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Chief Executive Officer’s Message
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The Financial Reporting Council (“FRC") commenced the second
review cycle of its risk-based financial statements review
programme in July, and continued proactively identifying
possible non-compliance with accounting requirements on the
part of listed entities. Earlier this year, we noted some media
reports regarding possible irregularities and non-compliance in
the financial statements of certain listed entities, including
some Mainland private enterprises. We have communicated
with other regulators to ensure timely and appropriate actions
are taken, and have put these financial statements under our
risk-based financial statements review programme for full
review as they become available.

In the 2011 financial year, there were 28 Hong Kong-listed
Mainland companies which opted to appoint Mainland auditors
and prepared their financial statements in accordance with
“Accounting Standards for Business Enterprise”. Their financial
statements would be included in the respective financial
statements review programmes of the FRC, the Hong Kong
Exchanges and Clearing Limited (“HKEx”) and the Hong Kong
Institute of Certified Public Accountants (“HKICPA”).

Like last year, a financial reporting forum will be jointly
organized by the FRC, the HKICPA and the HKEx in November,
at which the findings of the respective financial statements
review programmes will be shared with preparers of financial
statements of listed entities and their auditors.

I would like to take this opportunity to welcome the decision of
the HKICPA disciplinary committee, in April, to take disciplinary
action against a certified public accountant and a corporate
practice, after considering the investigation report adopted by
the Council of the FRC. This decision validates the work we are
doing to monitor the quality of financial reporting in Hong
Kong.

In providing support to the Government in its consideration of
the scope of auditor oversight reform, we have followed the
latest global developments in this area and reported our
observations and views to the Government in a timely manner.
In June, the FRC and the HKICPA attended a meeting with
representatives of the European Commission (“EC”) in Brussels,
at which we learned more about what is needed to achieve EC
regulatory equivalence for Hong Kong’s audit oversight system.
A meeting was also held with the representatives of the
International Forum of Independent Audit Regulators to gain a
better understanding of its requirements for membership.

PM. Kam Chief Executive Officer | H1#3 1T B2 &

MBE®RBN LA RERRERRMENB
WREFHAIE_EEFHABHOTHFE - £8
Mel EmERTRRIEBRETRENS

He RNREEE BEEFANREPE

b ETERREEAN LEHEERNMBR
REF  TEFEBESNFAETARTENRS
SARENSE - BBt EE B EHEE
TRE BAEREDRENTS KA
By BHRRMARERRMETBHRRNE
BTSN ET 2 EER -

—E-—FHREE HBEZTNARFBEL
MRt AR EAAN S ZBE A RIER [&
XetER ] FRAVBHRR - BLEHHR
RENAER BBREREERMBRRQF

([BXA] )REBSAASHEEME
WRERTEETER -

HEFHE  RAERT-ABEEEBSE
MASREBEXFMERKSWE  BEmER
MNP BRRFERENAEZBADERSTTH
WAFHTENBEMS o

AABREEES  BLBBESTHMASTLE
ZESKEZEHYBERRERXEXMNAE
BER RSFNBREHZREARA—EH
XSk —HEEEFHEERBE - B
AEEAREEEA MM BHRRNWEZME
HAYE D o

AHAMEETEESENRERE R
B AREEBZEHRRREAETHENRN
R MRARMREEZR - AREBES
AR AERAAREHhEEREBREEZES
MAREE  MRONABBTBENEAEED
EFHNEEZESSNERMMA - 1o - &M
NEB U ETEERBRERREBANNKRENT
2% E-DPTHRAEENERER -



Event ;EE)OIE

FRC celebrates its 5th anniversary
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On 21 June 2012, the FRC held a cocktail reception at the Hong
Kong Club to celebrate its 5th anniversary. The reception was
attended by representatives from various stakeholders,
including our funding parties — the Companies Registry Trading
Fund, the HKEx, the HKICPA and the Securities and Futures
Commission, the Liaison Office of the Central People’s
Government in the Hong Kong Special Administrative Region,
the Financial Services and Treasury Bureau, the Financial Affairs
Panel of the Legislative Council, related regulators, and
accountancy and professional bodies and chambers. Past and
present Council Members and members of the Financial
Reporting Review Panel, Advisory Panel and Process Review
Panel were also present.

Ms. Julia Leung, Under Secretary for Financial Services and the
Treasury, attended the event as the Guest-of-Honour on behalf
of Professor K.C. Chan, Secretary for Financial Services and the
Treasury. Professor Chan later joined the reception and thanked
Ms. Sophia Kao, Chairman of the FRC, for her stewardship and
commitment to the FRC in strengthening the partnership with
the Government in promoting corporate governance. Ms. Kao
appreciated the reputation and recognition earned by the FRC,
with the support from stakeholders, and expressed that the FRC
would continue to provide any necessary assistance to the
Government in shaping the reform proposals for introducing
new elements of independence into the existing auditor
regulatory framework.
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Front row (from left to right):

Dr. PM. Kam, Chief Executive Officer, Mr. Mark Dickens, J.P,
Executive Vice President and Head of Listing of the Hong Kong
Exchanges and Clearing Limited, Ms. Julia Leung, J.P, Under
Secretary for Financial Services and the Treasury, Ms. Sophia
Kao, S.B.S., J.P, Chairman, Ms. Lu He Ping, Director General,
Administration and Finance Department of the Central
People's Government in the Hong Kong S.A.R., Ms. Ada
Chung, J.P, Registrar of Companies, Mr. Keith Pogson,
President of Hong Kong Institute of Certified Public
Accountants, Mr. Mark Steward, Executive Director of the
Enforcement Division of Securities and Futures Commission
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Back row (from left to right):

Mr. Vernon Moore, B.B.S., former Council Member, Mr. Chew
Fook Aun, Mr. Edward Kwan, Mr. John Poon, Mr. Martin
Hadaway, J.P. and Dr. Moses Cheng, G.B.S., J.P. (Council
Members), Mr. Gordon Jones, J.P,, former Council Member, Mr.
Albert Li, Council Member
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From left to right:

Mr. Albert Li, Council Member, Mr. Andrew Wan, Chief
Financial Officer and Senior Director, Corporate Affairs,
Securities and Futures Commission, Mr. John Poon, Council
Member, Mr. Keith Pogson, President of Hong Kong Institute of
Certified Public Accountants, Dr. PM. Kam, Chief Executive
Officer, Professor K.C. Chan, S.B.S., J.P, Secretary for Financial
Services and the Treasury, Ms. Sophia Kao, S.B.S., J.P,
Chairman, Ms. Lu He Ping, Director General, Administration
and Finance Department of the Central People's Government
in the Hong Kong S.A.R., Ms. Julia Leung, J.P,, Under Secretary
for Financial Services and the Treasury, Mr. Gordon Jones, J.P,
former Council Member, Mr. Edward Kwan, Council Member
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The Highlights $ #E

Summaries of completed investigations and enquiry
EXRNAEZEREREARREE

In the first half of 2012, the FRC adopted six investigation reports completed by the Audit
Investigation Board (“AlIB”), and one enquiry report completed by the Financial Reporting
Review Committee (“FRRC”). The press releases about these completed cases are available
from the “Publications” section of the FRC website. The auditing irregularities identified in
the investigations have been referred to the HKICPA to determine if disciplinary action is
warranted. We have also asked the entity involved in the enquiry case to remove the
identified non-compliance with accounting requirements and the listed entity made prior
year adjustment in its subsequent financial statements to rectify such non-compliance.
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This case involved the audits of two property projects being
developed by a former listed entity, and of a loan to a
debtor. The findings caused the AIB to reach the view that
in performing the audits of the relevant financial
statements, the auditor did not sufficiently document the
nature, timing and extent of certain audit procedures it
performed, and the conclusions it reached. In addition, the
auditor did not exercise sufficient professional scepticism in
testing a property project under development during the
course of the audits.

In this case, the AIB was of the view that the auditor did
not obtain sufficient appropriate audit evidence in relation
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to the valuation of the accounts receivable and the
relevant disclosure in the financial statements of a listed
entity; and the auditor did not prepare audit
documentation sufficiently detailed to enable an
experienced auditor to understand its conclusion on the
recoverability of the accounts receivable.

It was also found that an exchange gain arising from the
translation of a property, from its functional currency to a
different presentation currency at a closing rate which
differed from the previous closing rate, was recognized in
profit or loss instead of as a separate component of equity
in the financial statements. The AIB considered that the
auditor’s report on the financial statements should have
been modified in this respect, since the consolidated loss of
the listed entity was materially understated as a result of
this misstatement. Furthermore, as there were multiple
material uncertainties which might affect the entity’s
ability to operate as a going concern and these
uncertainties were significant to the relevant financial
statements, the AIB was of the view that a disclaimer of
opinion should have been expressed on the financial
statements.
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This case involved the accounting treatment for the
acquisition of businesses by a listed entity. The AIB was of
the view that the listed entity should have recognized, at
the dates of acquisition of these businesses, deferred tax
liabilities on the fair value gains on the intangible assets
acquired at the applicable income tax rates. Such deferred
tax liabilities should have been recognized separately from
the intangible assets acquired. As the amount of deferred
tax liabilities was material to the relevant financial
statements, the AIB considered that the auditors’ reports
on the relevant financial statements should have been
modified in this respect.

In addition, the AIB considered that the auditors did not
prepare audit documentation sufficiently detailed to
enable an experienced auditor to understand their
conclusion on the assessment of the deferred tax liabilities
on the fair value gains.

The auditor did not obtain sufficient appropriate audit
evidence on the recognition and measurements of assets
acquired and liabilities assumed in relation to the
acquisition of a subsidiary by a listed entity. The AIB was of
the view that the goodwill arising from the acquisition was
not recognized and measured in accordance with the
relevant financial reporting standard. In addition, the
consolidated cash flow statement was materially misstated
by including transactions that did not require the use of
cash and cash equivalents. The AIB considered that the
auditor should have modified its opinion on the relevant
financial statements in these respects.

Furthermore, the auditor did not maintain sufficient
documentation of its audit work performed in relation to
its evaluation of the going concern assessment of the listed
entity. It was also found that the engagement quality
control reviewer of the audit, who was contracted to
undertake the review, did not identify the above issues of
non-compliance. Hence, the reviewer did not properly
comply with the relevant auditing and assurance
requirements in the review of the audit.

In this case, the AIB was of the view that the listed entity
should have measured the intangible asset acquired in the
acquisition of a subsidiary at its fair value at the acquisition
date, and used the published price of its shares at the date
of exchange to determine the fair value of the
consideration shares issued for the acquisition. When there
was a range of possible outcomes with different
probabilities in determining an asset’s fair value, that
uncertainty should have entered into the measurement of
the asset’s fair value, rather than demonstrated an inability
to measure fair value reliably. The AIB considered that the
above issues of non-compliance would have a significant
impact on the relevant financial statements and the
auditor should have modified its report on the relevant
financial statements in these respects.

The AIB also noted that the auditor did not properly
document in the audit working papers how it addressed an
inconsistency between the information identified during
the audit and its final conclusion. The AIB also found that
there was no audit documentation on how the auditor
resolved the difference of opinions with other
professionals it had consulted.

ERERSRE EHEERARFRBNES
BE - FEZEERS  LHERERIE
HEEBER - RREAMEHREERE
WiEREFEEMER A ABEREMEEN
EERIEEE - AEZEERA  ZELER
HEEREFFUWBHNETLEEDFMER - @
RZELERESESREEEMBHRREE
T & RHERZSRA BRI BRE
HEBRESRAVAERRE

o AEZEERE  ZRBENRERA
RO RASNETCE  UWFEMEETE
BRIV BE TFER - THAM
AHfh AR BEREAEENELRAEEM
SHIER °

EERER  RBENRBEM LHERIE—
ZMEARE > RERNTEEEWENE
SARENR D RBENETEE  c #EZX
EERA  AZWBEENBEELRE
BREBMBREEINEINGE - B -
GERERBRATATEZTEFARSA
RESEYNETRS  BEFEEERE
o HEREERR  ZRBAENZES
EHBRMBHRAEAEREZRNXEE

S

Boh  ZERBERERY EmERNEFEL
EEMEFTETER TERIER D WETRT
i o AEZES TR - WETIRE NWE
HERHBRAESRUSHTAER - &
BREWRERF LANTEBREE -
It ZERERABREFTREEELE
BT REERE -

HERER  AEZESARLTERER
WiE HAREE  srERWE T ATEE
MELEE  YURRZBEMNATERE - &
EREROGHNAREE - RFAEBEEND R
BER  BETRBRELN T REEREE

St E - HEZESAR LAFBRES

RENEHEHERYBRRBAEAY
g YRR ZSSEY RN B RK
AERRESROABERS o

o AEREEIRIRBMLLIEEE
st TARIRTS % & me SR I AR P LS KL EE
RRGEWZEBNTE - AEZESTER -
AR B RC s A BR 3 I AR B H A S 5K
HENS RO °



In this case, the AIB was of the view that the listed entity
should have measured the intangible assets acquired in the
acquisitions of subsidiaries in the current and previous
accounting periods at their acquisition-date fair values,
and should have determined the fair values of the
consideration shares issued for the acquisitions based on
the published price of its shares at the dates of exchange.
The AIB considered that the above issues of
non-compliance would have a significant impact on the
relevant financial statements and the auditor should have
modified its report on the relevant financial statements in
these respects.

The AIB also noted that the auditor did not properly
document in the audit working papers its discussion of
significant matters with a valuer. There was also no audit
documentation on its evaluation of the technical
competence of the management when the auditor
planned to rely on the work of management in lieu of that
of the valuer.

Enquiry Z&h

In this case, the FRRC found that the listed entity did not
identify and separately recognize the exploration right to a
mine at its fair value at the date of the acquisition of a
subsidiary, and the acquisition-date fair value of the
exploration right to another mine should have been
adjusted upon the completion of the initial accounting of
the acquisition, when the fair value of such right was
finalized. The FRRC also considered that the exploration
rights to the mines should have been carried, after initial
recognition, at cost less any accumulated amortization and
any accumulated impairment losses. In the absence of an
active market for the exploration rights, carrying them
after initial recognition at a revalued amount did not
comply with relevant accounting requirements. In
addition, the FRRC found that the relevant financial
statements did not disclose the carrying amounts of each
class of identifiable assets and liabilities immediately
before the date of the acquisition as required by the
relevant financial reporting standard.
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Operations Statistics E{EHE & BF

Investigations and Enquiries SAZER E/ME®R

In progress as at 1 January 2012 R=Z—_—F— 8 — BHEETE 8 [
Initiated during the period Z<HA & Bf 3 2
Completed during the period Z8HAZE FX, (6) (1)
In progress as at 30 June 2012 5 2

REZB-—ZFAAZTHNEETH

Complaints #FER

In the first six months of 2012, the FRC received nine #HZZE—Z—F85A~EA  BEMHEEATEHE
complaints lodged by other regulators. We also fiEEE#EBIRHBARF o i BT ZEX
completed assessing four complaints, which resulted in T REHFWFTML  EMERB=ZRAEK—
the initiation of three investigations and one enquiry. REH ©

Review of Modified Auditor’s Reports EFIIE R & R X BEH R &

We screened all 95 modified auditor's reports Types of modification
published in the first six months of 2012. No potential FEREERREMBENESE
non-compliance with accounting requirements which Qualified opinion

would warrant a comprehensive review under the REEZER

risk-based financial statements review programme
was found in any of them.
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Risk-based Financial Statements Review Programme 1R i B b& i Z= i ¥ 8 RO ER 58I

For details of our monthly operations statistics,

please visit the “Operations Statistics” section !
of our website. Review cycle #BIER"

RV BERREANEFGT BT FAERRH 2011/12 2012/13
VN [EEEAEF] R -

Number of financial statements B #3R&xR &8 *

Planned for review

s8I0 /0 =

Initial review completed as at 30 June 2012 62
R-BE——FXA=+HERANSTEH

Potential non-compliance identified which required further review 13

CHEBIARRE T ERETRESE  FRE—TEH

Letters of advice issued to listed entities 17 i

[ EmERELERE

Investigation / enquiry initiated '

EREAE /& )
Industry focus Pharmaceutical Forestry and agriculture
1ITETE £t MAEREE
Accounting theme Business combination Deferred taxation
BT EE EBEH IR IE

* The review cycle commences in July each year.
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Contact Us Bk#& 3 M

F R C Financial Financial Reporting Council B #5E R F
Reporhng Council , ,
E $f B 29" Floor, High Block, Queensway Government Offices, 66 Queensway, Hong Kong
R EEORSEBRNEGES L2918

If you have any enquiries or comments,
please feel free to contact us. Tel &k ¢ (852) 2810 6321 Email &0 : general@frc.org.hk

MBEEFEAHKE R - B FIEAS - Fax {5 & : (852) 2810 6320 Website 4811 : www.frc.org.hk
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