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» Accuracy, integrity and consistency of listed entity financial statements are essential to

maintaining investor confidence and the effective functioning of the capital markets.

» Accountants and auditors, as gatekeepers of financial reporting quality, play an important role

In upholding high-quality financial statements and audits.

» AFRC has a strategic focus on enhancing the guality of financial reporting and auditing.
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1. Our Remit

2. Highlights of Our Operations 2022/23

3. Findings and Observations

4. Our Expectations and Actions
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1 . O u r Rem I t 4 September 2023

Investigation & Compliance Department Discipline Department

Reactive : .
PIEs!/ PIE Auditors PIE Auditors / PIE Auditors /
Public, Regulators, / Professional Professional Professional
Professional bodies Persons? Persons Persons

Sources Assessment

Investigation

o

Proactive

Market monitoring,
Financial Statements

Review Program Inspection

1 PIE: Public interest entities I r
2 Professional Persons: CPA and practice units




2. Highlights of Our Operations 2022/23 R
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Pursuable Financial Enguiries
Complaints Statements

|nV_eS_t'_gat'°nS initiated
Initiated

received selected for

review .
(60 for PIE Auditors t 21 /O

12 for Professional
Persons)

T 125%




3. Findings and Observations

(3.1) Top 5 potential misconduct by PIE Auditors

(3.2) Potential fraudulent financial transactions and reporting
(3.3) Reminders to Financial Statements Preparers

(3.4) Financial Reporting Non-Compliance

(3.5) Top 5 potential financial reporting non-compliance

(3.6) Top 4 potential misconduct by Professional Persons
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(by % of investigations in 2022/23)

Audit evidence 87%

Engagement quality control review

71%

Professional skepticism and professional judgment 63%

Audit of accounting estimates

48%

The auditor's responsibilities relating to fraud 30%

0% 10% 20% 30% 40% 50% 60% /0% 80% 90% 100%



(3.2) Potential fraudulent financial transactions
and reporting

Related Parties

Listed Company
(Lender)
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Red flag

l. Unsecured

ii.  Abnormal drawdown

lii. Loan interest rate < market
Iv. No credit assessment

v. Unconfirmed audit confirmations

& M

Borrowers




(3.2) Potential fraudulent financial transactions e eemtomer 2098
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and reporting

Auditor might have failed to:

a.
b.

Verify original loan agreements

Critically evaluate:

.  Commercial rationale

i. Reasonableness of credit terms

Evaluate internal controls on credit and risk assessment

Challenge the draw-down arrangement and approval (e.g., Why a loan borrowed by a
company was drawn down by an individual?)

Question about the relationship with the borrowers
Obtain direct audit confirmations on principal terms and the amount outstanding

Challenge the basis of the recoverability of the loans



(3.2) Potential fraudulent financial transactions
and reporting

Potential misconduct areas

a. Fraud risk assessment
b. Maintaining professional skepticism and judgement
c. Audit of accounting estimates

d. Audit evidence

e. Engagement quality control review
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(3.3) Reminders to Financial Statements e o 038
Preparers

a. Establish a proper control environment

b. Maintain policies and procedures

Those charged c. Ensure:
with governance . Credit assessments and due diligence on

: counterparties
(Dlrectors cyfe li. Internal control on loans and advance, and
Audit Committee prepayment and borrowings
of listed entities) lii.  Follow up on outstanding amounts

Iv. Impairment assessment
v. Documentation
vi. Disclosure
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(3.4) Financial Reporting Non-Compliance e e e

Convertible Bonds (CB) issued

Nature
a. Recognition and measurement of financial instruments
b. Fair value measurement

What went wrong?
a. Fair value of CB = CB's principal amount
b. Recognised revaluation gain on the liability component of the CB

Reasons for non-compliance

a. Financial statements preparer did not have
I. Adequate understanding of accounting standards on financial instruments
ii. An appropriate valuation of CB components at issuance of the CB

Reminders
a. Understand the substance and terms of the CB agreement to properly classify the
components of the CB
b. Proper valuation of the CB components and its embedded options at initial recognition Ir
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Financial statements disclosure deficiencies

What went wronqg?

Inadequate or inappropriate financial statements disclosures
I.  Gross carrying amount of financial assets (HKFRS 7)

li. EXxposure of credit risk on loan commitment and financial guarantee contracts by
credit risk rating grades (HKFRS 7)

lii. Events and circumstances leading to significant changes of contract liability (HKFRS
15)

Reasons for non-compliance

Financial statements preparer did not understand disclosure requirements in accounting
standards
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(3.5) Top 5 Potential Financial Reporting Non-Comapliance e e o

(by % of investigation and enquiry cases initiated in 2022/23)

Impairment assessment and fair value measurement 34%
Recognition and measurement of financial instruments 25%

Fraudulent financial reporting or misappropriation of assets _ 20%

Going concern assessment and reporting 16%

Revenue recognition _ 15%

0% 5% 10% 15% 20%  25% 30% 35% 40%
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(3.6) Top 4 Potential Misconduct by Professional Persons e e e e

(by % of investigations initiated in 2022/23)

Integrity and professional misconducts 59%
Breaches of auditing and assurance standards 42%

Professional competence and due care 17%

Inde pendence and other ethical requirements _ 17%

0% 10% 20% 30% 40% 50% 60% 710%
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Expectations of « Stay up-to-date with the financial reporting and auditing standards
Financial Statement

Preparers and » Be alert to misstatements due to errors and fraud

Auditors
 Allocate sufficient time and resources to planning

Our Actions

 Alert regulatees and market participants by sharing the findings of our work
* Prioritizing investigations with high public interest

 Actively follow up to rectify financial reporting non-compliance identified in Enquiries
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Thank you

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 cannot 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 accept any 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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