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SLEEPERS AWAKE! FUTURE DIRECTIONS FOR 
AUDITING IN AUSTRALIA

MELISSA FOGARTY* AND ALISON LANSLEY**

I INTRODUCTION

In the last two years, Australia has experienced the collapse of several high 
profile companies including Pasminco, Ansett Australia, One.Tel, Impulse 
Airlines, Harris Scarfe Holdings and HIH Insurance. Meanwhile, in the United 
States, investors are coming to terms with the failure of two of its largest 
companies, Enron and WorldCom. The world is watching closely, particularly 
the US failures, and asking, why have they occurred? Where were the auditors?

The immediate reaction of regulators worldwide has been to point the finger at 
the auditors. They have done this by seeking to tighten the laws, rules and 
standards governing auditor independence, and to strengthen the role of the 
auditor oversight mechanisms — be they regulatory or internal to the company. 
In the US, for example, the legislature has prohibited the provision of most non­
audit services by an auditor to its audit client, mandated audit partner rotation, 
created a new regulatory oversight body, and prescribed the composition of the 
audit committee.* 1 In the United Kingdom, the Secretary of State for Trade and 
Industry, Patricia Hewitt, has responded by establishing the Co-ordinating Group 
on Audit and Accounting Issues. The Interim Report of the Group has 
recommended tougher rules on auditor independence and partner rotation, and a 
review of auditor oversight bodies.2

Following this international trend, the Australian government’s response has 
focused on auditor independence and regulation. In August 2001, the then 
Minister for Financial Services, Joe Hockey, commissioned leading corporations 
law academic, Professor Ian Ramsay (University of Melbourne) to review 
auditor independence regulation. Professor Ramsay’s final report was released in 
October 2001 (‘Ramsay report’). In June 2002, the Treasurer, Peter Costello, 
announced that the Department of the Treasury would review audit regulation as
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1 Sarbanes-Oxley Act o f2002, Pub L No 107-204, 116 Stat 745 (2002).
2 Co-ordinating Group on Audit and Accounting Issues, Interim Report to the Secretary o f  State for Trade 

and Industry and the Chancellor o f  the Exchequer (2002), <http://www.dti.gov.uk/cld/cga_final.pdf> at 
1 October 2002.

http://www.dti.gov.uk/cld/cga_final.pdf


2002 Sleepers Awake! Future Directions fo r Auditing in Australia 409

the next phase in the Corporate Law Economic Reform Program (‘CLERP’). The 
CLERP 9 issues paper was released on 18 September 2002,3 with more than half 
of the paper aimed at audit reform.

The focus on auditors is, in many respects, unsurprising. It is a response to 
debate that has raged in the media since it was discovered that the now defunct 
accounting firm, Andersen, had signed off on financial reports which overstated 
Enron’s earnings by US$586 million over five years, and had shredded a large 
volume of documents about the Enron collapse. The focus on Andersen has 
spilled over to the other accounting firms. A recent Australian Securities and 
Investments Commission (‘ASIC’) survey of 100 of Australia’s largest 
companies, for example, revealed that most companies retained their audit firms 
to provide non-audit services. On average, non-audit fees accounted for nearly 
50 per cent of the total fees paid to the audit firm.4

The perception of widespread auditor dependence on audit clients is a matter 
worthy of CLERP 9 attention. The audit function is an important mechanism for 
improving the reliability of the financial statements made in a company’s annual 
and half-year reports, and perceived audit failures detract from the credibility of 
this function. However, reform of the auditing profession alone is unlikely to 
solve the problem of corporate misconduct, nor is it likely to prevent corporate 
collapse. While society’s expectations of auditors are high, the legal position is 
that auditors have a very specific and, to some extent, limited role. Auditors are 
not the gatekeepers of corporate crime, nor are they responsible for the success 
or failure of the company’s business operations and management.

This article explores the legal responsibilities and liabilities of auditors, and 
addresses some of the problems associated with the CLERP 9 audit reform 
proposals. Part II examines the legal obligations auditors must comply with at 
present, while Part III outlines the relevant proposals for reform presented in 
CLERP 9. Shortcomings in these measures are presented in Part IV. Part V 
focuses on reform issues related to audit committees.

II AUDITING TODAY

Absent from the current debate about audit reform is any thorough analysis of 
the legal framework governing auditors. The CLERP 9 proposals arise from a 
general perception that auditors have failed in their public duties. However, this 
perception is not tested by careful analysis of the legal obligations of auditors.

The purpose of this section is to provide an overview of that framework and 
the existing legal obligations of auditors in Australia. This overview reveals the 
limitations of the audit function and a gap between society’s expectations of 
auditors and the true legal position.

3 Department o f  the Treasury, Corporate Disclosure: Strengthening the Financial Reporting Framework 
(2002) ( ‘CLERP 9 ’), <http://www.treasury.gov.au/contentitem.asp?pageId=035&ContentID=403> at 30 
September 2002.

4 Australian Securities and Investments Commission, ‘ASIC Announces Findings o f  Auditor Independence 
Survey’ (Press Release 02/13, 16 January 2002), <http://www.asic.gov.au> at 18 July 2002.

http://www.treasury.gov.au/contentitem.asp?pageId=035&ContentID=403
http://www.asic.gov.au


410 UNSW Law Journal Volume 25(2)

A The Statutory Function
Auditors perform a very specific statutory function. Under the Corporations 

Act 2001 (Cth) (‘Corporations Act'), companies must appoint an auditor to audit 
the annual and half-year financial reports (although auditor review rather than 
full audit is acceptable in the case of half-year reports) and to prepare an 
auditor’s report to the company’s members.5

In auditing the company’s financial reports, the auditor has a statutory duty 
under s 307 of the Corporations Act to form an opinion about:

(a) whether the financial reports are in accordance with the Corporations Act. 
That is, whether they comply with accounting standards, and give a true 
and fair view of the financial position of the company;

(b) whether the auditor has been given all information, explanation and 
assistance necessary for the conduct of the audit;

(c) whether the company has kept financial records sufficient to enable a 
financial report to be prepared and audited; and

(d) whether the company has kept other records and registers as required by 
the Corporations Act.

The auditor’s report must state the auditor’s opinion about these matters, and 
if the auditor is not of the opinion that the financial reports comply with the 
Corporations Act, the report must state the reasons for this opinion.6 The 
auditor’s report must also describe any defect or irregularity in the financial 
reports, and any deficiency, failure or shortcoming in relation to the matters 
listed at (b), (c) and (d) above.

Auditors also have a statutory duty to notify ASIC, in writing, if they have 
reasonable grounds to suspect that a company has contravened the Corporations 
Act and they believe that the contravention has not been, or will not be, 
adequately dealt with by commenting on it in the auditor’s report or bringing it 
to the attention of the directors.7 CLERP 9 proposes to extend this duty to 
require an auditor to report to ASIC any attempts by an officer or director to 
influence, coerce, manipulate or mislead the auditor.8

B The Disclosure Regime
The auditor’s statutory function is an element of the periodic disclosure 

regime pursuant to which companies (if they are disclosing entities) must:
(a) keep proper financial records: keep and maintain financial records that 

correctly record and explain the entity’s transactions, financial position 
and performance and that enable true and fair financial statements to be 
prepared and audited;9

5 Corporations Act 2001 (Cth) ss 301, 302(b).
6 Corporations Act 2001 (Cth) s 308(1).
7 Corporations Act 2001 (Cth) s 311 (1).
8 CLERP 9, above n 3, 173 -A, Proposal 33.
9 Corporations Act 2001 (Cth) s 286(1). Note that this obligation applies to all companies, registered 

schemes and disclosing entities.
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(b) prepare and audit the annual report: prepare an annual financial report 
and a directors’ report, and to have the annual report audited;10

(c) send the annual report to members: send the annual financial report, 
directors’ report and the auditor’s report to the members, put those 
documents to the annual general meeting, and lodge them with ASIC and 
the Australian Stock Exchange (‘ASX’);11

(d) prepare and audit/review the half-year report: prepare a half-year 
financial report, and a half-year directors’ report and to have the half-year 
financial report audited or reviewed by the auditor;12 and

(e) lodge reports with ASIC/ASX: lodge the annual and half-year report and 
the auditor’s report with ASIC and the ASX.13

Several limitations are inherent in the periodic disclosure regime. First, the 
audited annual and half-year reports are historical. Once published, they are 
already out of date and cannot be relied on as accurately reflecting the 
company’s performance going forward. Secondly, the auditor’s report is a report 
on the accuracy of financial records only; it does not consider other data relevant 
to company performance. Thirdly, the annual and half-year reports, directors’ 
reports and auditor’s reports are often criticised as formulaic and lacking 
meaning because they tend to adopt a tick-the-box compliance approach.

These criticisms (and others) of periodic disclosure led to the adoption in 
Australia, in 1994, of a statutory continuous disclosure regime to support the 
existing continuous disclosure rules of the ASX. Under the ASX Listing Rules, 
listed disclosing entities must continuously disclose material information to the 
market. Listing Rule 3.1 requires the immediate disclosure to the ASX of any 
information that a ‘reasonable person would expect to have a material effect on 
the price or value of the entity’s securities’ unless:

3.1.1 A reasonable person would not expect the information to be disclosed [and]
3.1.2 The information is confidential \and\
3.1.3 One or more of the following applies:

(a) It would be a breach of a law to disclose the information;
(b) The information concerned an incomplete proposal or negotiation;
(c) The information comprises matters of supposition or is insufficiently 

definite to warrant disclosure;
(d) The information is generated for the internal management purposes of the 

entity; [or]
(e) The information is a trade secret.

Other provisions in chapter 3 of the Listing Rules regulate continuous 
disclosure of information connected with specific corporate events (eg, buy­
backs, takeovers and dividends). The ASX continuous disclosure regime is 
supported by s 674 of the Corporations Act, which states that a listed disclosing

10 Corporations Act 2001 (Cth) s 292(1), 301(1). Note that this obligation also applies to all public 
companies, all large proprietary companies and all registered schemes.

11 Corporations Act 2001 (Cth) ss 314(1), 317, 319.
12 Corporations Act 2001 (Cth) s 302.
13 Corporations Act 2001 (Cth) ss 302, 320.
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entity is subject to possible criminal and civil sanctions if it fails to make a 
required disclosure.

The benefits of the continuous disclosure regime vis-a-vis periodic disclosure 
are well-documented. Continuous disclosure is expected to ‘minimize the 
opportunities for perpetrating insider trading or similar market abuses [and] ... 
improve managerial performance and accountability by providing the market 
with more timely indicators of corporate performance’.14

The external auditor, however, has no role to play in the continuous disclosure 
regime. The continuous disclosure obligations are placed directly and solely on 
the disclosing entity under both s 674 and chapter 3 of the ASX Listing Rules. 
Enforcement of the continuous disclosure obligations is the responsibility of 
ASIC and the ASX.

Thus, the auditor’s role in Australia (as elsewhere) is limited. It is restricted to 
commenting on historic financial statements produced by the company twice- 
yearly; and it does not extend into arguably the most important area of disclosure 
— continuous disclosure — which is described by the CLERP 9 issues paper as 
‘a vital component of Australian corporate disclosure framework’.15

C The Auditor’s Compliance Incentives
Market and professional integrity incentives aside, auditors are encouraged to 

produce high quality audits by the potential legal liability they face under the 
Corporations Act; the contract of engagement with the audit client; the law of 
professional negligence; and the Trade Practices Act 1974 (Cth) (‘‘TPA') and the 
State Fair Trading Acts.16

1 The Corporations Act
An auditor commits a criminal offence and is liable for significant fines and 

possible imprisonment if they contravene their statutory duties.17 In addition, 
they face cancellation or suspension of registration by the Companies Auditors 
and Liquidators Disciplinary Board (‘CALDB’).

An auditor is also potentially liable under the Corporations Act:

• for criminal sanctions for false or materially misleading statements made in 
the auditor’s report or in other documents lodged or submitted to ASIC;18

• in conjunction with the Criminal Code Act 1995 (Cth), as a party to 
offences committed by officers or employees of the audited company;19 and

14 Companies and Securities Advisory Committee, An Enhanced Statutory Disclosure System (1991) 7.
15 CLERP 9, above n 3, 136.
16 Fair Trading Act 1987 (NSW); Fair Trading Act 1999 (Vic); Fair Trading Act 1989 (Qld); Fair 

Trading Act 1987 (SA); Fair Trading Act 1990 (Tas); Fair Trading Act 1987 (WA); Fair Trading Act 
1992 (ACT).

17 Corporations Act 2001 (Cth) s 1311.
18 Corporations Act 2001 (Cth) s 1308(2), (4).
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• possibly also, as an officer of the company under the definition in s 8 2 a  of 
the Corporations Act which, although it does not specifically include 
auditors, is a non-exclusive definition. However, this is an area of some 
uncertainty.

2 The Contract of Engagement
In every contract of audit engagement there is implied, at law, a duty to 

exercise reasonable skill and care in performance of the auditor’s statutory 
function.19 20 An auditor is liable to compensate the audit client for loss and 
damage caused by a breach of that duty.

3 Professional Negligence
The duty of care arising under the auditor’s contract of engagement operates 

concurrently with a duty of care and skill arising as an incident of the tort of 
professional negligence.21 The contractual and tortious duty of care and skill 
derive from early decisions about the duties of professional persons in general. 
In Lanphier v Phipos,22 Tindal CJ decided that:

Every person who enters into a learned profession undertakes to bring to the 
exercise of it a reasonable degree of care and skill ... There may be persons who 
have higher education and greater advantages than he has, but he undertakes to 
bring a fair, reasonable and competent degree of skill.

Liability under the tort of professional negligence is wider than under the 
contractual duty because the doctrine of privity of contract does not apply. 
Therefore, shareholders, investors and others have a potential claim against 
auditors arising under tort law.

4 Misleading and Deceptive Conduct
Auditors also face potential liability under s 52 of the TP A and similar 

provisions of the State Fair Trading Acts to compensate investors, creditors and 
others for loss and damage caused by misleading or deceptive conduct and 
conduct that is likely to mislead or deceive.

19 Section 83 o f  the Corporations Act provides that ‘a reference, in relation to a contravention, to a person 
... in default ... is a reference to ... a person ... who is involved in the contravention’. Section 79 states 
that a person is involved in a contravention i f  the person, amongst other matters, is ‘knowingly 
concerned in or party to the contravention’. The effect o f  these provisions is that ‘an auditor can commit 
an offence by becoming aware o f  any contravention o f  the Corporations Law by an officer or employee 
o f his or her client, and failing to properly report the matter to the directors or to the Commission’: David 
Godsell, Auditors' Legal Duties and Liabilities in Australia (1993) 222-3 .

20 A WA Ltd  v Daniels (1992) 7 ACSR 759, 857.
21 See Caparo Industries pic  v Dickman [1990] 2 AC 605; Hawkins v Clayton (1988) 164 CLR 539 (Deane 

J).
(1838) 8 Car & P  475; 173 ER 581.22
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D Avoiding Liability
The Corporations Act provides little guidance to auditors in the performance 

of their statutory function. For example, s 308 requires the auditor to express an 
opinion about various matters, but the Corporations Act does not indicate what 
the auditors must do to form this opinion. To what extent must they investigate 
the financial records of the company? What investigation and analysis is 
required of the company’s non-financial systems and controls? To what extent 
can the auditor rely on information provided by management and others? These 
questions are left unanswered by the legislation.

The main source of guidance for auditors is the professional standards and 
rules developed by the audit profession through the accountants’ professional 
associations. As a condition of membership of CPA Australia (‘CPAA’), the 
Institute of Chartered Accountants in Australia (the ‘ICAA’) or the National 
Institute of Accountants, auditors agree to comply with the auditing and 
assurance standards promulgated by the Auditing and Assurance Standards 
Board (‘AuASB’) of the Australian Accounting Research Foundation (a body 
established and overseen by the professional associations), as well as the other 
professional ethical rules of each association.23

Auditing and assurance standards differ from accounting standards as they do 
not have legal force; they are only binding on members of the professional 
associations. Those members are not subject to criminal or civil sanctions under 
the Corporations Act (or any other statute) for breach of the standards. Further, 
unlike the Australian Accounting Standards Board (‘AASB’) (which makes 
accounting standards), the AuASB’s powers and functions are not regulated by 
the Corporations Act. The AuASB is not directly obliged to make auditing and 
assurance standards that are consistent with the law. In contrast, accounting 
standards made by the AASB have statutory backing through s 334(2) of the 
Corporations Act, and the AASB’s members are appointed by the Financial 
Reporting Council (‘FRC’), a body whose members are appointed by the 
Treasurer and which has a statutory obligation to oversee the accounting 
standard setting policies and processes.

Compliance with auditing and assurance standards is not a defence to legal 
liability. Since auditing and assurance standards do not have the force of law, it 
is open to a court to depart from them and impose higher, or lower, obligations 
on auditors. An example of such a departure is found in Esanda Finance 
Corporation Ltd v Peat Marwick Hungerfords ( ‘Esanda').24 The High Court 
considered the effect of an accounting standard that noted the potential for 
creditors and other users to rely on financial statements. McHugh J decided that 
the standard ‘may be a guide in determining the standard of care expected once a 
duty of care is found to exist; it does not create a duty’.25

23 See, eg, the professional rules o f  the ICAA and CPAA on auditor independence: 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.

24 (1997) 188 CLR 241.
25 Ibid 290.

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
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With the limitations of auditing and assurance standards and the scantness of 
the Corporations Act provisions on auditing, the courts are left to decide the 
scope of the auditor’s statutory function. The main body of precedent on auditor 
liability deals with the auditor’s common law duty to exercise reasonable skill 
and care. Auditor liability under TPA s 52 has not been tested in the courts and 
there have been very few prosecutions of auditors.

E The Court’s View
From the auditor’s viewpoint, legal precedent on auditor liability suffers from 

several limitations. ‘It is inconceivable ... that any court of law could prescribe a 
complete, precise and authoritative definition of auditors’ duties’,26 because 
courts make their decisions after the fact and in the context of the specific 
circumstances of the case. Also, the judiciary is not obliged (and in many 
instances, is unable) to elucidate a single test or general principle for auditor 
liability. This limitation is apparent in the five separate judgments of the High 
Court in Esanda.

The concept of ‘reasonableness’, in particular, causes uncertainty in the law of 
auditor liability since it is incapable of precise definition — what is reasonable 
skill, care and caution must depend on the particular circumstances of the case.27 28 
The court’s view of what is ‘reasonable’ also changes to meet current 
circumstances. As noted by Moffit J in Pacific Acceptance Corporation Ltd v 
Forsyth:2S

there have been considerable changes in the organisation of the affairs of companies 
... and there have been continuing and increasing experiences of and notoriety of 
danger signs in respect of mismanagement, fraudulent or otherwise, of companies 
often brought to light by ‘economic squeezes’ ... the legal duty, namely to audit 
accounts with reasonable skill and care, remains the same, but reasonableness and 
skill in auditing must bring to account and be directed toward the changed 
circumstances.29

In light of these limitations, it is only possible to elucidate the following, very 
general, principles about the responsibilities of auditors. These principles are 
listed with the proviso that

it is not possible in most situations to make an absolute pronouncement as to what 
an auditor should do in an auditing situation stated generally. There is always some 
exception, or in some cases an extreme, that provides a reason for a special 
approach in some cases.30

First, auditors are not expected to detect all fraud and error in the financial 
records and statements of a company. They are only expected to exercise the 
skill and care that a ‘reasonably competent, careful and cautious auditor would 
use’.31

26 Godsell, above n 19,4.
27 Re Kingston Cotton Mills Co (No 2) [1896] 2 Ch 279.
28 (1970) 92 WN (NSW) 29.
29 Ibid 73.
30 Ibid 82.
31 Re Kingston Cotton Mills Co (No 2) [1896] 2 Ch 279 (Lopes U ) .
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Secondly, an auditor is ‘not bound to be a detective, or ... to approach his or 
her work with suspicion ... he is a watch-dog, not a bloodhound’.32 However, if 
an auditor suspects, or is put on enquiry about fraud or irregularity, he or she 
must investigate the matter further.33 An auditor must also pay due regard to the 
possibility of error or fraud in the financial records of the company:

To perform his task properly, [an auditor] ... must come to it with an enquiring 
mind — not suspicious of dishonesty ... but suspecting that someone may have 
made a mistake somewhere and that a check must be made to ensure that there has 
been none.34

Thirdly, an auditor is not obliged to investigate the prudence or imprudence of 
the directors’ or management’s business decisions. However, ‘it may well be that 
an auditor learns in the course of an audit that a company has entered into 
transactions which on their face are so imprudent that the law would impose on 
him a duty to inform the directors’.35

Fourthly, auditors must properly appraise the company’s systems of internal 
control.36

Fifthly, an auditor must provide frank and full disclosure to senior 
management of all relevant matters discovered during the audit.37 ‘Relevant 
matters’ could include the absence of adequate internal control systems or proper 
accounting records, or fraud committed by an employee or officer. The auditor 
has a duty to inform the directors if senior management does not respond 
appropriately to the knowledge of defects brought to their attention by the 
auditor.38

F Responsible to Whom?
Since the House of Lords decision in Caparo Industries pic v Dickman,39 

(which the High Court substantially agreed with in the leading Australian 
decision in Esandd) auditors face a very low risk of liability to persons other 
than the audited company.

In Esanda, the court unanimously decided that an auditor did not owe any 
duty of care to a financier of the audited company, and that the liability of 
auditors to parties other than the company ought — in general — to be limited. 
Accordingly, an auditor does not owe a duty of care merely because it is 
reasonably foreseeable that ‘a member of a class including the plaintiff might 
rely on the statement or advice and thereby suffer loss ... Something more is 
needed’.40 The ‘something more’ is a special relationship between the auditor 
and the third party giving rise to proximity. It is unclear, however, in what 
circumstances this relationship will arise, as the High Court delivered its

32 Ibid.
33 Re Thomas Gerrard & Sons Ltd  [ 1968] Ch 455.
34 Fomento (Sterling Area) Ltd  v Selsdon Fountain Pen Co Ltd  [1958] 1 WLR 45.
35 BGJ Holdings Pty Ltd v Touche Ross & Co (1987) 12A C L R 481 (Marks J).
36 A WA Ltd v Daniels (1992) 7 ACSR 759.
37 Ibid; Pacific Acceptance Corporation Ltd vForsyth  (1970) 92 WN (NSW) 29.
38 AWA L tdv  Daniels (1992) 7 ACSR 759, 841.
39 [1990] 2 AC 605.
40 Esanda (1997) 188 CLR 241, 249, 254 (Dawson J), 271-2  (McHugh J), 301 (Gummow J).
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d ec isio n  in Esanda in  f iv e  separate ju d gm en ts o f  d iffer in g  em phases. N o  lega l 
action  b y  a shareholder, investor or other party has b een  su ccessfu l against the 
com p an y’s auditors s in ce  Esanda.

T he ju d gm en ts in  Esanda, a lbeit to som e exten t disparate, are instructive o f  
the cou rt’s  v ie w  o f  the va lu e  o f  audits to shareholders and investors, and the  
lim itation s o f  the audit fu nction . For exam p le, M cH u gh  J con clu d ed  that on e o f  
the p o lic y  reasons b eh in d  lim itin g  auditor liab ility  is that the conduct o f  the  
audited  com pan y and its em p lo y ees is  the prim ary cau se o f  th e lo ss  su ffered  b y  
its investors and others: ‘T he auditor’s ro le is second ary  . . .  the accoun ts are 
ordinarily  prepared b y  the c lien t and, in  any event, are that p erson ’s 
resp o n sib ility ’.41 S im ilarly , G um m ow  J n oted  that ‘the a lleged  n eg lig en ce  o f  the  
auditor n ecessa r ily  w il l  b e  subsid iary to  the fa ilures o f  the corporation w h ich  
prepared the accoun ts the auditor certified ’.42

T he lim itation s o f  the period ic d isc losu re reg im e w ere a lso  recogn ised  b y  
M cH u gh  J w h en  he sa id  that

an audit report is out of date, so far as the business of the client is concerned, when 
it is published. The report gives merely a picture of the business on a particular 
date, which may be from six to ten weeks or more before the audit is published. By 
the publication date, the details of the business will have changed even if the 
fundamentals of the business have not. The gap between financial reality and the 
financial position represented by the audit increases as each week goes by.43

Sim ilarly, in  Berg Sons & Co Ltd v Adams,44 w h ere the court h e ld  that the  
e ffe c t  o f  the n eg lig en tly  u nq u alified  audit report on  the p la in tiff  w as  
insign ifican t, H ob son  J n oted  that ‘[ajudited  accoun ts are in  any even t o n ly  on e  
o f  the sou rces o f  inform ation  w h ich  a prudent banker takes into accoun t . . .  W ith  
the p assage o f  tim e . . .  the ro le  o f  the audited accoun ts b eco m es p rogressive ly  
le s s  im portant’.45

Further, in  Esanda, T o o h e y  and G audron JJ con clu d ed  that it w as not 
reasonab le for the financier in  that ca se  (a  sop histicated  in vestor) to  re ly  on  the  
audit op in ion , because:

there is nothing to suggest Esanda [the financier] was not itself able to have 
accountants undertake the same task on its behalf as a condition of its entertaining 
the possibility of entering into financial transactions with Excel [the audited 
company]. And ... there is nothing to suggest that it was reasonable for Esanda to 
act on the audit reports without further inquiry.46 47

T he ju d ic ia ry ’s v ie w  o f  the ro le and resp on sib ilities o f  auditors w a s a lso  borne  
out in  AW A Ltd v Daniels.41 In that case , R ogers CJ C om m  D  d ecid ed  that the  
n eg lig en t auditors w ere  en titled  to  a d eduction  in  the dam ages payable to the  
audited  com pan y b ecau se  the com p an y’s m anagers and the chairm an o f  d irectors 
had a lso  b een  n eg ligen t, and their n eg lig en ce  w as a contributing cau se o f  the loss

41 Ibid 286.
42 Ibid 303.
43 Ibid 287.
44 [1992] BCC 661.
45 Ibid 674.
46 Esanda (1997) 188 CLR 241, 266.
47 (1992) 7 ACSR 759, 833-4.
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and dam age su ffered  b y  the com pany. R ogers CJ C om m  D  n oted  that:
The second, to me, surprising feature of the plaintiff’s case is the proposition that, 
even though it would seem that senior management had permitted Koval to conduct 
the company’s FX trading with a complete lack of supervision, without regard to 
elemental principles of internal control, without a proper system of books and 
records, none of that should be taken into account in allocating fault because it was 
the duty of the auditors to draw to the attention of the board of directors the failure 
of management to maintain proper records and to implement proper principles in 
internal control. I cannot accept that a corporation is entitled to abdicate all 
responsibility for proper management of the financial aspects of its operations and 
then, when loss is suffered, to seek to attribute the entirety of the blame to its 
auditors.48

G The Expectation Gap
T he ca se  law  on  auditor liab ility  revea ls the lim itations o f  the audit function. 

A uditors d o  not guarantee the accuracy  o f  fin ancia l inform ation; th ey  are 
required o n ly  to  ex erc ise  a reasonab le d egree o f  sk ill and care in  form ing an  
op in ion  about w heth er the com p an y’s fin ancia l reports co m p ly  w ith  accoun tin g  
standards and g iv e  a true and fair v ie w  o f  the com p an y’s fin ancia l p o sitio n  and  
perform ance. Further, auditors are not the guardians o f  g o o d  corporate conduct. 
T heir liab ility  to  shareholders, other in vestors and the audited  com pan y for a 
fa ilure to  d etect fraud and m iscon d u ct b y  com pan y em p lo y ees is  lim ited . T he  
courts h ave m ade it c lear that com p an ies and their boards o f  d irectors are 
prim arily resp on sib le  for g o o d  corporate m anagem ent; th ey  are not entitled  to  
abdicate th is resp on sib ility  to  the auditors.

T he recent fo cu s on  auditors, h ow ever, su ggests that there are m iscon cep tion s  
about auditor’s resp on sib ilities and, in  particular, their ab ility  to  protect against 
corporate failure. A  com m on  catchcry in  the fac t o f  corporate co lla p se  is  ‘w here  
w ere the auditors?’. T he so -ca lled  auditor ‘exp ecta tion  gap ’ —  the gap  b etw een  
s o c ie ty ’s exp ecta tion s o f  auditors and the rea lity  o f  their ob ligation s (as d ecid ed  
b y  the leg isla tu re, the courts and the accoun tin g  p ro fessio n ) —  is not a n ew  
phenom en on . D av id  G od se ll reports that

in the aftermath of the 1987 stock market crash ... there was widespread feeling that 
‘somebody should be made accountable’ for financial disasters ... Simply stated, it 
is widely perceived that any person who has any pecuniary interest in the affairs of a 
company should be able to rely on its audited accounts as a form of guarantee of the 
company’s solvency, propriety and future viability.49

T he A ustralian  Treasurer, the H on  Peter C o ste llo  M P, m ore recen tly  referred  
to  the exp ecta tion  gap w h en  h e  n oted  that ‘m ost o f  the p u b lic  b e lie v e s  auditors 
are sort o f  there to  stop fraud . . .  I a m  n ot sure that that is  w h at the actual lega l 
p o sitio n , as u nderstood  b y  auditors, i s ’.50

W h ile  the exp ecta tion  gap  p ersists , attention  is d iverted  from  other cau ses o f  
corporate m iscon d u ct and failure. B lam e is  p in n ed  so le ly , or d isproportionately, 
on  auditors and, in  respon se, audit reform  b eco m es the fo cu s o f  the

48 Ibid.
49 Godsell, above n 19, 2.
50 Karen Murphy and Tony Walker, ‘Costello: Audit Crisis o f  Confidence’, Australian Financial Review 

(Sydney), 8 February 2002, 1.
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govern m en t’s p rop osals for corporate law  reform . T he C LER P 9 prop osals are 
su b ject to  the sam e criticism . M ore than h a lf  o f  C L E R P 9  is  con cern ed  w ith  
audit reform . T he rem ain ing reform  p rop osals deal w ith  the continuous  
d isc lo su re fram ew ork, analyst in d ep en d en ce and shareholder participation  and  
inform ation . T h ese  p rop osa ls, h ow ever, are not as d evelop ed  or as ex ten sive .

I l l  AUDITING TOMORROW —  THE CLERP 9 AUDIT REFORM
PROPOSALS

In its C L E R P 9  issu e s  paper, the governm ent p rop oses to  tigh ten  the ru les and  
standards govern in g  auditor ind ep en d en ce and broaden the duties o f  oversigh t 
b o d ies  in  the fo llo w in g  w ays:

• A  general statem ent o f  p rincip le requiring auditors to b e independent w ill  
b e in c lu d ed  in the Corporations Act.51 T he Corporations Act w il l  a lso  
prohib it several fin ancia l and em p loym en t rela tion sh ip s.52 For exam p le, an  
audit firm  w ill  n ot b e  indep en d en t i f  a form er audit partner w h o  w as  
d irectly  in v o lv ed  in the audit o f  a clien t b eco m es a d irector or sen ior  
m anager o f  the c lien t w ith in  a period  o f  tw o  years o f  resign in g  as partner o f  
the audit firm .

• T he p rov ision  o f  non-audit serv ices  w ill  b e  govern ed  prim arily b y  the 
p rofession a l ru les o f  the accoun tin g  p ro fe ssio n ’s a ssoc ia tion s53 (w h ich  are 
not leg a lly  b ind ing).

•  T he ro le  o f  the FR C  w ill  b e  exp an ded .54 It w ill  b eco m e the p eak  b o d y  for 
auditor oversight. A uditor d isc ip lin e , h ow ever, w ill  be le ft to the C A L D B .

• C om panies w ill  h ave to d isc lo se  in  their annual report the fe e s  paid  for any  
n on-audit serv ices  provided  b y  the auditor. T he audit com m ittee  w ill  h ave  
to  state in  the annual report w heth er it is sa tisfied  that the p rov ision  o f  n on ­
audit serv ices  is com patib le w ith  in d ep en d en ce.55

• T he A u A S B  w ill  b e  reform ed. It w il l  b eco m e a statutory b o d y  under the  
oversigh t o f  the FR C  and the auditing standards it d ev elo p s w ill  h ave the  
force o f  la w .56

• T he A S X  L istin g  R u les w ill  be am end ed  to  require the top  5 0 0  listed  
com p an ies to  h ave audit com m ittees. T he com p osition  and resp on sib ilities  
o f  th e audit com m ittee  w ill b e  dealt w ith  b y  b est practice standards 
d evelop ed  b y  the A S X  Corporate G overnance C ou n cil.57

51 CLERP 9, above n 3, 46, Proposal 2.
52 Ibid 47 -57 , Proposals 4,5.
53 Ibid 68, Proposal 6.
54 Ibid 28, Proposal 1.
55 Ibid 69, Proposal 7.
56 Ibid 28, Proposal 1.
57 Ibid 77-9 , Proposal 8.
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• T he audit firm ’s lead  en gagem en t partner and rev iew  partner for an audit 
c lien t w ill  h ave to  rotate every  fiv e  years.58 T here is  n o  su ggestion , 
h ow ever, o f  com p u lsory  audit firm  rotation.

• T he C A L D B  w ill  h ave increased  pow ers. T he m ajority o f  C A L D B  
m em bers w il l  h ave to b e  n on-accou n tan ts.59

A u d itors’ statutory fu n ction  w ill  b e  ex ten d ed  b y  the fo llo w in g  requirem ents:

• T he auditor w ill  be required to attend the annual general m eetin g  o f  a listed  
com pan y and answ er reasonab le q u estion s.60

•  A uditors w ill  h ave to m ake an annual declaration  o f  in d ep en d en ce.61
• T he statutory duty o f  auditors to report to  A SIC  w ill  b e  extended. A uditors  

w ill  b e  required to report any attem pt b y  the audit c lie n t’s o fficers  or 
directors to  in flu en ce, co erce , m anipulate or m islea d  the auditor.62

T here are a lso  ‘sw ee ten ers’ for the audit p ro fessio n  p rop osed  in  C LER P 9. T h ese  
in c lu d e p erm ission  for auditors to incorporate63 and the introduction  o f  
proportionate liab ility .64

IV PROBLEMS WITH THE CLERP 9 REFORM PROPOSALS

T here is a risk  that the C LER P 9 p rop osals w ill  b e  largely  in e ffe c tiv e  in  
deterring fraud and m iscon d u ct b y  com pan y em p lo y ees and in  reducing the  
lik e lih o o d  o f  corporate co llap se . T h is is  because:

• the cau se o f  the recent spate o f  corporate co lla p ses  has n ot y e t b een  
properly investigated;

• the p rop osals do not address the larger issu e s  o f  the investor/auditor  
‘exp ecta tion  g a p ’, the uncertainty o f  the b ounds o f  the auditor’s leg a l  
resp on sib ility  and liab ility , and h o w  that re sp on sib ility /liab ility  d oveta ils  
w ith  that o f  the com p an y’s directors and officers; and

• the auditor in d ep en d en ce reform s prop osed  are, arguably, a ligh t tou ch  —  
m ore cou ld  b e  d one to  enhance auditor indep en d en ce.

Further, the reform  prop osals do not properly  address the overa ll fram ew ork for  
fin ancia l d isc lo su re and the auditor’s oversigh t ro le in  that fram ew ork.

F in ally , a greater ro le is  en v isaged  for audit com m ittees com prised  o f  
indep en d en t d irectors. H ow ever , CLERP 9 d oes not con sider the practical 
im p lications o f  th is increased  ro le  for audit com m ittee m em bers and the m arket 
for independent directors.

58 Ibid 83, Proposal 9.
59 Ibid 177-8, Proposal 34.
60 Ibid 85, Proposal 10.
61 Ibid 47, Proposal 3.
62 Ibid 173—4, Proposal 33.
63 Ibid 90-3 , Proposal 12.
64 Ibid 93-6 , Proposal 13.
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A We Don’t Yet Have All of the Answers to What Went Wrong and Why
In the area o f  audit reform , th e C LER P 9  issu e s  paper is re la tive ly  h igh ly  

d evelop ed , at least w h en  com pared  w ith  other areas o f  corporate governan ce  
con cern s h igh ligh ted  b y  recent com m entary. T he p rop osals do m ore than ju st  
h igh ligh t p otentia l is su e s  su ch  as auditor in d ep en d en ce and oversigh t o f  the audit 
p ro fessio n  —  th ey  put forw ard the leg is la tiv e  and other m ech an ism s for d ealing  
w ith  m any, i f  n ot a ll, o f  the audit-related issu es that h ave b een  d iscu ssed  so  
ex ten s iv e ly  in  the U S , A ustralia  and e lsew h ere  s in ce  the Enron co llap se.

T his d ev elo p ed  governm ent respon se arises, h ow ever, in  the ab sen ce o f  any  
in vestigation  into and report on  the cau ses o f  the recen t spate o f  corporate  
co lla p ses. M o st o f  the CLERP 9 audit reform  p rop osa ls derive from  the R am say  
report into auditor in d ep en d en ce, w h ich  d id  not in vestigate  w heth er the auditors 
contributed  to  the co lla p se  o f  H IH , O n e.T el and other A ustralian  com pan ies. 
P rofessor Ian R am say  recogn ised  th is lim itation  o f  the R am say report w h en  he  
said:

the actions of the auditors involved in recent corporate collapses, and the question 
whether any failings in the area of audit independence contributed to those 
collapses, are outside the scope of this report. Such issues will undoubtedly be 
considered by the Australian Securities and Investments Commission (ASIC) as part 
of its inquiries into the corporate failures and by the Royal Commission examining 
the circumstances surrounding the collapse of HIH Insurance Ltd.65

T he o n ly  thorough investigation  o f  the recen t spate o f  corporate co lla p ses  is  
the o n g o in g  R oya l C om m ission  into  the co lla p se  o f  H IH  Insurance Ltd. T he final 
report o f  the R oya l C om m ission , h ow ever, is  n ot due u ntil February 2 0 0 3  —  
w e ll  after the consu ltation  period  for C LER P 9 c lo se s  in  N ovem b er 2 0 0 2 . T he  
governm ent ex p ec ts  to  introduce CLERP 9 leg is la tio n  in to  Parliam ent in  early  
2 0 0 3 , so  it is doubtful i f  the fin d in gs o f  the R oya l C om m ission  w ill  co m e to  bear 
on  the prop osals for audit reform .

T he risk  a ssoc ia ted  w ith  fo cu sin g  on  auditors w ith ou t an understanding o f  the 
reasons for  corporate co lla p se  is ob v iou s. In ligh t o f  the lim itation s o f  the audit 
fu n ction  ou tlin ed  ab ove, it is  lik e ly  that fa ilures in  the audit function  (p erceived  
or real) are not the cau se, or ev en  a  substantial cau se, o f  the problem . Indeed, 
recen t stud ies b y  H orw ath (N S W ),66 Institutional A n a ly s is ,67 and Ernst &  
Y o u n g 68 su ggest a cau se en tirely  ou tsid e the sco p e  o f  the statutory audit —  a 
fa ilure o f  boards o f  directors to  com p ly  w ith  n ational and international b est  
practice gu id elin es and standards on  corporate governance.

65 Ian Ramsay, Independence o f  Australian Company Auditors: Review o f Current Australian 
Requirements and Proposals for Reform —  Report to the Minister fo r  Financial Services and 
Regulation (2001) 6, <http://www.treasury.gov.au/contentlist.asp?classification= 14&titl=Publications>  
at 23 July 2002.

66 Jim Psaros and Michael Seamer, Horwath 2002 Corporate Governance Report, Horwath (NSW) (2002), 
<http://www.newcastle.edu.au/school/newc-business/horwath.html>  at 1 October 2002.

67 Institutional Analysis, A Report on Corporate Governance at Five Companies that Collapsed in 2001
(2002).

68 Ernst & Young, Survey o f Top 200 Companies' Compliance with New NYSE Listing Rules, Corporate 
Governance Series (2002).

http://www.treasury.gov.au/contentlist.asp?classification=_14&titl=Publications
http://www.newcastle.edu.au/school/newc-business/horwath.html
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Corporate governan ce is  d efin ed  as ‘the sy stem  b y  w h ich  com p an ies are 
con tro lled ’,69 or the ‘p rocess  b y  w h ich  organ isations are d irected , con tro lled  and  
h eld  to accou n t’.70 In A ustralia , the m ain  b o d y  o f  corporate governance  
regulation  is  con ta in ed  in the standards and gu id elin es d ev e lo p ed  b y  
stakeholders. T h ese include:

• the gu id elin es o f  the B o sch  W orking G roup in  Corporate Practices and 
Conduct,71 T he B o sch  W orking G roup represents the A ustralian  Institute o f  
C om pany D irectors, the A ustralian  S o c ie ty  o f  C ertified  Practising  
A ccou ntan ts, the B u sin ess  C ou n cil o f  A ustralia , the L aw  C ou n cil o f  
A ustralia , the Institute o f  Chartered A ccou ntan ts in  A ustralia  and the 
S ecu rities Institute o f  Australia;

• the recom m endations o f  the Investm ent and F inancial S erv ices A sso c ia tio n  
( ‘IF S A ’) (p rev iou sly  the A ustralian  Investm ent M an agers’ A sso c ia tio n );72

• the standards and recom m endations o f  the n e w ly  form ed  A S X  Corporate  
G overn an ce C ou n cil.73 T he Corporate G overnance C ou n cil is  con ven ed  b y  
the A S X  and attended b y  m any representative b o d ies  in c lu d in g  the  
A ustralian  Cham ber o f  C om m erce and Industry, the B u sin ess  C ou n cil o f  
A ustralia  and the S ecu rities Institute o f  A ustralia; and

• the corporate governan ce standards d ev elo p ed  b y  stakeholders in  other  
ju r isd ic tion s, for exam p le, the standards em b od ied  in  the L istin g  R u les  o f  
the N e w  Y ork  S tock  E xch an ge ( ‘N Y S E ’) and the C om b in ed  C od e o f  the  
L istin g  R u les o f  the U K  L istin g  A uth ority  ( ‘U K L A ’).

R ecen t stu d ies ind icate that the le v e l o f  com p lian ce o f  A ustralian  com panies  
w ith  th ese  standards is quite poor. T he H orw ath (N S W ) report an a lyses the  
governan ce structures in  A u stra lia ’s top  2 5 0  lis ted  com p an ies and con clu d es that 
o n ly  n in e com pan ies dem onstrated outstanding corporate governan ce structures 
that m et all b est p ractice standards, 108 com p an ies had  corporate governan ce  
structures that w ere  gen era lly  g o o d  and m et m ost o f  the b est p ractice standards, 
but 73 com p an ies had corporate governan ce structures that w ere d efic ien t.74 T he  
Institutional A n a ly sis  report revea ls a h igh  le v e l o f  n on -com p lian ce b y  recen tly  
fa iled  com pan ies. O f  the fa iled  O n e.T el, H IH , P asm in co , Harris Scarfe and  
Centaur com p an ies, 60  p er cent had a s in g le  shareholder w ith  e ffec tiv e  control, 
the boards o f  directors tend ed  to  contain  a b e lo w  average num ber o f  independent 
directors and founders and fam ily  m em bers w ere over-represented , and audit 
com m ittees w ere com prised  o f  an ab ove average num ber o f  audit firm  p erson n el

69 Working Group on Corporate Practices and Conduct (chaired by Henry Bosch), Corporate Practices and 
Conduct (3rd ed, 1995) 7.

70 Joint Committee o f  Public Accounts and Audit, Corporate Governance and Accountability 
Arrangements for Commonwealth Government Business Enterprises, Report 372 (1999) 7.

71 Working Group on Corporate Practices and Conduct, above n 69.
72 IFSA, Corporate Governance — A Guide fo r Investment Managers and Corporations (2tKi ed, 1997).
73 See ASX Corporate Governance Council, ‘Statement by Participants’ (Press Release, 19 September 

2002), <http://www.asx.com.au/shareholder/pdf/CorporateGovemanceCoimcill90902.pdf> at 4 October 
2002 .

74 Psaros and Seamer, above n 66, 21.
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and form er audit firm  p erson n el.75 T he Ernst &  Y o u n g  su rvey  o f  the 2001  annual 
reports o f  the top 2 0 0  com p an ies ind icates that, w h ile  9 0  per cent o f  the  
com p an ies h ave a m ajority o f  n on -execu tive  directors, m an y  o f  th ose  directors 
w o u ld  fa il the in d ep en d en ce test recen tly  set b y  the N Y S E  and con sid ered  to  be  
the h igh  waterm ark o f  corporate governan ce regulation .76

T he resu lts o f  th ese  stud ies accord  w ith  the v ie w s  recen tly  exp ressed  b y  H enry  
B o sch , a form er chairm an o f  the N ation a l C om panies and S ecu rities C om m ission  
and chairm an o f  the B o sc h  W orking G roup, w h o  reported that:

There is a wide gap between the maximum possible and the minimum excusable, 
and the whole spectrum is observable in Australian corporate governance; the best 
of our boards are performing well, but there is a long tail of boards in which little 
thought is given to governance, and in which more attention is given to personal 
gain than fiduciary duty.77

T his variance co u ld  b e attributed to  several factors w h ich  underlie the 
A ustralian  corporate governan ce environm ent. T o  b eg in  w ith , there is no  
regulatory su p erv ision  o f  the stakeholders that currently d evelop  corporate  
governan ce standards for A ustralian  com p an ies (the A S X  C orporate G overnance  
C ou n cil, the B o sc h  W orking G roup and IFSA ). T here is , for exam p le, no  
requirem ent that th ese b o d ies  coop erate to  produce con sisten t standards that are 
regularly updated.

Further, A ustralian  com p an ies are under n o  lega l ob ligation  to  co m p ly  w ith  
corporate governan ce standards or ev e n  to exp la in  w h y  th ey  do n ot com p ly  w ith  
particular standards —  the A S X  L istin g  R u les m erely  require a listed  en tity  to 
d isc lo se  its m ain corporate governan ce p ractices in  its annual report. T he  
in cen tives for a com pan y to co m p ly  w ith  th ese standards are currently m arket- 
b ased . In th is respect, A ustralia  d iffers from  other ju risd iction s (particularly the  
U S  and the U K ). In the U S , the N Y S E  and the N A S D A Q  prescribe corporate  
governan ce standards as a con d ition  o f  listing . R ecen t am endm ents to the N Y S E  
L istin g  R u les w ill  require listed  com p an ies to appoint boards com prised  o f  a 
m ajority o f  independent d irectors, and to appoint a nom inating/corporate  
governan ce com m ittee , a com p en sation  com m ittee  and audit com m ittee  
com prised  so le ly  o f  independent directors. In the U K , the U K L A  takes a sligh tly  
m ore len ien t approach b y  requiring com pan ies to d isc lo se  w heth er or not they  
h ave com p lied  w ith  a list o f  corporate governan ce standards know n  as the  
C om b in ed  C od e, and the reasons for  any n on-com p lian ce.

T he p oor corporate governan ce record o f  a num ber o f  A ustralian  com panies  
su ggests  that there is  a p la ce  for greater regulation  o f  the p rocess for setting  
corporate standards and o f  com p lian ce w ith  th ose  standards. T he A S X  Corporate 
G overn an ce C ou n cil recen tly  announced  that it w o u ld  d evelop  a se t o f  corporate  
governan ce p rin cip les and w o u ld  require com pan ies to report in  the annual 
report on  their com p lian ce w ith  th ose  p rin cip les.78 T his fo llo w s  the approach

75 Institutional Analysis, above n 67, 5.
76 Ernst & Young, above n 68, 3.
77 John D Adams et al, Collapse Incorporated: Tales, Safeguards and Responsibilities o f  Corporate 

Australia (2001) 5.
78 ASX Corporate Governance Council, above n 73.



424 UNSWLaw Journal Volume 25(2)

taken b y  the U K L A  and is  a step  tow ards m ore con sisten t com p lian ce  w ith  
corporate governan ce standards. It d oes not, h ow ever, answ er the con cern s about 
regulation  o f  the p rocess  o f  standard setting. T he A S X  Corporate G overnance  
C ou n cil is  n ot a b o d y  o verseen  b y  A SIC  or any other corporate regulator. It is  
also  q uestion ab le  w heth er the A S X , a lis ted  for-profit com pan y itse lf, is  the 
appropriate b o d y  to  lead  the p rocess  o f  setting  corporate governan ce standards 
for other listed  en tities. T h ese are a ll m atters, w h ich  ought to  b e  con sid ered  by  
CLERP.

B Whither the Expectation Gap?
T he C LER P 9 audit reform  p rop osals are largely  d esign ed  to  im prove  

perform ance o f  the auditor’s ex istin g  statutory fu n ction s. W h ile  the auditor’s 
ob ligation s to  report to A SIC  are ex ten ded  sligh tly , the core statutory duty to  
audit co m p a n ies’ period ic fin ancia l reports is unchanged. T he governm en t has 
not, therefore, attem pted to a lign  auditor d uties w ith  s o c ie ty ’s expectation s. 
C LER P 9 barely  tou ch es on  the ‘exp ecta tion  g a p ’. Instead, auditor ind ep en d en ce  
and better oversigh t o f  the audit p ro fessio n  is  p resented  as the govern m en t’s 
answ er to  a p erce ived  crisis in  the cred ib ility  o f  the audit function .

T he real reason  for any su ch  cr isis , h ow ever, is lik e ly  to b e  at least partly the  
exp ecta tion  gap. A ud itors are currently under fire b ecau se m em bers o f  so c ie ty  
ex p ec t som eth in g  that the law  d oes not. W ithout c lear ly  addressing th is issu e , 
increased  auditor in d ep en d en ce and oversigh t o f  the audit fu n ction  are u n lik e ly  
to  ach ieve  long-term  im provem ents in  the cred ib ility  o f  the audit function . T his  
n eed  to  address the auditor exp ecta tion  gap w a s recen tly  reco g n ised  b y  D avid  
K nott (chairm an o f  A S IC ) w h o  said:

community expectations of audit need to be examined from a broad perspective, not 
by assuming that independence is the only — or necessarily the most important — 
issue at stake. It is logical to assume that lack of independence may lead to a bad 
audit. But it is a non sequitur to deduce that an independent audit will be a good 
audit. We need to question just how rigorous and investigative we want our audits to 
be; what we are prepared to pay for them; and how strictly we will hold the 
accounting profession to account for failing to detect and report when financial 
statements do not reflect and true and fair view of the enterprise. 9

C Auditor Liability: CLERP 9 Will Not Clear the Muddy Waters
A  com m on  com plain t heard from  auditors is  that th ey  are ex p o sed  to  

unlim ited  liab ility  for p ro fession a l d efau lt and a com m ensurate burden o f  
obta in ing  p ro fession a l ind em nity  insurance, a burden that con tin u es to  spiral 
ever h igher as p la in tiffs  apparently fo c u s  on  the auditors’ re la tively  ‘deep  
p o ck ets ’. In con n ection  w ith  the C LER P 9 issu e s  paper, and the recen tly  re leased  
report o f  the Joint C om m ittee o f  P u blic  A cco u n ts and A u d it,79 80 auditors raised

79 David Knott, ‘Corporate Governance —  Principles, Promotion and Practice’ (Speech delivered at the 
Monash Government Research Unit (Inaugural Lecture), Melbourne, 16 July 2002), 
<http://www.asic.gov.au> at 1 October 2002.

80 Joint Committee o f  Public Accounts and Audit, Parliament o f  Australia, Review o f Independent Auditing 
by Registered Company Auditors (2002).

http://www.asic.gov.au
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con cern s about u n lim ited  liab ility . T h ey  su ggested , for exam p le, that ‘the future 
o f  the p ro fessio n  w il l  n ecessita te  d ea lin g  w ith  the u n lim ited  liab ility  p o sitio n  . . .  
w ith ou t addressing  that p o sitio n , the ab ility  to  attract the b est and brightest into  
the p ro fessio n  . . .  m igh t b e a ffec te d ’.81 82

T he p rop osition  o f  u n lim ited  auditor lia b ility  is som ew h at m islead in g , 
h ow ever, in  ligh t o f  the d ec is io n s in  Esanda, Daniels v Anderson82 and other  
d ecisio n s on  auditor liab ility . A s  n oted  ab ove, s in ce  Esanda, auditors are 
gen era lly  not liab le  under the tort o f  n eg lig en ce  to  parties other than the audit 
client. In Daniels v Anderson, the N e w  South  W ales Court o f  A p p ea l applied  
p rin cip les o f  contributory n eg lig en ce  and d ecid ed  that the n eg lig en t auditor w as  
en titled  to a reduction  in  the d am ages p ayable b ecau se  the com pany, through the 
con d uct o f  its d irectors and em p lo y ees, had a lso  b een  n egligen t.

T he current ap plication  o f  p rin cip les o f  contributory n eg lig en ce , p roxim ity , 
cau sation  and reason ab len ess su g g est that auditor liab ility  is , in  fact, lim ited . 
H ow ever , the ex ten t o f  th is lim it is  unclear. T h is is  due to  a num ber o f  reasons. 
First, the Corporations Act p rov id es very  little  d eta il on  th e resp on sib ilities  o f  
auditors and there is am b igu ity  in  the ap plication  o f  the leg is la tiv e  p rov ision s. In 
particular, it is  unclear w hether auditors are ex p o sed  to  lia b ility  as o fficers  o f  the 
com pan y under the broad d efin ition  in s 8 2 A . S econ d ly , the la w  o f  p rofession a l 
n eg lig en ce  is  uncertain. N o  clear statem ents o f  leg a l p rin cip le  can  be derived  
from  the f iv e  ju d gm en ts o f  the H igh  Court in  Esanda, and the con cep t o f  
‘reasonab le sk ill and care’ is inherently  am biguous. T hirdly, liab ility  under the  
TPA is u ntested  but p oten tia lly  w id er  than lia b ility  for p ro fession a l n eg lig en ce . 
U n lik e  liab ility  for the tort o f  p ro fession a l n eg lig en ce , lia b ility  under TPA s 5 2  is 
strict, d o es n ot d epend  on  any relationsh ip  o f  p rox im ity  b etw een  the third party  
and the auditor, and d o es  n o t require the third party to  p rove that the auditor 
acted  n eg ligen tly . I f  the auditor’s con d u ct is  m islead in g  or d ecep tive  or is  lik e ly  
to  m islead  and d ece iv e , th ey  co u ld  b e  liab le  to com p en sate  any p erson  w h o  has 
suffered  lo ss  and dam age b y  the conduct.

U ncertain ty  as to  the resp on sib ilities  o f  auditors and the ap plication  to  
auditors o f  the la w  o f  p ro fession a l n eg lig en ce  m ight, to  so m e d egree, be  
addressed  b y  the C LER P 9 p roposal to g iv e  leg a l force to  the auditing and  
assurance standards, and to  m ake the A u A S B  a statutory b o d y .83 W hen  
determ ining w hether an auditor has ex erc ised  reasonable sk ill and care, a court is  
m ore lik e ly  to  b e  p ersuaded  b y  com p lian ce w ith  auditing and assurance  
standards that h ave statutory b ack in g  —  through b e in g  subject to d isa llow an ce  
b y  Parliam ent and p rom ulgated  b y  a b od y  overseen  b y  the governm ent (through  
the FR C ) —  than com p lian ce  w ith  non-b in d in g  standards prom ulgated  b y  a non- 
statutory b od y . That said , it is  s till o p en  to  a court to  require o f  an auditor 
som eth in g  m ore than is exp ected  under the auditing and assurance standards. 
A lso , the CLERP 9 prop osal d oes not address p oten tia l liab ility  under the TPA.

81 Evidence to Joint Committee o f  Public Accounts and Audit, Parliament o f  Australia, Sydney, 8 July 
2002, 144 (Anthony Harrington, PricewaterhouseCoopers).

82 (1995) 37 NSWLR 438.
83 CLERP 9, above n 3, 25 -7 , Proposal 1.
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T he other C LER P 9 resp on se to auditor liab ility  is to p rop ose the introduction  
o f  proportionate lia b ility .84 U nder th is system , auditors w o u ld  be required to  
com pensate a p la in tiff  o n ly  to  the degree that the auditor w a s at fault. T he  
p la in tiff  w o u ld  b e le ft  to  recover, as part o f  a separate action , the proportion  o f  
the lo ss  su ffered  for w h ich  the com pan y or som e other defendant w as  
in d iv id u a lly  resp on sib le . T his d iffers from  the current sy stem  o f  jo in t and several 
liab ility  under w h ich  cla im ants h ave the d iscretion  to  recover d am ages from  all 
tortfeasors, or from  o n ly  on e o f  them  (n am ely , the auditor). A uditors m ay  jo in  
other parties such  as com pan y directors and the com pan y itse lf, or m ay  cla im  
contribution  from  them . H ow ever , as is  o ften  the case , th ese other parties are 
uninsured  and in so lv en t and jo in in g  th em  or c la im in g  contribution  from  th em  is 
lik e ly  to bring noth ing.

T he push  tow ard proportionate liab ility  is  not n ew . In 1996, the 
C om m onw ealth  A ttorney-G eneral and the N e w  South W a les A ttorney-G eneral 
on  b e h a lf  o f  the Standing C om m ittee o f  A ttom eys-G en era l re leased  draft 
leg is la tion  to  introduce proportionate liab ility . T his fo llo w ed  the ad option  b y  the 
Standing C om m ittee o f  A ttom eys-G en era l o f  the recom m en dation s o f  an inquiry  
con d ucted  b y  P rofessor Jim  D a v is  o f  the A ustralian  N ation a l U n iversity .85 T he  
draft leg is la tio n  w as n ot enacted , h ow ever, b ecau se  it d id  n ot rece iv e  the support 
o f  the States. In Septem ber 1997 , the N e w  South  W a les L aw  R eform  
C om m ission  rejected  a sy stem  o f  proportionate liab ility86 as d id  the V ictorian  
A ttom ey-G en era l’s L aw  R eform  A d v iso ry  C ou n cil.87

T he controversy  surrounding the introduction  o f  proportionate liab ility  is not 
surprising. S uch  a sy stem  is  p erceived  to  h ave several d efects  w h ich , som e  
w o u ld  su ggest, far o u tw eigh  the b en efits . U nder a sy stem  o f  proportionate  
liab ility , the defendant b en efits  m erely  b ecau se there are other w rongdoers, 
w h ereas i f  there w ere  n o  other w rongd oers, he or sh e w ou ld  b e liab le  for a ll o f  
the lo ss  su ffered  b y  the p la in tiff. It is sa id  to b e absurd and arbitrary that ‘the  
m ere ex isten ce  o f  other w rongdoers . . .  p reju d ice^ ] a p la in t i f f s  ch an ce o f  fu ll 
reco v ery ’.88 It has a lso  b een  argued that proportionate liab ility  is  u nn ecessary  
b eca u se  ju s tic e  am on gst w rongdoers is  currently a ch ieved  b y  rights o f  
contribution ,89 and in  the con text o f  the tort o f  p ro fession a l n eg lig en ce , b y  
p rin cip les o f  proxim ity , rem oten ess and causation . Further, jo in t and several 
liab ility  can  b e seen  as an in cen tive  for proper perform ance o f  leg a l d uties,90 and  
it reco g n ises  the fact that the defendant is  o ften  better p laced  to  id en tify  and  
track d ow n  other p oten tia l defendants than the p la in tiff. O ther p otentia l 
sh ortcom ings o f  proportionate liab ility  are that the risk  o f  an in so lv en t defendant

84 Ibid 93 ff, Proposal 13.
85 Jim Davis, Inquiry into the Law o f  Joint and Several Liability. Report o f  Stage Two (1995).
86 N ew  South Wales Law Reform Commission, Contribution Between Persons Liable for the Same 

Damage, Discussion Paper No 38 (1997).
87 Megan Richardson, Economics o f  Joint and Several Liability versus Proportionate Liability, Victorian 

Attomey-General’s Law Reform Advisory Council, Expert Report 3 (1998).
88 New South Wales Law Reform Commission, above n 86 [2.20],
89 Ibid.
90 Jane Swanton and Barbara McDonald, ‘Reforms o f  the Law o f  Joint and Several Liability —  

Introduction o f  Proportionate Liability’ (1997) 5 Torts Law Journal 109.
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rests w ith  the p la in tiff  w h o  is  the in n ocen t party; it increases th e lik e lih o o d  o f  
under-com pensation  o f  p la in tiffs; and is  lik e ly  to  exacerbate the prob lem s o f  
uncertain ty  in  the la w  o f  auditor lia b ility  b y  requiring a court to d ec id e  the exact 
p ercen tage o f  lo ss  and dam age that the auditor ought to b e liab le  for.

T he C LER P 9 paper su ggests  that proportionate liab ility  w il l  a ssist an audit 
p ro fessio n  that is  currently fac in g  h igh  insurance prem ium s. It d oes not, 
h ow ever, quote any ev id en ce  o f  a con n ection  b etw een  h igh  insurance prem ium s 
and jo in t and several liab ility . Further, it d o es not refer to ev id en ce  that a sy stem  
o f  proportionate lia b ility  w ill  h ave a p o sit iv e  e ffe c t  on  the c o st  o f  insurance. 
T h ese are m atters requiring further investigation .

T he A ustralian  governm en t has recen tly  estab lish ed  a rev iew  o f  the la w  o f  
n eg lig en ce  relating to personal injuries and m ed ica l n eg lig en ce .91 A  sim ilar  
rev iew  w ou ld  be appropriate b efore ch an ges to the la w  o f  n eg lig en ce  applicab le  
to  auditors (and other ad v isory  p ro fession a ls) are m ade and proportionate  
liab ility  is  se t in  stone.

D Auditor Independence
W h ile  CLERP 9 can  b e cr itic ised  for fo cu sin g  too  narrow ly on  audit reform  

and fa ilin g  to id en tify  other p rob lem s o f  corporate governan ce, it can n ot be  
cr itic ised  for over look in g  auditor ind ep en d en ce. T he im portance o f  auditor 
in d ep en d en ce to  the cred ib ility  o f  th e audit fu n ction  is  w id e ly  recogn ised . T his  
n otion  has b een  the subject o f  various acad em ic stud ies that w ere con sid ered  b y  
the R am say report. A  rev iew  o f  th ese  stud ies led  P rofessor R am say to con clu d e  
that ‘the im portant o f  in d ep en d en ce in  the auditing con tex t has b eco m e such  that 
the term s “indep en d en t” and “auditor” can  n o  longer b e  separated —  
in d ep en d en ce appears to  b e en d ogen ou s to  au d itin g’ ,92

It is  w id e ly  recogn ised  that auditor b ias, p erceived  or real, n ecessa r ily  detracts 
from  the va lu e o f  the audit function:

Independence is an essential auditing standard because the opinion of the 
independent accountant is furnished for the purpose of adding justified credibility to 
financial statements which are primarily representations by management. If the 
accountant were not independent of the management of its clients, his opinion 
would add nothing.93

T he CLERP 9 p rop osals for auditor in d ep en d en ce regulation  include:
• am endm ents to  the Corporations Act to  require auditors to  rem ain  

indep en d en t o f  their audit client;
• a tigh ten in g  o f  the current restrictions in  the Corporations Act on  fin ancia l 

and em p loym en ts re lationsh ips w ith  the audit client;
•  a requirem ent in  the Corporations Act that auditors m ake an annual 

declaration  o f  auditor independence;

91 The panel was appointed by the Minister for Revenue and Assistant Treasurer in July 2002 and is chaired 
by Justice David Ipp: see generally Review o f  the Law o f  Negligence <http://revofheg.treasury.gov. 
au/content/home.asp> at 1 October 2002.

92 Ramsay, above n 65, 101.
93 Robert Kane Jnr (ed), CPA Handbook (1952) ch 13, 8.

http://revofheg.treasury.gov.au/content/home.asp
http://revofheg.treasury.gov.au/content/home.asp
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• support for the im m ediate ap p lication  o f  rev ised  eth ica l standards on  
auditor independence;

• com p u lsory  audit partner rotation  every  fiv e  years; and
• requiring com p an ies to  d isc lo se , under the con tin uou s d isc losu re regim e, 

th e rem oval o f  an auditor.94
T h ese  p rop osa ls, h ow ever, fa ll short o f  the reform s adopted  recen tly  in  the U S  

C on gress under the Sarbanes-Oxley Act o f 200295 in  on e area o f  sig n ifica n ce  —  
the p rov ision  o f  n on-audit serv ices . U nder the Sarbanes-Oxley Act o f2002, audit 
firm s are proh ib ited  from  p rovid in g  a list o f  h igh-risk  n on-audit serv ices , and an  
audit com m ittee  co n sistin g  o f  indep en d en t d irectors m u st approve the p rov ision  
o f  a ll other n on-audit serv ices. U nder C LER P 9, h ow ever, there is  n o  lega l 
restriction  on  the p rov ision  o f  n on-audit serv ices. T h is is  a m atter le ft to  the  
p rofession a l a sso c ia tio n s and their eth ical ru les, w h ich  do not h ave the force o f  
la w  and are currently b in d ing  o n ly  on  their m em bers. T h is is  a s ign ifican t  
departure from  the approach taken  in  the U S , and as C LER P 9 o th erw ise  
im p oses quite on erous restrictions on  relationsh ips w ith  the audit clien t, a 
leg is la tiv e  restriction  on  the p rov ision  o f  n on-audit serv ices  —  or, at the very  
least, a leg a lly  b in d in g  audit and assurance standard on  the p ro v isio n  o f  n on ­
audit serv ices  —  is  w orthy  o f  further investigation .

T he ten sion  u n d erly in g  m ost o f  the C LER P 9 p rop osals for audit reform  also  
n ecessita tes  further d iscu ssion . A uditors are said  to  b e  in  a ‘unique p o sitio n  . . .  
w h ere a for-profit b u sin ess  is  central to  the p u b lic  in terest’ 96 W h ile  th is m igh t b e  
an overstatem ent o f  the audit fu nction , it v a lid ly  reco g n ises  a  prob lem  inherent 
in  the audit fu nction . S in ce  auditors are p aid  b y  their c lien ts, it is  
‘p sy ch o lo g ic a lly  im p o ssib le  for an auditor to be free from  b ia s ’.97 T he C LER P 9  
auditor in d ep en d en ce p rop osals are n o  substitute for an independent, p u b lic ly  
funded  body, or auditors w h o  are appointed  and rem oved  b y  a corporate 
regulator. T h ese are a lso  su ggestion s w orthy  o f  greater attention.

V AUDIT COMMITTEES 

A Mandatory for the Top 500
T here is  currently n o  requirem ent under statute or the A S X  L istin g  R u les  for a 

com pan y, listed  or o th erw ise, to form  an audit com m ittee. T he o n ly  requirem ent 
relating  to  audit com m ittees is  that in  L istin g  R ule 4 .1 0 .2  that a listed  en tity  state  
in  its annual report w hether or not it has an audit com m ittee , and i f  n ot, w h y  not. 
A  listed  en tity  is  a lso  required b y  L istin g  R u le 4 .1 0 .3  to d isc lo se  its k ey  
corporate governan ce practices.

94 CLERP 9, above n 3, 41-86.
95 Pub L No 107-204, 116 Stat 745 (2002).
96 CLERP 9, above n 3, 33.
97 Ramsay, above n 65, 106, referring to M ax H Bazerman, Kimberly P Morgan and George F Loewenstein, 

‘The Impossibility o f  Auditor Independence’ (1997) 38(4) Sloan Management Review 89, 91.
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C LER P 9, h ow ever , p rop oses am endm ents to  th e L istin g  R u les  to  require the 
top  5 0 0  lis ted  com pan ies to  h ave audit com m ittees. T h is reform  w ill  go  som e  
w a y  tow ards bringing A u stra lia ’s regulation  o f  audit com m ittees up to  the  
standard in  other ju risd iction s.

In the U S , for exam p le audit com m ittees are a con d ition  o f  listin g  on  the N e w  
Y ork  S tock  E xch an ge ( ‘N Y S E ’), the A m erican  S tock  E xch ange and the  
N A S D A Q . In the case  o f  the N Y S E , th is requirem ent has ex iste d  s in ce  1978. In 
Canada, audit com m ittees are com p u lsory  for a corporation  w h ich  has issu ed  
securities that are or w ere part o f  a d istribution  to  the p u b lic  and rem ain  
outstanding and are h e ld  b y  m ore than on e p erson .98

T he C LER P p roposal to m andate audit com m ittees, h ow ever, is  in sign ifican t  
in  a p ractical sen se , sin ce m ost com p an ies lis ted  on  the A S X  currently h ave an  
audit com m ittee .99 It is  the regulation  o f  the com p osition  and resp on sib ilities  o f  
audit com m ittees that w il l  h ave the greatest im pact. A s  reco g n ised  b y  P rofessor  
R am say, ‘h av in g  an audit com m ittee  per se  is  n ot enough; it is  essen tia l that the  
audit com m ittee  h ave the n ecessary  attributes to  render it an  e ffe c tiv e  corporate  
governan ce m ech an ism ’.100 C LER P 9  d oes not p ropose regulating the  
co m p o sitio n  or fu n ction  o f  audit com m ittees, leav in g  it instead  to the A S X  
Corporate G overnance C ou n cil to d evelop  ‘b est p ractice standards for audit 
co m m ittees’.101 H ow ever, th ese b est practice gu id elin es w il l  su ffer  from  the  
sam e lim itation s as any corporate governan ce standards drafted b y  the A S X  
Corporate G overnance C ou n cil —  th ey  w ill  not b e  leg a lly  b in d in g  and w ill  be  
drafted b y  a b o d y  n ot o verseen  b y  A S IC  or any other corporate regulator. T he  
e ffe c t o f  th ese  lim itation s w il l  o n ly  b eco m e apparent over tim e. B u t the  
im portance o f  the audit com m ittee’s fu n ction  in  the overall corporate governan ce  
fram ew ork su ggests  a ro le  for the leg isla tu re in  determ ining the resp on sib ilities  
o f  audit com m ittees, or, at the very  least, the resp on sib ilities  o f  the A S X  
Corporate G overnance C ou n cil.

B Problems that Boards and Audit Committees will Continue to Face
C on sisten t am on gst stakeholders is  the v ie w  that the audit com m ittee  ought to  

b e com prised  o f, at the very  least, a m ajority o f  directors w h o  are all 
independent, w ith  m an y stakeholders arguing that the audit com m ittee sh ou ld  b e  
com prised  o n ly  o f  independent directors. For exam p le, the recen tly  am ended  
N Y S E  L istin g  R u les and the Sarbanes-Oxley Act o f 2002 require that the audit 
com m ittee b e  com p rised  so le ly  o f  independent d irectors, and the R am say  report 
recom m en ds that at lea st three o f  the audit com m ittee m em bers are directors and  
all o f  the m em bers are independent. T he federal governm ent a lso  su ggests  that 
the A S X  C orporate G overn an ce C o u n cil’s gu id elin es on  audit com m ittees  
sh ou ld  state that a ll m em bers sh ou ld  be independent o f  com pan y m an agem en t.102

98 Canada Business Corporations Act, RS C 1985, c 44, s l7 1 ( l) .
99 See the results o f  the survey,reported in Australian Securities and Investments Commission, above n 4. It 

should be noted that, o f the 100 companies surveyed (all large public companies), only 67 responded.
100 Ramsay, above n 65, 76.
101 CLERP 9, above n 3, 77-8.
102 Ibid 78.
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T he C LER P 9  paper d oes n ot ad eq uately  address a num ber o f  q u estion s and  
practical prob lem s fa c in g  boards and audit com m ittees o f  lis ted  en tities w h o  seek  
to co m p ly  w ith  th ese  recom m endations. T h ese  prob lem s in c lu d e th e interaction  
o f  the audit com m ittee  w ith  the rest o f  the board and the exp ecta tion s o f  
indep en d en t directors gen era lly  h e ld  b y  in vestors, the leg isla tu re and the courts.

A n  audit com m ittee  is  a com m ittee  o f  the board o f  directors w h ich , i f  it  is  
p roperly  con ven ed  and w ell-fu n ction in g ,

can play a key role in assisting the board of directors to fulfil its corporate 
governance and overseeing responsibilities in relation to an entity’s financial report, 
internal control structure, risk management systems, and the internal and external 
audit functions.103

A s a com m ittee  o f  the board, h ow ever, the audit com m ittee d oes n ot h ave  
lega l ex isten ce  independent o f  the board  or the com pany. Indeed, the 
Corporations Act i t s e lf  im p o ses resp on sib ilities  on  directors w h o  see k  to  
d elegate  their p ow ers to  board com m ittees, particularly in  ss 189, 190 and 198d . 
D irectors w h o  do not serve on  such  com m ittees are n ot perm itted  to  sim p ly  
abdicate their resp on sib ilities  for th e co m m ittees’ w ork. C L E R P 9  d oes not 
exp la in  h o w  the resp on sib ilities  o f  directors on  audit com m ittees w ill  d iffer  from  
directors w h o  do not serve on  su ch  com m ittees. N o r  d oes it c larify  the ro le o f  the  
board, or the ro le o f  indep en d en t d irectors on  it in  relation  to  the com p an y’s 
fin ancia l d isc lo su re and audit p rocesses . W ill all directors s till b e  liab le  for  
ensuring that the com p an y’s fin ancia l records and statem ents co m p ly  w ith  the  
Corporations Act requirem ents, as is  p resen tly  the case?  W hat o f  the ro le  o f  the  
ex ecu tiv e  directors, e sp ec ia lly  the c h ie f  ex ecu tiv e  o ff ic er  and the c h ie f  fin ancia l 
officer?  S h ou ld  th ey  h ave greater resp on sib ilities  for fin ancia l d isc losu re than  
the n on -ex ecu tiv e  d irectors, as is  apparently n o w  the ca se  in  the U S ?  T h ese  
q u estion s are not ad dressed  in  the C L E R P 9  paper.

A  further issu e  not ad equately  ad dressed  b y  the C LER P 9 p rop osals is  the  
p ractical on e o f  fin d in g  the right p eo p le  to  serve on  audit com m ittees. T he  
R am say  report and C LER P 9 recom m endation  that the audit com m ittee be  
co m p o sed  o n ly  o f  indep en d en t person s is  quite on erous, m ade m ore so  b y  the  
recom m en dation  that all (or at lea st three) m em bers o f  the com m ittee  b e  
ind ep en d en t directors o f  the com pany.

U n d er the d efin ition  o f  in d ep en d en ce p rop osed  b y  th e R am say report, any  
n on -ex ecu tiv e  director w h o  is  a substantial shareholder o f  the com pany, w as  
w ith in  the la st three years em p loyed  as an ex ecu tiv e  o f  the com p an y  or a related  
en tity  o f  the com pany, is a m em ber o f  the im m ediate fam ily  o f  a person  w h o  w as  
so  em p loyed , has a s ign ifican t contractual relationsh ip  w ith  the com pan y or the  
com p an y’s related en tity  and so  on, w o u ld  b e  ex c lu d ed  from  audit com m ittee  
m em b ersh ip .104 T he o b v iou s p rob lem  arising from  the requirem ent o f  
in d ep en d en ce is  a p rob lem  o f  resources. W here w ill  listed  com p an ies in  
A ustralia  fin d  en ou gh  directors w h o  fit th is descrip tion? In the U S , w h ich  has a

103 The Auditing and Assurance Standard Board o f  the Australian Accounting Research Foundation, the 
Australian Institute o f  Company Directors and the Institute o f  Internal Auditors — Australia, Audit 
Committees: Best Practice Guide (2“* ed, 2001) 2.

104 See Ramsay, above n 65, 153—4, for a definition o f  an ‘independent’ committee member.



2002 Sleepers Awake! Future Directions for Auditing in Australia 431

m uch larger m arket for independent d irectors, com pan ies h ave already faced  this 
problem : ‘a gen u in e shortage o f  com peten t p eo p le  togeth er w ith  increased  
director liab ility  has m ade g o o d  n on -o fficer  d irectors d ifficu lt to  fin d ’.105

E ven  assu m ing that there is  an adequate p o o l o f  independent d irectors, it is 
p o ssib le  that very  fe w  p ersons in  th is p o o l w ill  b e  w illin g  to  take on  th e range o f  
resp on sib ilities  and liab ilities  su ggested  o f  an audit com m ittee  m em ber. It is  
lik e ly  that a s ign ifican t leap  in  n o n -ex ecu tiv e  d irector rem uneration w o u ld  be  
required to bring su ch  p ersons to the task. O ne m u st q u estion , h ow ever, w hether  
a large salary w o u ld  b eg in  to erode the d irector’s ind ep en d en ce. Further, even  
w ith  the carrot o f  increased  rem uneration, n o n -ex ecu tiv e  directors co u ld  be  
reluctant to  take a p o sit io n  o n  the audit com m ittee. T here is  u ncertain ty  in  the  
law  regarding d irectors’ duties, and trends w h ich  su g g est that audit com m ittee  
m em bers m igh t b e required to  ex erc ise  a h igh er lev e l o f  care and d ilig en ce  
(com pared  to ordinary n o n -ex ecu tiv e  directors) in  the p erform ance o f  their audit 
com m ittee resp on sib ilities.

T he current lega l p o sitio n  is that a ll d irectors are exp ected  to ex e rc ise  a  
m in im um  standard o f  care, sk ill and d ilig en ce  in  their d irectorsh ips. A ll d irectors  
m u st ‘take reasonab le steps to p lace  th em se lv es in  a p o sitio n  to  gu id e and  
m onitor the m anagem ent o f  the com p an y’.106 107 H ow ever , it is p o ss ib le  that som e  
ind iv idu al directors h ave a duty to  ex erc ise  m ore care, sk ill and d ilig en ce  than  
the m inim um . A s  reiterated in  the recent ca se  o f  Australian Securities & 
Investments Commission v Adler,107 ‘in  determ ining w hether a d irector has 
ex erc ised  reasonab le care and d ilig en ce  on e m ust ask  w hat an ordinary p erson , 
with the knowledge and experience o f the defendant, m igh t h ave  b een  exp ected  
to  h ave d one in  the circum stances i f  it w as actin g  o n  their o w n  b e h a l f .108 T he  
standard o f  care exp ected  o f  a d irector w ill  a lso  vary accord in g  to the typ e and  
s ize  o f  b u sin ess , and the m anner in  w h ich  the w ork  o f  the com pan y is  
distributed .109

T he su b jective  elem en ts o f  th e duty o f  care, sk ill and d ilig en ce  are a lso  
recogn ised  in  s 180(1 ) o f  the Corporations Act, w h ich  is  a co d ifica tio n  o f  the  
com m on  la w  duty. S ectio n  1 8 0 (1 ) requires a standard o f  care and d ilig en ce  that a 
reasonab le person  w h o  occu p ies  the o ff ic e  h e ld  b y , and has the sam e  
resp on sib ilities  w ith in  the corporation  as the d irector con cerned , w ou ld  ex ercise . 
T h ese  su b jective e lem en ts led  R ogers CJ C om m  D  in  AWA Ltd v Daniels to  
d ecid e  that, in  the con text o f  a large p u b lic  com pany, the m an aging  d irector and  
the chairm an h ave greater resp on sib ilities  than th e n on -execu tive  directors: ‘In 
contrast to the m an aging  director, n on -ex ecu tiv e  directors are n ot b oun d  to  g iv e  
con tin uou s attention to  th e affairs o f  the corporation’.110 T his v ie w , h ow ever,

105 Joel G Siegel and Murty Mukkavilli, ‘Corporate Audit Committees: Making Them Work’ (1981) 51 The 
Australian Accountant 400.

106 Daniels v Anderson (1995) 37 NSWLR 438, 501.
107 Re HIHInsurance Ltd (in prov liq) and HIH Casualty & General Insurance Ltd (in prov liq); Australian 

Securities and Investments Commission v Adler (2002) 41 ACSR 72.
108 Ibid 166 (emphasis added).
109 Re City Equitable Fire Insurance Co [1925] Ch 407 (Romer J); AWA Ltd v Daniels (1992) 7 ACSR 759, 

864.
110 AWA LtdvD aniels  (1992) 7 ACSR 759, 867.
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w a s b ased  on  the assum ption  that ‘a c h ie f  ex ecu tiv e  is a d irector to  w h o m  the  
board o f  d irectors has d elegated  its p ow ers o f  m anagem ent o f  the corporation’s 
b u sin e ss ’ and that the d uties o f  n on -execu tive  directors ‘are o f  an interm ittent 
nature’.111

I f  com p an ies are required to  popu late their audit com m ittees w ith  independent 
n on -execu tive  directors, at lea st som e o f  w h o m  h ave fin an cia l exp ertise, th ese  
assum ptions m ay  n o  longer b e accurate. T he board w o u ld  b e  encou raged  to  
d elegate  m any o f  its resp on sib ilities  (and som e o f  the current re sp on sib ilities  o f  
m anagem ent) to the audit com m ittee. A p p ly in g  the lega l p rin cip les outlined  
ab ove, it is  foreseeab le  that audit com m ittee m em bers, particularly as th ey  w ou ld  
have a le v e l o f  fin ancia l literacy  gen era lly  and a m ore in depth k n o w led g e  o f  the  
com p an y’s fin ancia l p o sitio n  in  particular, w o u ld  be required to  exerc ise  a 
high er degree care, sk ill and d ilig en ce  than ordinary n on -ex ecu tiv e  directors.

T he p rob lem s h igh ligh ted  b y  th is d iscu ss io n  ind icate that, b efore  
im p lem en tin g  any p roposal requiring audit com m ittees to  b e  com prised  o f  
independent d irectors, the A ustralian  governm ent, the A S X , and other  
stakeholders sh ou ld  con sider m ore gen era lly  the ro le o f  n o n -ex ecu tiv e  directors. 
In the U K , this broader rev iew  is a lready underw ay. T he Secretary o f  State for  
Trade and Industry, Patricia H ew itt and the C h ancellor, G ordon B row n, h ave  
appointed  D erek  H iggs to  lead  an indep en d en t rev iew  into the ro le and  
e ffec tiv en ess  o f  n on -execu tive  directors. T h is rev iew  w ill  con sider the attraction, 
the recruitm ent and appointm ent o f  n o n -ex ecu tiv e  directors.

In A ustralia , the C orporations and M arkets A d v iso ry  C om m ittee w il l  con sider  
d irectors’ duties and p ersonal liab ility  fo llo w in g  a referen ce on  9 Ju ly  2 0 0 2  from  
Ian C am pbell, Parliam entary Secretary to  the T reasurer.112 R eform  o f  the  
com p osition  and resp on sib ilities o f  audit com m ittees sh ou ld  b e undertaken w ith  
the in sigh t g iv en  b y  th ese  reports into the resp on sib ilities and the e ffec tiv en ess  
o f  n on -execu tive  directors.

VI CONCLUSION

C LER P 9, and the regulatory in itia tives f lo w in g  from  it, n eed s to fu lly  
con sider the leg a l fram ew ork govern in g  auditors. It n eed s to con sid er that 
fram ew ork in the overa ll con text o f  the ob ligation s o f  and liab ilities  faced  b y  
directors —  particularly n on -execu tive  directors —  and auditors o f  p u b lic  listed  
com p an ies in  A ustralia . T he uncertainty and lack  o f  clarity  in  the la w  for  
auditors, and the ever  p resent ‘exp ecta tion  ga p ’, are m atters that ou ght to  b e  
ad dressed  from  the outset.

M ore im portantly, h ow ever , the A ustralian  governm ent and the various  
corporate stakeholders n eed  to d irectly  confront the w id er  corporate governan ce  
is su e s  w h ich  A ustralian  listed  en tities p resen tly  face. In particular, w e  n eed  a 
clear an a lysis  o f  the reasons for the various recen t corporate fa ilures, fo llo w ed

111 Ibid.
112 Corporations and Markets Advisory Committee <http://www.camac.gov.au> at 4 October 2002.
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b y  an inform ed  debate on  the resp ective  exp ecta tion s and resp on sib ilities o f  
directors, o ff icers  and auditors. T he fo cu s so le ly  or prim arily  on  im provin g  
auditor in d ep en d en ce is u n lik e ly  to b e even  h a lf  o f  the so lu tion  to  the on go in g  
prob lem  o f  A ustralian  corporate governance.




