH Insurance Ltd (in prov liq) and HIH Casualty & General 
Insurance Ltd (in prov liq); Australian Securities & Investments Commission v Adler (2002) 42 ACSR  
74.

40 This amount was subject to verification o f  the calculation o f  interest at the time.
41 Corporations Act 2001 (Cth) s 180(2).

http://www.hihroyalcom.gov.au


2002 Corporate Governance: Substance Over Form 329

3 Harris Scarfe Holdings Ltd42
In the A d ela id e  M agistrates Court on  19 A pril 2 0 0 2 , A lan  H od gson , the  

form er CFO  o f  Harris Scarfe H old in gs Ltd ( ‘Harris S ca rfe’), p lead ed  gu ilty  to  32  
ch arges laid  d ow n  b y  A S IC  fo llo w in g  its in vestigation  in to  the Harris Scarfe  
group, w h ich  fa iled  in  A p ril 2 0 0 1 . M r H od gson  p leaded  gu ilty  to  18 cou n ts o f  
fa ilin g  to act h o n estly  as an o fficer43 o f  Harris Scarfe, s ix  counts o f  acting  
d ish o n estly  as an em p loyee44 o f  Harris S carfe and eigh t cou n ts relating to  the  
d issem in ation  o f  fa lse  in form ation  to the A S X  45

A S IC  cla im ed  that M r H od gson  procured the m aking o f  fa lse  entries in  Harris 
S ca rfe’s b ook s o f  account, w h ich  had the e ffec t o f  in creasin g  the lev e l o f  profits 
in  the con so lid a ted  accoun ts o f  Harris Scarfe. T he a lleg ed  con d uct occurred  
during the p eriod  from  A u gu st 1996  to  January 2001  and a ffected  p rofit figures  
sh ow n  in  m on th ly  fin an cia l reports to the board, as w e ll as the h alf-year and end- 
of-year fin ancia l reports to the board and the A S X .

M r H od gson  appeared in  the A d ela id e  D istr ict Court on  2 6  June 2 0 0 2 , and  
w a s sen ten ced  to  s ix  years im prisonm ent w ith  a non-parole period  o f  three 
years.46 T he sp eed  w ith  w h ich  th is a sp ect o f  the Harris S carfe investigation  
reached  fin a lity  sh ou ld  b e noted.

4 One. Tel Ltd47
O n 12 D ecem b er 2 0 0 1 , A S IC  com m en ced  c iv il p roceed in gs in  the N S W  

Suprem e Court against Jodee R ich  and B rad ley  K ee lin g  (form er m anaging  
directors o f  O n e .T el), M ark S ilberm ann (form er fin an ce director) and John  
G reaves (form er chairm an). O n e.T el fa iled  in  M ay  2 0 0 1 .

A SIC  a lleg ed  that M essrs R ich , K ee lin g  and Silberm an had inform ation  or 
a cc ess  to  in form ation  regarding the fin ancia l con d ition  o f  O n e.T el that w as  
w ith h eld  from  the board and the m arket. It a lleg ed  that their con d uct constitu ted  
a breach  o f  their duty to  ex e rc ise  care and d ilig en ce  under s 1 80 (1 ) o f  the 
Corporations Act. A S IC  a lso  a lleg ed  that M r G reaves breached  h is duty, as the  
chairm an, to ex erc ise  the care and d ilig en ce  required b y  s 180(1 ).

A SIC  is  seek in g  orders that each  o f  the four defendants b e  d isq u a lified  from  
m an aging  or b e in g  a d irector o f  any com pan y for su ch  period  as the Court thinks  
fit.48 It is  a lso  seek in g  com p en sation  o f  $93  m illio n  for the redu ction  in  the va lue  
o f  O n e .T el over th e p eriod  during w h ich  the com pan y con tin ued  to trade b ecau se

4 2  A S IC , ‘A S IC  C o m m e n c e s  In v estig a tio n  in to  H arris S ca r fe ’ (P ress R e lea se  0 1 /1 1 5 , 4  A p ril 2 0 0 1 );  A SIC , 
‘F orm er H arris S carfe  O fficer  to  F a ce  C ou rt’ (P ress R e lea se  0 1 /4 5 3 , 2 0  D ecem b er  2 0 0 1 );  A S IC , ‘Form er  
H arris S carfe  O fficer  A p p ears in  C ou rt’ (P ress R e le a se  0 2 /1 9 ,  18 January 2 0 0 2 );  A S IC , ‘Form er H arris 
S carfe  O fficer  P lea d s G u ilty ’ (P ress R e le a se  0 2 /1 3 5 , 19 A p ril 2 0 0 2 );  A S IC , ‘Form er H arris S carfe  
O fficer  J a iled ’ (P ress R e lea se  0 2 /2 2 9 , 2 6  Jun e 2 0 0 2 ) ,  < h ttp ://w w w .a sic .g o v .a u >  at 2 7  S ep tem b er  2 0 0 2 .

4 3  Corporations Act 1989 (C th ) s  2 3 2 (2 ) , am en d ed  b y  Corporate Law Economic Reform Program Act 
1999 (C th ). T h e  e q u iv a len t p r o v is io n  is  n o w  co n ta in ed  in  Corporations Act 2001 (C th ) s s  1 8 1 , 1 84 .

4 4  Corporations Act 2001 (C th ) s 18 4 (2 )(b ).
4 5  Corporations Act 2001 (C th ) s  9 9 9 .
4 6  R v Hodgson (U nreported , D is tr ic t  C ourt o f  S ou th  A u stra lia , Ju d ge B righ t, 2 6  June 2 0 0 2 ) .
4 7  A S IC , ‘A S IC  C o m m e n c e s  C iv il P ro ceed in g s  A g a in s t Form er O n e .T e l O fficers  and  C h airm an ’ (P ress  

R e lea se  0 1 /4 4 1 , 12 D ece m b er  2 0 0 1 ) ,  < h ttp ://w w w .a sic .g o v .a u >  at 2 7  S ep tem b er 2 0 0 2 .
4 8  Corporations Act 2001 ( C th )p t 2 D .6 .

http://www.asic.gov.au
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o f  the a lleged  failure o f  the defendants to properly  d ischarge their  
resp on sib ilities .49 T his m atter is due to  g o  to  trial in  the cou rse o f  2 0 0 2 . In the  
interim , appropriate orders h ave b een  obtained  to  restrict d ea lin g  in  assets and to  
m onitor travel.50

5  Water Wheel Holdings Ltd51
A S IC  com m en ced  p roceed in gs in  N ovem b er 2 0 0 0  in  the Suprem e Court o f  

V ictoria  against Bernard P lym in , W illia m  H arrison and John E llio tt, in  relation  
to their conduct as d irectors o f  W ater W h eel H old in gs Ltd and its subsid iary  
W ater W h eel M ills  P ty  Ltd ( ‘the co m p a n ies’). T he com p an ies w ere  p laced  into  
voluntary adm inistration b y  the directors on  17 February 2 0 0 0  after announcing  
a lo ss  for the year to D ecem b er 1999  o f  $ 6 .7  m illion .

T he a llegation s are that the directors a llo w ed  the com p an ies to  incur further 
debts after th ey  b ecam e in so lven t, contrary to the then Corporations Act 1989 
(C th) {‘’Corporations Law’) .52 53 T he action  is  b y  w a y  o f  c iv il p roceed in gs in  w h ich  
A S IC  seeks:

(a) orders that the directors p erson a lly  p ay  com p en sation  for the b en efit o f  the 
co m p a n ies’ u nsecured  creditors;

(b) orders that the directors be proh ib ited  from  m an aging  any corporation for 
su ch  period  as the Court thinks fit; and

(c) m onetary p en a lties o f  up to $400 000 on each of the directors.

T h ese p roceed in gs are continuing.

6  ASIC v Whitlam*
A SIC  has a lso  taken c iv il  pen alty  action  against the then  N R M A  Ltd  

President, N ich o la s  W hitlam . T he a lleged  breaches related  to  N R M A  L td ’s 1998  
annual general m eetin g , w h en  M r W hitlam , as chairm an, fa iled  to  ex erc ise  
certain  p roxy  v o tes  against a reso lu tion  relating  to the rem uneration o f  the 
co m p a n y ’s directors.

T he Court found that M r W h itlam  breached  h is d uties as an o fficer  o f  N R M A  
L td under the then  Corporations Law,54 n am ely , h is duty to act h o n estly ,55 to not

4 9  Corporations Act 2001 (C th ) s 1317H .
5 0  A S IC , ‘A S IC  R estra in s  R ic h  A s s e ts ’ (P ress R e lea se  0 1 /1 9 9 , 8 June 2 0 0 1 );  A S IC , ‘A S IC  O b ta in s C ourt 

U n d ertak in gs F reezin g  A sse ts  o f  Form er O n e .T e l M a n a g ers’ (P ress R e lea se  0 1 /2 0 5 , 13 June 2 0 0 1 );  
A S IC , ‘A S IC  O b ta in s  M o d if ied  U n d ertak in gs from  Form er O n e .T e l O ff ic er s ’ (P ress R e lea se  0 1 /3 4 3 , 2 4  
S ep tem b er 2 0 0 1 );  A S IC , ‘A S IC  O b ta in s O n g o in g  U n d ertak in gs from  Form er O n e .T e l O ff ic er s ’ (P ress  
R e lea se  0 1 /4 4 6 , 14 D e ce m b er  2 0 0 1 ) ,  < h ttp ://w w w .a sic .g o v .a u >  at 2 7  S ep tem b er 2 0 0 2 .

51 A S IC , ‘A S IC  C o m m en ces  E n forcem en t A c tio n  A g a in s t W ater W h ee l D irectors  B ernard P lym in , W illia m  
H arrison  an d  John  E llio tt’ (P ress R e lea se  0 0 /5 0 0 , 2 7  N o v e m b e r  2 0 0 0 ) ,  < h ttp ://w w w .a sic .g o v .a u >  a t 2 7  
S ep tem b er 2 0 0 2 .

5 2  T h e  eq u iv a len t p ro v is io n  is  n o w  co n ta in ed  in  Corporations Act 2001 (C th ) s  5 8 8 g .
53  A S IC , ‘C ourt Im p oses  P ecu n iary  P en a lties  o n  W h itla m ’ (P ress R e le a se  0 2 /2 9 7 , 15 A u g u st 2 0 0 2 ) ,  

< h ttp ://w w w .a sic .g o v .a u >  at 2 7  S ep tem b er 2 0 0 2 .
5 4  Australian Securities & Investments Commission v  Whitlam (No 2) (2002) 42 A C S R  4 0 7 .
55  Corporations Act 1989 (C th ) s  2 3 2 (2 ) , am en d ed  b y  Corporate Law Economic Reform Program Act 

1999 (C th ). T h e  eq u iv a len t p r o v is io n  is  n o w  c o n ta in ed  in  Corporations Act 2001 (C th ) ss  1 81 , 184 .

http://www.asic.gov.au
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m ake im proper u se  o f  h is  p o sit io n 56 and h is  duty as a p roxy  h o ld er.57 
A S IC  chairm an, D av id  K nott, sa id  in  an nou n cing  the outcom e:

It is important to understand that this was never a case about a technical or 
unimportant breach of voting procedures. At the centre of this case lies the 
obligation of directors to observe proper standards of conduct when discharging 
their responsibilities.58

Justice G ze ll found  that M r W hitlam  had d elib erate ly  om itted  to s ig n  the p o ll  
paper:

He had the deliberate intent to disenfranchise the members who had appointed him 
proxy and required him to vote against resolution six and he was seeking, 
deliberately, to override the intent of the members of NRMA which he knew to be 
against the passing of resolution six as a special resolution.59

A S IC  had in c lu d ed  in  the sam e action , a c la im  that M r W h itlam  had fa iled  to  
ex erc ise  due care and d ilig en ce60 w h en  he am ended the p rop osed  m inutes o f  the  
A u gu st 2 0 0 0  board m eetin g  o f  N R M A  Insurance Group Ltd. A lth ou gh  th is cla im  
w a s sustained, the Court ex erc ised  its d iscretion  under s 1 3 1 7 s(2 )  o f  the  
Corporations Act to  re liev e  M r W hitlam  from  any p en alty  for th is breach.61

T he orders against M r W h itlam  in  resp ect o f  the v o tin g  paper m atter w ere  
that:

(a) h e  w as banned from  actin g  as a d irector o f  any com pan y for a p eriod  o f  
f iv e  years; and

(b ) h e  w a s ordered to  p a y  p ecuniary p en a lties o f  $ 2 0  0 0 0 .62

T he d ec is io n  is  on  appeal, p reventing d eta iled  com m ent, but the ca se  d oes  
raise so m e im portant issu e s  about the nature o f  the w ork  o f  a chairm an. The  
chairm an appears a lm ost as a separate category o f  o fficer  from  other directors.

T he cases ou tlin ed  ab ove are d iverse  in  relation  to  the sp ec ific  o ffen ces  
con cerned . N ev erth e le ss, th ey  illustrate a h ig h ly  concentrated  and active  focu s  
on  the ob ligation s o f  d irectors and o fficers  to  carry out their duties properly. 
E vid en ce  from  th ese  ca ses  w ill  p rovide u se fu l sp ec ific  le sso n s  on  h o w  som e  
directors m igh t h ave perform ed their duties better and h o w  som e corporate 
co lla p ses  co u ld  h ave b een  prevented .

5 6  Corporations Act 1989 (C th ) s  2 3 2 (6 ) ,  am en d ed  b y  Corporate Law Economic Reform Program Act 
1999 (C th ). T h e  e q u iv a len t p ro v is io n  is  n o w  c o n ta in ed  in  Corporations Act 2001 (C th ) ss  1 82 , 184.

5 7  Corporations Act 1989 (C th ) s  2 5 0 a . T h e  e q u iv a len t p r o v is io n  is  co n ta in ed  in  Corporations Act 2001 
(C th ) s  2 5 0 a .

5 8  A S IC , ‘C ourt F in d s N R M A  L im ited  P resid en t N ic h o la s  W h itlam  B reach ed  H is  D u tie s  a s  a  D irec to r ’ 
(P ress R e le a se  0 2 /2 6 2 , 19  Ju ly  2 0 0 2 ) ,  <h ttp ://w w w .a s ic .g o v .a u >  at 2 7  S ep tem b er 2 0 0 2 .

5 9  Australian Securities & Investments Commission v Whitlam (No 2) (2 0 0 2 )  4 2  A C S R  4 0 7 , 4 5 0 .
6 0  In b reach  o f  Corporations Act 2001 (C th ) s  18 0 (1 ).
61 Australian Securities & Investments Commission v Whitlam (No 2) (2 0 0 2 )  4 2  A C S R  4 0 7 ,4 0 7 .
6 2  Australian Securities & Investments Commission v Whitlam (No 2) (2 0 0 2 )  4 2  A C S R  5 1 5 , 5 2 2 . S ee  a lso  

A S IC , ‘C ourt Im p oses  P ecu n iary  P en a ltie s  on  W h itla m ’ (P ress R e lea se  0 2 /2 9 7 , 15 A u g u st 2 0 0 2 ) ,  
< h ttp ://w w w .a sic .g o v .a u >  at 2 7  S ep tem b er  2 0 0 2 .

http://www.asic.gov.au
http://www.asic.gov.au
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B Education
T hrough reports o f  its in v estig a tio n s,63 A S IC  can  c o n v e y  corporate  

governan ce le sso n s  from  real life . A S IC  has sought to  p u b lish  tw o  su ch  reports 
in  the last fe w  years.64 A lth ou gh  th ese  reports w ere w ritten  in  1998 , and in the 
ca se  o f  S p ed ley  Secu rities Ltd, relate to  even ts m any years b efore  that, th ey  
n everth eless revea l le sso n s  w h ich  are ap plicab le to a lleg ed  or p erce ived  failures  
o f  corporate governan ce today. In fact, th ese  le sso n s  seem  rem arkably sim ilar to  
a num ber o f  the n ew  gu id elin es recen tly  in troduced  b y  regulators to  ensure b est  
p ractice.65 T hey  fo cu s not ju st on  q u estion s o f  form , but venture into issu e s  o f  
h o w  the ch eck s and b alan ces are actually  function in g . Insights from  the S p ed ley  
report concern:

(1 ) The dominant director: I f  any on e d irector has undue control over a listed  
com p an y’s assets and affairs, there is a dram atically  increased  risk  of:

(a ) the com p an y  b e in g  party to n on -com m ercia l transactions, w h ich  
favour that d irector’s interests;

(b) the com pan y n ot m aking fu ll and fair d isc losu re o f  its financial 
position ; and

(c ) the co m p a n y ’s funds b e in g  m isu sed  or sto len .66
(2 ) The role o f non-executive directors: N o n -ex e cu tiv e  directors m ust be  

active  in  carrying out their duty o f  ensuring that directors and m anagem ent 
are accoun tab le for the m anagem ent o f  the com pany. T h ey  m ust fo llo w  up  
o n  m atters, w h ich  com e to their attention  and require exp lanation .67

(3 ) Senior executives must be vigilant: S en ior m anagers h ave an independent 
resp on sib ility  to  report con cern s as to  im proper behaviou r b y  directors or 
other m anagers o f  listed  p u b lic  com pan ies. W ell-m an aged  com p an ies w ill  
h ave independent d irectors, audit com m ittees and the lik e  to w h om  such  
con cern s can  b e taken .68

(4 ) Effective internal controls are essential: Internal control com prises the  
system s, m eth ods and procedures adopted  b y  m anagem ent to  a ss is t in  
ach iev in g  e ffic ien t con d uct o f  its b u sin ess , adherence to m anagem ent 
p o licy , safeguarding o f  assets and the p reven tion  and d etection  o f  fraud  
and error. Internal control procedures com m on ly  includ e ch eck in g  the  
arithm etical accuracy o f  the records, preparation o f  recon cilia tion s, u sin g  
control accoun ts and trial b a lan ces, approval and control o f  docu m en ts, 
con d u ctin g  cash , security  and inventory  counts, lim itin g  d irect p h ysica l 
a cc ess  to a ssets  and records and com parison  o f  resu lts w ith  b ud get.69

63 Australian Securities and Investments Commission Act 2001 (Cth) s 17.
64 ASIC, Report of the Special Investigation into Spedley Securities Limited (1998) ( ‘Spedley report’); 

ASIC, Report of the Investigation into Burns Philp & Company Limited (1998) ( ‘Bums Philp report’).
65 See, eg, N ew  York Stock Exchange ( ‘NYSE’), Corporate Governance Rule Proposals Reflecting 

Recommendations from the NYSE Corporate Accountability and Listing Standards Committee (2002), 
<http://www.nyse.com/pdfs/corp_gov_pro_b.pdf> at 27 September 2002.

66 Spedley report, above n 64, 17-24.
67 Ibid 25-7 .
68 Ibid 29-30.
69 Ibid 31-2 .

http://www.nyse.com/pdfs/corp_gov_pro_b.pdf
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(5 ) The auditor must maintain an independent outlook and fulfil all 
responsibilities: A uditors o f  p u b lic  listed  com p an ies m u st carry out their  
resp on sib ilities  to  users o f  audited  accoun ts, in c lu d in g  shareholders, 
creditors and regulators, b y  draw ing p u b lic  attention  to  s ign ifican t or 
m aterial m atters, w h ich  h ave aroused  their su sp ic ion  and about w h ich  they  
h ave had no satisfactory  exp lanation .70

A  num ber o f  corporate governan ce issu es w ere a lso  revea led  b y  A S IC ’s 
in vestigation  into the $ 7 0 0  m illio n  w rite-d ow n  o f  assets b y  B u m s Philp  &  Co  
L td in  Septem ber 1997 . A S IC  con clu d ed  that the com m en cem en t o f  lega l 
p roceed in gs w as not ju stified , and the com pan y su rvived  the w rite-d ow n  and is  
still operating. A S IC  n everth eless d ec id ed  to  p u b lish  a report o f  its fin d in gs, 
w h ich  w ill  b e  u se fu l in  p rovid in g  gu id an ce to the m arket about appropriate 
standards o f  conduct and governan ce practices. K ey  corporate governan ce issu es  
h igh ligh ted  include:

(1 ) T he n eed  for adequate reporting b y  m anagem ent to the board.
(2 ) T he n eed  to  ensure that shareholders are properly in form ed  about the 

strategies adopted  b y  a com pany, the risks associa ted  w ith  th ose  strategies  
and the results produced  b y  th ose strategies. In the case  o f  B u m s Philp  &  
C o, there w as n o  segm en ted  reporting o f  the investm ents in , and the results  
of, the herbs and sp ices  b u sin esses  in  the p ub lished  fin ancia l statem ents.

(3 ) T he d ifficu lties  that can  arise w ith  the appointm ent o f  the current CEO  as 
chairm an. P revious strategies m ay  not b e rev iew ed  and there can  b e a lack  
o f  independent leadership  o f  the board.

(4 ) T he u se  o f  op tim istic  accoun tin g  treatm ents, w h ich  can  d isg u ise  the true 
perform ance o f  the b u sin ess  and d elay  rem edial action .71

A S IC ’s report o f  its B u m s Philp  inquiry a lso  ou tlin es a num ber o f  gu id elin es  
for participants in  A ustralian  corporate life:

(1 ) Directors are responsible to ensure that the board functions effectively: 
T he chairm an o f  the board in  particular, and all the board m em bers, are 
resp on sib le  to  ensure that:

(a) the board w orks as an e ffec tiv e  team;
(b) on  a regular b asis, the board cr itica lly  rev iew s the e ffec tiv en ess  o f  

b u sin ess strategies and the e ffec tiv en ess  o f  sen ior m anagem ent;
(c) progress is m onitored  and sw ift action  is taken to  rem ed y any  

d efic ien c ie s .
(2 ) Directors are responsible to ensure they are appropriately informed about 

business performance: It is  part o f  g o o d  corporate governan ce for directors  
to  h ave up-to-date and reliab le in form ation  about the perform ance o f  a ll 
com pon en ts o f  the b u sin ess.

(3 ) Directors must question and evaluate key features o f asset valuation 
reports: D irectors cannot re ly  so le ly  on  the asset v a lu es determ ined  b y

7 0  Ib id  3 3 - 6 .
71 B u m s  P h ilp  report, ab o v e  n  6 4 , 4 7 - 8 .
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independent experts. T he directors th em se lv es  m ust understand w h at the  
valuers are saying.

(4 ) Directors are responsible to ensure that shareholders are appropriately 
informed: In fu lfillin g  their corporate govern an ce resp on sib ilities, 
directors m u st ensure that re liab le  in form ation  is  provided  in  a tim ely  
m anner to  shareholders.

(5 )  Auditors must question and evaluate material asset valuations.12
It is in teresting  to n ote  that the fundam ental structural corporate governance  

standards d escr ib ed  b y  H enry B o sc h  in  199572 73 74 —  separate chairm an and CEO , 
n on -ex ecu tiv e  d irectors, independent audit com m ittee, and a cod e  o f  eth ics —  
rem ain the underpinning foundational requirem ents to  d eal w ith  the governan ce  
le sso n s , as revea led  b y  the S p ed ley  report and the B u m s P hilp  report. H ow ever, 
th ese  tw o  reports do reveal, in  particular, that auditors and audit com m ittees, as 
w e ll as independent d irectors, n eed  to  be m ade m ore e ffec tiv e  in  their resp ective  
ro les in  order to  fu lfil their appropriate governan ce role.

In addition  to  th is educative ro le through form al reports, A S IC  sen d s out 
in form ation  kits about d irectors’ d uties and resp on sib ilities to  all com pany  
secretaries o f  n e w ly  form ed  com pan ies. A SIC  C om m ission ers a lso  devote  
con siderab le effort in  attending industry and p ro fession a l con feren ces and  
speak in g  o n  governan ce issu es to ensure that the b u sin ess  com m u nity  rem ains  
aw are o f  the regulatory d im en sion  o f  corporate practice.

C Policy Guidance and Discussion Forums
In re leasin g  p o lic y  statem ents and practice n otes, A S IC  p rovides gu id an ce to  

industry m em bers and consum ers about particular issu e s , and about A S IC ’s 
approach to  th ose  issu es , w h ich  w ill  govern  its ro le as prim ary en forcer o f  the  
Corporations Act. O ne exam p le o f  gu id an ce related  to  governan ce is  P o licy  
Statem ent 128, Collective Action by Institutional Investors14 T his sets out 
A S IC ’s v ie w s  on  w h en  institutional investors w h ich  h o ld  shares in  a com pany  
can  c o lle c tiv e ly  d iscu ss their in tentions about v o tin g  at a m eetin g  o f  that 
com pan y w ith ou t b eco m in g  asso c ia tes  or entering into a relevant agreem ent.75 
T he p o lic y  statem ent a lso  ou tlin es h o w  A S IC  w ill  g iv e  r e lie f  so  that tw o  or m ore  
o f  th ese  institutional investors can  enter into an agreem ent about v o tin g  at a 
m eetin g  o f  that com pany. Institutional investors that com p ly  w ith  C lass Order 
9 8 /6 4 9  w ill  obtain  r e lie f  from  restrictions on  acquiring shares and lodgin g  
substantial shareholder n o tices . T h is p o lic y  appears to  b e  d esign ed  to ensure that 
the la w  d oes n ot h ave the u n intended  con seq u en ce  o f  preventin g  institutions  
from  a c tiv e ly  participating in  corporate governan ce issu e s .76

7 2  Ib id  5 0 - 2 .
73  W ork in g  G roup o n  C orporate P ra c tice s  and  C on d u ct, a b o v e  n  3.
7 4  A S IC , P o lic y  S ta tem en t 1 28 , Collective Action by Institutional Investors (1 9 9 8 ) .
75  T h is  m a y  b reach  th e  tak eover  restr iction s in  Corporations Act 2001 (C th ) ch  6 .
7 6  It is  w orth  n o tin g  th at th is  p o lic y  sta tem en t h as  b een  v ie w e d  b y  in stitu tio n a l in vestors  a s  u n d u ly  

cu m b ersom e and  h a s  n o t  p roven  e ffe c tiv e .
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A SIC  p o lic y  has b oth  a n orm ative fu n ction  —  it is  d esign ed  to  a ffec t the w a y  
in  w h ich  m arket participants do b u sin ess  —  and a creative fu n ction , b e in g  an  
area w h ere A S IC ’s in n ovative th ink ing is  d evelop ed . It can  b e inferred that 
A S IC ’s o b jective  is  not o n ly  to  d evelop  an appropriate p o lic y  fram ew ork that 
fac ilita tes em erging govern an ce issu es , but a lso  to  enhance the le v e l o f  consum er  
protection  (in  th is con text, investor p rotection ) w ith in  the fin ancia l serv ices  
sector.

P articipation  in co n feren ces and d iscu ssio n s is  another m eans b y  w h ich  A SIC  
can  en cou rage and stim ulate industry d iscu ssio n  about corporate governan ce. A n  
exam p le is the Corporate G overnance R oundtable forum ,77 w h ich  A SIC  initiated  
(and h osted  from  tim e to  tim e) to  lo o k  at governan ce issu es. First m eetin g  in 
1998, it exp lored  general issu es o f  governan ce in c lu d in g  th ose relating to  the  
OECD Principles78 and better com m u n ication  o f  governan ce m atters. F rom  m id- 
2001  to  2 0 0 2 , at the request o f  the then M in ister for F in ancia l S erv ices, Joe 
H ock ey , the R oundtable exam in ed  h o w  to  facilita te retail shareholder  
participation. T his forum , chaired  b y  A S IC , w a s deliberately  g iv en  a reasonab ly  
lo w  p ro file  in  order to  ensure that the in vestor and industry participants w ere  
ab le to contribute freely . A s  the su bject m atter rarely related  to  the strict content 
o f  the law , A S IC  w a s  able to  b e a facilitator and not an enforcer. T he A SIC  
v ersio n  o f  the R oundtable m ay, in  practice, h ave b een  su persed ed  b y  the A S X  
Corporate G overnance C ou n cil, an nounced  in  early  A u gu st 2 0 0 2 .79 T his b o d y  
in tends to  m o v e  qu ick ly  to  d evelop  b est p ractice gu id elin es on  governan ce issu es  
critical to in vestor con fid en ce. It has a lready m et, and issu ed  its first a d v ice .80

D Disclosure
A n oth er ro le for the regulator in  im proving governan ce is  to  ensure that 

proper d isc lo su res are m ade, b oth  to  shareholders on  a con tin uou s b asis as 
required under the Corporations Act81 and to  the m arket in  order to im prove  
transparency and con seq u en tly , m arket integrity. It is  clear that the u ltim ate  
governan ce ro le o f  shareholders can  o n ly  b e  perform ed  e ffe c tiv e ly  i f  th ey  h ave  
su ffic ien t and reliab le inform ation.

A SIC  has taken a very  active  p o sit io n  in  relation  to  se lec tiv e  d isclosu re. In 
2 0 0 0 , it re leased  gu id an ce p rin cip les for the m arket,82 w h ich  h ave b een

7 7  T h e  A S IC  C orporate G o vern an ce  R ou n d tab le  in c lu d es  rep resen tatives from  a w id e  ran ge o f  b u s in ess  and  
in vestor  o rgan isa tion s su c h  a s  th e  A u stra lian  Institu te  o f  C o m p a n y  D irectors  and  th e  A ustra lian  
S h areh o ld ers’ A sso c ia tio n .

7 8  O E C D , a b o v e  n  10.
7 9  A S X  C orporate G overn an ce  C o u n c il, ‘C orporate G overn an ce  C o u n c il to  B ro a d en  D is c lo s u r e ’ (M ed ia  

R elea se , 1 A u g u st 2 0 0 2 ) ,  < h ttp ://w w w .a sx .co m .a u /sh a reh o ld er /p d f7 C o rp G o v C o u n cil0 1 0 8 0 2 .p d f> at 4  
O ctob er 2 0 0 2 .

8 0  A S X  C orporate G overn an ce  C o u n c il, ‘S ta tem en t b y  P artic ip an ts’ (M e d ia  R e lea se , 15 A u g u st 2 0 0 2 ) ,  
< h ttp :/ /w w w .a sx .c o m .a u /sh a re h o ld e r /p d f/C o r p G o v C o u n c ill5 0 8 0 2 .p d f> at 4  O ctob er  2 0 0 2 .

81 Corporations Act 2001 (C th ) s s  6 7 4 ,  6 7 5 .  T h e se  w e re  in serted  b y  th e  Financial Services Reform Act 
2001 (C th ). T h e  eq u iv a len t p ro v is io n s  w ere  p r e v io u s ly  c o n ta in ed  in  Corporations Act 1989 (C th ) ss  
1001a , 1001b .

8 2  S e e  A S IC , Better Disclosure for Investors (2 0 0 0 ) ,  < h ttp ://w w w .a s ic .g o v .a u /a s ic /p d flib .n s f> at 2 7  
S ep tem b er 2 0 0 2 .

http://www.asx.com.au/shareholder/pdf7CorpGovCouncil010802.pdf
http://www.asx.com.au/shareholder/pdf/CorpGovCouncill50802.pdf
http://www.asic.gov.au/asic/pdflib.nsf
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am p lified  b y  industry g u id e lin es .83 A S IC  is  con tin u in g  to argue that the rem edies  
for breach  o f  the d isc lo su re reg im e are inadequate and that additional 
en forcem en t rem ed ies, such  as the p ow er for the regulator to im p ose  
adm inistrative fin es, are n eed ed  to  estab lish  a culture o f  d isc losu re that p rovides  
re liab le in form ation  for shareholders and cred itors.84 R ecen tly , the chairm an o f  
A S IC  entered the debate about ructions w ith in  the C o les  M yer boardroom , 
ca llin g  for m ore inform ation  to b e p rovided  to  shareholders in  order to  enab le  
th em  to  ex erc ise  govern an ce .85

T he A S X  C orporate G overnance C ou n cil has a lso  h igh ligh ted  the re levan ce o f  
con tin uou s d isc losu re to standards o f  corporate govern an ce .86 In particular, it has 
n oted  the A S X  E xposu re D raft on  en h anced  d isc lo su re issu e d  o n  19 Ju ly  2 0 0 2 , 
w h ich  em p h asises the im portance o f  d isc losu re and su ggests som e additional 
listin g  requirem ents for com m en t.87 A  k ey  p roposal in  th is paper is  to am end  
L istin g  R u le  3 .1 , reinstating the requirem ent for a com pan y to p rovide the  
in form ation  n ecessary  to  avo id  a fa lse  m arket in  its securities. It is , o f  cou rse, the 
A S X  that is  the prim ary regulator o f  such  d isc losu res b y  listed  com p an ies, w ith  
A S IC  oversee in g  its su p erv ision  o f  the m arket.88

IV CORPORATE GOVERNANCE GOING FORWARD

G lobalisation , w h ich  has b een  a m ajor driver o f  ch an ge in  m any asp ects o f  
fin an cia l m arkets and com m u nication s, has had its im p act on  corporate  
governan ce. N o t  o n ly  h ave international organ isations su ch  as the O E C D  and  
IO SC O  d ev e lo p ed  general p rin c ip les,89 but the s ign ifican t recen t corporate 
co lla p ses , particularly in  the U S  and the U K , h ave resu lted  in rapid regulatory  
ch an ge w h ich  w il l  greatly in flu en ce  the course o f  corporate regulation  and  
corporate behaviou r in other ju risd iction s. A lth ou gh  governan ce can  o n ly  be  
d elivered  at the ind ividual board lev e l, sy stem ic  ch an ge is  n eed ed  in  tw o  areas: 
im p rovin g  the cred ib ility  o f  the audit p rocess  and ou tcom e, and strengthening the  
e ff ic a c y  o f  n on -execu tive , independent d irectors. N o t surprisingly , it is in  th ese

83  S e e  e sp ec ia lly , A u stra lian  In vestor  R e la tio n s  A sso c ia tio n , Best Practice Guidelines for Communication 
between Listed Entities and the Investment Community (2 0 0 1 ) , < h ttp ://w w w .a ira .org .au /A IR A % 20  

G u id e lin es% 2 0 A u g u st% 2 0 2 0 0 1  ,p d f> at 2 7  S ep tem b er 2 0 0 2 .
8 4  K n ott, a b o v e  n  16 . It is  e x p e cted  th at C L E R P  9 , th e  n e x t  p h a se  in  th e  g o v ern m en t’s C orporate L aw  

E co n o m ic  R efo rm  Program , w il l  d ea l w ith  th is  is su e .
85  A S IC , ‘C o le s  M y er  —  A S IC  C a lls  for  M ore  Inform ation  and  S h arehold er A c t iv is m ’ (P ress R e lea se  

0 2 /3 3 7 , 16 S ep tem b er 2 0 0 2 ) ,  < h ttp ://w w w .a sic .g o v .a u >  at 2 7  S ep tem b er  2 0 0 2 .
8 6  A S X  C orporate G overn an ce  C o u n c il, a b o v e  n  80 .
8 7  A S X , E x p o su re  D raft, Proposed ASX Listing Rule Amendments Enhanced Disclosure (2 0 0 2 ) ,  

< h ttp ://w w w .a sx .co m .a u /a b o u t/p d f/E x p o su reD ra ft2 0 0 2 Iu ly E n h a n ced D isc lo su re .p d f> at 2 7  Sep tem b er  
2002.

8 8  Corporations Act 2001 (C th ) ss  7 9 2 b (2 ) , 7 9 2 C, 7 9 2 D , 7 9 4 d .
8 9  O E C D , a b o v e  n  10; IO SC O , a b o v e  n  25 .

http://www.aira.org.au/AIRA%20Guidelines%20August%202001_,pdf
http://www.aira.org.au/AIRA%20Guidelines%20August%202001_,pdf
http://www.asic.gov.au
http://www.asx.com.au/about/pdf/ExposureDraft2002IulyEnhancedDisclosure.pdf
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tw o  areas that w e  h ave already see n  regulatory in itia tives in  the U S , w h ile  in  the  
U K , a rev iew  o f  the ro le o f  n on -execu tive  directors is  b e in g  con d u cted .90

A Improving the Credibility of Auditing
T he Sarbanes-Oxley Act o f 200291 in  the U S  re flects  a d eta iled  and  

p rescriptive sty le  approach, w h ich  fo c u se s  on  the audit p ro fessio n  and a n ew  
p rocess for registration  o f  auditors, audit com m ittees and their operations, 
C E O s’ and C F O s’ resp on sib ilities for f iled  fin ancia l statem ents, and internal 
controls and n ew  requirem ents im pacting the audit relationsh ip  such  as the  
p rov ision  o f  other serv ices. In A ustralia , P rofessor Ian R am say has prepared a 
report on  audit in d ep en d en ce w ith  d eta iled  recom m en dation s for the federal 
governm en t.92 T he govern m en t’s resp on se is  conta in ed  in the n ext p h ase o f  its  
C orporate L aw  E con om ic R eform  Program  ( ‘C LER P 9 ’).

A S IC  has n oted  for so m e tim e that the ro le  o f  auditing is  broader than ju s t  the  
issu e  o f  in d ep en d en ce.93 A  gap  has d ev elo p ed  b etw een  the com m unity  
exp ecta tion  o f  the audit ro le  and the ro le it is  at present fu lfillin g  in  m any  
com pan ies. T he in vestin g  p u b lic  se e  audit as an independent ch eck  on  the  
veracity  o f  the accounts, confirm in g that the figures are a ‘true and fa ir’ v ie w  o f  
the state o f  the com pany. In a range o f  other circum stan ces, regulators u se  audit 
to  p rovide an independent v er ifica tion  and sig n  o ff. For exam p le, s 601hg(1) o f  
the Corporations Act requires the resp on sib le  en tity  o f  a reg istered  sch em e to  
ensure that a registered  com pan y auditor is  en gaged  at a ll tim es to  audit 
com p lian ce  w ith  the sch em e’s com p lian ce plan. S ection  601hg(4) p rovides that 
the auditor o f  the com p lian ce p lan  m ust, as so o n  as p o ss ib le , n o tify  A S IC  in  
w ritin g  i f  the auditor:

a) has reasonable grounds to suspect that a contravention of this Act has occurred; 
and

b) believes that the contravention has not been or will not be adequately dealt with 
by commenting on it in the auditor’s report under subsection (3) or bringing it 
to the attention of the responsible entity.

T he a forem ention ed  exp ecta tion  b y  the in vestin g  p u b lic  reveals little  
understanding o f  the co m p lex ity  o f  accoun tin g  standards and the auditor’s

9 0  T he D ep artm en t o f  Trade an d  Industry an d  th e  U K  T reasury h a v e  a p p o in ted  D erek  H ig g s , a  veteran  
in v estm en t b an ker, to  h ea d  th eir  r ev iew  in to  th e  ro le  o f  n o n -e x e c u t iv e  d irectors in  th e  U K . S e e  John  
K ip h o ff, ‘In vestm en t B an k er  C h o sen  to  H ea d  D T I R e v ie w ’, Financial Times (L on d on ), 15 A p r il 2 0 0 2 , 2 .

91  P ub L  N o  1 0 7 -2 0 4 ,  1 1 6  S tat 7 4 5  (2 0 0 2 ) .
9 2  S e e  Ian R a m sa y , Independence of Australian Company Auditors: Review of Current Australian 

Requirements and Proposals for Reform —  Report to the Minister for Financial Services and 
Regulation (2 0 0 1 ) , < h ttp ://w w w .trea su ry .g o v .a u /co n ten tlis t.a sp ? c la ss ifica tio n = 1 4 & tit l= P u b lica tio n s>  at 
2 3  Ju ly  2 0 0 2 .

93  D a v id  K nott, ‘C orporate G o vern an ce  —  1 9 8 0 s  R e v is ite d ? ’ (S p e e c h  d e liv ered  to  th e  A u stra lian  In stitu te  
o f  C om p an y  D irectors , W estern  A u stra lia , 17 O ctob er  2 0 0 1 );  J illian  S ega l, ‘E very th in g  th e  C om p an y  
D irector  m u st k n o w  abou t C orporate F in a n c ia l D isc lo su r e  a n d  C o n tin u o u s D is c lo s u r e ’ (S p e ec h  d e livered  
at th e  A u stra lian  Institute o f  C om p an y  D irectors  C o n feren ce, S y d n ey , 31 O ctob er  2 0 0 1 );  J illian  S ega l, 
‘T h e  Future o f  C orporate R eg u la tio n  in  A u stra lia ’ (S p e ec h  d e liv ered  at th e  18th A n n u a l C om p an y  
S ecre ta r ie s’ C o n feren ce, Su rfers Paradise , 19  N o v e m b e r  2 0 0 1 ) .

http://www.treasury.gov.au/contentlist.asp?classification=14&titl=Publications
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v er ifica tion  o f  them . Further, as A S IC  has n o ted ,94 there is  an in ev itab le  tension  
b etw een  the auditor’s ‘w a tc h d o g ’ ro le95 and their com m ercia l p rovider/clien t 
relationsh ip  role.

A s  illustrated  b y  the N e w  Y ork  S tock  E xch an ge ru les96 and the first statem ent 
b y  participants o f  the A S X  C orporate G overnance C ou n cil,97 even  i f  regulation  
sp ec ifie s  m ore d eta iled  ru les for in d ep en d en ce, broader issu es n eed  to  b e  
exam in ed  b y  audit com m ittees. T h ese m ay  in c lu d e con sid erin g  the sco p e  o f  w ork  
for the com p an y’s auditor; w hether the audit m andate is con sid ered  as a k ey  
strategic d ecision ; w heth er the board or audit com m ittee , i f  there is  on e, as 
o p p osed  to m anagem ent, sets the term s o f  the m andate; w h eth er the audit budget 
is  su ffic ien t to ensure a h igh  q uality  audit; and w heth er an y  ch an ges are n eed ed  
to  ensure that the audit d oes d eliver  substan ce over form .

It is essen tia l that com p an ies debate th ese  issu e s  in  order to  leverage the  
p oten tia l ch eck s and b alan ces o f  the audit p rocess  and the w ork  o f  audit 
com m ittees into e ffec tiv e  corporate governan ce. O ver the last year, A SIC  
su ggested  a num ber o f  m easures to restore co n fid en ce  and cred ib ility  to  
accoun tin g  and audit, includ ing:98

(1 ) A ustralia  sh ou ld  rem ain com m itted  to the d evelop m en t and adoption  o f  a 
com p lete  and con sisten t p ack age o f  international accoun tin g  standards 
w ith  no lo ca l finetuning. T h ose  standards m ust address k ey  areas o f  
current international d isparity and gaps that currently ex ist. In particular, 
accoun tin g  for acq u isition s and the resu ltin g  go o d w ill; accoun tin g  for  
other intangib les; accou n tin g  for ex ecu tiv e  and other stock  options; 
recogn ition  o f  o ff-b a lan ce sh eet com m itm ents resu ltin g  from  lea sin g  and  
sim ilar arrangem ents; accou n tin g  for fin ancia l instrum ents inc lu d in g  
derivatives; and accoun tin g  for d eb t/eq u ity  instrum ents.99

(2 ) International accoun tin g  standards sh ou ld  reintroduce to  the law  an  
overrid ing q ualitative accou n tin g  con sideration  and audit op in ion  that the  
accoun ts ‘truly and fa ir ly ’ report the fin an cia l con d ition  o f  the corporation, 
but such  reintroduction  sh ou ld  b e  accom p an ied  b y  en forcem en t sanctions  
to  prevent the repetition  o f  past ab u ses .100

9 4  D a v id  K nott, ‘Pro tectin g  th e  Investor: T he R egu la tor  and  A u d it’ (S p e ec h  d e liv ered  at th e  C P A  C on gress  
2 0 0 2  C o n feren ce, Perth , 15 M a y  2 0 0 2 ) .

9 5  T hat is , th e  d u ty  to  n o t ify  A S IC  u n d er s  3 11  o f  th e  Corporations Act i f  th e  aud itor  h a s  reason ab le  
grou n d s to  su sp ec t that a  con traven tion  o f  th e  Corporations Act h as  occurred; an d  b e lie v e s  that th e  
con traven tion  h as  n o t  b een , or  w ill  n o t b e  a d eq u ate ly  d ea lt w ith , b y  co m m e n tin g  in  th e  au d itor’s report or  
b rin g in g  it to  th e  a tten tion  o f  th e  d irectors.

9 6  S e e  N Y S E , a b o v e  n  65 .
9 7  A S X  C orporate G overn an ce  C o u n c il, a b o v e  n  80 .
9 8  S e e  gen era lly  th e  re feren ces  a b o v e  n  9 3 .
9 9  T h e  F in a n c ia l R ep ortin g  C o u n c il h a s  con firm ed  th at A u stra lia  w il l  adop t In ternation al A c co u n tin g  

Standards b y  January 2 0 0 5 :  F in a n c ia l R ep ortin g  C o u n c il, ‘G overn m en t P rop osa ls  and  A c co u n tin g  
R e g u la tio n ’ (P ress N o t ic e  6 6 , 2 4  Ju ly  2 0 0 2 ) ,  < h ttp ://w w w .frc .o rg .u k /p u b lica tio n s/p u b lica tio n s3 8 4 .h tm l>  
at 2 7  S ep tem b er 2 0 0 2 .

1 0 0  T h e  ‘true and  fa ir ’ overrid e  w a s  rem o v ed  in  A u stra lia  so m e  years a g o  d u e  to  p ercep tio n s  that it w a s  
a b u sed  b y  preparers o f  f in a n c ia l sta tem en ts  w h o  u se d  th e  overrid e  to  a v o id  standards th at th ey  d id  n o t  
agree w ith .

http://www.frc.org.uk/publications/publications384.html
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(3) Auditing standards should have the force of law (as do accounting 
standards) and ASIC should have effective powers to police them.

(4) At least for listed entities, it should be compulsory for the board (in the 
absence of management representatives) to agree to the audit mandate and 
to review audit issues with the auditors at least every six months. It is 
imperative to reinforce the need for active dialogue between the board and 
auditors, independent of management sanitisation. In most cases, an audit 
committee may well be the best way to manage that dialogue.

(5) It should be compulsory for auditors to attend annual general meetings of 
listed companies and make themselves available to answer questions from 
shareholders.

(6) Consideration should be given to strengthening not only the current 
reporting obligations of auditors to the regulator, but extending those 
obligations to a nominated officer of the corporation itself, or at least 
extending the protection available to those who might wish to report 
matters to the regulator.

While these areas clearly require regulatory focus, other issues related to audit 
efficacy have been raised for legislative attention which are more problematic.

The first difficult issue relates to audit partner rotation. On one hand, there is 
scepticism as to whether audit partner rotation can be sufficient. People doubt 
whether a partner from the same audit firm will question key findings or 
assumptions of another partner in a previous audit. On the other hand, addressing 
this problem through mandatory rotation of firms after five years may 
considerably reduce the incentive to perform high quality audits. At the same 
time, the existence of only four major firms may create different pressures 
amongst the profession to endorse each other’s work. One solution may be to 
mandate partner and manager rotation, and to increase the involvement of 
specialist technical partners (whose remuneration must be linked not to audit, but 
compliance with standards). These would act as advisers to audit partners, being 
consulted on certain audit standards issues, and assisting audit partners to resist 
pressure from clients. The involvement and independence of technical partners is 
a matter for audit firm governance while partner rotation may be mandated by 
the government. This issue is one which Australia will probably not be able to 
resolve in isolation. It will need to take account of developments in the US and 
UK; both are still to report their views on mandatory firm rotation.

A second difficult issue is the principle of auditor independence. This 
encompasses the relationship between auditors and their clients and the scope of 
other related services which may be provided to these clients. The Sarbanes- 
Oxley Act o f2002 creates some relevant requirements for US companies as well 
as non-US companies which file in the US.101 It remains debateable whether any

101 It is arguable that the present provisions o f  the Sarbanes-Oxley Act o f 2002 in this regard are uncertain. 
The conflict principle framework from the report o f  the US Senate Committee on Banking, Housing and 
Urban Affairs was not included, only a list o f  example services: Committee on Banking, Housing and 
Urban Affairs, Report together with Additional Views to Accompany S 2673 (2002) 15-19. This is an 
area that may need to be further addressed by the US Public Company Accounting Oversight Board.
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greater legislative prescription is required on non-audit services beyond a general 
statement of principle on independence, with application of that legal principle 
left to audit committees and the independence guidelines established by the 
profession.102 Individual corporations will still need to establish a policy on 
auditing and non-auditing services and it will be important that these, as well as 
details of fees paid for non-audit services, are publicly disclosed.103 It is also 
important that legislative restrictions are established governing auditors serving 
on boards of their clients and having financial relationships with clients.

B Empowerment of Non-Executive Directors
The second key area of corporate governance requiring reform is not a 

structural one, but one focusing on the empowerment of non-executive directors. 
According to Jay Lorsch:

empowerment means that outside directors have the capability and independence to 
monitor the performance of top management and the company; to influence 
management to change the strategic director of the company if its performance does 
not meet the board’s expectations; and, in the most extreme cases, to change 
corporate leadership.104

The empowerment of non-executive directors therefore requires companies to 
address the role of non-executive directors, the accessibility of information, 
processes relating to director selection and succession, and the process of 
reviewing board decisions.

Non-executive directors, who typically spend a fraction of the time spent by 
executives on company matters, and who usually only receive the information 
the chief executive wants them to receive,105 have a difficult task in acting as 
‘checks and balances’ on the executive team, overseeing audit and representing 
the interests of shareholders where they might diverge from management.106

The National Association of Pension Funds (‘NAPF’) in the UK recently 
published guidelines on what institutional investors expect from non-executive 
directors.107 These stress the importance of independent directors, as opposed to 
non-executive ones who may be connected with the company. Independent 
directors are defined as persons who are ‘independent of management and free 
from any business or other relationship which could materially interfere with the 
exercise of their independent judgment, apart from their fees and 
shareholding’.108 In its guide, NAPF lays out eight key qualities expected of

102 The Institute o f  Chartered Accountants in Australia and CPA Australia, Professional Statement FI: 
Professional Independence (2002), <http://www.cpaaustralia.com.au/01_information_centre/10_ 
audit/l_10_0_fl_draft.asp> at 10 September 2002.

103 See, eg, ANZ Banking Group Ltd, ‘ANZ Enhances Governance Standards’ (Press Release, 24 April 
2002).

104 Jay W Lorsch, ‘Empowering the Board’ (1995) 73(1) Harvard Business Review 107, 107.
105 See Michael Skapinker, ‘A Simple Job Becomes a Thankless Task’, Financial Times (London), 2 March 

2002, 15.
106 See Martin Dickson, ‘The Perils o f  Directorship’, Financial Times (London), 25 April 2002, 24.
107 NAPF Sets Out ‘Investor Expectations’ o f  Outside Directors (2002) Independent Director 

<http://www.independentdirector.co.uk/NAPF_investor_expectations.htm> at 4 October 2002.
108 Cadbury committee, above n 3.

http://www.cpaaustralia.com.au/01_information_centre/10_audit/l_10_0_fl_draft.asp
http://www.cpaaustralia.com.au/01_information_centre/10_audit/l_10_0_fl_draft.asp
http://www.independentdirector.co.uk/NAPF_investor_expectations.htm
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independent directors:
(1) a willingness to contribute to strategy and to challenge executives on 

strategy and other matters, as necessary;
(2) a readiness to challenge the company’s mergers and acquisitions policy;
(3) an ability to contribute to financial and capitalisation issues;
(4) relevant experience for the needs of the company’s business;
(5) independence of mind;
(6) individuals with sufficient time to devote to the needs of the business;
(7) integrity and a preparedness to resign over matters of principle, should that 

be necessary; and
(8) a willingness to learn and continue to learn, not only about the business 

and its market sectors, but also about the role of the independent director.
Among its recommendations, the NAPF also suggested that ‘non-executive 

directors should restrict the number of posts they hold to no more than five’.109
The Bosch committee also emphasised the importance of access to 

information.110 The Hampel committee noted that the board should have timely 
information in a form and of a quality appropriate to enable the board to 
discharge its duties effectively.111

The present governance debate therefore presents as a conundrum. On one 
hand, the role of independent directors is perceived as critical.112 However, the 
limited nature of this role to date, both in terms of time commitment and access 
to information, provides a severe constraint on what independent directors can 
achieve. Indeed, some have recently seen the role of independent directors as 
impossible and hence called for their abolition.113

Although the difficulties for non-executive directors cannot be 
underestimated, the answer is probably not a board composed purely of 
executives. Before we decide to abandon the present philosophy of governance 
which has developed over many years, non-executives must be assisted in 
several important ways. They need to be assured of a more active role in the 
governance of the company. They need to be much better informed about the 
companies on which they sit, and about the business community in general. They 
need to spend more time on each board and therefore should hold fewer 
positions. There is not necessarily a fixed number suitable for all directors, but

109 NAPF Sets Out ‘Investor Expectations ’ o f  Outside Directors, above n 107. See also Tony Tassell, ‘Non- 
Executive Directors “Should Limit Positions Held’” , Financial Times (London), 10 May 2002, 4.

110 Working Group on Corporate Practices and Conduct, above n 3.
111 Hampel, above n 9, 17.
112 Ernst & Young conducted a survey o f  94 board members from the UK ’s leading 500 companies which 

suggests that, with the increased interest in corporate governance issues, the role o f  non-executive 
directors will become far more important. Key findings o f  the survey include that 96 per cent o f  
respondents believed the role o f  the non-executive director was either fairly valuable (40 per cent) or very 
valuable (56 per cent). When asked specifically what it was they valued, 79 per cent mentioned their 
insight and experience, 74 per cent their independence and 70 per cent the challenges they make: Market 
and Opinion Research International ( ‘MORI’), A Force fo r Good — Captains o f  Industry Say that Non- 
Executive Directors Will Become Increasingly Important and Valuable, Ernst & Young (2002).

113 See Alistair Osborne, ‘Lord Young Takes Final Shot at Fat Cats and Non-Execs’, The Daily Telegraph 
(London), 25 Aprita002, 31.
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part of the corporate governance disclosure made by the board should be its 
policy on length of directors’ terms, and how many other directorships members 
of the boards have.

The amended governance rules of the New York Stock Exchange (‘NYSE’) 
recognise that rules alone cannot guarantee the competence and integrity of 
company officers, but they emphasise that honest and competent executives still 
need appropriate checks and balances to operate effectively.114 These rules place 
particular emphasis on the role of audit committees, and on bolstering the 
activities and workings of independent directors. Thus, independent directors are 
required — amongst other detailed functions — to meet without management,115 
serve on audit committees116 and work with management to develop governance 
guidelines to support the education and evaluation of board members.117 In 
addition, specific activities such as discussions on risk assessments are 
required.118

Another suggestion has been that non-executive directors meet their top 
shareholders once a year.119 To that end, plans are being drawn up for a three- 
year trial with 20 companies and their shareholders.120

All of these issues and more will no doubt be examined by the review of the 
role and effectiveness of non-executive directors being conducted for the UK 
government by UBS Warburg adviser, Derek Higgs. The UK government 
launched the review in April this year, following concern about the role of non
executives in the wake of Enron’s collapse. It is expected that the review will be 
completed, and a report tabled, by the end of 2002. It will be interesting to see 
what impact the UK government’s inquiry will have on the remit of a non
executive director and the expectations of the role in the future.

Other suggestions which have been made for improving board performance, 
relate to diversity in non-executive director selection and reviews of 
performance. These are increasingly seen as necessary to enhance the capacity of 
non-executives to contribute to board performance.121

Traditionally, boards have tended to judge their performance against the share 
price of the company, the financial performance of the CEO and the board’s 
level of compliance with laws and regulations. While these indicators of 
performance remain important, broader performance measures need to be

114 See NYSE, above n 65. This sets out the proposed corporate governance listing requirements for 
companies listed on the NYSE. These requirements are to be codified in a new s 303a  o f  the N Y SE’s 
Listed Company Manual.

115 Ibid, proposed s 303a (3).
116 Ibid, proposed s 303a (6).
117 Ibid, proposed s 303a (9).
118 Ibid, proposed s 303A(7)(b)(ii)(F).
119 See Simon Targett, ‘Call to Reshape Role o f  Independent Directors’, Financial Times (London), 18 

February 2002, 31.
120 Ibid.
121 See generally Ann-Maree Moodie, The Twenty-First Century Board: Selection, Performance and 

Succession (2001).
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adopted to assess the board as a collective group and as individuals. As Ann- 
Maree Moodie points out,

progressive boards will also consider other attributes in an assessment of a board as 
a collective, such as commercial acumen, judgement in decision-making, 
communication skills, the ability to develop and implement a strategic vision, and 
succession planning for the board.122

Given that the board makes the key decisions that determine a company’s 
prosperity and viability, assessing its effectiveness and performance is important. 
Progressive boards should reassess whether the way in which they have 
traditionally reviewed their performance is appropriate for the future of the 
organisation, and if not, embrace contemporary performance measures. A board 
should set objectives for what it wants to achieve and use performance appraisals 
as an opportunity to assess if it and its members are making a meaningful 
contribution to the organisation. Board appraisals not only improve the board’s 
effectiveness, but also the relationship between the board and its management.

The professional development of directors is the cornerstone of the process of 
ensuring that directors are able to perform their duties and responsibilities to 
maximum effect. Insufficient time and money is spent developing directors for 
their role on the board.123 It is ironic that companies spend large amounts of 
money and time in developing and training their staff, yet they spend very little 
on similar programs for those who are in control of their corporations. More 
consideration needs to be given to board training and access to courses to 
broaden the knowledge of directors of issues relevant to the business of the 
organisation.

Given the current business landscape — the significant number of non
executive directors approaching retirement,124 the trend for shorter terms of 
directorship and the impact of globalisation — succession planning is an 
important issue for all Australian organisations today. However, succession 
planning for the board is not always an easy matter for boards to develop. It is 
not just about selection, but about long-term skills planning, which requires a 
long-term vision and an audit of existing skills on the board.

In addition to formally strengthening the role of non-executive directors, and 
encouraging their strategic selection and review, a key challenge is to develop 
and, where it exists, consolidate a culture of ethical behaviour. Companies with 
audit committees and independent directors have still suffered spectacular 
collapses.125 Others have suggested that other factors, particularly external ones, 
such as buoyant market conditions and easy access to capital might be more 
important contributors to poor behaviour.126 Clearly, not only do structures need 
to be reinforced by active independent directors, but an ethical business culture

122 Ibid 22.
123 See Mark Watson, Developing Directors (2002) Boardroom Practice Articles <www.iod.com> at 27 

September 2002.
124 See Moodie, above n 121,41.
125 For example, both HIH and Enron had an audit committee with outside directors.
126 Geoffrey P Miller, ‘Catastrophic Financial Failures: Enron, HIH and More’ (Speech delivered at the Ross 

Parsons Lecture 2002, The Global Regulation o f  Banking and Insurance: From HIH to Enron, 
University o f  Sydney Law School, Sydney, 11 July 2002).

http://www.iod.com
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needs to be reinforced. Arguably, such a culture would ensure excessive 
executive remuneration would be checked by appropriate constraints and 
performance hurdles; audit standards would be observed in spirit and not just in 
a legalistic way; and disclosure to shareholders would be made in a meaningful 
way. Bosch listed a code of ethics as a key feature in 1995.127 The new NYSE 
governance rules require each listed company to adopt and disclose a code of 
business conduct and ethics for directors, officers and employees and promptly 
disclose any waivers.128 Senior directors have warned against a legislative over 
reaction and called for such a cultural response.129 It will be interesting to see if 
such codes do lead to the development of such a cultural shift.

Governance can be viewed as a pyramid of influences. Legislation and law 
enforcement is a necessary base. Policy guidance, both through regulators and 
industry guidance, is an important shaping secondary layer. Governance 
structures then provide a framework for checks and balances to operate. 
However, the apex of the pyramid through which the other layers are interpreted, 
and which then controls the effectiveness of the structure underneath, is the 
culture and ethics of the organisation. Just as regulators and legislators are 
considering important amendments to the structural elements regarding audit and 
the role of non-executive directors, so boards need to focus on their own culture. 
Appropriate director selection, the approach of chairmen to encouraging the 
contribution of independent directors, and the dedication of those independent 
directors to their task with all that it entails, will help develop a culture which 
supports governance in substance.

V CONCLUSION

Until recently, the focus on corporate governance has been more on corporate 
structures and committees than on practices and processes designed to provide 
effective checks and balances. Recent major corporate collapses, both in 
Australia and overseas, have led to a renewed legislative and regulatory focus. 
Some of the lessons from these collapses are yet to be revealed, and the 
Australian government’s CLERP 9 proposals are still to be discussed and 
debated. In the US, the focus of new legislation and revised stock exchange rules 
has been on improving the efficacy of audit, the independence of auditors and 
the scope for a greater role by independent directors. These areas are those 
where a stronger regulatory framework was needed, although, at least in the US, 
additional focus on the role and independence of analysts, rating agencies, 
financiers and lawyers, may still be forthcoming.

Despite these changes, it is time to recognise that such additional regulation 
needs to be accompanied by a cultural shift. A dynamic, strategic, transparent

127 See Working Group on Corporate Practices and Conduct, above n 3.
12S See NYSE, above n 65.
129 See Allesandra Fabro, ‘Leave Governance to Business —  Warburton’, Australian Financial Review 

(Sydney), 6 September 2002, 3, reporting on a speech by Dick Warburton to the Press Club, Canberra.
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and performance-based model of board governance is more relevant to the 
success and progress of a company than one which is reactive, monitoring and 
compliance-focused. Clearly, there needs to be strong commitment from the 
corporate community to the fundamental principles of corporate governance. 
However, individual boards will need to adopt a cultural and ethical stance, 
which will enable the structures of governance to operate effectively.

The regulator will no doubt remain active and energetic in pursuing breaches 
of the law and in enforcing the minimum standards of corporate behaviour, and 
the regulatory framework will be amended to emphasise audit independence and 
the greater role for independent directors. However, although a regulator can go 
beyond enforcement and provide guidance and education, ethical standards 
remain within the purview of the corporate sector.

As noted at the beginning of this article, more and more Australians are now 
direct and indirect shareholders, following a decade of demutualisations, 
privatisations and compulsory superannuation. The American investing 
community is angry, and justifiably so, about the behaviour of parts of corporate 
America, and Australian investors should at least be alert to some of these 
concerns regarding corporate Australia. It is now for those within the corporate 
sphere — directors, managers, media commentators, fund managers, investment 
analysts, professional bodies, and regulators, but not just regulators — to ensure 
that high standards of business practice, which investors have a right to expect, 
become a reality in Australia’s boardrooms.




