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1.

We are in full support of the Financial Reporting Council Bill
(“Bill”), the principal objective of which is to establish a Financial
Reporting Council (“FRC”) under which an Audit Investigation
Board (“AIB”) and a Financial Reporting Review Committee
(“FRRC”) shall, subject to the relevant provisions of the Bill, be
set up to investigate irregularities of auditors and reporting
accountants of listed entities and to enquire into non-compliance
with legal, accounting or regulatory requirements in the financial
reports of listed entities respectively.

2.

A submission has been made by us to the Financial Services and
the Treasury Bureau (“FSTB”) on 18 April 2005 in which we have
expressed our views in relation to the establishment of the FRC. A
copy of the submission to FSTB is enclosed herewith for your easy
reference. Apart from confirming our views stated therein, we
would like to put forward some further comments on the Bill by
way of elaboration on some of the points previously raised as well
as making several additional comments.

3.

Composition of the FRRC

-----

As stated in our submission to FSTB, we support the proposal that
the majority of the FRC should be lay persons. Such proposal is in
line with the international trend towards making the oversight of
auditors and financial reporting of listed entities more independent
from the accounting profession. However, we are very concerned
about the criteria for the choice of lay members of the FRC. It is of
paramount importance that such persons shall possess relevant,
personal, specific experience and expertise which are essential for
conducting effective investigations and making sound and fair
judgment in relation to financial reporting of listed entities. Their
background, experience and expertise have direct bearing on
whether they are able to comprehend the framework of auditing
which is conducted basically on a sampling basis and to a certain
extent allows flexibility and personal judgment of auditors (based
on the evidence and information given by the listed entity at the
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relevant time) to come into play. Inevitably, there is a serious
concern within the auditing industry that lay members lacking the
requisite knowledge and experience in auditing and financial
reporting of listed entities may not be able to fully understand the
nature of auditors’ work and therefore might be more inclined to
conclude that problems with financial reporting of listed entities
are always a result of fault or negligence of auditors. Hence, we
take the view that the FRC should be both cautious and demanding
in its choice of lay members whom we suggest can be drawn from
other professional bodies.
4.

Communication with relevant authorities
To avoid any wastage of resources resulting from parallel
investigations, it is critical to ensure that there is no duplication of
or confusion about the respective roles of the FRC and other
authorities such as Securities and Futures Commission (“SFC”)
and The Stock Exchange of Hong Kong Limited (“HKEX”) which
shall be responsible for the follow up actions after the investigation
is over. Having said that, while such authorities should not conduct
investigations themselves once the FRC has taken over the case,
we suggest that there should be communication between the FRC
and the police or the relevant authorities throughout the
investigations such that the FRC is advised on the kind of
information or evidence which it should collect for an offence or
disciplinary action to be established. It will again be a great waste
of efforts of the FRC if an investigation report is subsequently
found to be lacking in some crucial evidence rendering any legal or
disciplinary action impossible to proceed on the ground of
technical failures.

5.

Guidelines regarding the trigger off of powers
According to Section 23 of the Bill, if there are “circumstances
suggesting that there is an auditing irregularity in relation to a
listed entity, and the Council (FRC) certifies in writing to that
effect…”, then the FRC may exercise the powers under Sections
25 and 27 and Division 3. Likewise, if there are “circumstances
suggesting that there is a reporting irregularity in relation to a
listed entity, and the Council (FRC) certifies in writing to that
2

effect…”, then the FRC may exercise the powers under Sections
26 and 27 and Division 3. Section 23 further provides that if the
FRC has “reasonable cause to believe, and certifies in writing that
it has reasonable cause to believe, that there is or may be a relevant
irregularity in relation to a listed entity…”, then it may exercise the
powers under Section 28 and Division 3. While several specified
events amounting to “irregularity” on the part of auditors and
reporting accountants, such as falsification of documents,
negligence and professional misconduct, are set out in Section 4, it
is not clear what “circumstances suggesting” and “reasonable
cause to believe” mean. It is our view that uncertainties should be
minimized as to what constitutes “circumstances suggesting” and
“reasonable cause to believe” that there is auditing and reporting
irregularity under the Bill. We suggest that FRC should issue
guidelines (with examples given) under Section 13 in this regard so
that the auditors and reporting accountants of listed entities will
have a clearer picture as to what circumstances will put them into
the arena of irregularities under the Bill. Clear guidelines may also
minimize the risk, however slight, of the FRC succumbing to
pressure of media or otherwise, which in the normal course of
events should not be taken into account when deciding whether to
initiate an investigation under the Bill. We suggest the FRC
providing guidance to assure that the use by the auditors of a topdown, risk-based approach employing reasonable judgment in the
auditing of accounts under the generally accepted accounting
principles, will be recognized and respected by the FRC. Such
view is in line with recent guidance issued by the Securities and
Exchange Commission and the Public Company Accounting
Oversight Board in the United States on audits of internal control
when they evaluated their implementation experience of Section
404 of the Sarbanes-Oxley Act. This approach ensures that
resources will be devoted to areas of greatest risk thereby avoiding
spending excessive time on the low-risk areas. As a result, auditing
can be performed at a controlled cost.
6.

Delineation of duties between AIB and FRRC
In our opinion, the division of duties between AIB and FRRC are
clear. The former is responsible for the investigation into
irregularities of auditors and reporting accountants of listed entities
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while the latter deals with non-compliance of financial reports of
listed entities with the relevant laws and requirements. In most
cases, we believe that the body in charge can be easily identified.
However, we can envisage that there are circumstances which may
fall under the scope of duties of both AIB and FRRC. Take for
example, if a listed entity has failed to comply with the Listing
Rules in preparing its financial statements, such non-compliance is
obviously something which the FRRC may enquire into and
exercise certain powers including without limitation to requiring
for voluntary rectification by the listed entity. However, the noncompliance may also be due to the negligence of the auditor of the
listed entity which can trigger off the power of investigation by
AIB. Are the powers of AIB and those of FRRC to be exercised on
a mutually exclusive basis? Will the consequence of the noncompliance be the major consideration in deciding which should
be the body in charge i.e the cases with more serious consequences
will be handled by AIB while the less serious ones will be dealt
with by the FRRC even if negligence of auditors is suspected? It is
our view that clarification should be made as to how the duties of
the AIB and FRRC will be delineated in such kind of situation
taking into account that the powers of AIB is much more extensive
than those of FRRC.
7.

Consultation with other bodies
Section 29 of the Bill provides that consultation with the Monetary
Authority, Insurance Authority, Securities and Futures
Commission or the Mandatory Provident Fund Schemes Authority,
as the case may be, should be made if the person on whom a
requirement is proposed to be imposed under Section 25, 26 or 28,
is within the jurisdiction of any of the aforesaid bodies. Likewise,
Section 43 also stipulates the same requirement in relation to
exercise of powers for the purpose of enquiry into non-compliance.
While the plain meaning of “consultation” certainly does not
equate to consent, it can be foreseen that a dilemma or deadlock
will arise if the consulted body is not agreeable to the proposed
exercise of the power by AIB or FRRC. It is therefore in our view
advisable to provide how the matter will proceed in such kind of
situation.
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8.

Funding
Regarding the funding issue, we support the idea of having a
review in three years time since what level of expenditure and
funding would be most appropriate is still unclear before the
operation of the FRC. However, we find the present funding
arrangement which only provide for the initial three years of
operation is based on a very short term plan. We appreciate that the
FRC intends to have a lean structure, however, it is very probable
that the annual funding of HK$10 million together with the reserve
of HK$10 million, to be equally shared by HKEX, The Hong Kong
Institute of Certified Public Accountants, SFC and the Government,
is not sufficient for the running of the FRC, especially in times of
large scale investigations which usually demand a lot of resources
or when it is challenged by judicial review in which case
considerable amount of legal costs will have to be incurred.
Though we agree on the timing of funding review, it is in our view
necessary for the long term funding plan to be set out at this stage.

9.

Publication of investigation report
Under Section 35, the FRC has the power to cause the
investigation report to be published. In deciding whether to do so,
it shall take into account several factors such as whether or not the
publication (i) may adversely affect any proceedings before the
court or other relevant authorities; (ii) may adversely affect any
person named in the report; or (iii) is in the interest of investing
public or public. Apart from the above factors, we find the timing
of the publication of great importance and extreme care should be
taken in determining the timing. Every investigation report will in
one way or the other and to a certain extent implicate persons
involved with the case and thus publication of the same can be
highly damaging to the reputation of the persons concerned.
Besides, everyone involved in the investigation should be
presumed innocent until they are convicted. It will be unfair to
those persons whose identities have been disclosed in the
investigation report but for whatever reasons, no charge or
disciplinary action has been pursued against them by the relevant
authority subsequently. We suggest that the FRC should issue
guidelines on the circumstances and timing of the publication of
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the investigation report with a view to balance the need for
transparency and protection of privacy. Subject to other
considerations, we propose that an investigation report shall only
be published after the relevant authority or the police have
confirmed that it will take up and pursue the case. Consideration
may also have to be given as to whether investigation reports
relating to closed or suspended cases should be published. While
they may have high educational value, it is not fair to the persons
involved with the investigations if they are named or can easily be
identified in the reports.

12 September 2005
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