In Confidence

OFFICE OF THE MINISTER
OF COMMERCE

The Chair
Cabinet Economic Growth and Infrastructure Committee

Approval to introduce the Financial Reporting Bill

Proposal

1

This paper seeks approval to introduce the Financial Reporting Bill (FR Bill) by 31 July
2012, release a related Supplementary Order Paper that contains amendments to be
inserted into the Financial Markets Conduct Bill (FMC Bill) following its enactment, and
make some secondary policy decisions to respond to issues that have become evident
during the drafting process.

Introduction of the FR Bill

2

Financial reporting law determines which entities are required to prepare financial
statements in accordance with the accounting standards issued by the External Reporting
Board (XRB). It also determines whether those entities are required to have an audit
carried out and whether the entity is required to publish the financial statements (e.g. by
lodging them for the purposes of being placed on a public register or having them tabled
in Parliament).

The FR Bill repeals and replaces the Financial Reporting Act 1993 (FR Act). Somse minor
and technical changes have been made to the provisions that have been carried over.
These changes enhance workability and reflect changes in the financial reporting system
since the FR Act was enacted.

The FR Bill also gives effect to Cabinet decisions made in September 2011 [EGI Min (11)
19/1 and 19/2 refer]. The main changes can be categorised as follows:

. Removing general purpose financial reporting (GPFR) requirements for small and
medium companies. This change will reduce compliance costs, particularly for
medium-sized companies;

. Strengthening financial reporting for registered charities by requiring them to report
in accordance with accounting standards issued by the XRB. This change is aimed
at improving the quality of reporting;

. Making the substantive reporting requirements across the statute book consistent
with the objective of financial reporting (i.e., to provide information to external users
who have a need for an entity’s financial statements but are unable to demand
them). This change is aimed at ensuring that all financial reporting obligations are
appropriately targeted; and

. Standardising various record-keeping and financial reporting requirements,
including those that relate to keeping proper accounting records, complying with
accounting standards and the qualifications of auditors. This change will promote
consistency and reduce the risk that new inconsistencies will develop over time.
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Small and medium companies

5 All companies are currenily required to prepare financial statements. Large and medium-
sized companies must prepare in accordance with generally accepted accounting practice
(GAAP). Small companies must prepare in accordance with the simpler requirements of
the Financial Reporting Order 1994. The Bill, insofar as it relates to companies, will only
retain the requirement to prepare GPFR for companies:

a. That will be subject to the Financial Markets Conduct Bill, because they seek
funding through debt or equity instruments that are offered to the public, take
deposits from the public and/or hold assets in a fiduciary capacity for broad groups
of outsiders;

b.  That are indirectly owned by taxpayers and ratepayers;
¢. That are large, because of the potentially significant societal impact if they fail; or

d. Where there is a significant degree of separation between shareholders and
management.

6 The great majority of the 550,000-odd companies do not meet any of those tests. The Bill
includes the following default/opting rules for non-large non-issuer companies:

a. To have a default position of preparing GAAP-compliant financial statements if the
company has 10 or more shareholders, but with the ability to opt out of compliance
if agreed to by shareholders representing 95% of the voting rights; and

b. To have a default position of not preparing GAAP-compliant financial statements if
the company has fewer than 10 shareholders, but with the ability to opt in if agreed
to by shareholders representing 5% of the voting rights.

7 The Taxation {November) Bill will introduce targeted reporting for tax purposes for
companies that will no longer be required to prepare GPFR. These changes will reduce
compliance costs, especially for medium-sized companies, because the replacement
system will only require companies to provide the financial information that the Inland
Revenue Department needs for taxation purposes.

Registered charities

8 Registered charities are required to attach financial statements to the report they lodge
annually under the Charities Act 2005. However, there are no accounting standards to
govern preparation. The absence of standards has led to inconsistent and, in many
cases, poor quality reporting, even by some larger charities that employ chartered
accountants.

9 In September 2011 EGI agreed that the XRB would issue accounting standards for
registered charities [EGI Min (11) 19/1, paragraphs 26-27]. The XRB will introduce two
simple format fill-in-the-box standards (one accrual-based, the other cash-based) for the
95% of registered charities with annual operating expenditure of less than $2 million. The
remaining 5% will be required to comply with more sophisticated “public benefit entity”
standards that will also apply to most public sector entities. The addition of clear rules
under those standards will remove uncertainty for preparers, improve the quality of charity
reporting, improve charities’ accountability to the donating public and increase
comparability between charities.
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There are no requirements for registered charities to have an audit or assurance
engagement completed and the Bill does not include anything to this effect. However,
there may be changes at a later date for larger charities. The Ministry of Economic
Development released a discussion paper in April 2012 entitled Auditing and Assurance
for Larger Registered Charities. | will report to EGI later in the year about whether any
assurance-related changes should be made to the Charities Act 2005,

Other changes

11

12

Many Acts require entities or classes of entities to prepare financial statements. However,
not all of those requirements are consistent with the objective of financial reporting. For
example, companies that have one or more subsidiaries must prepare both group and
parent company financial statements. The group statements are useful because they
relate to all of the resources under the parent company’s control. However, the parent
company statements are of limited use because they present information about the
parent’s return on its investments in its subsidiaries, not the underlying performance of the
subsidiaries. The Bill includes provisions to remove the parent company preparation
requirement.

The Bill also includes dollar thresholds to determine certain reporting requirements. For
example, certain classes of entity will only have to prepare GAAP-compliant financial
statements if they have revenue of $30 million or more or total assets of $60 million or
more. The Bill includes a regulation-making power to change the dollar amounts from
time-to-time.

The scheme of the Bill

13

14

Most of the reporting requirements for issuers, registered banks and licensed insurers
appear in the Financial Reporting Act 1993. The requiremenis for issuers largely appear
in the Financial Reporting Act. The requirements for companies are split between the
Financial Reporting Act and the Companies Act. The requirements for other reporting
entities largely appear in legisiation other than the Financial Reporting Act. For example,
the requirements for incorporated societies and Crown entities appear in the Incorporated
Societies Act and the Crown Entities Act respectively. The inconsistent approach is part
of the reason that some financial reporting obligations have developed over the decades
in ways that are inconsistent with the objective of financial reporting.

The scheme of the attached FR Bill is to adopt a consistent approach as follows:

a.  All substantive financial reporting requirements, such as the requirement to keep
proper accounting records and a requirement to prepare in accordance with GAAP,
will appear in sector or entity-specific legislation; and

b.  The new Financial Reporting Act that will come into force after the Bill is enacted will
include standard definitions and requirements in relation to such matters as auditor
qualifications and auditors’ access to information.

Supplementary Order Paper to the Financial Reporting Bill

15

Consistent with the model described above, the intention is that the substantive reporting
requirements for financial market participants will eventually be included in the Financial
Markets Conduct Act (FMC Act). However, Parliamentary practice and procedure means
that it is not possible to introduce one Bill in anticipation that another Bill will be enacted.
It is, however, acceptable to table an SOP that anticipates the enactment of another Bill,
given that an SOP comprises proposed amendments that may be withdrawn at any time.
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16 As a result, the substantive reporting obligations for financial market participants are
currently set out in an SOP to the Financial Reporting Bill rather than being drafted into
the Bill itself. Once there is an FMC Act, the amendments set out on the SOP will be
incorperated into the Financial Reporting Bill. If the FMC Act is passed as expected in late
2012, this will likely be done by the select committee considering the Financial Reporting

Bill. .

Secondary Policy Issues

17 | am also seeking the following policy approvals to vary and add to the earlier decisions
made by EGI in September 2011. The Bill and SOP have been drafted to reflect the
following proposals:

A

To replace an earlier decision to require large non-issuer for-profit entities to have
an audit carried out with a default position of audit with the owners being able to opt
out;

To broaden an earlier decision relating to default/opting rules for non-large nonh-
issuer companies from only covering the financial statements to covering the full -
annual report;

To identify which financial markets participants will have financial reporting
obligations (FMC reporting entities);

To add an offence for knowing non-compliance with accounting standards by
registered charities;

To standardise the offence provisions for other reporting entities;

To permit very small reporting entities to prepare cash rather than accrual financial
statements;

To not align reporting requirements for Maori land trusts and friendly societies with
incorporated societies in this Bill;

To repeal a requirement imposed on very small friendly societies to have an audit
carried out;

To require all retirement villages to file audited financial statements; and
To repeal the prohibition on a true and fair override;

To clarify that the XRB can address non-financial matters in financial reporting
standards.

18 These matters are discussed below.
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A: Audit for large non-issuer for-profit entities

19

20

Last year EGI agreed that large companies and other large for-profit entities’ that are not
issuers will be required to prepare general purpose financial reports (GPFR) and have
them audited by a licensed auditor, chartered accountant or approved overseas person
[EGI Min (11) 19/1, paragraph 5]. | am seeking to have this decision varied by permitting
shareholders of large for-profit entities to opt out of audit. This approach would be largely
consistent with the current rules under the Companies Act 1993.7

I am recommending this change because audit provides little or no additional value for a
small propottion of large non-issuer for-profit entities. In particular, an audit is likely to be
of little or no value in the following cases:

a. A large closely-held company that operates a relatively simple business, particularly
if the financial statements have been prepared by an independent qualified
accountant.

b. A large company that is a subsidiary of another company, as long as the group
financial statements have been audited. The group financial statements are more
important than the subsidiary financial statements because the group statements
relate to the total resources under the parent company’s control. In addition, the
auditor of the group financial statements needs to consider whether the subsidiary is
likely to have a material impact on the group financial statements. If so, the auditor
will need to carry out sampling and verification processes in relation to the
subsidiary.

B: Opting in or out: financial statements versus annual report

21

22

The Companies Act 1993 requires companies to prepare an annual report comprising:

Financial statements prepared in accordance with GAAP;
The audit report and the auditor’s fee, if an audit was completed; and

c. Information about the state of the company's affairs, the names of the directors and
their remuneration, employees earning $100,000 or more a year, donations made
and particulars of entries in the interests register. However, a company can opt out
of this requirement if the shareholders unanimously agree.

In September 2011 EGI agreed to replace the current requirements on all non-large non-
issuer companies to prepare financial statements in accordance with GAAP with the
following:

a) For companies with 10 or more shareholders, a default of GPFR preparation, and
assurance by a chartered accountant or licensed auditor, but with the ability to opt
out of assurance or preparation if agreed to by shareholders representing 95% of
the voting rights; and

b)  For companies with fewer than 10 shareholders, a default of no GPFR preparation,
but with the ability to opt in to preparation and assurance if required by shareholders
representing 5% or more of the voting rights [EGI Min (11) 19/1, paragraph 7].

TA for-profit entity is considered to be large under the Bill if it has annual revenue of $30 million or total
assets of $60 million.

2 The only difference is that opt-out currently requires unanimous shareholder support, while the Bill has a
95%-of-voting-rights test. This change is being introduced to remove the risk of a minority shareholder
imposing unnecessary compliance on the company for non-business reasons.
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| am recommending that the substantive default and 5% or 95% opting rules described in
paragraph 22 be used to cover the whole annual report, not just the financial statements
and audit report.

C: Financial markets conduct reporting entities

24

There are four issues in relation to FMC reporting entities:

i Defining FMC reporting entities;

ii. Consolidating financial reperting obligations for FMC reporting entities in the FMC
Act;

ii. The scope of an equity issuer exemption; and
iv.  Offence provisions for failing to comply with financial reporting standards.

Issue C (i): Defining FMC reporting entities

25

26

There is an issue relating to which entities that will be regulated under the FMC Act
should be required to file audited financial statements or, to put it another way, be
classified as “FMC reporting entities’. | am recommending that the following financial
market participants be defined as FMC reporting entities:

a.  Entities raising funds from the public including issuers of financial products under
regulated offers, managers of registered schemes, listed issuers, recipients of
money from conduit issuers and, if regulations require, issuers of financial products
under exclusions from regulated offers;

b. Licensees under the FMC Act including financial product supervisors, and operators
of licensed markets, except independent trustees of restricted schemes and
overseas markets; and

c. Entities required to be licensed under other legislation including registered banks,
licensed insurers, credit unions and building societies.

The entities listed in paragraph 25(a) and (c) already are reporting entities. [ am proposing
that the newly licensed entities listed in paragraph 25(b) also be required to file audited
financial statements prepared in accordance with GAAP. The rationale for imposing
financial reporting obligations on these entities is the same as the reason the government
decided that they should be licensed: they take, manage or supervise public money and
should be accountable for the performance of their functions and duties to the public. In
practice, this change will make very little difference because most licensees will be FMC
reporting entities for other reasons.

Issue C (ii): Consolidating financial reporiing for FMC reporting entities in the FMC Act

27

28

At present, almost all financial market pariicipants are required to prepare financial
statements and many have public filing obligations. Most of these obligations arise under
the Companies Act and the Financial Reporting Act, but there are preparation and filing
obligations under other financial markets legislation, such as the Building Societies Act
and the Unit Trusts Act.

| am recommending that the financial reporting obligations for financial markets
participanis that are publicly accountable be consolidated in the Financial Markets
Conduct Act (FMC Act). There will be two main benefits:

a. It will promote consistent enforcement policy because the FMA will be responsible
for regulating financial practices by all of those entities; and
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b. It will mean that the more flexible, modern and relevant range of penalties and
remedies in the FMC Act will be available in relation to contraventions of financial
reporting obligations by financial markets participants. Unlike the Acts that currently
include those financial reporting obligations, the FMC Act will have the following
targeted hierarchy of penalties and remedies:

i. Criminal penalties targeted at egregious violations that involve knowledge of
wrongdgeing or recklessness;

ii. Civil pecuniary penalties for other significant contraventions;
ii. An infringement notice system for minor compliance-type contraventions; and

iv. An FMA power to prohibit further action in respect of a range of
contraventions, including offers of financial products that are likely to deceive,
mislead or confuse.

| wish to note one technical issue that has arisen though the drafting process. Not all
FMC reporting entities have the same level of public accountability. For example,
investors in a managed investment scheme have an interest in the financial statements of
the scheme and the manager of the scheme. It is reasonable to assert that there is
higher public accountability in relation to the scheme because if the scheme becomes
insclvent then investors may lose some of all of their money. However, if the manager
becomes insolvent, the responsibility for managing the scheme can be passed to another
person without investors necessarily incurring any losses.

The tiers of financial reporting are set by the XRB. While the XRB has broad discretion to
set tiers, experience under the FR Act and discussions with the XRB suggest that if the
law does not distinguish between levels of public accountability, the XRB is likely to
automatically place all FMC reporting entities in the highest tier. The FMC Act will
therefore indicate which entities are considered to have a higher level of public
accountability and provide for the FMA to move entities between the levels. This
indication will be a mandatory consideration for the XRB when it determines financial
reporting tiers under the FR Bill.

Issue C (iii). The scope of an equity issuer exemption

31

32

The FR Act states that a company is not an issuer for financial reporting purposes if it has
no more than 25 shareholders and is an issuer by reason only of the allotment of equity
securities. | am recommending that the rule be changed from no more than 25
shareholders to fewer than 50 voting shareholders for the following reasons:

a. It would be consistent with the Takeovers Code. The Code only applies to
companies that are listed on a registered stock exchange and other companies that
have 50 or more voting shareholders; and

b. It would bring New Zealand’s law closer to Australia’'s. The Australian Corporations
Act 2001 provides for six classes of company comprising four classes of public
company and two classes of proprietary company. One of the eligibility criteria for
registration as a proprietary company is to have no more than 50 non-employee
shareholders.

This change would mean that a company that makes a regulated offer of ordinary shares
will not have to publish its financial statements if it is not a code company and is not
otherwise a financial market participant.
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