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A response to the Business Structures Paper of 25 November 2009

A RESPONSE TO THE BUSINESS STRUCTURES PAPER OF 25 NOVEMBER 2009 
Overview
1. I strongly support the central argument of the paper that the principals of all law firms should be subject to the same overarching professional obligations irrespective of the business structure of their firm. 

2. I have argued previously that the single most effective reform we could make to better protect consumers of legal services and to better promote, monitor and enforce high standards of conduct in the delivery of legal services would be to make all law firm principals subject to the same obligations as legal practitioner directors of incorporated legal practices and to make all law firms subject to the same regulatory oversight that now applies only to incorporated legal practices.
 The Taskforce’s proposals would effectively achieve just that.          
Regulatory principles

3. The eleven proposed regulatory principles could be strengthened by:

a) making it clear in principle 4 that ‘all reasonable action’ includes keeping and implementing appropriate management systems and supervisory arrangements, and taking appropriate remedial action in the event that it becomes apparent, or reasonably ought be apparent that the law practice has provided a legal service or services otherwise than in accordance with the National Law, National Rules or professional obligations of an Australian legal practitioner;
b) removing the words ‘if the Board considers it necessary to do so’ at the commencement  of principle 7 and adding instead an additional principle that the compliance audit power set out in principle 7 must be exercised in a manner which is proportionate, consistent, accountable, targeted and transparent; and
c) adding an additional principle along the lines suggested by Andrew Grech. He suggests and I agree that the Act should include a principle which spells out the hierarchy of a legal practitioner’s duties and requires them to be embedded in the governance structures of law firms, incorporated or otherwise – a hierarchy in which the duty to the court is paramount, followed by the duty to clients and only then by a duty to the corporation and/or its shareholders (if the firm is incorporated) or the partnership (if it is a partnership).   
Appropriate management systems (principle 4) 

4. I find it hard to imagine anyone seriously trying to argue that law firm principals shouldn’t be, or that they aren’t already subject to the obligations set out in principle 4, albeit unwritten obligations but for legal practitioner directors of incorporated legal practices. They are as obvious an obligation of lawyers in their capacity as principals of laws firm as their obligation in their capacity as lawyers per se to ‘practice under the professional obligations of an Australian legal practitioner’, or to ‘act honestly and fairly and with competence and diligence in the service of a client’. They simply reaffirm at the law firm level the purposes of the regulatory regime overall.

5. Andrew Grech endorses the ‘appropriate management systems’ approach in his response to the Business Structures paper but he qualifies his endorsement by describing his concern that ‘from a practical point of view the requirements may prove unnecessarily cumbersome for sole practitioners, barristers or very small firms.’ He proposes an ‘arbitrary cut off’ which exempts firms that employ fewer than three full time equivalent legal practitioners or ten full time equivalent staff. 
6. I am unclear whether Andrew is referring to principle 4 or principle 7 or both, but no matter. His concern that small law firms should not be subject to any unnecessary or disproportionate regulatory burden is well-founded. I would go further: no law firm should be subject to an unnecessary or disproportionate regulatory burden, small or large, and especially ‘low risk’ law firms that are unlikely to be non-compliant.  

7. There is a better solution. The solution as I see it is to amend principle 7 in the way I have suggested under paragraph 3 b), above, and that I will spell out in a little more detail below. The problem with Andrew’s solution is that it would exempt the vast majority of law firms – in Queensland more than two thirds of incorporated legal practices and three quarters of all other law firms,
 and the very firms most likely to find themselves subject to complaint - hence the very firms the regulatory regime should be targeting. 
Compliance audits (principle 7)

8. There have always been powerful policy (and equity) reasons why not only incorporated legal practices but all law firms should be subject to compliance audits but we are beginning to see powerful evidence based reasons as well. Dr Christine Parker of the Melbourne University Law School last year researched the first six years of compliance audit data in New South Wales and found ‘compelling evidence’ that requiring incorporated legal practices to keep and implement appropriate management systems and to undertake self-assessment audits has achieved ‘extraordinary cultural change’.
  

9. Dr Parker found that the complaint rate per practitioner per year for incorporated legal practices after self-assessment is one third the complaint rate before self-assessment, and that this huge drop is ‘statistically significant at the highest level’. She found that the complaint rate per practitioner per year for incorporated legal practices is one third the complaint rate for traditionally structured firms and that while complaint rates per practitioner per year are lower in larger than smaller firms and lower in city than rural and suburban firms, ‘the fact that an incorporated legal practice has been through the self-assessment process is a more significant predictor of the rate of complaints’. 

10. It is too early to replicate that research in Queensland where incorporated legal practices have been allowed only since 1 July 2007. What we can say however is that we have required every incorporated legal practice that practises in Queensland to undertake the same self-assessment audit process that is used in New South Wales and two-thirds of the firms which had completed the audit by 30 June 2009 reported having improved their systems as a result. That is encouraging. I might add that none of them complained that the process was unreasonably burdensome - not to me at any rate – and that more than a few of them volunteered (much like Andrew) that it was useful and instructive.  

11. That is why the words ‘if the Board considers it necessary to do so’ should be removed from the commencement of principle 7 - on the face of it at least, those words would appear to rule out a regulatory practice which requires all law firms to undertake a self assessment audit notwithstanding that the process has proved so remarkably successful in its application to incorporated legal practices 
    
12. That said, it is clearly appropriate that the regulatory principles should require that the compliance audit power be exercised in a manner which is proportionate, consistent, accountable, targeted and transparent.
 An auditing regime should be designed and implemented to keep compliance costs proportionate to the value of the information that is sought to be obtained. It should carefully target the law firms most at risk of non-compliance and direct our regulatory resource to where it is most needed and is likely to have the most beneficial impact in the public interest. Of course the National Legal Services Board could be expected to unpack these principles in the form of national standards.  
13. Principles along these lines would demand of us that we make risk assessments based on the full range of intelligence we have available to us including but not only a firm’s complaints history, any anomalies that may have arisen in audits of the firm’s handling of trust monies or unreasonable delays in its compliance with statutory notices and renewals, the number and nature of any claims against its professional indemnity insurance, and (in relation to incorporated legal practices) an  analysis of its self-assessment audit and any other compliance audit data.  
14. And as I’ve argued previously, that would require us in turn to consolidate responsibility for receiving and dealing with complaints, for conducting compliance audits and for conducting trust account investigations in the one regulatory body. The three functions are complementary - they are all investigative and intelligence gathering functions and are all directed to the same ultimate purpose of promoting, monitoring and enforcing appropriate standards of conduct. The information gained in the exercise of any one of them should be readily available to inform the exercise of any of the others, and in particular to help us to identify the law firms most likely to put consumers and the public at risk and to direct our scarce regulatory resources there. 
 

Giving notice

15. There should be an additional notification – of the actual commencement (and not only of an intention to commence). 
Conflicts of interest

16. The current provisions which prohibit incorporated legal practices conducting managed investment schemes needs to be reconsidered in the light of the Federal Court decision (and any subsequent decisions on appeal) in the Brookfield Multiplex case. That aside, this and any other like provisions in future should apply to all law firms equally.   
Offences

17. The third offence should apply irrespective of business structure. 
Conflicts between legal profession obligations and obligations under corporations law
18. I agree with Andrew Grech as I’ve mentioned already that the regulatory principles should include an additional principle which spells out the hierarchy of a legal practitioner’s duties should be added to the list of legislative principles relating to business structures. 
� I made the argument in my response of 6 October to the Taskforce’s Regulatory Framework paper.    


� The Commission’s 2008-09 annual report includes a detailed breakdown of Queensland law firms by size and business structure at p. 108, and a detailed breakdown of complaints against law firms by their size at pp.21, 135 and 145.


� These are Lord Hunt’s words, at page 75 of his Review of the Regulation of Legal Services (in England and Wales). Dr Parker’s research findings are published on the websites of both the New South Wales and Queensland Legal Services Commissions  - � HYPERLINK "http://www.lawlink.nsw.gov.au/olsc" ��www.lawlink.nsw.gov.au/olsc�) and � HYPERLINK "http://www.lsc.qld.gov.au" ��www.lsc.qld.gov.au�.  


� New South Wales, Queensland and Victoria each require all incorporated legal practices to undertake a self assessment audit as a form of compliance audit soon after they commence engaging in legal practice, but exempt practices which can demonstrate without completing a self assessment audit that they keep and implement ‘appropriate management systems’ – by achieving and maintaining ISO9001 accreditation, for example.  


� These are the Five Principles of Effective Regulation that Lord Hunt canvasses in some detail. The Australian Administrative Review Council enunciated a similar set of best practice principles in its recent report Government Agency Coercive Information Gathering Powers.    


� Lord Hunt talks repeatedly of the need to target regulatory interventions through risk assessment. He notes at page 113 that one common, practical challenge faced by regulators is that of ‘using intelligence well, to improve risk assessment and the allocation of regulatory effort.’ He is right, and we are unlikely to use intelligence well while we retain a multiplicity of regulatory bodies each of us dealing with discrete parts of the picture and each of us gathering information to ourselves that has a wider utility.          
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