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Listed entity auditor regulatory reform

This June, the Government issued its Consultation Conclusions
on proposals to improve the regulatory regime for auditors of
listed entities. The FRC welcomes these conclusions; indeed, our
Chairman Dr Poon expressed confidence that the proposed
improvements to Hong Kong’s auditor regulatory regime will
certainly enhance the independence of our auditor regulatory
regime, and allow it to be benchmarked against international
standards and practices.

The Government’s proposals include vesting the FRC with
powers to carry out direct inspections and investigations of
auditors of listed entities, as well as to take disciplinary actions
against them. In addition, the FRC would gain oversight
powers in relation to auditor registration, the setting of
professional standards, and the establishment of requirements
for continuing professional development.

The reform process is ongoing, and the FRC will continue to
play its part while communicating clearly about developments
with all stakeholders. We firmly believe that one outcome of
the reform process should at least be to make Hong Kong
eligible for membership of the International Forum of
Independent Audit Regulators, and attain regulatory
equivalence status with the European Commission.

Regulatory matters

The FRC completed five investigation cases in the first half of
2015. The auditing irregularities identified were referred to the
HKICPA for possible disciplinary action.
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| am pleased to report that the HKICPA’s disciplinary
committees have taken disciplinary action in the first half of
2015 in response to two investigation cases completed and
referred by the FRC. The certified public accountants
(practising) and corporate practices involved in these cases
were reprimanded and ordered to pay penalties and costs; a
timely reminder for all auditors to rigorously maintain the
highest professional standards in their audit work.

Multi-level communication

In early April, we published the FRC Annual Report 2014, which
summarized our work throughout the previous year. In early
May, we reported on the progress of our work in 2014 to the
Legislative Council’s Panel of Financial Affairs.

The FRC has also been holding discussions with the Ministry of
Finance and the China Securities Regulatory Commission in the
Mainland with regard to the difficulties experienced by some
Hong Kong regulators (including the FRC) in gaining access to
audit working papers under current Mainland regulations.

This July, the FRC entered its ninth year of operations. We will
continue to work tirelessly towards fulfilling our mission of
promoting high quality financial reporting and achieving
better investor protection in Hong Kong.

Mark Dickens
Chief Executive Officer
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Investigations completed (Jan - Jun) B5ERiAYAZE (1B E6AR)

Inconsistent audit evidence obtained

A& FERHEER
Background

The company acquired a group of companies (Acquired
Group). The consideration for the acquisition was
determined based on the adjusted net assets value of the
major subsidiary (Subsidiary A) of the Acquired Group at the
date of the acquisition, which was defined as the net assets
value of Subsidiary A excluding its deferred tax liabilities.
Prior to the acquisition, a loan was injected into Subsidiary
A by the company’s major shareholder through another
subsidiary in the Acquired Group. This loan was accounted
for as a liability in the financial statements of Subsidiary A
which were used in determining the consideration for the
acquisition. However, it was accounted for as equity, i.e.
capital contribution from the shareholder, in the financial
statements of the Acquired Group at the date of the
acquisition and in calculating the gain on bargain purchase
of the Acquired Group.
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The company had made prior year adjustments in its
subsequent financial statements to restate the gain on bargain
purchase of the Acquired Group previously recognized on the
basis that the loan injected into Subsidiary A by the company’s
major shareholder should be a liability, instead of equity.

Issues

Whether the auditor had obtained sufficient appropriate
audit evidence to support:

(a) the recognition of the loan injected into Subsidiary A as
equity; and

(b) the audit opinion expressed on the relevant financial
statements.

Analysis

1. The auditor obtained inconsistent audit evidence in
relation to the nature of the loan injected into Subsidiary
A from different sources. However, the auditor failed to
perform additional audit procedures to resolve the
inconsistency in the audit evidence obtained.

2. Accordingly, the auditor failed to identify the
non-compliance and modify their audit opinion on the
relevant financial statements in respect of the
accounting treatment of the loan.

Conclusion

There were auditing irregularities and the report has been
referred to the HKICPA for follow-up.

Reminder

The auditor should perform additional audit procedures to
resolve the inconsistency in the audit evidence obtained.
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Sufficiency and appropriateness of audit evidence
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Background

An investigation relating to the audit of the consolidated
financial statements for the year ended 31 March 2009 (the
2009 Financial Statements) was completed in March 2012.
The investigation concluded that (i) there were auditing
irreqularities as the auditor expressed an unmodified
auditor’s opinion despite the fact that there were multiple
issues of non-compliance with accounting requirements
relating to a business combination in the 2009 Financial
Statements; and (ii) the subcontracted engagement quality
control reviewer of the audit of the 2009 financial
statements (the EQCR) failed to properly perform the
engagement quality control review.
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The EQCR later became the engagement director for the
audit of the consolidated financial statements for the year
ended 31 March 2010 (the 2010 Financial Statements),
which is the subject matter of this investigation.

The FRC found that the above non-compliance with
accounting requirements remained material in the 2010
Financial Statements but the comparative information in
the 2010 Financial Statements was not properly restated.

Issues

Whether the auditor was aware of the possible
misstatement in the comparative information in the 2010
Financial Statements and whether the auditor had
obtained sufficient and appropriate audit evidence to
ensure the comparative information included in the 2010
Financial Statements had been presented, in all material
respects, in accordance with the requirements for
comparative information in the applicable financial
reporting framework.

Analysis
The auditor failed to:

(a) perform such additional audit procedures as are necessary
in the circumstances to obtain sufficient appropriate audit
evidence to determine whether a material misstatement in
the comparative information exists;

(b) obtain sufficient appropriate audit evidence to be able
to draw reasonable conclusions on which to base the
audit opinion;

(c) evaluate the conclusions drawn from the audit evidence
obtained as the basis for forming an opinion on the 2010
Financial Statements; and

(d) express a modified audit opinion in the auditor’s report
on the 2010 Financial Statements with respect to the
corresponding figures.

The engagement director also failed to appoint an
engagement quality control reviewer for the audit of the
2010 Financial Statements.

The FRC also found that the engagement director failed to
maintain professional knowledge and skill at the level
required and act diligently.

Conclusion

There were auditing irregularities and the investigation
report has been referred to the HKICPA for follow-up.
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Reminders

If the auditor becomes aware of a possible material
misstatement in the comparative information while
performing the current period audit, the auditor shall perform
such additional audit procedures as are necessary in the
circumstances to obtain sufficient appropriate audit evidence
to determine whether a material misstatement exists.

If the auditor obtains audit evidence that a material
misstatement exists in the prior period financial statements
on which an unmodified opinion has been previously issued,
and the corresponding figures have not been properly
restated, the auditor shall express a qualified opinion or an
adverse opinion in the auditor’s report on the current
period financial statements, modified with respect to the
corresponding figures included therein.
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Audit evidence collected by the successor auditor

B E R ERHEE

Background

There were multiple issues of non-compliance with
accounting requirements in relation to a business
combination completed two years ago, which had not been
identified by the predecessor auditor and had not been
corrected in subsequent years’ financial statements until an

enquiry was initiated by a regulator.

Issues

Whether the successor auditor had obtained sufficient
appropriate audit evidence on the opening balances and
the comparative information of the financial statements in
its initial audit engagement.

Analysis

The auditor should be able to identify the apparent
non-compliance with accounting requirements through a
diligent review of the most recent financial statements.

The investigation revealed that the auditor failed to:

(a) maintain sufficient professional skepticism recognizing that
the opening balances and the comparative information might
contain uncorrected material misstatements;

(b) obtain sufficient appropriate audit evidence about
whether the opening balances and the comparative
information contained misstatements that materially
affected the current year’s financial statements;

(c) express a modified auditor’s opinion on the financial
statements given that the opening balances and the
comparative information contained material misstatements;
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(d) record the result and conclusion of the audit procedures
performed, who performed the audit work and the date such
work was completed and who reviewed the audit work
performed and the date and extent of such review; and

(e) identify the director responsible for the performance of
the audit engagement in the audit engagement letter,
and the auditor failed to state his full name and
practicing certificate number as appearing in his
practicing certificate in the audit report of the financial
statements as the auditor was a corporate practice.

The AIB also found that the engagement director failed to
maintain professional knowledge and skill at the level
required and failed to act diligently.

Conclusion

There were auditing irregularities and the report has been
referred to the HKICPA for follow-up.

Reminders

The auditor, in its audit engagement, should:

(a) read the most recent financial statements, if any, and the
predecessor auditor’s report thereon, if any, for information
relevant to opening balances, including disclosures;

(b) perform such additional audit procedures as are appropriate
in the circumstances to determine the effect on the current
period’s financial statement if the auditor obtains audit
evidence that the opening balances and the comparative
information contain misstatements that could materially
affect the current period’s financial statements; and

(c) express a qualified opinion or an adverse opinion, as
appropriate, if the auditor concludes that the opening
balances and the comparative information contain a
misstatement that materially affects the current period’s
financial statements, and the effect of the misstatement
is not appropriately accounted for or not adequately
presented or disclosed.
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Quality control system for engagement documentation

FHRE LEERNEERZHIGIE

Background

The engagement director was unable to provide the
engagement documentation of three audit engagements.

Issues

Whether the auditor had established and maintained a
system of quality control that included policies and
procedures that addressed engagement documentation.
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Investigations completed (Jan - Jun) B5ERAIHAZE (1BZE6AR)

Analysis

There was repeated failure to provide the relevant engagement
documentation without reasonable excuse. The firm’s
responsible personnel was unable to provide any evidence to
support that a system of quality control relating to engagement
documentation was in place at the time of the relevant audits.

The auditor failed to maintain a system of quality control
for ensuring the safe custody, integrity, accessibility and
retrievability of engagement documentation.

The firm’s responsible personnel failed to act diligently
under applicable technical and professional standards
when providing professional services.

Conclusion

There were auditing irregularities and the investigation
report has been referred to the HKICPA for follow-up.

Reminders

The auditor should establish and maintain a system of quality
control designed to maintain the safe custody, integrity,
accessibility and retrievability of engagement documentation.

The firm’s managing board of partners (or equivalent)
should assume ultimate responsibility of the firm’s system
of quality control.
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Income tax provision
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Background

The listed entity made a restatement to correct the
understatement of tax provision in relation to the gain on
disposal of certain land and buildings (the Disposal) in its
consolidated financial statements for the year ended 31
March 2013. The income tax provision relating to the gain
on the Disposal was not determined in accordance with the
relevant tax laws in its consolidated financial statements for
the year ended 31 March 2012 (2012 Financial Statements).

Issues

Whether the auditor had performed adequate audit procedures
to obtain sufficient appropriate audit evidence to support their
unmodified audit opinion on the 2012 Financial Statements.

Analysis

The investigation revealed that the auditor did not perform
adequate audit procedures to obtain sufficient appropriate
audit evidence to substantiate that the income tax provision
relating to the gain on the Disposal was determined in accordance
with the relevant tax laws.
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Investigations completed (Jan - Jun) B5ERAIHAZE (1BZE6AR)

Conclusion

There were auditing irregularities and the investigation
report has been referred to the HKICPA for follow-up.

Reminder

Auditors should perform adequate procedures during their
audit to help identify instances of non-compliance with laws
and regulations and should obtain sufficient appropriate audit
evidence to support their opinion on the financial statements.
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Recognition of deferred tax liability on revaluation gain
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Issue

Recognition of deferred tax liabilities on fair value
adjustments when owner-occupied property became an
investment property to be carried at fair value.

Analysis

A few years ago, a subsidiary of the company recognized a
revaluation gain directly in equity when certain
owner-occupied properties became investment properties as a
result of a change in use according to ASBE 3 Investment
Property. However, the related deferred tax liability on the
revaluation gain upon transfer of owner-occupied properties
to investment properties was not recognized in accordance
with ASBE 18 Income Taxes (ASBE 18).

The deferred tax liability on the above revaluation gain
should have been recognized directly in equity in
accordance with ASBE 18. However, as the amount was
immaterial to the consolidated financial statements, the
issue was not further pursued.

Decision

The issue was not pursued as the unrecognized deferred tax
liability was immaterial. Nevertheless, we issued a letter of
advice to the company in this respect.

Reminder

Management of listed entities should observe the requirements
of ASBE 18 when preparing their financial statements.

FRC Decisions (Jan - Jun) M#ERF/RE (1BE6H)
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Classification of income tax liabilities
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Issues

Income tax payments were lower than the amounts
provided in the financial statements for a number of years.
Certain estimated tax liabilities arising from temporary
differences were not properly classified.

Analysis

There is timing difference in reporting sales transaction to
tax authority and providing for tax liability in the relevant
financial statements. The group had accrued and gradually
paid the related income tax liability.

Certain estimated tax liabilities arising from temporary
differences were incorrectly classified as current tax
liabilities. These tax liabilities should be classified as
deferred tax liabilities.

Decision

There is no significant non-compliance with HKAS 12 Income
Tax (HKAS 12); hence, the issues were not pursued further.
Nevertheless, we wrote to the company to highlight the
classification deficiencies.

Reminder

Management of listed entities should observe the
requirements of HKAS 12 and ensure that the classification of
current tax and deferred tax was in accordance with HKAS 12.

FRC Decisions (Jan - Jun) M¥ERBRE (1A E6H)
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Disclosure for various items
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Issues

1. Improper disclosure relating to cash and bank balances.

2. Improper offset of value added tax (VAT) receivables
against tax payables.

Analysis

1. Deposits for letter of credit were disclosed as “cash at
banks” in the note to the financial statements. However,
Accounting Subjects and Treatments require these deposits
to be disclosed as “others” in the cash and bank balances.
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2. VAT receivables were offset against tax payables. 2. AFUEWREEFRIKFEEMKTIIE - BiE

Clause no. 11 of ASBE 30 Presentation of Financial (¥R ERIEI05E —FHEHEFZE)
Statements (ASBE 30) states that assets and liabilities ((EESFERFEIORE))F11KHIR
or income and expenses should not be offset, unless EBERAEBIVRARIHTEF
required or permitted by other ASBEs. Therefore, ey HEHEM (EEER) BHER
VAT receivables should be presented as assets in EFTRERBRS o Eitk » BUIEEBIFE
the financial statements. R BEHEREINAEEER o

Decision RE

The company failed to fully comply with Accounting ATRKREZSEBER (ERBNFTERR
Subjects and Treatments and ASBE 30. We issued a letter of Jﬁiﬂ)} F(LXESHERFEI0%E) WIR

advice to the company to this effect. BRI ATZBHERR °

Reminder RER
Management of listed entities should observe the requirements +tHEREEEBENFEMEHERE  ES
in Accounting Subjects and Treatments and ASBE 30 when E (23 REBEMNFTEREEE) & (1%

preparing their financial statements, and ensure the consistency &:H%8I5305%) WE T BREBERR
of information disclosed within the financial statements. WENERAE 2o

Key operations statistics EEBEHEBF

1H2015 1H2014
201545 L3 F 20145 L3 F

Pursuable complaints received %% 7] iR # H 1R & 15 25
Modified auditors’ reports screened BB HIIEER B Z R BENHRE 137 121
Investigations completed 5 A& HEZR 5 1
Enquiries completed FE R &= BVE R 0 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 #§E &/
Reporhng Council . _
E #f B 29" Floor, High Block, Queensway Government Offices, 66 Queensway, Hong Kong
BB EBOREEBRNEERE2912

If you have any enquiries or comments,
please feel free to contact us. Tel 54 : (852) 2810 6321 Email &0 : general@frc.org.hk
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