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Introduction




Directors take overall responsibility for the financial statements

o Board of Directors /C-Suite Executives
take overall responsibility for the financial statements
* make decisionson auditor selectionand determine audit fees
» rely on financial information to make informed decisions about
strategic business activities that are paramount for ensuring the
long-term success

o Audit Committee members have beendelegated by the board to:
* oversee companies' financial statements
* make recommendations to the Board of Directors on the selection of
auditors and evaluation of audit fees




A high-quality audit is beneficial to all concerned

Facilitate decision
making

@ Identify internal control
Identify fraudulent weaknesses and strengthen
activity @; corporate governance

Provide value—-added
insights to the company

Enhance credibility of the
financial statements




AFRC: Hong Kong’s independent regulator for the accounting profession

Mission statement
‘i To shapeacompetitiveenvironmentthatwill nurture and promote the success of the profession

’ = This pivotal role not only enhances the quality of financial reporting but in turn reinforces our pursuit of promoting
the healthy developmentof the profession, and Hong Kong'’s position as a competitive international financial centre

Policy, Registration and Oversight

Policy and governance Registration Oversight

= Conductresearch and set = Reviewnew and renewal = Qversee specifiedfunctions
policiesin relation to the quality of applications for the issuance of performed by the HKICPA,
financial reporting and auditing practising certificates to CPAs, and including:

= Publish guidance on governance the registration of practice units - Registration of certified public
and other issues where and PIE auditors. accountants (CPAs)
appropriate «  Setting continuing professional

developmentrequirements
« Setting standards
* Providing training



AFRC guidelines and resources

Guidelines for Effective Audit
Committees — Selection,
Appointment and
Reappointment of Auditors
(“AC Guidelines”)

* Provides practical guidance
to audit committees on:

» selecting capable and
experienced auditors;
and

» evaluating audit fees

Scan codeto open
the AC Guidelines

2023 Survey Report on the
Implementation of AC
Guidelines (“Survey”)

* Contains the results of
AFRC’s survey to auditors
and audit committees on the
implementation progress of
the AC Guidelines

* Provides practical
recommendations to audit
committees, auditors,
management / the Board and
investors

] Bk
Scan codeto open
the Survey

Audit Fees Paid by Listed
Companies in Hong Kong
2020-2021 (“Audit Fee Report’)

* Analyses the audit fees paid
by listed companies and what
effects, if any, COVID-19 and
the ensuing economic
downturn have had on the
market

Scan codeto open
the Audit Fee Report

Guidance Notes on Change of
Auditors (“Guidance Notes”);
AFRC Addresses Concerns
Surrounding Auditor Changes
(the “Paper”)

* Articulates AFRC’s
expectations of PIE auditors
and audit committees when
changing auditors

* Provides concrete examples
of how auditors and audit
committees should conduct
themselves in these
circumstances

Scan codeto open
the Guidance Note



2. Selecting auditors



Let’s imagine...

Which one will you choose?

Why are apples of the same size and
appearance different in price?

The reasons could be...

@
= The place of origin may differ @
= The production cost / margin may differ
= The quality may vary

o Rare / Premium vs Rotten




Features of a quality auditor to be taken into consideration

during the selection process

. Good governance and strong leadership

. Rigorous Compliance with relevant ethical requirements

. Proficiency in industry knowledge and technical competence
. Effective engagement performance

. Effective communication and interaction with audit committee

- Satisfactory inspection outcomes and disciplinary records

]
QUALITY AUDIT

1,




Finding 1: What factors have been / will be evaluated by

10

audit committees in the past and next 12 months

ci. Industry experience

diii. A breakdown of
audit hours

fii. Internal inspection
results

fi. External inspection

0,
results B2f6

di. Audit methodologies
93%
bii. Results and details of

6% the independence
assessment

h. A breakdown of audit 8
fees

o, 9. Relationship with the

bi. Ethics policies auditor

89%%
dii. Quality control

a. Governance
procedures

—e—Evaluated —eo—\Will evaluate in the next 12 months

We asked listed company respondents to selectfrom
a list of 13 items those they evaluate when selecting
auditors.

There is an increase in audit committees’intention
for all the itemsto be evaluated in the next 12
months.

By comparing the survey results relating to

the information required by audit committees against
that supplied by auditors, we noted the response
of auditorsis consistentwith that of audit
committees.



Finding 2: Which factors do listed companies consider most

when selecting auditors

c. Industry experience and team'’s
-
profiles

d. Engagement performance (audit

methodologies and quality control

procedures)

e. Auditteam’s communication with
- -
the audit committee
a. Governance and leadership

b. Compliance with relevant ethical
requirements .

f. Results of recent external and internal
inspections .

g. Relationship with the auditor

Sensitivity to audit fees (based on listed companies’ market cap)

»:
| < HK$350 mifion [N
HK$350 million -
HK$2,600 million | >5%
> HK$2,600 million [[IEZN

............................................................................................................................................................................

HYes

No
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The results show a mixed picture. “Industry
experience and team’s profiles”and “Engagement
performance”were selected as the two most
important factors in selecting an auditor. We concur
they are important factors to consider.

However, despite AFRC’s continuous effortin
promoting audit quality when evaluating an auditor’s
capabilities, listed companies still rank proposed
audit fees as one of the top three factors.

There appearsto be someinconsistencies inthe
factors audit committees evaluate.



Survey
12

Findings 3 and 4: How common is it for audit committees
to conduct an audit tender when selecting auditors

Have audit committees conducted an audit Do they intend to conduct an audit tender in
tender when selecting auditors? the next 12 months?

m 2022

= 2021 X& No, 39% ' &
2020 = 39% 13%
2019 Expect not toconduct Expect to conduct
audit tender process audit tender process
= 2018 in the next 12 months in the next 12 months
m Others

m Yes = Never



How to run an effective audit tender when selecting auditors °

A 5-stage approach for audit tender process

~ oy Areas that audit committee
<] D — needs to pay particular
i == attention 'Fo.y P

- Decide a tender type - Screen proposals and

- Select tendering firms shortlist tendering audit

- Prepare and send firms
tender documents and - Arrange presentations by
request for proposals tendering firms

- Evaluate tendering firms

Select and Communicate Receive and Submit the
Plan the process

invite tendering with tendering evaluate tender recommendation
audit firms audit firms proposals to the board

= L) o
- Determine the - Introduce the tender - Submita
timetable scope recommendation
- Identify key roles - Arrange site visits report to the board
- Set the selection - Set up meetings for for consideration
criteria Q&As



Survey
Finding 5: The effectiveness of audit committees implementing - L
the AC Guidelines viewed by PIE auditors

ot A = \We asked PIE auditors to rate the overall effectiveness of
' 17% the implementation of the AC Guidelines by the audit
committees.

Mainland = Onlyone Cat. A auditor (17%) believes that the audit

committees they work with have implemented the AC
Guidelines effectively.

Cat.B = This is far lower than Overseas auditors, where 10 (or

71%) thought implementation was effective.

Cat.C 61%

10

Overseas 71%

m Effective Ineffective

Cat. A — Local PIE auditors which audit more than 100 Hong Kong listed companies

Cat. B — Local PIE auditors which audit 10 to 100 Hong Kong listed companies

Cat. C — Local PIE auditors which audit 1 to 9 Hong Kong listed companies

Mainland — Mainland PIE auditors recognized by AFRC

Owerseas — Owerseas PIE auditors recognized by AFRC F



3. Red flags in late auditor changes



AFRC’s concerns on late auditor changes

Observations

= A growing trend of listed companies changing their
auditorsshortly before the deadline forreleasing their

annual results.

Listed companiesthatchanged auditors

- Number 249 285

- As a % of all listed companies 11.0% 12.2%
Latechanges in auditors

- Number 71 107

- As a % of total changes 28.5% 37.5%

cConcerns

Audit quality may be compromised giventhe incoming
auditor has limited time to plan and conducta proper audit.

Announcements made by certain listed companies on the
reasons for changing auditors are generic and may not
adequately reflectthe underlying cause

Some incoming auditors accepted engagements with
significant operations in other jurisdictions, even when they

had limited experience and resources in those jurisdictions.

There are also instances where auditors have been
requested to resign as a result of audit issues, which could
be an indication of possible opinion shopping.

16



Finding 6: Frequency with which audit teams experienced

Survey
17

fee pressure that may compromise audit quality

Cat. A

Cat.B

Cat.C

Mainland

Overseas

1
(17%)
2
(11%)
8
(44%)

1

(17%)

4
(29%)

Consistently

2
(33%)

‘

Often

I

Sometimes

50%

16
84%

10
56%

‘

83%

64%

® Never / Rarely

Almost half of the Cat. A and C auditors experienced
some fee pressure on a periodic basis. By contrast, only
three Cat. B auditors (16%) indicated they oftenor
sometimesexperienced fee pressure.

Possible reasons include:

* The shiftin market share from Cat. Ato Cat. B
auditors.

+ The quality of engagements typically undertaken by
Cat. C auditors.

Cat. A - Local PIE auditors which audit more than 100 Hong Kong listed
companies

Cat. B — Local PIE auditors which audit 10 to 100 Hong Kong listed companies
Cat. C — Local PIE auditors which audit 1 to 9 Hong Kong listed companies
Mainland — Mainland PIE auditors recognized by AFRC

Owerseas — Owerseas PIE auditors recognized by AFRC



Survey
Finding 7: Frequency with which PIE auditors experienced - =
pressure to issue a clean audit opinion

Cat A 1 2 = Auditors across all categories experienced a certain
(7%) (33%) L amount of pressure to issue a clean audit opinion
cup 11 17 = The twin pressuresto reduce fees and to issue a clean
at. - . .
(5%)(5% 90% opinion may be linked to the spate of late auditor

resignations we have beenobserving in the market

17
94%

1
Cat.C (6%

. 1 5
3 11

Consistently Often Sometimes B Never/ Rarely



Guidance Notes - Expectations of audit committees

When encountering disagreements

'. + Hold separate meetings with the auditor and management to understand the nature and details of the
issues

« Forman independentview of the issues and make bestefforts to seekresolution with them

When the auditor resigns

Resignation

@ * Ensurethatthe letter of resignationand the listed company’s announcement have disclosedthe
precise circumstancesleading to the resignation

* Refrainfrom using a generic statement as a catch-all explanation forthe resignation

When selecting a new auditor

» Ensure the new auditor possesses the necessary competenceand resources
» Assistthe new auditor in understanding any unresolved issues

« Evaluate the reasonableness of the audittimetable and audit fees proposed by management

19
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AFRC’s initiatives and progress made on late auditor changes

Issued two open letters in October 2022 and January Following the openletters and actions taken by AFRC, some
2023, respectively, to PIE auditors and audit committees improvements have been observed:

v" To express AFRC’s concerns on the matters

From 1 Dec to

v To reiterate AFRC’s expectations on auditor changes 31 May of the
following year

= Monitored auditor changes on proactively and on an

! _ Change/
ongoing basis Reasons for changes 2021/22 | 2022/23 Change %

= Followed up with PIE auditors and initiated investigations Disagreement over audit fees 64 39 -25/-39%
Where approprlate tO bring aCCOL,IntabiIIty tO thOse WhO ...............................................................................................
failed to complywith professional standards Unresolved audit issues 27 14 -13/-48%
= |nitiate enquiries into the financial statements of listed gﬂﬁg:igﬁeﬁ%\f rhance, 1., - 2 +2 / N/IA
Companies if there is an indication of non_comp"ance LY. 11 5O
accounting standards, and refer any identified misconduct Other 7 4 -3 /-43%

of listed companies to the relevant regulators
Total 08 59 -39/ -40%




4. Setting audit fees



How to set and assess audit fees

Why are audit fees important?

“There is usually a relationship between the
guality of an audit and the quality and quantity
of the resources used in its performance; this will
usually be reflected in the audit fee” according to
“‘Audit Quality Framework, IAASB [2014]”.

What is an adequate audit fee?

It should be at a level that:;

> enables sufficient audit resources to be allocated
to perform audit procedures; and

» Is comparable to the previous year if there is no
significant change in the audit scope.

AC Guidelines

Key factors for consideration

Nature and
complexity of
the company’s
business

Size and
structure of the
company




Finding I: Average (“mean”) and median audit fees

Mean and median audit fees (HK$m)

4‘.3'/——"_

1.7

3 54 3 54 5.4
53 53 5.2 53 57 51
_.-"'"-
CAGR 2010-2020: 0.4%
CAGR 2010-2021: 0.8%
1.9 20 2.0 21 21 2.1 2.0 2.1 2.0 20 2.1
CAGR 2010-2020: 1.5%
CAGR 2010-2021: 1.9%
2010 20M 2012 2013 2014 2015 2016 2007 2018 2019 2020 2021
— A EE N Median

Audit Fee Report
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Both average and median audit fees were stagnant
in 2020 as compared with 2019, but recovered
some ground in 2021.

The large gap between average and median audit
fees shows that the market is skewed towards a
small number of engagements with higher fees.



Finding Il: Nominal and CPIl-adjusted audit fees

Mean audit fees

140
120
/ 109
100 ===
-_—-
pd TN \Lzo%
~~----~
60

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Nominal === CPI-Adjusted

Median audit fees

140
120 v\/124
100 = .

Duiuinind TSR 90 10%
80
60

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Nominal === CPI-Adjusted

Audit Fee Report
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Audit fees have not kept pace with inflation, regardless
of whether we are looking at mean fees or median
fees.

The absence in real growth in audit fees may signal
margin erosion

« Ifsituation persists, it may adversely affectthe
ability for firms to upskill their workforce or invest
in new technology. Audit quality will be

adversely affected as a result.

Note: Both nominal and CP-adjusted audit fees are shown
here as indices, with their 2010 values rebased to 100.

IF



Finding lll: Average audit fees, revenues and total assets

Index of audit fees, revenues and total assets

200
191
180

167
160
140
120

/\ —_— -~ 109
100

80
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

— Audit Fees Revenues Total Assets

Note: Audit fees, revenue and total assets are computed as average
values to ensure they are comparable across years. Each series is
depicted as indices, with their 2010 values rebased to 100.

= Growth of audit fees significantly lags behind the
growth experienced by listed companies and the level
of complexity in the underlying business.

Revenue and total assets were used as
indicators of company size and proxies for audit
complexity.

Between 2010 and 2021, the average total
assets of listed companies in Hong Kong
increased by 91% and average revenue by 67%,
but average audit fees only by 9%.

25



Finding IV: Number of listed companies that changed auditors »
and subsequent fee movements

300 285 = The number of listed companies that changed auditors
936 249 _ has been on the rise since 2011, and it has increased
250 — — rapidly in the last five years.
195
200 e = More than half of the listed companies who changed
150 148 auditors experienced a fee reduction.
100 = Among the 534 listed companies that changed auditors

in 2020 and 2021, audit fees were the most cited

55 63
39
; EN

50
100
150
200
250 . : :

2017 2018 2019 2020 2021 Note: The total population includes the listed companies that
did not experience any fee changes following a switch in
B Fee Increase ®Fee Decrease - Total auditor.



5. Key messages to stakeholders



The pursuit of advancing financial reporting
and audit quality requires your compliance

&=
Tt



Accounting and Financial
AI r R‘ Reporting Council
Bt RMHBERS

This presentation contains information compiled by the AFRC which is not intended to be exhaustive. The information has been prepared in general terms for reference only, without considering
specific circumstances pertaining to any individual or individual case. It does not constitute advice from the AFRC and canrot be relied upon to cover specific situations. You should not act, or refrain
from acting, upon the information contained therein without obtaining specific professional advice. The AFRC does not acceptany liability (whether in tort or contract or otherwise) for any loss or
damage arising from any inaccuracy or omission or from any decision, action or non-action based on or in reliance upon information contained in this presentation.

© 2023 Accounting and Financial Reporting Council
All rights reserved.
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