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Dear Minister

I have pleasure in presenting the annual report of the Financial Reporting Council
(FRC) for the year ended 30 June 2009.

The report has been prepared in accordance with sections 235B and 235BA of the
Australian Securities and Investments Commission Act 2001 (ASIC Act).

Subsection 235B(1) of the ASIC Act requires the FRC to prepare a report on its
operations during the year, and on the achievement of the objects of Part 12 of the
ASIC Act relating to accounting and auditing standards. Subsection 235BA(1) of the
Act requires the FRC to prepare a report on its performance of its auditor
independence functions, the findings and conclusions reached by the FRC in
performing those functions, and the actions (if any) taken by the FRC in respect of
those findings and conclusions.

Subsections 235B(4) and 235BA(3) of the ASIC Act require the report to be tabled in
each House of the Parliament as soon as practicable.

Yours sincerely

Jeffrey Lucy AM
Chairman
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INTRODUCTION

The Financial Reporting Council (FRC) is the peak body responsible for the broad
oversight of the accounting and auditing standards setting processes for the public and
private sectors in Australia, monitoring the effectiveness of Australia’s auditor
independence requirements, and advising the responsible Minister on these matters.

The Council’s members are appointed by the Minister on the basis of nominations
made by key stakeholders in the business and investing communities, the professional
accounting bodies, governments and regulatory agencies. As at 30 June 2009 the
Council had 18 members, all of whom had been appointed on a part-time basis.

As part of its role of overseeing the standards setting processes, the FRC’s
responsibilities include appointing the members (other than the Chairs) of the
Australian Accounting Standards Board (AASB) and the Auditing and Assurance
Standards Board (AUASB), determining the broad strategic directions of the AASB and
AUASB, and giving advice or feedback: to the AASB and AUASB on their priorities,
business plans and procedures; and to the Offices of the AASB and AUASB on their
budgets and staffing arrangements.

The AASB deals with the setting of accounting standards for the public and private
sectors of the Australian economy, while the AUASB focuses on the development and
setting of auditing and assurance standards and guidance. Since 1 July 2008, both
Boards have been agencies for the purposes of the Financial Management and
Accountability Act 1997 (FMA Act) and are preparing separate annual reports for the
Minister concerning their operations during 2008-09.

Under the auditor independence function, the FRC is responsible for monitoring the
systems and processes used by Australian auditors to ensure their compliance with
auditor independence requirements. The FRC also monitors the professional
accounting bodies planning and performance of quality assurance reviews of audit
work undertaken by Australian auditors to the extent to which those reviews related to
auditor independence requirements.

In the performance of these functions, the FRC is assisted by a Secretariat which is
located at the Treasury.

The FRC meets at least once each quarter to perform its functions associated with the
oversight of the standards setting processes and monitoring the effectiveness of the

auditor independence requirements.

Funding for the FRC is provided through an Australian Government appropriation.
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CHAIRMAN’S REPORT

The past year has been a very challenging period for the
world’s capital markets, with the global financial crisis (GFC)
impacting on the economies of all countries. For the FRC, this
has meant that we have had to monitor the Australian
financial reporting framework to see that it continues to be
robust and that we contribute towards international
developments and the initiatives of international standard
setters. New opportunities have appeared for countries to
meet, share experiences and consider new international
practices to address the GFC and to discuss ways to reduce
the risk of future financial shocks.

Achievements

With the uncertainties arising out of the GFC, and its consequent impact on financial
reporting, the FRC has been active in monitoring Australia’s financial reporting
framework to see that it continues to be robust and consistent with international best
practice.

In November 2008, the FRC commissioned a report on accounting issues emerging
from the GFC following the G-20 discussions in Washington. The report canvassed the
views of Australian banks on a range of topical accounting standard issues relating to
the GFC. It was presented to the International Accounting Standards Board
(IASB)/Financial Accounting Standards Board (FASB) round table in Tokyo in
December 2008 and was influential in guiding the debate on these issues.

The FRC, in partnership with the Group of 100 (G100), conducted a workshop on
International Financial Reporting Standards (IFRS) in Sydney during August 2008
which Sir David Tweedie, Chairman of the IASB, attended. The workshop gathered
ideas on the development and application of disclosure requirements in financial
reports. The G100 is currently developing a paper to assist the IASB to determine the
type and nature of disclosures that should be included in a financial report.

The GFC has resulted in an increased focus on the availability of credit to business and
reporting and valuation issues. The FRC concluded that there was a need for updated
guidance on the use of the going concern assumption, and supported the work of
relevant stakeholder bodies to provide that guidance.
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During the year, we met with senior representatives of overseas regulatory and
oversight bodies. These discussions were invaluable in ensuring that Australia
contributed to global standard setting issues including in relation to the GFC, fair
value accounting, convergence of international accounting standards, the proposed
IFRS for small and medium-sized entities (SMEs) and auditor independence.

The FRC was instrumental in the creation of the Asian-Oceania Standard Setters Group
(AOSSG) in early 2009. The AOSSG is due to conduct its first formal meeting in
Malaysia in November this year and this meeting will bring together many of
Australia’s neighbours to discuss accounting standards and is expected to enhance
cooperation within the region, including the expanded use of IFRS, and increase the
region’s influence in accounting standard setting.

In May 2009, I spoke at the Asian Development Bank (ADB) forum in Bali on
international trends in accounting and audit regulation and what it means for
Asia-Oceania. My presentation reaffirmed the importance of international accounting
and auditing standards and the benefits of understandable audited financial
statements in promoting efficient global financial markets.

Domestically, the FRC held a public sector accounting workshop in Canberra in
November 2008 which attracted standard setters and other interested stakeholders
from Australia and New Zealand to discuss issues facing the sector.

The 2009 Ken Spencer Memorial Lecture was held on 11 March 2009 at KPMG’s
Melbourne offices. The guest speaker for the Lecture was Mr Mark Olson, Chairman of
the Public Company Accounting Oversight Board (PCAOB) of the United States. The
topic of his lecture was ‘Independent Audit Oversight — its evolution and
implications for global capital markets’. The topic was well received by the audience,
which included members of the Spencer family and relevant stakeholders.

The FRC has also been monitoring differential reporting and held a special FRC
meeting in August 2009 to progress the issue.

Revised governance arrangements for the accounting and
auditing standards setters

On 1 July 2008 the AASB and AUASB moved from the Commonwealth Authorities and
Companies Act 1997 (CAC Act) to the FMA Act. The FRC continues to have strategic
oversight responsibilities for the two bodies but now has an advisory role in relation to
their priorities, business plans, procedures, budgets and staffing arrangements. The
Council will continue to appoint members (other than the Chairs) to each Board and
provide guidance, support and assistance to both Boards as part of its general
functions.
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Chairman’s report

I would like to thank retiring AASB Chairman, Professor David Boymal, and outgoing
members Ms Jan McCahey (AASB), Mr Colin Parker (AASB) and Mr lan McPhee
(AUASB) for their commitment and contribution during their tenure as members.

Auditor independence

The period under review was the fifth year for which the FRC has had responsibility
for monitoring the effectiveness of the auditor independence requirements in
Australia. As in prior years, the overall conclusion reached by the FRC as a result of its
work on auditor independence is that the independence framework continues to
operate effectively.

The FRC performs the auditor independence function primarily through obtaining
information from the Australian Securities and Investments Commission (ASIC) and
the other bodies with which it has a Memorandum of Understanding (MOU) and
through periodic meetings with those bodies and other stakeholders, such as auditing
firms. In these circumstances, it might be argued that the FRC adds minimal value to
the work already undertaken by ASIC and the other MOU bodies.

I have therefore proposed that Treasury review the FRC’s auditor independence
functions for the purpose of considering whether this role should be maintained into
the future.

Outlook for 2009-10

Twelve months ago, I said that I expected the financial market turmoil of 2007-08 to
continue in 2008-09 and that it would provide many challenges on both the domestic
and international fronts. However, no one could have expected the severity of the
crisis or the implications for financial reporting either here in Australia or
internationally. This volatility in the markets may persist through 2009-10, and people
will look to accounting and auditing standards to reinforce confidence in the world’s
capital markets.

The GFC has prompted governments, regulators and international financial bodies to
question the effectiveness of current systems, frameworks and standards. The main
focus for the FRC in the coming year will be to influence the implementation of
changes to the global financial system to ensure Australia’s financial reporting
framework remains effective and relevant in the changing global environment.

One of the main challenges continues to be for Australia to maintain its international
influence in standard setting as more countries adopt IFRS. Australia’s substantial
direct financial support to the IASB, membership and participation in the various arms
of the international governance framework and, most importantly, substantial
high-quality technical input into the standard setting process provide us with a strong
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platform moving forward. Domestically, differential reporting and public sector
accounting form key elements of the FRC’s forward agenda together with monitoring
going concern issues.

Acknowledgements

I thank all of my colleagues for the hard work and time they have put into the FRC and
its Committees during 2008-09. Their expertise and tireless commitment have enabled
the Council to focus on important issues.

I welcome the appointment of Mr Michael Dwyer, Ms Noelle Kelleher,
Ms Merran Kelsall, Mr Kevin Simpkins and Mr John Trowbridge to the FRC and
sincerely thank retiring members Professor David Boymal, Ms Catherine Walter AM,
Mr Warwick Hunt and Mr Lee White for their expertise and their commitment to the
Council during their tenure.

I would like to thank the previous Chair of the AASB, Professor David Boymal (until
November 2008), the Acting Chair of the AASB, Mr Bruce Porter (November 2008 to
June 2009), and the Chair of the AUASB, Ms Merran Kelsall, for their work in leading
their agencies and in keeping the FRC informed of developments.

On behalf of the Council, I want to thank the Secretariat for enabling the work of the
Council and its Committees to be carried out in a timely and effective manner and to
thank the outgoing FRC Secretary, Ms Suzanne Howarth, for her contribution and
efforts from July 2007 to June 2009.

Finally, I welcome Ms Genevieve Watson as the new FRC Secretary and
Mr Kevin Stevenson as AASB Chairman from 1 July 2009.

The coming year promises again to be challenging. I look forward to working with all
stakeholders in ensuring that the FRC continues to show leadership on emerging
issues both here in Australia and internationally.

Jeffrey Lucy AM
Chairman of the Financial Reporting Council

14 October 2009
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FRC HIGHLIGHTS FOR 2008-09

International activities

The FRC played an active role in Australia’s response to the GFC, acting as a lead
domestic agency in responding to the accounting standards recommendations of
the G-20 Leaders Summit in November 2008.

As part of Australia’s response to the GFC, the FRC sponsored the preparation of
a report on accounting issues emerging from the crisis, with the report being
presented to the IASB/FASB Tokyo Round Table on GFC in December 2008. The
most pressing need for review identified in the report related to the difference
between the prudential and accounting models for provisioning of loans held at
amortised cost, although changing the accounting rules for hedging was also
identified as an urgent need. The report was influential in guiding the debate on
these issues.

The FRC was actively involved in the creation of the AOSSG, a forum intended to
undertake a range of activities including promoting the adoption of, or
convergence with, IFRS in the region and supporting the IASB’s effort to establish
a single set of high-quality global accounting standards.

The FRC also participated in the third IFRS Regional Policy Forum in Beijing in
April, while the FRC Chairman presented a paper at a seminar on International
Trends in Financial Sector Supervision and Regulatory Regimes arranged by
Indonesia in conjunction with the 42nd annual meeting of the Board of Governors
of the ADB.

Stakeholder engagement

The FRC considered a wide range of issues during the year, including:

—  the role of the Accounting Professional and Ethical Standards Board
(APESB);

—  the Government’s proposals for auditing under the National Greenhouse and
Energy Reporting Act 2007 and the Carbon Pollution Reduction Scheme;

—  progress towards implementing Standard Business Reporting in Australia;
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—  current financial reporting issues facing the public sector; and

—  the current work by the IASB and the International Public Sector
Accounting Standards Board (IPSASB) in developing their respective
conceptual frameworks.

. During the year, the FRC arranged two workshops on issues of relevance to
stakeholder groups. The FRC and the G100 jointly sponsored a workshop on the
Australian IFRS experience, while the FRC joined with the Department of Finance
and Deregulation and the AASB to consider public sector accounting issues.

. The FRC Chairman made two visits during the year to overseas regulatory and
professional bodies that perform functions of direct relevance to the FRC’s own
functions. The first was to China and Japan in October 2008, while the second was
to North America, Europe and China in March and April 2009. In each case, the
Chairman undertook the visits in conjunction with his attendance at meetings of
the International Accounting Standards Committee (IASC) Foundation and
international or regional conferences.

. The FRC Chairman met with a range of stakeholder organisations, including
accounting firms, professional accounting bodies, industry groups and regulatory
bodies in Australia for discussions about accounting and auditing issues of
relevance to the Council and its stakeholders.

Oversight of Australian standards setting

. With the transfer of the governance arrangements for the AASB and AUASB from
the CAC Act framework to the FMA Act framework from 1 July 2008, the FRC's
role in respect of the Boards (and their Offices) changed from one of approving
their budgets, staffing arrangements, priorities and business plans to one of
providing advice or feedback about these matters. From the same time, the FRC
members ceased to be directors of the Boards.

. In November 2008, the FRC approved the appointment of two new members and
the re-appointment of two existing members to the AASB. At the same time, one
new appointment and five re-appointments were made to the AUASB.

. In keeping with its statutory responsibility of promoting the adoption of
international best practice in Australia, during May 2009 the FRC endorsed
Australia’s adoption of the International Auditing and Assurance Standards
Board’s (IAASB’s) clarity standards in accordance with the 1 January 2010
timeline previously proposed by the AUASB.

. In light of the uncertainties arising out of the GFC, the FRC concluded that there
was a need for updated guidance on the use of the going concern assumption and
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encouraged relevant stakeholder bodies to satisfy that need. Subsequently, the
AUASB issued a bulletin providing guidance on this subject and, in conjunction
with the Australian Institute of Company Directors (AICD), released a
publication on the responsibility of directors to perform a going concern
assessment and for auditors to review and consider that assessment when
forming their opinion on the financial statements.

Monitoring auditor independence

During 2008-09, the FRC monitored the nature and overall adequacy of the
systems and processes used by audit firms to ensure compliance with auditor
independence requirements by gathering information from ASIC, by reviewing
reports published by the Audit Quality Review Board (AQRB) and the Institute
of Chartered Accountants in Australia (ICAA) and by obtaining and analysing
information from the professional accounting bodies. Based on this work, the
FRC formed the view that the systems and processes used by audit firms were
acceptable, although it noted that there is scope for improvement to the systems
and processes of some firms.

On the basis of information provided by the professional accounting bodies, the
FRC did not become aware of any deficiencies in either the systems or processes
used by the bodies for planning and performing quality reviews of audit work, or
in the overall adequacy of the professional accounting bodies investigation and
disciplinary procedures.

With the GFC creating significant pressures for both the business community and
the wider Australian economy during 2008-09, the FRC sought and obtained the
assistance of the professional accounting bodies in reminding those members of
the bodies who are involved in the preparation and audit of financial statements
about the importance of the profession’s ethical standards and the need for
compliance with them.

Governance and administration

As at 30 June 2009, the FRC had 18 members. During the year four members
retired while seven new members were appointed. The appointments made to
the Council during the period resulted in the Chairs of the AASB and AUASB
and a nominee of the Australian Prudential Regulation Authority (APRA) being
formally represented on the FRC for the first time. In addition, the stakeholder
base of the Council was expanded through the appointment of a nominee of the
Association of Superannuation Funds of Australia.
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. Six meetings of the FRC were held during the year. In addition, the FRC, in
conjunction with stakeholders, held workshops on IFRS and public sector
accounting.
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ENQUIRIES

Initial queries relating to the Financial Reporting Council’s annual report may be

directed to the Secretary, Financial Reporting Council:

Location: Secretary
Financial Reporting Council
¢/ The Treasury
Langton Crescent

PARKES ACT 2600
Telephone: 02 6263 3144
Facsimile: 02 6263 2770
Email: frcsecretary@treasury.gov.au
Website: http:/ /www frc.gov.au
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1 INTERNATIONAL ACTIVITIES

1.1 RESPONSE OF ACCOUNTING STANDARDS SETTERS TO THE
GLOBAL FINANCIAL CRISIS

International Accounting Standards Board

The GFC has lifted accounting standards setting onto the international economic policy
making agenda. This is unsurprising — during the global financial and economic
turmoil in the period around 2001, accounting standards also came under close
scrutiny (for example as a result of the Enron scandal). While much has been done in
the interim to close gaps in governance and to adapt to the impetus of globalisation, by
working to ensure that International Accounting Standards (IAS) achieve global or
near-global acceptance, a number of important IFRS have remained unreformed, most
notably those relating to financial instruments such as IAS 39 Financial Instruments:
Recognition and Measurement (and similar problems have remained in other
jurisdictions such as the United States).

Since the current period of market turmoil began in 2007, eventually leading to the
GFC, the IASB has been actively responding to the crisis, and has developed a number
of projects to address issues identified early on by groups such as the Financial
Stability Forum, now called the Financial Stability Board (FSB). It has also been
amending the standards identified later by the G-20 while at the same time continuing
to work with others such as the FASB and the Accounting Standards Board of Japan
(ASB]J) to proceed with the goal of international convergence.

While acknowledging the value of this work in addressing issues associated with the
GFC, it is important to keep in mind the findings of the recently released report of the
Financial Crisis Advisory Group (FCAG) which noted that:

While the post-mortems are still being written, it seems clear that accounting
standards were not a root cause of the financial crisis. At the same time, it is
clear that the crisis has exposed weaknesses in accounting standards and their
application (FCAG, p 3).!

1 Report of the  Financial Crisis  Advisory = Group, 28 July 2009,
http:/ /www.iasb.org/NR/rdonlyres/2D2862CC-BEFC-4A1E-8DDC-F159B78C2AA6/0/
FCAGReportJuly2009.pdf.
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In November 2008, at the Washington Leaders Summit, the G-20 identified a number
of accounting standards policies requiring reform following the onset of the GFC. This
was updated with more detailed requests at the London G-20 summit in April 2009.
Furthermore, in April 2009 the newly created FSB released a report identifying a
number of issues identified in accounting standards from a financial regulatory
perspective.

The IASB has responded positively to the increased focus of policy makers, such as the
G-20, with a number of fundamental reforms:

. the creation of the Monitoring Board in January 2009 to enhance the public
accountability of the IASC Foundation;

. the creation, with the FASB, of the FCAG to advise on implications of the crisis;
. ongoing collaboration with prudential and regulatory bodies such as the FSB; and
. the announcement that IAS 39 would be fundamentally reformed.

In addition, the IASB has reviewed a number of standards identified as needing reform
such as those relating to off-balance sheet exposures, disclosure, the complexity of
financial reporting, the valuation of financial instruments and the recognition of loan
loss provisions. Some of these processes are not complete and will require the goodwill
and effort of all involved to ensure that international accounting standards reflect the
fundamental principles underlying accounting standards. These include the need to
accurately reflect the relative financial position of entities at a point in time, and the
need for independent standard setting, with the policy imperative that accounting
information encourage financial institutions in particular to behave in a cyclically
neutral manner (rather than pro-cyclically). While there is widespread agreement that
accounting standards did not cause the crisis, it is also clear that they require work as
part of the current process of global economic reform.

FRC’s role in responding to the GFC

The FRC has played an active role working with the IASB to achieve appropriate
reforms of standards and governance, both through a submission to the IASC
Foundation’s constitutional review and by collaborating in discussions between
standards setters and policy makers and others, including sponsoring research
presented to the IASB/FASB Tokyo round table.

The FRC has supported the improvements in IASB governance, and Australia has
strengthened the ability of the IASB to undertake these reforms through its very strong
contribution to the IASB’s independent operation; specifically, the Australian
Government contributes A$1 million in annual funding to the IASC Foundation.
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As mentioned above, the FRC also sponsored the report (including a survey of
Australian banks) prepared and presented by Judith Downes to the IASB/FASB Tokyo
Round Table on the GFC on 3 December 2008. Her presentation emphasised that the
most pressing need for review identified in the report related to the difference between
the prudential and accounting models for provisioning of loans held at amortised cost,
although changing the accounting rules for hedging was also identified as an urgent
need. The report was influential in guiding the debate on these issues.

The FRC has been something of a conduit for the transmission of ideas and opinions
on the reform process between the Australian Government, the G-20, the FSB and
other relevant supervisory bodies, and the IASB. This has been important in helping to
ensure that the G-20’s conclusions strike the appropriate balance between the valuable
goal of standard setter independence and principle-driven accounting standards, and
that of ensuring that accounting standards are consistent with the needs of globally
appropriate financial regulation and with desirable economic principles such as
minimising pro-cyclicality and hence avoiding boom and bust cycles.

Maintaining up-to-date information on global policy developments relating to
accounting standards was greatly assisted by contacts and discussions with a number
of organisations including the US Securities and Exchange Commission (SEC), the
International Monetary Fund (IMF), the UK Treasury, the IASB, and the European
Financial Reporting Advisory Group (EFRAG). In addition, strong regional links have
been forged at the IFRS regional policy forum and the ADB annual general meeting.

Australia was also actively involved in the creation of AOSSG, and indeed the FRC
Chairman and Secretary attended the meeting which created the AOSSG. The work of
this organisation will help to promote the acceptance of IFRS in the region and increase
the region’s influence in global accounting standards setting. It is clear that work
between standards setters in the Asia Pacific region will be increasingly important in
the future, not just because Australia’s economic ties increasingly lie here, but also
because this will be a valuable way in which to increase the recognition and influence
that Australia can have in the sector. Accordingly the FRC, and the AASB, are
increasingly engaged with their regional counterparts and this is outlined further
below.

1.2 COOPERATION WITH NEW ZEALAND

Trans-Tasman Accounting and Auditing Standards Advisory
Group

The FRC Chairman is a member of the Trans-Tasman Accounting and Auditing

Standards Advisory Group (TTAASAG), which was established in 2004 to advise the
Australian and New Zealand Governments and accounting and auditing standards
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setters on ways to reduce costs and improve efficiency by aiming for single sets of
accounting and auditing standards to apply to both jurisdictions. TTAASAG also seeks
to maximise the influence of Australia and New Zealand in the development of
international accounting standards and international auditing and assurance
standards, including the international standard setting process.

During the year TTAASAG:

. considered the possible development of a set of accounting and auditing
outcomes that would apply reciprocally between Australia and New Zealand.
These outcomes would form part of a broader Single Economic Market outcomes
agreement, which would identify outcomes on a wide range of issues between
Australia and New Zealand;

. monitored progress with a number of policy proposals being developed by the
New Zealand Ministry of Economic Development, including a review of the
audit regulation and financial reporting frameworks; and

. considered a range of issues common to Australia and New Zealand, such as
asset valuation in thinly traded markets, response to the global financial crisis,
standard business reporting, the going concern principle, reporting by
not-for-profit entities and differential auditing.

In addition, TTAASAG continued to actively monitor upcoming vacancies on
international bodies, such as the IASB and the Standards Advisory Council, and
sought to identify Australians and New Zealanders who would be high-quality
candidates for those positions.

Cross-membership with NZ Accounting Standards Review
Board

Shortly after its establishment, TTAASAG proposed that cross-membership between
relevant standard setting and oversight bodies of Australia and New Zealand would
be a desirable step in the process of reducing costs and improving efficiency of
businesses operating in both jurisdictions.

The FRC Chairman was a member of the Accounting Standards Review Board of
New Zealand (ASRB) throughout the period covered by this report. The Chairmanship
of the ASRB changed during the year, with Mr Warwick Hunt retiring on 31 December
2008 and Mr Kevin Simpkins commencing a five-year term on 1 March 2009.
Appendix A details the periods during which Messrs Hunt and Simpkins served on
the FRC during 2008-09.

During 2008-09, TTAASAG reviewed the role of cross-appointees and the procedural
rules (for example, voting rights) applicable to such appointees. TTAASAG noted that
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cross-appointees are contributing to the standard setting process by facilitating
cooperation and communication and agreed that the current arrangements should be
maintained.

1.3 ASIA PACIFIC ACCOUNTING DEVELOPMENTS

IFRS Regional Policy Forum

The third IFRS Regional Policy Forum was held in Beijing on 16 April 2009. The
Forum, which was hosted by the Ministry of Finance of the People’s Republic of China,
was attended by participants from Australia, Brunei, India, Indonesia, Japan, the
Republic of Korea, Malaysia, New Zealand, Singapore, China, Hong Kong SAR and
Macau SAR. Australia was represented by the FRC Chairman, senior officers of the
Australian Treasury and members of the accounting profession.

The Forum’s sessions covered a range of issues, including: the relationship between
the global financial crisis and the financial reporting framework; the actions taken by
jurisdictions in the region in response to the financial crisis; international convergence
and regional influence in the international standards setting environment; and
financial reporting requirements for non-publicly accountable entities.

Those participating in the Forum:

. expressed their appreciation for the actions of the IASB in response to the
financial crisis, and agreed to further strengthen cooperation to improve the
current system of IFRS;

. confirmed that the objective of financial reporting is to improve the quality of
information available for capital providers so as to enhance the operation of the
world’s capital markets;

. agreed that the establishment of a single set of high-quality global accounting
standards is an important ingredient in a well-informed market that would assist
in the prevention of financial crises and the development of the global economy;

. agreed that countries and regions should actively promote their own accounting
standards to converge with IFRS, with the aim ultimately of adopting the IFRS;

. agreed that the accounting standards setting bodies should strengthen
cooperation with the relevant regulators and supervisors in coordinating the
accounting standards with related regulatory requirements, and agreed to
promote consistent implementation of accounting standards; and
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. agreed that in the development of the IFRS the realities and opinions of different
regions should be given due consideration. It is critical to intensify cooperation
among the regional accounting standards setting bodies and to set up a
corresponding mechanism for the region to contribute to the development of
IFRS.

It was also agreed that the next IFRS Regional Policy Forum will be hosted by
Singapore.

Asian-Oceania Standards Setters Group

A preparatory meeting of the AOSSG was held in Beijing on 17 April 2009. The
meeting was co-sponsored by the AASB, the Brunei Ministry of Finance, the China
Accounting Standards Committee, the Indonesia Institute of Accountants, the ASB],
the Korea Accounting Standards Board, the Malaysian Accounting Standards Board,
the Financial Reporting Standards Board of New Zealand, the Singapore Accounting
Standards Council, the Hong Kong Institute of CPAs and the Committee for the
Registry of Auditors and Accountants of Macau. The FRC Chairman and the Acting
Chairman of the AASB represented Australia at the meeting.

The meeting agreed to establish the AOSSG as a forum to promote the adoption of, or
convergence with, the IFRS in the region, support the IASB’s effort to establish a single
set of high-quality global accounting standards, coordinate positions of jurisdictions in
the region and participation in the development of the IFRS, improve the consistency
and comparability of the financial reporting standards in the region and enhance the
quality of financial reporting in the public interest of jurisdictions in the region.

The first regular meeting of the AOSSG will be hosted by Malaysia in November 2009.

Asian Development Bank

On 2 May 2009, the FRC Chairman presented a paper, ‘International trends in
accounting and auditing regulation and what it means for Asia Oceania’, at a seminar
on International Trends in Financial Sector Supervision and Regulatory Regimes
arranged by Indonesia in conjunction with the 42nd annual meeting of the Board of
Governors of the ADB.
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2 STAKEHOLDER ENGAGEMENT

2.1 DOMESTIC STAKEHOLDERS

The FRC’s engagement with domestic stakeholders and other interest groups is
addressed in a number of ways, including through liaison between stakeholders and
their respective nominees on the Council, presentations at FRC meetings on issues of
relevance to the Council and its stakeholders, and periodic meetings between the FRC
Chairman and a wide range of stakeholders.

During the year, the FRC was privileged to have the then Minister for Superannuation
and Corporate Law, Senator the Hon Nick Sherry, in attendance for part of the
February meeting. The Minister thanked Council members for their efforts and their
continued commitment to financial reporting issues during the current economic
climate.

Issues which the FRC considered during the year included:
. the role of the APESB;

. the Government's proposals for auditing under the National Greenhouse and
Energy Reporting Act 2007 and the Carbon Pollution Reduction Scheme;

. progress towards implementing standard business reporting in Australia;
. current financial reporting issues facing the public sector; and

. the current work by the IASB and the IPSASB in developing their respective
conceptual frameworks.

Provision is also made in the agendas of most FRC meetings for Council members to
raise issues of concern to their stakeholder bodies.

During 2008-09, as during the previous year, the FRC Chairman met with a range of
organisations including accounting firms, professional accounting bodies, industry
groups and regulatory bodies.

In addition, the FRC arranged two workshops on issues of relevance to stakeholder

groups. Information about these workshops, which dealt with IFRS and public sector
accounting, appears below.
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IFRS workshop

On 11 August 2008, the FRC and G100 jointly sponsored a workshop on the Australian
IFRS experience. The workshop was attended by Sir David Tweedie, Chairman of the
IASB, and Mr Warren McGregor, IASB board member.

The workshop considered a report collated by PricewaterhouseCoopers, which was
commissioned by the FRC and the G100. The report documented the results of a
survey of G100 members on their experiences adopting IFRS. The results from the
survey provide strong support for a principles-based approach to standard setting.
The costs and benefits of adopting IFRS are documented in the report.

Sir David invited workshop participants to assist the IASB in developing a set of
principles to be considered when the IASB determines the type and nature of
disclosures to be included in an IFRS.

The G100 subsequently retained PricewaterhouseCoopers to assist in preparing
principles for the development and application of disclosure requirements in financial
reports. The principles are expected to be completed during the second half of 2009,
after which they will be tested by a sample of companies. The statement of principles
and the results of their testing will both be submitted to the IASB.

Public sector accounting workshop

A public sector accounting workshop was held in Canberra on 5 November 2008. The
workshop considered issues raised in a number of papers on public sector accounting
prepared by the Department of Finance and Deregulation, the AASB and the FRC
Secretariat.

Workshop participants agreed on a number of high-level messages, including the need
for one set of Australian accounting standards and one Australian standard setter.
There was no enthusiasm among workshop participants for moving to either a ‘two
boards’ or ‘committees’ model of standard setting.

The workshop participants were also of the view that there should be a review of
AASB 1049 Whole of Government and General Government Sector Financial Reporting
to address implementation and other issues associated with the standard.

2.2 OVERSEAS STAKEHOLDERS

Since 2002, successive FRC Chairmen have visited overseas regulatory and
professional bodies that perform functions of direct relevance to the FRC's own
functions. During 2008-09, the FRC Chairman made two overseas visits: to China and
Japan in October 2008 and North America, Europe and China in March and April 2009.
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In each case, the visits were undertaken in conjunction with attendance at meetings of
the IASC Foundation and international or regional conferences.

Meetings of the IASC Foundation

The IASC Foundation is an independent not-for-profit, private sector organisation
committed to developing, in the public interest and through its standard-setting body,
the IASB, a single set of high-quality, international financial reporting standards for
general purpose financial statements. The Foundation has 22 Trustees, who have
senior executive experience and who come from diverse geographical and professional
backgrounds in both the private and public sectors.

In his capacity as a Trustee of the IASC Foundation, the FRC Chairman attended
Trustees” meetings in Washington DC, Beijing, New Delhi and London during 2008-09.
Costs associated with the FRC Chairman’s attendance at these meetings are met by the
IASC Foundation.

Having an Australian as a Trustee of the IASC Foundation provides significant
benefits for Australia, as it enables issues of concern to us to be raised for consideration
at meetings of the Foundation. It also alerts us to developments that may have
consequences for Australia’s financial reporting framework.

Visit to China and Japan

The visit to China and Japan during October 2008 coincided with the meeting of the
IASC Foundation held in Beijing and a jointly sponsored Chinese Ministry of Finance,
IASB and PricewaterhouseCoopers conference, ‘IFRS in Asia — Driving Capital
Markets of Tomorrow’, which was attended by over 430 delegates from 17 countries.

In both countries, meetings were held with government officials, regulatory bodies
and representatives of the accounting profession. Chinese organisations with which
meetings were held included the Ministry of Finance, the China Securities Regulatory
Commission and the Chinese Institute of Certified Public Accountants, while the
Japanese bodies included the Financial Services Authority, the Tokyo Stock Exchange,
the Financial Accounting Standards Foundation, the ASB]J, the Certified Public
Accountants and Auditors Oversight Board and the Japanese Institute of Certified
Public Accountants.

A strong sense of goodwill and respect for Australia and the Australian policy and
regulatory perspective was present at all meetings with Chinese and Japanese

Government officials and senior Japanese business figures.

In the view of the FRC Chairman, there is a keen desire for further engagement and
exchange in relation to accounting and auditing issues and for a more collaborative
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approach to formulation of the regional perspective. Australia seems well placed to
work collaboratively with both China and Japan in these areas.

Visit to North America, Europe and China

Meetings with key international stakeholders were arranged in North America and
Europe during late March/early April 2009 to coincide with a meeting of the
International Accounting Standards Committee Foundation (IASC Foundation) in
London at the start of April and two other meetings, the IFRS Regional Policy Forum
and a preparatory meeting for the establishment of the AOSSG, held in Beijing in
mid-April. (Further information about the Beijing meetings is contained in section 1 of
this report.)

Organisations with which meetings were held included: the SEC, the PCAOB and the
IMF in Washington DC; the International Federation of Accountants (IFAC) in
New York; the IASB, UK Financial Reporting Council, UK Accounting Standards
Board and the Financial Services Authority in London; and EFRAG in Brussels.

From Australia’s perspective, key messages from the meetings included:

. the increasing recognition of international financial reporting standards and
international auditing standards, especially in North America; and

. the potential for Australia to take a more significant international role in relation
to public sector accounting and auditing developments.

These meetings provided significant benefits to the FRC by enabling it to engage
relevant stakeholders in post-crisis discussions concerning policy and administration
following recommendations arising from the G-20 meetings and through assisting it to
maintain its international stakeholder networks.
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3 OVERSIGHT OF AUSTRALIAN STANDARDS
SETTING

3.1 INTRODUCTION

Under the Australian Securities and Investments Commission Act 2001 (ASIC Act), the
FRC'’s functions are to provide broad oversight of the processes for setting accounting
and auditing standards in Australia and to give the Minister reports and advice about
these processes. Specific accounting and auditing standard setting functions for which
the FRC was responsible in 2008-09 are contained in subsections 225(2) and (2A) of the
ASIC Act. An outline of each of these functions is provided in this section of the report
in conjunction with information about the performance of the function.

With the commencement of the Governance Review Implementation (AASB and AUASB)
Act 2008 on 1 July 2008, the governance arrangements for the AASB and AUASB were
transferred from the CAC Act framework to the FMA Act framework.

The change in the governance framework for the AASB and AUASB resulted in
changes in both the role of FRC members and the FRC’s oversight functions. During
the period in which the Boards were under the CAC Act framework, FRC members
performed the role of directors of the Boards. This situation was a consequence of the
FRC being responsible for approving the budgets, staffing arrangements, priorities and
business plans of the Boards. However, with the change to the FMA Act framework,
the FRC’s role in respect of the Boards (and their Offices) became one of providing
advice or feedback about these matters and the FRC members ceased to be directors of
the Boards.

3.2 APPOINTMENT OF MEMBERS TO BOARDS

The ASIC Act provides that the FRC is responsible for appointing the members of the
AASB and AUASB (other than the Chairs, who are appointed by the Minister). In
addition, the Act provides that the members of the Boards (other than the Chairs) hold
office on the terms and conditions determined by the FRC.

The FRC is assisted in the performance of these functions by a Nominations
Committee which, among other things, is responsible for seeking expressions of
interest from persons interested in being considered for appointment to either the
AASB or AUASB and interviewing and evaluating candidates on the basis of merit.
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During 2008-09, the members of the Committee were: Mr Klaus Zimmermann (Chair),
Ms Kathryn Campbell, Mr Don Challen, Mr Mark Coughlin, Mr Jeffrey Lucy AM,
Mr Eric Mayne (from May), Ms Jan West AM and Mr Lee White (until December). In
addition, the Chairmen of the AASB and AUASB are ex-officio members of the
Committee for consideration of matters relating to their respective Boards. Further
information about the Committee and the criteria for appointment to the Boards is
available on the FRC’s website (http:/ /www.frc.gov.au/guidelines/).

On 26 November 2008, the FRC approved the following appointments and
re-appointments for terms commencing on 1 January 2009 and ending on
31 December 2011:

. AASB: appointment of Mr Victor Clarke and Mr Ian McPhee and re-appointment
of Mr Glenn Appleyard and Mr John O’Grady; and

. AUASB: appointment of Mr Colin Murphy and re-appointment of
Mr Mike Blake, Mr Chris Hall, Ms Elizabeth Johnstone, Mr Greg Pound and
Mr David Simmonds.

As at 30 June 2009, the AASB had 12 members while the AUASB had 13 members. The
stakeholder backgrounds and/or experience of the members of the Boards are detailed
in the following table.

Stakeholder background/experience AASB AUASB
Chairman See note (a) 1
Corporate 2 1
Public sector 5 2
Accounting firms (major) 4 4
Accounting firms (other) 0 2
Academic 0 1
Legal 0 1
User 0 1
NZ appointee 1 0

(a) Mr Kevin Stevenson’s appointment as Chairman of the AASB commenced on 1 July 2009. Prior to
Mr Stevenson taking up his appointment, Mr Bruce Porter acted as Chairman.

During 2009-10 the Nominations Committee, in consultation with the Chairs of the
Boards, will review the existing composition of the Boards having regard to their
current work programs and make appropriate recommendations to the Council
concerning the desirable background and experience of future appointees to the
Boards.
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3.3 GIVING ADVICE OR FEEDBACK TO THE BOARDS AND THEIR
OFFICES

The FRC'’s functions include giving the AASB and AUASB advice or feedback on their
priorities, business plans and procedures and giving the Offices of the AASB and
AUASB advice or feedback on their budgets and staffing arrangements (including
level, structure and composition of staffing).

Under its function of providing broad oversight of the processes for setting Australian
accounting and auditing standards, the FRC monitored the priorities, business plans,
procedures, budgets and staffing arrangements of the Boards and their respective
Offices during 2008-09.

The FRC did not provide any advice or feedback under paragraph 225(2)(b) or (ba) or
(2A)(b) or (ba) of the ASIC Act during the period to which this report relates.

34 BROAD STRATEGIC DIRECTIONS OF BOARDS

The FRC’s functions include determining the broad strategic directions of the AASB
and AUASB. The FRC has developed guidelines to be applied in the development of
any  strategic  directions that are issued to the Boards (see
http:/ /www. frc.gov.au/ guidelines/strategic_directions.asp). The guidelines envisage
that, in developing and issuing new and revised strategic directions, the Council will
take into account:

. the Australian Government's stated policies and priorities;

. relevant international and domestic considerations impacting on the setting of
accounting or auditing standards; and

. the public interest in the context of the Australian economy.

Since its establishment, the FRC has made three determinations concerning the broad
strategic directions of the AASB and AUASB. These directions sought to achieve the
following key outcomes:

. to require the AASB to work towards the adoption in Australia of accounting
standards that are the same as those issued by the IASB, to ensure their
applicability to Corporations Act 2001 (Corporations Act) entities for accounting
periods beginning on or after 1 January 2005 (Direction approved 5 September
2002);

. to require the AASB to pursue as an urgent priority the harmonisation of

Government Finance Statistics (GFS) and Generally Accepted Accounting
Principles (GAAP) reporting (Direction issued 18 December 2002); and
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. to require the AUASB to develop Australian auditing standards that have a clear
public interest focus and are of the highest quality and to use, as appropriate,
International Standards on Auditing (ISA) of the IAASB as a base from which to
develop the Australian standards (Direction approved 4 April 2005).

Each of these directions is still current.

During 2008-09, the FRC monitored the activities of both Boards and formed the view
that there was no need to issue any new directions or amend the existing directions.

3.5 DEVELOPMENT OF INTERNATIONAL ACCOUNTING AND
AUDITING STANDARDS

The ASIC Act confers on the FRC the following functions associated with the
development of international standards:

. monitoring the development of international accounting and auditing standards
and the accounting and auditing standards that apply in major international
financial centres; and

. furthering the development of single sets of accounting and auditing standards
for world-wide use with appropriate regard to international developments.

The FRC’s Secretariat obtains information about international developments by
monitoring media reports and the internet websites of overseas organisations
(including public-interest oversight bodies, standards setters and regulatory agencies).
This information is used to prepare a summary of key international financial reporting
developments which is circulated to Council members on a regular basis. The
Secretariat is currently examining legal and other issues associated with an FRC
proposal to publish the key developments document on the FRC’s website.

Information about international developments in the setting of accounting and
auditing standards is also obtained during overseas visits by the FRC Chairman. In
2008-09, these visits were to China and Japan during October 2008 and to North
America, Europe and China during March and April 2009. More detailed information
about these visits appears in section 2 of this report.

During 2008-09, the FRC Chairman was also actively involved with furthering the
development of single sets of accounting and auditing standards for world-wide use.
Apart from actions taken in his capacity as a Trustee of the IASC Foundation, the FRC
Chairman participated in TTAASAG, the third IFRS Regional Policy Forum, a
preparatory meeting of the Asia Oceania Standards Setters Group and the 2009 annual
general meeting of the ADB. Further information about these activities appears in
section 2 of the report.
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3.6 MONITORING AUSTRALIAN DEVELOPMENTS

The FRC has the following specific responsibilities in respect of Australian accounting
and auditing standards:

. promoting the continued adoption of international best practice in the Australian
accounting and auditing standard setting processes if doing so would be in the
best interests of both the private and public sectors in the Australian economy;
and

. monitoring the operation of accounting and auditing standards to assess their
continued relevance and their effectiveness in achieving their objectives in respect
of both the private and public sectors of the Australian economy and the
effectiveness of the consultative arrangements used by the AASB and AUASB.

During 2008-09, the FRC monitored the operation of accounting and auditing
standards through reports presented at FRC meetings by the Chairs of the AASB and
AUASSB, stakeholder reports provided to FRC meetings by Council members, meetings
between the FRC Chairman and stakeholder bodies and media reports about the
operation of accounting and auditing standards.

In the area of adoption of international best practice in Australia, the FRC’s primary
focus has been on the IAASB’s ‘clarity’ standards and the ‘going concern” principle.

. In May 2009, the FRC endorsed Australia’s adoption of the clarity standards in
accordance with the 1 January 2010 timeline previously proposed by the AUASB.
In taking this action, the FRC noted the then recent decision of the UK Auditing
Practices Board to update the UK and Irish auditing standards for the new
clarified ISAs and the likelihood that other jurisdictions in the European
Community, such as the Netherlands, will adopt the new standards from January
2010. The FRC also noted the publication of several reports undertaken for the
European Commission (cost benefit analysis of ISAs and a comparison of ISAs
and PCAOB standards) which were supportive of the IAASB clarity standards. It
was also noted that a number of other jurisdictions outside of Europe, such as
Canada, New Zealand and South Africa, will adopt the clarity standards in line
with the IAASB timeframe.

. The clarity standards to be issued by the AUASB will also include a new standard
on quality control, ASQC1 Quality Control for Firms that Perform Audits and
Reviews of Financial Reports, Other Financial and Other Assurance Engagements. This
standard has been based on the equivalent international quality control standard
ISQC1, issued by the IAASB.

. With the uncertainties arising out of the global financial crisis, and their

consequent impact on financial reporting, the FRC concluded that there was a
need for updated guidance on the use of the going concern assumption.
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Subsequently, the AUASB issued a Bulletin? providing guidance on this subject
and, in conjunction with the AICD, released a publication on the responsibility of
directors to perform a going concern assessment and for auditors to review and
consider that assessment when forming their opinion on the financial statements.

3.7 FUNDING OF THE BOARDS

Under the ASIC Act, the FRC also has the following functions concerning the funding
of the AASB and AUASB:

. seeking contributions towards the costs of the Australian accounting and
auditing standards setting processes; and

. monitoring the level of funding, and the funding arrangements, for those
processes.

With the transfer of the Boards to the FMA Act framework, they are now subject to the
Australian Government’s normal budget funding processes, which are developed by
the portfolio department and subject to the oversight of the Treasurer through the
Expenditure Review Committee.

Consequently, while the FRC monitored funding issues associated with standards
setting processes during 2008-09, it formed the view that it was not necessary for it to
take any substantive action on funding-related issues during the period.

In 2008-09, funding for the AASB and AUASB was provided through appropriations
from the Australian Government and contributions from CPA Australia, the ICAA, the
National Institute of Accountants (NIA), Australian Securities Exchange (ASX), state
and territory treasuries and the Companies and Unclaimed Monies Account.

2 AUASB Bulletin: Auditing Considerations in an Uncertain Economic Environment, Auditing and
Assurance Standards Board, Melbourne, 2009.

3 Going concern issues in financial reporting: a Quide for companies and directors, Auditing and
Assurance Standards Board and Australian Institute of Company Directors, Melbourne and
Sydney, 2009.
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4 MONITORING AUDITOR INDEPENDENCE

4.1 INTRODUCTION

The ASIC Act provides that the FRC’s functions are to monitor the effectiveness of
auditor independence requirements in Australia and to give the Minister reports and
advice about this matter.

Australia has comprehensive legislative and professional requirements concerning the
independence of auditors. The principal requirements are:

. Divisions 3 and 5 of Part 2M.4 of the Corporations Act, which set out the
requirements that have to be satisfied by the auditors of those entities that are
subject to the audit requirements of the Act;

. Auditing Standard ASA 220 Quality control for audits of historical financial
information, which was issued by the AUASB in April 2006;

. Section 290 of the Code of Ethics for Professional Accountants (APES 110), which was
issued by the APESB in June 2006 and amended in December 20074 and February
20085; and

. APES 320 Quality control for firms, which was issued by the APESB in May 2006.6

Under the Corporations Act, all disclosing entities, public companies, large proprietary
companies and registered schemes are required to prepare financial reports and have
them audited. These audits must be conducted by auditors or audit companies
registered by ASIC for that purpose.

To complement the legislative and professional requirements on independence of
auditors, appropriate institutional arrangements have been put in place to monitor
compliance with those requirements and, where necessary, take appropriate follow-up
action. The principal organisations making up these institutional arrangements are
ASIC, the ASX, the professional accounting bodies (the ICAA, CPA Australia and the

4 Amendment to Network Firms in section 290 was issued in December 2007 and applied to
assurance engagements commencing on or after 1 July 2008.

5 Amendment to Auditor Independence Requirements in section 290 was issued in February
2008 and was effective from 15 February 2008.

6 APES 320 was reissued in May 2009. The reissued standard is effective from 1 January 2010,
although early adoption is permitted.
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NIA), APESB, the Companies Auditors and Liquidators Disciplinary Board (CALDB)
and the FRC.

During the three-year period from 2006 to 2008, a body known as the AQRB also
monitored the processes by which the four largest accounting firms seek to ensure
their compliance with applicable professional standards and legal obligations in
relation to independence and audit quality with respect to financial statement audits of
publicly listed entities. In February 2009, the AQRB completed its three-year charter
and submitted its final report. The key independence-related findings of the reviews
conducted by the AQRB during 2008 are reported later in this section.

4.2 SYSTEMS AND PROCESSES OF AUSTRALIAN AUDITORS

The ASIC Act requires the FRC to monitor and assess the nature and overall adequacy
of the systems and processes used by audit firms to ensure compliance with auditor
independence requirements.

In 2008-09, the FRC performed this function by gathering information from ASIC
under the terms of its MOU with that body, by reviewing reports published by the
AQRB and the ICAA and by requesting information from the professional accounting
bodies under the terms of its MOUs with those bodies.

As a result of this work, the FRC formed the view that the systems and processes used
by audit firms to ensure compliance with independence requirements are working
effectively. However, the FRC notes that the inspections by ASIC reveal that some
firms inspected for the first time need to make improvements in their systems to
ensure that their systems are robust and comply with all the legislative requirements.

Report from ASIC

The MOU that the FRC has entered into with ASIC provides for periodic consultations
and information sharing between the two bodies to assist in undertaking their
respective responsibilities under the law.

ASIC’s 2008-09 report to the FRC summarises ASIC’s observations and findings in
relation to the independence systems and processes of selected firms where
inspections commenced or were in progress after 1 July 2008 and were substantially
completed by 30 June 2009. The report by ASIC has constituted a key source of
information for the FRC with respect to its responsibilities in this area during 2008-09.
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During the year ended 30 June 2009, ASIC completed inspections of 15 selected firms.
Of these firms:

. four were inspected for the first time” (Group A);
. one was inspected for the second time (Group B); and
. four were inspected for the fourth time (Group C).

Three of the inspections were conducted jointly with the PCAOB. These were
undertaken under an agreement entered into by ASIC to assist the PCAOB to ascertain
compliance by Australian auditors with the Sarbanes Oxley Act of 2002.

In 2008 ASIC introduced an inspection program for smaller audit firms auditing
entities listed on the ASX. ASIC inspected six firms under this program, with the
primary focus of the inspections being on audit quality. This is primarily assessed
through audit engagement file reviews rather than a detailed review of the systems of
quality control at these firms. The different scope of these inspections reflects the size
and client profile of these small audit practices.

Collectively, the 15 firms inspected by ASIC audit approximately 96 per cent by
composition and 99 per cent by market capitalisation of the 300 largest entities listed
on ASX (S&P/ASX 300). The firms in Group C represent the larger proportion, with
responsibility for the audit of 89 per cent by composition and 97 per cent by market
capitalisation of the S&P/ASX 300.

Inspections of firms in Groups Ato C

ASIC’s observations and findings for its inspections of the firms in Groups A to C
varied amongst the firms inspected. Between the different groups of firms common
themes were identified. In ASIC’s view, the differences are due to their nature, size
and, to an extent, attributable to the number of times the firms have been inspected.
Overall, the firms have shown commitment towards meeting their independence
obligations and addressing the observations and findings ASIC raised in its individual
inspection reports.

Four breaches of the auditor rotation requirements of section 324DB of the
Corporations Act by Group C firms were discovered during the year. Three of the
breaches related to one firm and were disclosed to ASIC on a voluntary basis. In all
three cases, an ineligible partner played a significant role either as an engagement
partner or engagement quality control review partner in the audit of a listed client for
more than five out of seven successive financial years. In the fourth case, another firm’s

7  First time inspections include three firms inspected as networks under the revised definition
of a network firm. One of these networks had previously had an inspection of one office in
2007.
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monitoring processes identified a breach that resulted from an engagement quality
control review partner playing a significant role in the audit of a listed client for six out
of seven successive financial years.

ASIC has informed the FRC that both firms’ leadership thoroughly investigated these
breaches and took appropriate action, including financial sanctions against the
partners involved. Both firms also enhanced their rotation monitoring processes to
reduce the possibility of further breaches occurring. The FRC notes that ASIC will
continue to monitor the effectiveness of the partner rotation systems during its next
scheduled inspection at these firms.

Other observations contained in ASIC’s inspection report about firms in Groups A to C
include:

*  Auditor rotation: All of the firms have considered their rotation obligations under
the requirements of the Act. Group C firms, reflecting the size and nature of their
listed audit client portfolios, had more sophisticated rotation arrangements in
place to facilitate and monitor compliance. It was noted that this was not always
the case with Group A firms, with one such firm not formally documenting its
plan for rotation whilst another had not updated its rotation plan to reflect recent
partner movements.

. Network firms: The Group A firms inspected in the current year were
predominantly in a transitionary phase in modifying their systems, policies and
processes to ensure compliance as a network firm. As a result, ASIC was unable
to assess the operating effectiveness of certain policies and procedures over a
period of time. ASIC will continue to monitor the effectiveness of these policies
and procedures during its next scheduled inspection at these firms.

. Independence policies and processes: All of the firms have policies and processes in
place to facilitate compliance with the independence requirements of the Act.
However, the completeness and adequacy of independence policies varied,
particularly among Group A firms.

. Testing of independence systems: With one exception, firms within Group A had not
commenced testing the systems and processes used to ensure compliance with
their legal and professional independence requirements. For the one Group A
firm that is testing its independence systems, the program is not comprehensive
and the firm did not deal with identified breaches arising from its testing process
in a timely manner. ASIC has informed the FRC that all firms conducting testing
of their independence policies and procedures include a review of the approval
process for non-audit services provided to audit clients. The FRC notes that while
firms are not compelled to test their systems and processes, such testing is
considered to be best practice.
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. Results from firms’ monitoring programs: With the exception of the auditor rotation
breaches referred to above, the firms with independence monitoring programs
(primarily those in Group C) did not identify any breaches of the Corporations
Act. However, ASIC found that the majority of firms were still reporting high
incidences of non-compliance with personal independence policies. To put this
observation in context, it is important to note that in some areas the policies of the
firms in Group C include requirements that go further than those of the
Corporations Act.

. Evaluation of independence threats: The majority of the firms have established
policies and processes to assess threats to independence and consider safeguards,
including those relating to the provision of non-audit services. However, ASIC
found deficiencies in the quality and existence of documentation to evidence the
application of firm policies by some of the Group A firms.

. Human resources and tone at the top: Last year ASIC noted that a number of firms
needed to improve their processes to ensure a clear and transparent link exists
between independence testing results and partner performance evaluations. This
observation is again noted for the Group A firms inspected for the first time in
2008-09. However, ASIC has noted improvements in the processes adopted by
Group C firms to enhance the transparency of independence considerations in the
partner evaluation process, including imposing financial penalties for significant
non-compliance identified.

Small firm inspections

As noted above, ASIC inspected six small firms under its new inspection program for
smaller audit firms auditing entities listed on the ASX. The process is designed to
ascertain the quality of audit conduct at small firms and to gain an overview of
selected systems and processes relating to audit quality and audit independence.
ASIC’s consideration of small firms” compliance with the independence requirements
of the Corporations Act is limited to high-level enquiries with the firms’ leadership
and independence-related matters documented on the audit engagement file selected
for review.

ASIC has advised the FRC that in conducting these inspections and in determining its
observations and findings, it is conscious of the size and nature of the firms. ASIC’s
inspection of the small firms did not identify any independence breaches of the
Corporations Act; however, its findings showed that the small firms need to review
their professional, ethical and statutory requirements in relation to independence to
ensure they comply with their obligations, including the auditor rotation obligations
under section 324DA of the Corporations Act.
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Other observations made by ASIC on the basis of its inspections of the small firms
included that:

. half of the small firms did not have an annual independence confirmation process
for assurance personnel to confirm their compliance with independence policies
and procedures, as required by paragraph 23 of APES 320;

. two of the small firms did not have established policies and processes in place for
the approval of non-audit services to audit clients prior to the service being
provided, as required by paragraph 290.158 of APES 110; and

. two of the small firms were at a greater risk of breaching the auditor rotation
requirements under the Corporations Act due to the limited number of audit
partners within their respective audit practices. ASIC observed that these firms
need to focus on future partner admissions and succession planning to ensure
they are able to continue to comply with the auditor rotation requirements of the
Act.

Non-audit services

ASIC has advised the FRC that it is continuing to monitor the types of non-audit
services being provided by firms and the potential independence threats that may arise
from the provision of such services. ASIC has noted that one firm recently re-entered
the consultancy market following the acquisition of a consultancy firm. Whilst the
provision of such services does not contravene the requirements of the Corporations
Act, all firms need to ensure that they have effective systems and processes for the
approval of non-audit services to audit clients. The need for firms to assess threats to
independence and implement safeguards when providing non-audit services remains
a focus for ASIC.

ASIC’s 2007-08 inspection report

Last year ASIC reported that its consultations with firms on rotation requirements had
identified two possible areas of ambiguity within the Corporations Act. The FRC
indicated in its 2007-08 Report on Auditor Independence that it would liaise further with
ASIC on the issue of auditor rotation and this has now occurred.

One matter related to the interpretation of ‘significant role’, as defined in section 9 of
the Corporations Act, and whether it applies to partners that provide assistance on
audits outside of the lead auditor or review auditor roles. On further examination,
ASIC considers that the definition does not extend beyond those that act as lead or
review auditors. The FRC concurs with ASIC’s view.

The other matter concerned whether the rotation period commences when a company

or registered scheme lists on a prescribed financial market within Australia or is
counted from the time that the lead or review partner commenced on the engagement,
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