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Extract of the Hay Davison Report 1988 ——
; BESS!
Governing body

9.37. Given the bhreadth of its operations, it would be
inappropriate to vest the powers and responsibilities in a
single person. He would be both too powerful and
undesirably stretched, even with the Exchanges undertaking

much of the day-to-day supervision.

9.38., We recommend that the new 3C should be governed by
a small board, preferably with seven members: a chairman,

deputy <¢hairman, %two other full-time directors and three

non-executive directors.

9.39. While carrying full rasponsibility for the
management of the Commission, the four full-time SC board
directors should not be too closely invelved in detailed
day-to=day business, although o¢f necessity they would be
close to major issues. They must be free to see the wood
for the trees, to manage the agency and its various
departments and to steer a course hased on a clear set of
policies. The day-to-day work would therefore fall to

their supporting staff.

3.49. We see a role for non-executive directors on the
board to keep the full-time diractors on their toes and to
bring an independent eye to the SC's management. They
should +take a primary interest in the areas of management
and organisation, rather than policy and operational
supervision and would not therefore need securities market
experience or expertise. They should not be actively

invelved in the securities industry.

9.41. Given the considerable commercial sensitivity of
the informaticn in the SC, ¢the non-executive directors
should not have an automatiec right to see sensitive papers
on individual cases,
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Your Excellency

In accordance with the Letters Patent issued to me on 29 August 2001, as amended by Letters
Patent issued on 6 February 2002, 2 May 2002 and 23 January 2003, | have inquired into and
prepared a report on the reasons for and the circumstances surrounding the failure of the HIH
insurance group.

I now present to you my report and return the Letters Patent.

Yours faithfully

The Hon Justice Owen

The Landmark, 345 George St, Sydney NSW Postal Address: GPO Box 4014, Sydney NSW 2001
Telephone: (02) 8270 6216 Facsimile: (02) 9200 5444 Email: justice.owen@hihroyalcom.gov.au

Explanatory notes

The report consists of three volumes.

This first volume ‘“tells the story” of the failure of HIH in order to answer the question: why
did HIH collapse? It also canvasses changes that are desirable if we are to minimise the risk
of another failure of a large insurance company. Discussion of the evidence is kept to a
minimum in this volume, but this does not mean that I have proceeded without a close
analysis of the evidence on which my findings are based.

Volumes Il and 111 provide a detailed recitation and critical examination of the evidence.

The following notes clarify practices adopted for the preparation of the report.

References to people

As a general rule, after the first mention people are referred to simply by their family name.
This has been done in the interest of efficiency: no disrespect is intended.
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8.5.1 Governance

Under the Australian Prudential Regulation Authority Act 1998 APRA is overseen by
a board of largely part-time non-executive members appointed by the Treasurer. The
board is presently comprised of a number of people with expertise in the various
industries regulated by APRA, although they do not formally represent the interests of
those industries. Section 19 of the APRA Act requires that the board include a
representative from ASIC and two from the Reserve Bank of Australia, one of whom
must be either the governor or deputy governor of the RBA. The board’s primary
functions, as set out in s. 17, are to:

o determine APRA’s policies (including goals, priorities, strategies and administrative
policies)

e ensure that APRA performs its functions properly, efficiently and effectively

e ensure that APRA’s operations are conducted having regard to its purpose as stated in s.
8 of the APRA Act.

Section 36 of the APRA Act states that the chief executive has the duties that the
board determines. But the board does not appoint the chief executive; that is a matter
for the Treasurer.

The APRA Act provides the board with the power to do anything that is necessary or
convenient to be done for or in connection with the performance of its functions
(s. 18). The board may also delegate some of its functions to a board member
(including the chief executive) or member of the staff (s. 20).

APRA is subject to the Commonwealth Authorities and Companies Act 1997. In
particular this Act places duties on board members of Commonwealth authorities to:

e  exercise powers with the degree of care and diligence that a reasonable person would
exercise in that position (s. 22(1)). A person will be taken to have met the requirement
under s. 22(1) if in respect of business judgments he or she makes the judgment in good
faith for a proper purpose; does not have a material interest in the subject matter of the
judgment; informs himself or herself about the subject matter to the extent reasonably
appropriate; and rationally believes the judgment is in the best interests of the
Commonwealth authority (s. 22(2))

e act in good faith in the best interests of the relevant authority and for a proper purpose
(s. 23)

e not improperly use their position to gain an advantage for himself or herself or another
person or to cause detriment to the authority or to another person (s. 24)

e not improperly use information obtained in undertaking their role to gain advantage for
himself or herself or another person or to cause detriment to the authority or another
person (s. 25).

These duties are comparable to those imposed on directors under the Corporations
Act.

APRA’s governance arrangements largely follow the recommendations of the Wallis
report. | note, however, that the Wallis report recommended that APRA’s chief
executive be directly responsible for enforcement actions and not be required to act in
those matters under board direction. The Wallis report also recommended that
APRA’s chief executive be a statutory officer appointed on the nomination of the
Treasurer.
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The board as constituted has the powers and responsibilities of a governance board
rather than the advisory model that the Wallis report appears to have had in mind.
Nevertheless, the appointment of the chief executive, which is one of the key
responsibilities of a governing board, is not the responsibility of APRA’s board. This
places the board in a potentially invidious position.

In principle, governance arrangements should ensure that the allocation of
responsibility for a function is clear and coincides with the accountability for the
performance of that function. The relevant person or body should be set clear and
appropriate objectives and be held responsible for meeting those objectives. In
APRA'’s case there is some dissonance and lack of clarity.

The imposition of a governance board between the chief executive and the Treasurer
has the potential to cloud the line of accountability, especially as it is the board and
not the Treasurer that sets the duties of the chief executive.

The chief executive is answerable to the board—although it does not appoint him or
her—as well as to the Treasurer. At the same time, the board carries responsibility for
the performance of APRA but does not appoint the person who runs the organisation
on its behalf.

While individuals of the kind who are appointed to APRA’s board would no doubt be
able to play a valuable advisory role—including acting as a commercial sounding
board—there is a question as to the utility of non-executive board input into how a
regulatory body such as APRA carries out its statutory role.

My preferred model would vest responsibility for the performance of APRA’s
functions in a small full-time executive comprising a chief executive and two or three
commissioners appointed by the government. This model, akin to the way ASIC is
governed, would provide more clarity in and definition of lines of accountability.

The model of a small full-time executive would allow some flexibility in working
arrangements with scope for collegial decision making as well as some allocation of
functional or sectoral responsibilities among commissioners.

There would no longer be a need for APRA to have a governing board. It would be
desirable that APRA’s chief executive should be given the power to create an
advisory board or boards to provide advice on matters such as prudential standards
and other policy or commercial advice.

I am aware of the review currently being conducted by John Uhrig of governance
arrangements for Commonwealth statutory authorities and office holders. It will be
necessary to consider my views on this subject in the light of the outcome of that
review.

Recommendation 18

| recommend that the Australian Prudential Regulation Authority Act 1998 be amended to replace APRA'’s
non-executive board with an executive group. This group would comprise the chief executive officer and two or
three executive commissioners and would carry the responsibility, and account to government, for the
operation and performance of APRA.
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Recommendation 19

| recommend that the Australian Prudential Regulation Authority Act 1998 be amended to provide the chief
executive with the power to establish an advisory board.

RBA and ASIC representation

The Wallis report recommended that ‘the financial regulatory agencies should have

substantial board cross-representation to encourage cooperation and foster a common
. . . - » [8]

perspective about the needs and dynamics of the financial system’.

In the event, APRA has a representative of ASIC and two representatives of RBA on
its board. There is no reciprocal representative of APRA on the other agencies.

While the aim of promoting cooperation and a broader perspective was laudable, the
concept of the representation of agencies at board level was, | believe, misconceived.
On the basis of this inquiry I have reservations too about its utility in practice.
Requiring a person who is responsible for running one regulatory agency to become
involved in the governance of another agency can only tend to cloud and complicate
his or her focus. In my view the APRA model also places the chief executive of
APRA in a difficult position. Not only does the chief executive have to account to a
board, as well as the Treasurer, but there is a co-agency executive assessing conduct.

There is also a risk that the participation of RBA and ASIC representatives on the
APRA board may impede as much as improve coordination between the agencies at
working level. There was some indication in the evidence | heard that staff may have
assumed that necessary exchange of information would be occurring at board level
obviating the need for communication at a working level.

Effective coordination of activities and exchange of information between relevant
agencies should be part of the operational responsibility of those who run the
agencies. This should be developed through regular formal and informal mechanisms
involving agency staff at various levels. At a broader level, a mechanism such as the
Council of Financial Regulators, which has representation from the Treasury as well
as the agencies, would seem to me to be a more appropriate forum for the strategic
consideration of issues affecting the financial services sector.

Recommendation 20

| recommend that the direct involvement of representatives of the Australian Securities and Investments
Commission and the Reserve Bank of Australia in the governance of the Australian Prudential Regulation
Authority be discontinued. This will require amendment of the Australian Prudential Regulation Authority Act
1998.
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