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This is my second newsletter and covers the 2™ half of 2016.
In my previous newsletter, | outlined my three main priorities
in taking up this role. We continue to work on these three
priorities.

The most significant work carried out in the second half of 2016
relates to the developments in auditor regulatory reform. We
considered that it was an opportune time to release our Update
on Independent Audit Oversight Report (the 2016 Report) which
focuses on how Hong Kong, through the audit regulatory
reform, will meet international best practice and fulfil the
requirements for membership of the International Forum of
Independent Audit Regulators (IFIAR) and European Commission
(EC) equivalence.

We held a press briefing on release of the 2016 Report in
October, which aroused significant public interest and positive
media coverage. | believe that we have communicated clearly
that we see no impediments for Hong Kong to join the world of
independent audit regulators and the proposed audit requlatory
regime will enable Hong Kong to adopt international best
practice and be in line with other major capital markets
worldwide.

Based on the 2016 Report, we believe that the proposed
legislative changes, as set out in the Hong Kong Government’s
consultation conclusions, will enable Hong Kong to meet the
IFIAR membership and EC equivalence requirements, assuming
that the future Council will comprise of non-practitioners only.
The process of regulatory reform is still evolving and we remain
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firmly committed to supporting it to its successful completion.

We have re-examined the financial statements review programme
and have decided that we should bring this programme entirely
in-house during 2017. In the past we have relied on the support of
external reviewers and | am very grateful for their dedication to
this exercise all of which was undertaken on an honorary basis. In
line with achieving independence from the profession, and in
accordance with our original intent, 2017 will see us change to
bring this fully in-house.

Another priority is enhancing collaboration with other regulators.
In the second half of the year, we met with the International
Auditing and Assurance Standards Board (IAASB), the Association
of Chartered Certified Accountants (ACCA Global Regulatory
Team) and the Finance and Development Supervisory Agency
(BPKP) of the Republic of Indonesia to share our views and
experience in relation to global regulatory developments and
the reqgulatory environment in Hong Kong. We have also
continued to maintain dialogue with the Ministry of Finance
(MoF) on suitable measures to overcome difficulties experienced
in gaining access to audit working papers under current
Mainland regulations. These meetings have been important in
achieving across-the-board efficiencies in enforcing regulations
in the Hong Kong capital market.

Appended to this newsletter is a summary of the findings of
investigations completed during August to December. Common
themes to note from recent investigations are the accounting for
convertible bonds, valuation of assets and impairments. The
accounting standards in these areas are complex and we have
seen recurring failures in accounting treatment by issuers and
failures by audit firms to identify the mis-treatments. | would
recommend that where listed issuers enter into complex
transactions they should ensure that auditors and advisors are
challenged by the Board to ensure due consideration is given to
the appropriate application of the standards and if necessary
further experts be consulted to avoid the recurring mistakes in
these areas. Documentation of the judgement calls made by
management and auditors needs to be enhanced.

Consequently, where new or revised accounting standards are
issued, an early determination of their effect, particularly on
systems of the company, needs to be made so that the company’s
management, its Board and advisors have all had a chance to
evaluate the implications and the appropriate accounting
treatment.

The lunar new year will be upon us shortly. | take this opportunity
to wish all of you a healthy, happy and prosperous new year.

Paul F. Winkelmann
Chief Executive Officer

Chief Executive Officer’s Message 1T ### a3

RESA R T TE R ©

FREFBRTMBRREMTE  AREH
2017 FREMBHERNEFAXRZTHEBER
B -ABUEMRENBERASIHE - R
THRABEBMEE  THRROBHEMAETH
BREMFENIFT - RTE-FTBIRER
WEFFEIFRENER - FRRETHE 2017 FEH
HE - EMBBRRNFAIRZPEHFREE -

S—EERER  RiREAEMEERENEE-
2016 £ T¥F  AFHEERETRERERE
E® (IAASB) * B AR EFTEIA® (ACCA) B2
REFTEEERRODEMBEEZREER (BPKP)
EH RERBGEERERLFIBEERELMN
DEOSHRER - RMITSEERE B BEES
DRERTAMERT NG E IEER
FrBENES EEFAWRSEHRAHEIBESR
MENEREERN °

EHREFEANART  BETEABESHAE12A
HEERNAENRE RAERREHNSA
EER RZHBIRITRBREFNES  EEM
BENRESE ELHBNETENR 78R
EREARD ETFRITAEEHEELREBLE
R METMEEFATIREFRELER -E
I REBLTRTACTETERNRZH H
EEEEZATERZEMRER  UBRRHEK
AEENEER YEEEERFETHAERNE
R UBRERELE McRTEERZEBMAT
FEHNHENES TEEREERERA -

Bt SEAHNSIERRM  IRSHER
BRERE ERPHEBEEE LHEEQH
MEASSTEH RARNEEE E=ERERRES
BENERE  YRASENEHERLTE -

BRENFRE  ELURBOAARE-—ERE -
R EERIH—F |

weER
THRAER




Cases completed (Aug-Dec 2016) BESERRIEIR (2016 F8AE12A)

Reporting and auditing irregularities

MEERREGHAEANFETS

Background

There were possible reporting and auditing irregularities in
relation to the audit of a listing applicant’s financial
information as included in the prospectus (the Financial
Information) and the listed entity’s first set of financial
statements after listing (the Relevant Financial Statements).

Issues

Following the collapse of the company and accusation of
fraud alert behaviour within the company, there was a
question as to whether the reporting accountant/auditor
had performed adequate procedures to obtain sufficient
appropriate audit evidence on the Financial Information
and the Relevant Financial Statements particularly in
respect of turnover, operating costs and major assets.

Analysis

The investigation revealed that the reporting accountant /
auditor including the engagement leader failed to

(a) maintain a questioning mind in assessing the validity
and/or reliability of documents and other information
obtained from management that were used as audit
evidence; and considering risks of material misstatement
due to fraud;

(b) adequately evaluate the reliability of confirmations
received when there were concerns as to the source of
the responses;

(¢) perform additional procedures to obtain adequate
explanations and appropriate corroborative evidence
to dispel matters of concern arising from results of
company searches on customers and suppliers and
other audit procedures;

(d) design and perform appropriate audit procedures that
are responsive to their testing objectives and related
audit assertions; and

(e) prepare sufficient and appropriate audit documentation.

Conclusion

The above relevant irregularities and the investigation
report have been referred to the HKICPA to determine any
appropriate follow-up action.
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Cases completed (Aug-Dec 2016) BESERRIEIR (2016 F8AE12A)

Multiple auditing irregularities

ERFAETH
Background

There were possible non-compliances with accounting
requirements in a listed entity’s consolidated financial
statements relating to a business combination. These
possible non-compliances related to (a) the fair value
measurement of the convertible bonds issued; (b) the
recognition and measurement of certain identifiable assets
acquired and liabilities assumed and the related goodwill at
the acquisition date; and (c) the impairment assessment of
the relevant goodwill at the end of the reporting period.

Issues

(1) A convertible bond issued as contingent consideration
was not accounted for as a financial liability.

(2) Whether the auditor had performed adequate audit
procedures to identify the possible accounting errors
and to challenge management’s assumptions.

Analysis

The investigation uncovered the following auditing
irregularities:

(a) Inrespect of the convertible bonds issued in a business
combination, the auditor failed to identify that part of
the convertible bonds were issued as contingent
consideration and should be accounted for as a
financial liability. The auditor also failed to perform
procedures in respect of the initial and subsequent fair
value measurement of the convertible bonds.

(b) In respect of the recognition and measurement of
identifiable assets acquired and liabilities assumed and
the related goodwill at the date of the acquisition, the
auditor’s procedures were mainly limited to relying on
the acquiree’s accounts and their client’s management
representations. Adequate procedures should have
been performed to challenge the assumptions and
accounting measurement principles established by
management.

() In respect of the impairment assessment of the
goodwill, the auditor failed to challenge management
on the appropriateness of the measurement basis
used in the valuations of different cash-generating
units in which goodwill was allocated in accordance
with the relevant accounting requirements.
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Cases completed (Aug-Dec 2016) BESERRIEIR (2016 F8AE12A)

Conclusion

The above auditing irregularities and the investigation
report have been referred to the HKICPA to determine
any appropriate follow-up action.
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Using the work of experts

ERAERHIE

Background

The auditor engaged an independent valuer as an expert
(the Auditor's Expert) to assist in evaluating the work of the
management's experts to value a mining right and a
mining business. There was a possible auditing irregularity
in respect of the use of the work of the Auditor's Expert
during the audit.

Issues

Whether the auditor had appropriately followed the
relevant auditing standards in evaluating the work of the
management’s experts and the Auditor's Expert.

Analysis
Using the work of the experts

There was no evidence indicating that a proper evaluation
on the work of the Auditor's Expert was made by the
auditor under Hong Kong Standard on Auditing (HKSA)
620 Using the Work of an Auditor’s Expert.

The audit documentation indicated that in evaluating the
management’s experts, the auditor had applied HKSA 620.
However, HKSA 620 deals with the auditor's responsibilities
relating to the work of an auditor’s expert and consequently
the work performed was inappropriate in respect of
evaluating management’s experts whose work should have
been evaluated under HKSA 500 Audit Evidence.

Inconsistencies in audit evidence

The auditor stated that they were advised by the Auditor’s
Expert as to the expected value of the mining right and the
mining business and that there was no matter arising.
However, this was inconsistent with the opinions expressed
by the Auditor's Expert that no conclusion had been
reached on the reasonableness and acceptability of the
valuations issued by the management's experts. The
auditor did not address this inconsistency.

Inadequate evaluation of significant assumptions and source
data used in valuations

The auditor failed to assess the relevance, reasonableness
and appropriateness of the key assumptions applied in the
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Cases completed (Aug-Dec 2016) BESERRIEIR (2016 F8AE12A)

valuations.

Insufficient audit documentation

The auditor failed to record the audit procedures performed
in a reconciliation between the estimated iron resources
and the estimated production of iron used in the
valuations. This reconciliation was an important piece of
audit evidence which should have been documented in the
audit working papers.

Conclusion

The above auditing irregularities and the investigation
report have been referred to the HKICPA to determine any
follow-up action.
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Unresolved audit matter giving rise to qualified opinion on prior period’s

financial statements

B ELHMBERERHAZKEFNER — KRREFAER

Background

The auditor was appointed during the year ended 30 June
2015. Due to the limitation of audit scope in connection
with the inability to observe the physical counting and
inspection of certain assets at the beginning and end of the
years ended 30 June 2011, 2012 and 2013 (the Limitation),
the auditor issued qualified audit opinions on the financial
statements of the listed entity and its subsidiaries (the
Group) for the years ended 30 June 2011, 2012 and 2013.

The auditor’s report on the consolidated financial statements
for the year ended 30 June 2014 (2014 Financial Statements)
also contained a qualification on the possible effect of the
Limitation on the opening balances as at 1 July 2013 and the
consequential effect on the results and cash flows for the
year ended 30 June 2014.

The auditor expressed an unmodified audit opinion on the
consolidated financial statements for the year ended 30
June 2015 (2015 Financial Statements).

Issues

Whether the auditor should have issued an unmodified
audit opinion on the 2015 Financial Statements given the
fact that qualified auditor’s opinions were issued on the
prior year's financial statements.

Analysis

Comparative Information — Corresponding Figures and
Comparative Financial Statements

Based on the description in the auditor’s report on the
2014 Financial Statements, the Limitation as at 30 June
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2013 was unresolved and continued to impact the results
of operations of the Group and its cash flows for the
year ended 30 June 2014 which were presented as the
corresponding figures to the 2015 Financial Statements.

The auditor’s report on the 2015 Financial Statements
should have been qualified with respect to the comparability
of the current period’s figures and the corresponding
amounts as required by HKSA 710 Comparative Information -
Corresponding Figures and Comparative Financial Statements .

Conclusion

The above auditing irregularity and the complaint assessment
report have been referred to the HKICPA to determine any
appropriate follow-up action.
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Key Operations Statistics *EE#FHsT8F

Jan - Dec 2016 Jan - Dec 2015
20165F1 8 £12H 201518 £128
Pursuable complaints received &% 7] iR HY R ER 118 46
Investigations completed & X FAEAIEZR 11 9

Note : detailed operations statistics are available in the “Operations Statistics” section of our website.
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