Chief Executive Officer’s Message
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Progress of regulatory reform

In the first half of this year, we continued discussions with the
Government and the HKICPA on auditor oversight reform.
Considerable progress has been made in shaping the reform
proposals, the aim of which is to develop an independent
auditor oversight regime which can be benchmarked against
international standards, and is appropriate for our local
context. Further valuable reference materials will be provided
by the results of a comparative study of the audit oversight
systems of six major jurisdictions, which the FRC has
commissioned from an independent consultant. The study will
also compare Hong Kong with EC equivalence and IFIAR
membership requirements.

Once a concrete proposal is ready, it will be presented to
stakeholders and the public for consultation.

Revised risk-based financial statements review programme

We have revised our criteria for selecting financial statements
for review. These now include, for example, financial
statements from companies that frequently change their
directors or senior management, or use a small audit firm in
relation to the complexity of the audit, or that audit firm has a
track record of audit deficiency. The financial statements of
companies that have been subject to intervention by HKEx will
also be reviewed. We have also expanded the criteria to include
those with significant prior period errors which may have
misled investors.

Our revised programme will place greater emphasis than ever
on the detection of auditing irregularities. The current review
cycle begins in July and ends next June.

Mark Dickens Chief Executive Officer | ¥k BB 1TEAEH,

EENENER

SEL¥F  AMERTREBSTHMAS
HEBERETEEREETH®  REEXRE
FRIFEDNGE—EER NEFEEEERRE
—ERNNENEEHE  UFSEKRERE
RIEERTEFE KMEEXBEILE
B HANEEBEREREENETEEHEE
TECERMESE » LA LB E B IR 1T EEUM
ZEEENERRBYETEERBRERS
BRECENERE  MAGRSERTES
MWBZEH -

FERBEZEER HEOBHERARE
TEH -

RETHRERRBBEMBERRNVFHE

EMAERTRELT AR M BHRRETER
FZER - SIAHHERR » flaEFEER
EERSREEENLQT  BANESTHE
SHMETHEEMNEFTRENLQT » =
NAEANETMEEMEETTIRENT

%o BM T EHMEREBIANAN LD AF
M B®E - URAI— MM BERRERE
DREREENERFERNAF o

BB ERUEIEERERTTEITR o
BRNEABNBCRFARERHFSALER -



http://www.frc.org.hk/
http://frc.org.hk/en/index.php

Collaboration with other regulators

In the first half of 2013, we referred three cases to other
regulators and received seven cases from them. Meetings were
held with the HKEx and HKICPA, where details of each other’s
financial statements review programmes were shared. The
annual joint financial reporting forum will be held in
November, and details announced shortly.

Last month, we also met with representatives from the Ministry
of Finance to discuss regulatory developments and cross-border
investigative cooperation.

Enhancing transparency

FRC Decisions, a new section in our eNews, contains summaries
of cases not requiring investigations or enquiries. Its aim is to
enhance understanding of best practices in applying accounting
and auditing standards.

Acknowledgement

| was honoured to take on the role of CEO on 1 April, and would
like to thank my two predecessors for the solid foundation they
have laid for me. From here, | believe, we can go effectively on
to increase awareness of quality financial reporting, strengthen
our credibility as a regulatory advocate, and enhance the public
oversight system in Hong Kong.

Mark Dickens
Chief Executive Officer

Chief Executive Officer's Message TEU# # RIS

HEHMEERESHE

—E-ZFL¥F RARHEMEEREE
NZRER - UREELRBAEMEEREE
ITHVER o LS HPIERBR TR B RS
NEEHEE  PEHUNIBRRENTE
MEHAER - SFNYBERBESHESZN T+
—RE1T > BREFBBHERAM -

EMEEAREMBHEESTENREEHE
MEBR  UREBESHAENSHERBR °

\

\

BnERE

HPNEFEANHET [HBERRAK] —
B HEARANEFTRAFEIENNER

*E%R é%ﬁt?ﬁlﬁl M iﬁTﬁ‘F}%Fﬁ = n-l—&%;-l_
R REME o
&

HREFANTA - BEEETRAR -
B FTRAMBETHARFTEENRE

#eRMEE FARASSHBENRESE
ZNBER ZEARFAEEEEZENE

2. URMEEBENAREEFE -

Mﬁ /§\
17 AR

1H2013 Completed Cases 2013 L £ FE R EARE

Recognition of impairment loss on available-for-sale financial assets
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Issues

Whether the auditor had formed an appropriate audit opinion
on the financial statements, and had properly performed their
audit with an attitude of professional scepticism.

Analysis

There were significant declines in the quoted market prices of
the company’s listed equity investments (classified as
available-for-sale financial assets) below their costs. The
company used other valuation techniques to justify that no
impairment was required. It recognized the difference
between the quoted market price and the cost of the
investment in equity, not profit or loss.

The financial reporting standard states that the fair
value of quoted equity investments should be the
published price in an active market, and a significant
decline in the fair value of the investment below its cost
should be recognized as impairment loss. It was not
appropriate for the company to use other valuation and
the financial reporting standards were not followed.
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As the financial impact of such non-compliance was
material, the auditor should have modified its audit
opinion.

The auditor did not (a) critically assess the validity and
appropriateness of the impairment assessment of the
available-for-sale financial assets, and (b) properly perform
their audit with an attitude of professional scepticism.

Decision

There were auditing irregularities and the report has been
referred to HKICPA.

Reminders
Auditors should

(@) critically assess the validity and appropriateness of the
impairment assessment made by the company if equity
investments have published price quotation in an active
market; and

(b) perform their audits with an attitude of professional
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scepticism recognizing circumstances that might exist REREREBVER
which cause material misstatement in the financial
statements.

Fair value measurement of consideration shares

KERCHARRERE

Issues R REE

Whether the auditor had formed an appropriate audit
opinion on the financial statements.

Analysis

The company issued shares as consideration for an
acquisition of a subsidiary. These shares were measured at
the issue price rather than the published price at the
acquisition date. It considered that the published price of its
shares at the acquisition date was not a reliable indicator of
the fair value due to the thinness of the market of its shares.
The auditor concurred with this view.

1. The company’s shares were traded daily over a period
preceding the acquisition date. There was no evidence
suggesting
(@) these transactions were not traded on an arm’s

length basis; and

(b) the market was thin at the acquisition date.

2. The published price of the company’s shares reflected
their fair value at the acquisition date. The company
should use the published price of its shares at the
acquisition date to measure the fair value of the
consideration shares.

REMEEHBRRERPRENEITER

L]
RAEWB-RTFLARTRERD - I
LB ITEMIEWNE B AFREEHE L E
B - AARARMIRREE - WEEE
BIXFEERD A AEBENAERERE - &
HENREZTERE ©

1. AFNROREERN—RYBEH
HEMR  TEEBETR

(a) ZERFUFZRATFRSER
#IT, R
(b) THRAUEE B RIS o
2. NEIROCHAREERERMRML
RUBEEBNAREE  ERETE
RERDHAREER -




Decision

The auditor failed to obtain sufficient appropriate evidence
to support the unmodified opinion expressed on the
financial statements. The investigation report has been
referred to the HKICPA.

Reminders

Auditors should obtain sufficient appropriate audit evidence
to support the fair value measurement of consideration
shares issued for acquisitions.
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Acquisition of a subsidiary
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Issues

1. The exploration and evaluation assets acquired and the
goodwill arising from the acquisition of a subsidiary
might not be properly recognized and measured.

2. The gross carrying amount and the accumulated
amortization of the exploration and evaluation assets
acquired might not be properly recognized and
disclosed.

3. The non-cash and non-cash equivalent consideration in
the acquisition might be wrongly included in the
consolidated cash flow statement.

Analysis

1. The company did not recognize and measure the assets
acquired and the goodwill at the acquisition date
according to paragraphs 36, 51 and 52 of HKFRS 3
Business Combination.

2. The gross carrying amount and the accumulated
amortization of the exploration and evaluation assets
acquired should not have been separately recognized
and disclosed according to paragraphs 33, 118(c) and
118(e)(i) of HKAS 38 Intangible Assets.

3. The non-cash and non-cash equivalent consideration of
the acquisition should not have been included in the
consolidated cash flow statement. The consolidated cash
flow statement was materially misstated and did not
comply with paragraphs 1 and 43 of HKAS 7 Cash Flow
Statements.

Decision

We issued a notice requiring the company to remove the
non-compliance by making retrospective restatements of
the opening balances and the comparative figures in the
next sets of financial statement.
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Reminders s
Preparers of financial statements should ensure that the BIF3RERMFERE ERBUEESRUEER
acquiree’s identifiable assets, liabilities and contingent HAIBREE BBERIAREBENANE
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liabilities be recognized at their fair values at the acquisition
date, in order to properly recognize and measure any
goodwill arising from the business combination.
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Disclosure of sensitivity in the valuation method adopted and retrospective adjustment to EPS
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Issues R EE
1. Insufficient disclosure on estimation uncertainty in 1. RETMHRAIMEENAAEBE

determining the fair value of forestry land and
plantation forest assets.

AT B AEEMMET TR o

2. The loss per share for FY2010 was not adjusted in the 2. “E-EFHRFENESREELE
FY2011 financial statements to reflect the issue of R-ZF——FHHRRPIELFARE
shares in March 2011 for a business combination under URMR—ZE——F=AEEGHZH
common control. B4 I EE M I THIRD ©

Analysis St

1. Approximately 45% of the net assets of the company 1. RAINMERAIMEERLEEFE
are forestry land and plantation forest assets. Yy 45% o
In the notes to FY2011 Financial Statements, the NEREZE——FHEHRERP ]
company disclosed that the valuer had applied the net ELEEER T BREEEEM N
present value approach to determine the fair value of AIMEENAAREE  HR P RE
forestry land and plantation forest assets, which STTEANESETEHAABEERE
involved estimates whose changes might affect the fair REE o
value significantly.

The company did not make the disclosures as required N ERE(EBSTERE 1)

by HKAS 1 (Revised) : (RMER] ) WA EWE -

(i) The sensitivity of carrying amounts to the () WMEEFTAEE - BERRMAEE
methods, assumptions and estimates used in the EEEEBEEITHRESH » BiFE
valuation, including the reasons for the sensitivity. THRESHNER: &

(i) The expected resolution of the uncertainty and (i) FHEETHMNTEHRAERLE UK
the range of reasonably possible outcomes within RT—BHREEZZZEEEN
the next financial year for the carrying amounts of IREEESEIEHERNGER
the assets affected.

2. During FY2011, the company completed a common 2. RZE——FUHFE » REITEHR—

control acquisition which was accounted for using
merger accounting under AG 5.

The consideration for the combination included an
allotment of the company’s shares to the vendor in
March 2011.The loss per share for FY2010 presented in
the FY2011 financial statements was not adjusted to
reflect the issue of shares for the combination required
under AG 5.
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Decision

The company failed to comply with HKAS 1 (Revised) and
AG 5, and we issued a letter of advice to the company to
this effect.

Reminders

The management of companies should observe the
requirements of HKAS 1 (Revised) and AG 5 when
preparing their financial statements.
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Disclosure of information to assist users in understanding financial statements
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Issues

The financial statements did not provide information on
the relationship between the revenue, trade receivables,
cost of sales/services and payables to merchants.

Analysis
The company acted as the agent of the merchants to collect

the sales proceeds for the goods/services sold to the
customers.

The trade receivables at 31 December 2010 were more than
the sum of revenue for the last two years, and these
receivables were aged less than 6 months. The payables at
31 December 2010 and 2011 were 28 and 10 times more
than the cost of sales/services rendered for the respective
years. These payables were aged less than 12 months.

The company’s explained that:

e |ts trade receivables were the gross sales proceeds
receivable from customers;

e The cost of sales/services mainly represented business tax;

e The payables to merchants represented the sales
proceeds collected by the company after deducting its
service charges; and

e |tsrevenue is a percentage of its sales proceeds.

HKAS 1 (Revised) requires the company to make disclosure
that would assist users in understanding how transactions
are reflected in reported financial performance and
financial position. The financial statements did not provide
sufficient information to allow users to understand the
relationship between the trade receivables, revenue, cost
of sales/services and payables to merchants. The company
should provide more details regarding the revenue
recognition and the associated costs in their financial
statements.

Decision

The company failed to comply with HKAS 1 (Revised) and
we issued a letter of advice to the company to this effect.
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Reminders

The management of companies should provide relevant
information to assist users to understand the financial
statements.
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Disclosure of useful information and estimation uncertainties in interim financial statements
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Issues

The extent of the disclosure of information and related
estimation uncertainties in the interim financial
statements.

Analysis

Shortly before the end of the interim period, the company
proposed to repurchase certain inventories from its
distributors within a period and at an agreed price, set-off
the amount due by the distributors and resell those
inventories though other channels.

In preparing its interim financial statements, the company
recognized the loss on the sales of repurchased inventories
and assessed no further impairment losses on the trade
receivables and inventories. This assessment was subject to
the final outcome of the above proposal, future market
conditions and other estimation uncertainties.

Before the end of the financial year, the company issued a
profit warning announcement which disclosed that
additional losses were incurred as a result of the proposal.

HKAS 34 requires the provision of material financial
information in the interim financial statements to allow
readers to have an understanding of the changes in a
company’s financial position or performance since the last
annual reporting period.

In this case, additional disclosures on the latest situation of
the arrangement, possible outcome of the proposal and
other relevant management estimation uncertainties
should be disclosed in the interim financial statements.

Decision

The company failed to fully comply with HKAS 34 and we
issued a letter of advice to the company to this effect.

Reminders

Timely and reliable interim financial reporting improves
the ability to understand the company’s capacity to
generate earnings and cash flows and its financial
condition and liquidity. The management of companies
should disclose significant events in the interim financial
statements according to HKAS 34.
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Disclosure of additional information on material items
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Issues

No information was given in the financial statements on a
material item named as "other decrease" in the
reconciliation of the cost of fixed assets at the beginning
and end of the year.

Analysis

The company has self-constructed fixed assets. It
recognized the construction in progress based on actual
construction expenditures incurred. The construction in
progress is transferred to fixed assets when the asset is
ready for its intended use.

The company explained that the "other decrease" category
represented the adjustment of the actual construction
expenditures incurred for these self-constructed fixed
assets upon settlement.

ASBE 30 requires companies to provide additional information
for any material item in the notes to financial statements.

Decision

The company did not strictly follow the requirements of
ASBE 30 and we issued a letter of advice to the company to
this effect.

Reminders

The management of companies should provide descriptive
information for any material item in the financial statements
which is relevant for the understanding of the users.
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Disclosure of unrecognized deferred tax assets for unused tax losses
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Issues

The information regarding the unrecognized deferred tax
assets for the unused tax losses was not disclosed.

Analysis

The company did not recognize deferred tax assets for
unused tax losses; the relevant information was not
disclosed in the financial statements.

ASBE 18 requires a company to disclose the amount (and
expiry date, if any) of deductible temporary differences
and unused tax losses for which no deferred tax asset has
been recognized.

Decision

The company failed to fully comply with ASBE 18 and we
issued a letter of advice to the company to this effect.
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Reminders
The management of companies should observe the

disclosure requirements of ASBE 18 when companies have
unrecognized deferred tax assets.
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Inconsistency of financial statements in different languages
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Issues

Inconsistency between the Chinese-version financial
statements and their English translation.

Analysis

The company failed to maintain full consistency in
disclosing certain notes to the financial statements in the
Chinese-version financial statements and those in the
English translation. Some of the disclosures were only
made in the Chinese-version financial statements.

Companies are required to present information in a
manner that provides relevant, reliable, comparable and
understandable information in the financial statements.
Therefore, the company should ensure the consistency of
the disclosures made in different notes to the financial
statements; and that between the Chinese-version and the
English-version of the financial statements.

Decision

We issued a letter of advice to the company to reflect our
observations.

Reminders
The management of companies should ensure the

consistency of their financial statements in different
language versions.
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Whether the calculation of the loss per share complied with HKAS 33

SERERNHEEENS (FEE

Issues

1. The loss per share in 2009 was adjusted in the 2010
financial statements to reflect a placement of shares in
August 2010.

2. The loss per share in 2009 and 2010 were not adjusted
in the 2010 financial statements to reflect a bonus issue
completed in January 2011.
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Analysis 7

1. Since the share placement to independent third parties 1. RAMBEIYE=FRERMIETZEH
did not affect the capital used to produce profit or loss REEX-ZZNFHNRBIZBENES
in 2009, the company should not have adjusted the A - @t ARTER-Z—ZFH
weighted average number of ordinary shares BHRRAZEN ZZZNFHMEFIIC
outstanding in 2009 to calculate the loss per share for BOEBRYEE  LFEZZZENEN
2009 in the 2010 financial statements. BREE -

2. In the 2010 rights issue, the company offered bonus 2. RZZE—ZFPMHE  Ae@RKRRET
shares to shareholders, which resulted in the effective AR EEHRERITEERR ARG
exercise price of the rights issue being less than the fair A REE - RETEMELIERITR
value of the company’s shares. When calculating the MHEE - ARES LT EERRIR
weighted average number of shares outstanding, the AEBRREFHERRENZSAERD °

company should have reflected the discount as
effectively a bonus to the shareholders in the form of
shares issued for nil consideration.

The calculation of the weighted average number of RIE (B EBSFTERIZE 33 3%) HWRZE
shares in 2009 and 2010 should have been adjusted in the NAERE-_Z-ZFHHHRKFP &
2010 financial statements in accordance with HKAS 33. BREE_TENFR-Z-FEF+=A
=+—BLREFENIEFEREE -
Decision RE
The company failed to comply with HKAS 33 and we issued ’“TIT\F}A (BEAEFTERIZEIIR) KR
a letter of advice to the company. R EBEEHERE -
Reminders IR
The management of companies should observe the AANEEEBNTTESRESIER  EEE
requirements of HKAS 33 when calculating earnings per share. (BBEFTERZE 33 97) BRE °

Key Operations Statistics EEE/EHEHF

Investigations and Enquiries AZER EMER

1H2013 1H2012
2013F L3¢ F 20125 L3¢ F

Pursuable complaints received B2¥& o] iR #E HY IR FF 10 9
Modified auditor’s reports screened B F MV IERR B E R ZEMIRE 121 95
Investigations completed 52 A& A ZEHIEZ 3 6
Enquiry completed 52 R &RV EZR 1 1

Note : detailed operations statistics are available in the “Operations Statistics” of our website.
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Contact Us Bk#& 3 (M

F R C Financial Financial Reporting Council B 7% E 3R /5
Reporhng Council , ,
E #{ B 29" Floor, High Block, Queensway Government Offices, 66 Queensway, Hong Kong
BB EBECTREEBBNAESE291E

If you have any enquiries or comments,
please feel free to contact us. Tel 54 : (852) 2810 6321 Email £# : general@frc.org.hk

WNAEEAIERHKE R - Bl IR o Fax {8 & : (852) 2810 6320 Website 4841k : www.frc.org.hk
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