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Dear Dr Poon,

Independent consultancy services for the Financial Reporting Council (FRC): update on independent
audit oversight report

We are delighted to present our study of independent audit oversight drawing on information available to June 2016.
This follows on from our September 2013 study, prepared with a view to Hong Kong achieving International Forum of
Independent Audit Regulators (IFIAR) membership and/or European Commission (EC) equivalence. Since 2013, the
IFIAR Principles have not changed but the 2014 European Union (EU) audit reform legislation, applicable from 17 June
2016, does impact some of the criteria for European Commission (EC) equivalence. Indeed, a major new requirement
is that the audit regulator is fully governed (in Hong Kong this would relate to the FRC Council) by non-practitioners.

As we previously set out in our 2013 study, audit regulators are required to have ultimate independent oversight
responsibility for registration, inspection, investigation, enforcement, standard setting and continuing professional
education (CPE). Delegation to other authorities or bodies (designated or otherwise authorised by law to carry out
such tasks) is permitted and adopted in some jurisdictions, provided that the independent regulator retains ultimate
oversight. It is clear from this updated study that independent statutory regulators in major jurisdictions continue to
have regulatory oversight of registration, inspection, investigation, enforcement, standard setting and CPE.

Since we undertook our 2013 study, the Hong Kong Government has consulted and concluded on reform of the local
audit market. The proposals would put in place much of the framework and, if implemented as proposed, are likely to
meet the IFIAR and EC requirements and indeed international best practice. The FRC will however still need to put in
place further regulations / policies / procedures to meet the detail of those requirements.

Finally, and by way of background, the data for the jurisdictions covered by the original study in addition to the EU
(the UK, US, Canada, Australia and Singapore) was originally gathered using a question set provided to Deloitte by
the FRC in 2013. This updated study reflects the relevant changes in those jurisdictions, provided to us by local
Deloitte experts and - in addition to the new information regarding the Government’s proposed reforms — also features
various analyses, possible approaches and comparisons relating to independent audit oversight, as well as detail on
each of the jurisdictions and an updated overview of global regulatory reform activity.

Yours sincerely,

David Barnes
Deloitte LLP

Deloitte LLP is a limited liability partnership registered in England and Wales with registered number
0OC303675 and its registered office at 2 New Street Square, London EC4A 3BZ, United Kingdom.

Deloitte LLP is the United Kingdom member firm of Deloitte Touche Tohmatsu Limited ("DTTL"), a UK
private company limited by guarantee, whose member firms are legally separate and independent
entities. Please see www.deloitte.co.uk/about for a detailed description of the legal structure of DTTL
and its member firms.

Member of Deloitte Touche Tohmatsu Limited
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1. Executive Summary



1.1 Executive Summary - IFIAR / EC

This report follows on from our 2013 study which looked at the requirements to achieve IFIAR membership and/or
EC equivalence. Since 2013, the IFIAR Principles have not changed. However, the 2014 EU audit reform legislation,
applicable since 17 June 2016 and comprising revisions to the existing Statutory Audit Directive (SAD) and a new Audit

Regulation (AR), impacts some of the criteria for EC equivalence.

The scope of the two regimes against which we benchmark Hong Kong are as follows:

e IFIAR is concerned with the audit of public interest entities (PIEs). Neither its Charter nor Core Principles define PIEs,
but it is understood to align with the definition used by the International Auditing and Assurance Standards Board
(IAASB) and the International Ethics Standards Board for Accountants (IESBA). This includes listed entities (on any

exchange) together with any entities designated by local law or regulation as a PIE or for which law or regulation
requires compliance with the same independence framework as a listed entity.

e EC equivalence is relevant to the role of a third country auditor?; if a third country auditor is subject to an equivalent

regime then it is exempt from direct inspection by the relevant EU audit regulator.

Audit regulators are required to have ultimate independent oversight responsibility for registration, inspection,

investigation, enforcement, standard setting and continuing professional education (CPE). Delegation to other

authorities or bodies (designated or otherwise authorised by law to carry out such tasks) is permitted, provided that the
independent regulator retains ultimate oversight. Key requirements of the oversight system are set out in the following
table; many are common to both IFIAR and EC:

Area (.)f audit IFIAR EC equivalence
oversight
Overall system Mainly governed by non-practitioners ? Fully governed by non-practitioners
Registration Adequate powers and authority to address Ultimate responsibility for the oversight of
compliance with the requirements for approval and registration
authorisation / registration
Inspection Responsibility for the inspection of auditors of PIEs, including at least listed entities

Operationally independent; adequately resourced; risk-based, proportionate approach
covering the firm’s system of internal quality control and testing of individual audits. Plus:

Not specified Three year cooling-off period for quality
assurance reviewers

Established minimum cycle but specific Reviews at least every six years
frequency not mandated

Third-country audit entity / auditor mean, respectively, an entity regardless of its legal form / a natural person that carries out audits of the

annual or consolidated financial statements of a company incorporated in a third country (non-EU country), other than an entity / person

registered as an audit firm / statutory auditor in any EU Member State.

EC Directive 2014/56/EC defines non-practitioner as: any natural person who, during his or her involvement in the governance of the public

oversight system and during the period of three years immediately preceding that involvement, has not carried out statutory audits, has not
held voting rights in an audit firm, has not been a member of the administrative, management or supervisory body of an audit firm and has

not been employed by, or otherwise associated with, an audit firm.



1.1 Executive Summary - IFIAR / EC
(cont'd)

Area of audit
oversight

IFIAR

EC equivalence

Investigation

Appropriate, effective system of investigati

inadequate or noncompliant execution of an audit
Plus:

Authority and ability to enforce inspection
findings and recommendations

ons and penalties / sanctions in relation to

Right to investigate and conduct
investigations and take appropriate action

Enforcement

Comprehensive enforcement powers
including the ability to impose a range of
sanctions

Effective, proportionate and dissuasive
sanctions in respect of statutory auditors
and audit firms

The right to remove registration

Standard setting

Adequate powers and authority to address
compliance with applicable auditing,
professional and independence standards

Ultimate responsibility for adoption of
standards on professional ethics, internal
quality control and auditing

CPE

Not specified

Ultimate responsibility for oversight

Funding Stable, sufficient, secure source of funding; free from any undue influence

from the profession

In June 2014, the Hong Kong Government (Financial Services and the Treasury Bureau) conducted a public consultation
to solicit views on proposals to introduce an independent oversight regime for the regulation of listed entity auditors
(LEAs). The regulatory regime would cover auditors of PIEs, with PIEs defined in Hong Kong to mean, at least for the
immediate future, listed entities.

The respondents’ views on the proposals, the specific issues raised and the Government'’s responses to those were summarised
in the consultation conclusions, available online (http://www.fstb.gov.hk/fsb/ppr/consult/doc/conclu_rpirrlea_e.pdf), which
also set out in detail the major refinements and elaborations of the relevant proposals in light of the respondents’
comments. We understand that the Government'’s target is to introduce the amendment bill into the Legislative Council
in the 2016-17 legislative session.

The reform proposals will result in a division of responsibilities between the FRC and the Hong Kong Institute of
Certified Public Accountants (HKICPA), with the FRC becoming the independent audit oversight body vested with direct
inspection, investigation and disciplinary powers with regard to the audits of listed companies by LEAs - the cohort that
this study focuses on - as set out below. The HKICPA's existing oversight of non-LEAs and of the audits of non-listed
entities audited by LEAs will be unchanged.

Area of audit oversight LEAs as proposed

Registration HKICPA to manage; FRC to have oversight

Inspection FRC to conduct (LEASs’ listed entity engagements)

Investigation / enforcement FRC to conduct re. listed entities / make decisions re.

LEAs



http://www.fstb.gov.hk/fsb/ppr/consult/doc/conclu_rpirrlea_e.pdf

1.1 Executive Summary - IFIAR / EC
(cont'd)

Area of audit oversight LEAs as proposed
Standard setting (professional ethics / auditing and HKICPA to issue / specify professional ethics / auditing
assurance - these standards are converged with the and assurance standards; FRC to have oversight

standards issued by the IESBA and the IAASB)

CPE HKICPA to manage; FRC to have oversight

The proposed way forward is likely to a) close the gaps originally identified in our 2013 study and that remain currently

and b) meet the EC and IFIAR requirements. The overall system of governance is an exception to this, see below, and

there are also certain other areas where the FRC will need to put in place further regulations / policies / procedures to

ensure that all aspects of the detailed requirements for IFIAR membership and EC equivalence are met. The principal

areas, drawing on the key gaps originally identified, are set out below:

Overall system of governance

e Meets IFIAR requirements

e EC requirements are not yet fully met as, from 17 June 2016, no practitioners are permitted to be involved in the
governance structure - i.e. the Council of the FRC. Whilst it is likely that the Council members will all be independent
by the first year to which equivalence could apply, there is no proposed mechanism that would prevent (an)other
practitioner(s) from being appointed to the Council.

Cooling-off period for quality assurance reviewers

e Not relevant for IFIAR

e In principle meets the EC requirements, but in finalising all aspects of its new responsibilities, the FRC will need to
ensure that former audit practitioners acting as quality assurance reviewers have a three year cooling off period

Source of funding
e Meets IFIAR and EC requirements

e To note: the requirement for LEAs to pay a levy would not render the FRC subject to undue influence by the audit
profession as the law will clearly stipulate that it is a statutory obligation for LEAs to pay the levy

Composition of the inspection team
e Meets IFIAR and EC requirements, but:
- The FRC will still need to ensure that the inspection division and its operation and governance are suitably

independent from the reviewed firms and auditors, are not controlled by a professional body and that conflicts of
interest are avoided



1.1 Executive Summary - IFIAR / EC
(cont'd)

Disciplinary mechanism
e Meets IFIAR and EC requirements, but:
- The FRC will still need to ensure that: experts it engages for specific assignments are not conflicted; there is
a mechanism for ensuring findings are addressed within a reasonable period; there are adequate complaints
procedures / whistleblowing arrangements in place
System of public oversight
e Not relevant for IFIAR
e Likely to meet EC requirements but:
- The FRC needs to be able to reclaim competencies on a case-by-case basis from the HKICPA. The FRC considers

that the fact that it is able to issue a direction to the HKICPA, with which it must comply, will achieve the same
effect. We agree that it will do so, but it is possible that the EC may take a different view



1.

2 Executive Summary - other
considerations

It can be observed that the proposed changes would bring Hong Kong closer to a number of other jurisdictions, for
example the proposed future disciplinary mechanism will be similar to the new disciplinary system in the UK (effective
- in line with the EU audit reforms - from 17 June 2016). The following are also worthy of consideration:

e Registration

The consensus approach amongst the jurisdictions reviewed is to distinguish between public interest companies
(entities - i.e. PIEs) and private companies. The focus of the independent regulators is on the former, with
most jurisdictions covering all listed companies (equity and debt issuers), significant financial institutions and
in some cases, a wider class of PIEs. This allows a balance of resource and focus, recognising the need to
demonstrate benefits in support of the cost of independent regulation. It is noted that the revised EU audit
legislation has broadened the definition of PIEs in Europe. It also introduces stricter requirements relating to PIE
audits / auditors.

e Inspection

The importance of independent challenge to the audit firms is evident from each of the jurisdictions. While
the mechanics vary, there is an ever increasing trend towards transparency (note the new voluntary Canadian
Protocol regarding communication of inspection findings to audit committees) as well as rigour and independence.
The UK practice of publishing annual reports for the largest firms and providing a copy of individual inspection
reports to the entity’s audit committee is of particular note. The US, in contrast, publishes individual firm
inspection reports as well as summarised reports (under Public Company Accounting Oversight Board (PCAOB)
Rule 4010). These practices demonstrate different approaches to striking a balance between fostering
improvement and transparency of findings.

Furthermore, national regulators are increasingly working and cooperating together and conducting joint
inspections. For example, the PCAOB has signed Memoranda of Understanding (MOUs) with multiple jurisdictions
in recent years and the European Audit Inspection Group (EAIG) - expected to become a sub-group of
the Committee of European Audit Oversight Bodies (CEAOB)3® - is developing a Common Audit Inspection
Methodology to be used by all inspectors in carrying out their work and has an inspection findings database where
Member State regulators share findings.

e Investigation and Enforcement

The need for a disciplinary process and potential sanctions is evident from each of the jurisdictions reviewed.
Processes vary in their focus on and interpretation of ‘public interest’, but there is an operational consensus that
high profile listed companies are of public interest, as is confidence in the largest audit firms. The jurisdictions
generally adopt a quasi-legal approach to disciplinary processes, with a recognition of the right to a fair hearing
and to appeal.

The range of sanctions is generally wide-ranging, from reprimand, to fine, to some form of exclusion from
practice. In certain circumstances, the fines can be unlimited (the UK and Canada) and one jurisdiction (Australia)
allows for imprisonment as a sanction for non-compliance with a notice. Publicity is typically part of the sanction
and anonymity is granted only in exceptional cases.

3 In finalising the EU audit reform legislation, the EU decided to create a new body, the CEAOB, which will play a role in establishing colleges
of Member State regulators to inspect members of accounting networks. The European Securities and Markets Authority (ESMA) is a non-
voting member of the CEAOB and the European Banking Authority and European Insurance and Occupational Pensions Authority attend as
observers. These changes will not directly affect EC equivalence but the CEAOB will contribute to the technical assessment of third countries’
public oversight systems carried out by the EC.



1.2 Executive Summary - other
considerations (cont'd)

e Standard setting

- The regulatory bodies are typically responsible for implementing applicable auditing standards and will normally
conduct their deliberations in public. With an increasingly global regulatory agenda, in most cases the bodies are
implementing international standards rather than drafting entirely new ones for local use only.

e Funding

- In most cases, the regulator’s funding is obtained from a combination of direct levies on companies, levies on the
professional bodies of which the audit firms are members and levies on the audit firms themselves. The level of
funding from government appears to be declining, with the UK withdrawing it and Australia likely moving towards
a user pays model (with the amount of government funding reduced).

e The Hong Kong Government has already acknowledged that it may broaden the definition of PIEs in future, which
may result in the FRC having a broader scope of independent audit oversight. However, it will do so in a step-by-step
approach and only once the new regime has bedded in. Also, the definition will be set out in legislation such that any
change in future could only be made by way of an amendment bill.

e While IFIAR can be inferred to refer to covering only PIEs in an established minimum cycle, in the spirit — and with the
objective - of ever-improved audit oversight and audit quality and robust capital markets, it could be a consideration
to ensure that all auditors are covered at least regularly and in a minimum cycle.

e The FRC could also conduct the inspections of auditors of those companies listed in the EEA and/or of systemically
important financial institutions in which IFIAR is also interested.

e While six years is the baseline inspection frequency requirement for EC equivalence, other major jurisdictions
typically cover key audit firms much more frequently (as is indeed currently the case in Hong Kong, notably for the
Big Four firms).

e Transparency of findings - there is a trend noted towards increasing transparency (beyond annual inspection / work
plan reporting) e.g. communicating with Audit Committees on inspection findings.

e While not a gap per se, another feature of the current system is that the FRC is unable to enter into MOUs with IFIAR
members. This is because the FRC does not have inspection and enforcement powers - although this is likely to be
addressed by the proposed reforms.
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