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THE FUTURE
OF
AUDIT
REGULATION
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The Institute – with the Financial Services and the Treasury
Bureau and the Financial Reporting Council – is coordinating
formulation of an effective system for the independent
oversight of listed-company auditors. A Plus looks at the
implications for members

14

November 2013

T

he process of bringing Hong Kong’s auditing regulatory regime in line with international trends has
begun with the launch last month of the most important consultation for the profession in a decade.
The aim of the reform – coordinated by the Hong
Kong Institute of CPAs, the Hong Kong government’s Financial Services and the Treasury Bureau and the Financial Reporting Council
– is to establish an independent body to exercise oversight over or assume direct responsibility for certain functions so that Hong Kong
meets international benchmarks.
The auditing regulation body must be sufficiently independent
from the auditing profession in terms of its governance structure and
funding. “The biggest element that is missing from our existing system is independence,” says Raphael Ding, chief executive and registrar of the Institute.
Ding points out that the Institute is a members’
body. “Therefore we cannot be regarded as independent,” he says. “That’s nothing to do with
the methodologies of auditor regulation or
the quality of our regulatory activities. It’s
purely to make it an independent process.
So the three sides – the Institute, government and FRC – are very clear that this is
the ultimate objective.”
The motivation for the reform is to ensure Hong Kong remains an internationally
attractive capital market. “Hong Kong is an
international financial centre so we’re benchmarking against international standards but we
cannot blindly copy from other jurisdictions,” says
Susanna Chiu, the Institute’s president.
The three parties have jointly developed a proposed framework for a revised regulatory system under the principle that the system “should be benchmarked against international standards while
being appropriate in the local context.” (The FRC released its Report
on independent audit oversight, in conjunction with Deloitte in the
United Kingdom, which the council commissioned to make an independent study, on 10 October.)
The framework covers six major areas: inspection, investigation,
discipline, registration, standard setting and continuing professional
development. Reform of these areas is essential if two broad objectives are to be fulfilled. They are:
• International Forum of Independent Audit Regulators membership: IFIAR, based in Washington, D.C., requires independent
responsibility for and oversight of inspection of audit firms and
independent funding and governance.

•	
European Commission equivalence: The EC requires independent oversight of registration, inspection, investigation, discipline, standard setting – auditing standards and ethical standards – and CPD.

The Institute last month issued an information paper and request
for comment in relation to the framework. The paper set out the views
of the Council on the framework of key reform proposals, including
the preferred options and the reasons for those Council preferences.
“This is the right time for our members to have a say on the long-term
development of the profession in Hong Kong,” says Ding.

Six elements
The Institute took an early lead on auditing reform back in 2008 and
later set up a committee and working group to develop proposals to submit to the government. That process culminated in the release by the Institute last month
of the information paper and request for comment on the Regulatory Framework for Listed
Company Audits.
The framework addresses the objectives
of the reform exercise, sets out the key principles of independent regulation and oversight.
Here is a summary of the six recognized
elements of auditor regulation identified as
preconditions for EC equivalence and the Institute’s preferred outcomes:

Investigation
The last regulatory overhaul in 2004 saw the Institute
transfer its powers to investigate complaints concerning audits of
listed companies to the FRC. The FRC would maintain this capacity
under the framework.

Inspection
IFIAR requires independent oversight of inspection of audit firms but
in practice most independent regulators in developed jurisdictions
carry out the function directly. The transfer of this function is perhaps
the least controversial suggestion and the Institute backs the proposal
that the independent body can directly inspect the quality control systems and audit engagements at auditors of listed companies.
“There’s no way, given the status of other regulatory regimes, that
we could really say that if we didn’t move inspection there would be
comparability to overseas jurisdictions,” notes Chris Joy, the Institute’s executive director.
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However, the Institute would prefer that, particularly in
the transitional period, it could continue to directly inspect
Hong Kong auditors of Hong Kong-listed companies under
delegation and direction by the independent body.

Discipline and enforcement
The Institute agrees that the independent body should be
responsible for disciplinary action against listed company
auditors and should have the ability to take effective action
against misconduct.
“It’s quite clear if you want the regulator to be effective, they need to have access to some sort of sanctions and
enforcement powers,” says Joy. “The key issue is how to
achieve efficiency without sacrificing procedural fairness,”
he adds.
The proposed framework includes three options. The
preferred Institute option is that cases arising from inspection or investigation are sent to a fully independent disciplinary committee for decision and sanctioning.
The Institute also proposed a fourth option not listed in
the framework that allows a matter to be resolved by the
independent oversight body proposing – and the auditor
accepting – a sanction. If the auditor declines the proposal,
the case would be taken to an independent disciplinary
committee without reference being made to the rejection of
the proposal.
As for the range of sanctions proposed in the framework,
the Institute recognizes these are commonly available to
regulators but challenges the rationale for monetary penalties. “They are a punitive measure rather than remedial or
for public protection,” says Joy. “The reputational damage,
and potential civil action, following any regulatory sanction will far exceed the pain of a fine.”
If monetary penalties are included in the final framework, the Institute believes that three times the profit or
loss is not an appropriate measure and that the HK$10 million proposed in the framework is excessive. The Institute
believes clear guidance should be developed on sanctioning procedures.

CPD
The Institute prefers to keep setting CPD requirements under authority given directly in law.
“I don’t think there has been any criticism that our CPD
requirements are not good enough,” says Ding. “We believe
that if the systems are working well, leave them alone.”
Clement Chan, a vice-president of the Institute, doubts
that another organization could administer the CPD programme any better than the Institute. “The CPD right now
is very efficiently organized by the Institute and we know
best what is needed for our members.”

Registration
The Institute is the registration authority for all CPAs, not
just auditors of listed companies, and would prefer to retain
the function of setting and administering the registration criteria for Hong Kong auditors of Hong Kong-listed companies.
“The Institute still needs the registration function to be
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If monetary penalties
are included in the final
framework, the Institute
believes that three times
the profit or loss is not
an appropriate measure
and that the HK$10
million proposed in the
framework is excessive.
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carried out on a whole lot of other auditors
who are not involved with listed companies,” says Ding. “Why should you be reinventing the wheel?”
Under the preferred option, the Institute’s role as keeper of the register would be
purely administrative in relation to Mainland and non-Hong Kong auditors. The independent oversight body could set and administer recognition criteria for non-Hong
Kong, non-Mainland auditors.
In addition to general reserved powers,
the framework also proposes to give the
independent oversight body power to ultimately approve selective registration cases.
“We need to ascertain whether the independent oversight body should have the explicit
power to refuse renewal of registration of a
firm on grounds other than those set out in
the registration criteria,” says Ding.
The Institute believes that the “fit and
proper” criteria that have to be met for registration of firms and individuals should
be the same as those now used for Institute
membership and additional competency
criteria should not be introduced.

Standard setting
The Institute would prefer to retain its role
as setter of auditing and ethics standards
under authority given directly in law.
Chan points out that the drafting of
standards is generally undertaken at an
international level. “The whole process is
subject to quite a healthy oversight mechanism at the international level so on that
note I really cannot see the value-added of
that independent oversight body at a local
level on the standard setting,” he says.
When standards need to be aligned for
Hong Kong adoption, Institute members
are best placed to make those changes, says
Chiu. “We have to align the standards to
fit in local conditions so we need local expertise,” Chiu notes. “Who are the local experts?” she asks. “Our members.”

Members’ views
Now that the framework is released, the
Institute will be concentrating on the members’ consultation. The first meeting on 18
October attracted considerable interest. “It
was encouraging to see 130 members on
a Friday night with only five days notice,”

NUTS AND BOLTS
OF REFORM
The members’ consultation is the latest in a long — although relatively
straightforward — succession of processes that will lead to the promulgation of the
reform legislation.
After the consultation stage for members, the government will issue another
consultation paper for the public, with some of the options narrowed down and
fine-tuned. The public consultation is likely to last 90 days.
“After that, the government will issue a report on the consultation and set out
the direction of the legislative proposal,” says Kenneth Leung, the accountancy
functional constituency representative in the Legislative Council and a fellow of the
Hong Kong Institute of CPAs.
In LegCo, the Panel on Financial Affairs will first examine the legislative
proposals. Almost concurrently, the government will instruct the Financial Services
and the Treasury Bureau to order the draft of a bill.
The law drafting division of the Department of Justice will undertake the writing
of the legislation, which is expected to consist of a major rewrite of the Professional
Accountants Ordinance and the Financial Reporting Council Ordinance as well as
amendments to the Companies Ordinance.
The bill will then be tabled in LegCo for its first reading. “The whole process,
from now until the bill is tabled in LegCo, will take 18 months,” says Leung. “So we
are most likely talking about 2015 when the bill will be tabled.”
Before the second reading, the bill is turned over to the Bills Committee, which
scrutinizes every clause and makes recommendations before returning it to the
main council.
After debate and the bill’s second and third readings, a vote is taken, Leung
adds. “If council passes the bill, the Chief Executive will give his assent and then the
bill will be published in the Government Gazette and a date is set for it to take effect.”
Leung sees his role as a facilitator. “Personally, I do not take a really strong side,”
he says. “My basic values are very simple: We want to make Hong Kong a member
of the international community and part of the International Forum of Independent
Audit Regulators.
“I’ve been seeing some stakeholders – the Financial Reporting Council, the
Financial Services and the Treasury Bureau, the Institute, small- and medium-sized
practitioners, the Big Four firms – just to ascertain what they do not like and what
they do like. At a later stage I can find common ground between them.”
Passage through LegCo is unlikely to be impeded, he adds. Only six or seven
members, to Leung’s knowledge, have expressed strong interest in the bill,
including Sin Chung-kai of the Democratic Party, who is a member of the FRC, and
finance constituency member Ng Leung-sing, an independent legislator for the
banking sector.
Leung can draw on recent experience as he shepherds a bill through LegCo. This
month he tabled a private members bill to amend the PAO in two respects: to allow
single practitioners to incorporate and become a sole shareholder and director; and
to prohibit people from using designations implying they are CPAs if they are not
Institute members. “It sounds simple but it has taken a year,” he notes.
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LIABILITY:
THE MISSING PART
OF THE PACKAGE
The Hong Kong Institute of CPAs has long sought to make changes
to the professional liability regime for auditors – such as through
the introduction of limited liability in the form of proportionate
laibility, a statutory cap or other mechanism – although there are no
provisions suggested in the proposed regulatory framework.
However, Kenneth Leung, the accountancy functional
constituency representative in the Legislative Council and a fellow of
the Hong Kong Institute of CPAs, believes the opportunity exists for a
dialogue with the government.
“Liability reform might not be the purpose of the audit regulatory
reform bill itself, but I think there is a good chance for us to engage
with the government and stakeholders to look at the possibility of
introducing limitations on liability or a liability cap,” he says.
The goal of the government in bringing audit legislation in Hong
Kong up to international benchmarks has renewed expectations
that liability may be taken up. “We recognize that most other
developed jurisdictions have some form of limitation on liability,”
says Chris Joy, the Institute’s executive director.
He notes that the European Union is encouraging member states
to bring in their own arrangements for limiting auditor liability.
“They have it generally encapsulated in a recommendation, but
it leaves the member states free to adopt the particular form of
protection they think is most appropriate for their own home
market.”
The growth of Hong Kong’s capital markets has resulted in a
substantial increase in the risks faced by auditors performing audits
for listed companies in Hong Kong, who still operate in an unlimited
liability environment. (In the event of the collapse of large audit firm
as a result of a successful claim for negligence, its partners could
face individual bankruptcy, as their personal assets are also at stake
under an unlimited joint and several liability regime.)
There are several ways to reform liability legislation, such as the
introduction of proportionate liability, which would limit liability
according to the auditor’s share of culpability for any loss suffered.
Another model, adopted in Australia, limits liability by statute to a
multiple of audit fees with an absolute cap.
Joy says the Australian model has been garnering international
attention. “It’s the one people are talking about,” he says. “It’s fairly
robust and well established.”
With the United Kingdom, China, Bermuda and other countries
either instituting or examining liability reform, Leung believes the
time is right for Hong Kong to follow suit. “Auditors need to be
protected by this type of legislation,” says Leung. “It would be a
good opportunity for all these reforms to go in a package.”
The Institute was not successful when it sought limited liability
legislation in 1997 and 2005, but Leung believes that should not be
a discouragement. “If we leave it, it will be another five or 10 years
before the government takes it up again.”
Joy suggests that the Institute favours a system tied to a multiple
of audit fees but without an absolute ceiling. “We’re reasonably
open-minded about what we eventually get,” he says. “There was
some concern that setting an absolute monetary ceiling on top of a
multiple of fees in individual cases would not be terribly palatable
to other market participants.”
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Chiu observes.
The second meeting on 28 October attracted even more interest with more than
300 members from sectors across the board
attending. Another two large meetings are
scheduled for this month.
“I think people were still trying to absorb
and understand what’s going on – but since
then we have developed guiding questions
for them to look at particular aspects and
help people concentrate on key issues,” says
Ding.
The consultation also includes special
sessions with professional accountants in
business, small- and medium-sized practitioners, holders of practising certificates and
firms that audit listed companies, while Ding
is scheduled to address the topic at the SMP
symposium at the end of this month.
There are three key tasks for members in
terms of providing feedback, as summarized
in the Institute’s paper:
• Comment on the framework and confirm
if they support the Council’s views.
• Provide additional arguments to support
the Council’s views.
• Offer thoughts if there are any aspects
of the views expressed, the reasoning
behind them or the framework itself with
which they do not agree.
The Institute is actively seeking supporting comment from members because the government wants the members’ consultation
to gauge the majority view of the profession,
if possible. “Individual members should ex-

“I think people
were still trying to
absorb and try to
understand what’s
going on – but
since then we have
developed guiding
questions for them
to look at particular
aspects and help
people concentrate
on key issues.”

press their view to help demonstrate that we do have the majority
view one way or the other,” Ding explains.
“This is not like the normal consultation
where we just basically invite dissenting
views,” he adds. “That tends to be what happens when you consult – people don’t bother
to write in if they support a proposal, only if
they’re unhappy about it.”
The Institute is keen to have as many opinions from members as possible. “The reason
why we need them to form a position is there
are options in the framework,” says Ding.
“And there are options that we prefer and we
need to explain to members why.” So, providing additional arguments to support the
Council’s views is important, Ding adds.

Raising the bar

“This is not like
the normal
consultation
where we just
basically invite
dissenting views.”

The Institute stresses that members’ feedback
is not simply a formality. There is a wide opportunity for respondents to make a difference in terms of the final framework. Ding
points out that while the basic concepts of the
draft framework have been established, many
of the details have yet to be worked out. “And
the devil is in the details,” he forecasts.
“It’s very important for our members to
express their views on the proposed reform,”

says Chan. “What we’re talking
about here is something that will
have far-reaching consequences
for the Institute. Our members can
have a say on the long-term development of the accounting and auditing profession in Hong Kong.”
Chan illustrates the importance of reform by noting that the effects of not being
an IFIAR member are already being felt in
Hong Kong. Last year, the Singapore audit
regulator, the Accounting and Corporate
Regulatory Authority, decided to no longer accept audit opinions signed solely by a
Hong Kong auditor.
“In the past I would say there were not
less than 50 Singapore-listed companies
with audit opinions signed by Hong Kong
auditors,” says Chan. “But as a result of
that, those issuers in Singapore now have to
shift to a Singapore auditor or, in the best
case, the Singapore regulator is accepting
joint audits by Hong Kong and Singapore
auditors.”
Despite such developments, Chiu emphasizes that the reform is not caused by
any shortcomings on the part of the Institute or its members. “One thing we really
have to correct is any perception that we
are going through with reform because of a
failure,” she says. “This is a total misunderstanding. We are looking at the best practice we can set for Hong Kong.”
Ding adds that independence is the key
to matching internationally accepted best
practices, although independence does not
necessarily equal or guarantee quality.

How to respond

The Institute welcomes submissions from
members that (a) confirm you support
Council’s views, (b) provide additional
arguments to support the Council’s views,
or (c) express disagreement with the views
expressed, the reasoning behind them or
the framework itself. Send them via email
to regulation@hkicpa.org.hk (the preferred
option), via fax to 2865-6603, or via post
to the Institute’s office address on page 3 of
this magazine. The deadline for the receipt
of submissions is 10 January 2014.
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Key issues under
the proposed
framework
Features and
regulatory
functions

Principles and
objectives

Framework proposals
Responsibility of Institute

Responsibility of independent
oversight body

Institute's preferred outcome

We agree with the principles and
•H
 ong Kong’s auditor oversight regime should be benchmarked against
objectives subject to specific
international standards while being appropriate in the local context.
• S ecure membership of the International Forum of Independent Audit
comments set out below.
Regulators and attain regulatory equivalence status with the European
Commission.
• Introduce an independent oversight body responsible for oversight of
auditors of listed companies in respect of six regulatory functions (see below
for specific comments on each function).
Key questions to guide our response:
1. Are you clear on the objectives of the reform exercise?
2. D
 o you agree that changes should be made to listed company regulation in Hong Kong to maintain the reputation of
the capital market and the auditing profession?
3. Do you understand that EC equivalence requirements are wider than IFIAR membership criteria and extend the
responsibilities of the independent oversight body to oversight of activities not mentioned in IFIAR membership
activities (or core principles) – registration, continuing professional development and standard setting?
4. Do you think that obtaining EC equivalence should be an objective of the reform exercise?

Exercise of
oversight

The framework addresses each of the six functions and includes separate
oversight models for each of the three functions (registration, CPD and
standard setting) that the independent oversight body will not carry out
directly.
The framework includes options for the basis on which the Institute carries
out the three functions: (a) by delegation of powers from the independent
oversight body; or (b) by express assignment in law.

We accept that functions carried
out by the Institute will be subject
to oversight by the independent
oversight body. We believe that the
oversight models and the exercise of
oversight should be consistent for all
three areas.
We believe that option (b) is the
appropriate basis for the Institute to
carry out these functions.

Key questions to guide our response:
5. D
 o you understand our explanation that there is a range of ways to exercise oversight and support our argument
that oversight should not be constructed such as to give the independent oversight body ownership of registration,
continuing professional development and standard setting?
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Features and
regulatory
functions

Registration

Framework proposals
Responsibility of Institute

Responsibility of independent
oversight body

• S et and administer registration
criteria for Hong Kong auditors
of Hong Kong-listed companies
(no change to criteria as currently
established by the Professional
Accountants Ordinance).
•M
 aintain the register of all auditors
of Hong Kong-listed companies
(Hong Kong, Mainland and other
non-Hong Kong) and specified
individuals.
• Institute has the authority to carry
out this function by either:
( a) Direct assignment in law; or
( b) D
 elegation from the
independent oversight body.

• S et and administer recognition
criteria for other (not Mainland)
non-Hong Kong auditors.
•O
 versight of Institute activities in
respect of registration criteria for
Hong Kong auditors of Hong Konglisted companies and maintenance
of the register of all auditors of Hong
Kong-listed companies.

Institute's preferred outcome

We agree with the framework
proposal.
Authority should be by direct
assignment.

Key questions to guide our response:
6. D
 o you believe the independent oversight body should have the explicit power to refuse renewal of registration of a
firm on grounds other than those set out in the registration criteria in addition to general reserved powers?
7. D
 o you agree that "fit and proper" criteria that have to be met for registration of firms and individuals should be
the same as currently used for Institute membership and should not be used to introduce additional competency
criteria?
Inspection

May directly inspect Hong Kong
auditors of Hong Kong-listed
companies (systems of quality
control and audit engagements)
under delegation and direction by
the independent oversight body.

Directly inspect Hong Kong auditors
of Hong Kong-listed companies
(systems of quality control and audit
engagements).

We agree with the framework
proposal.

Investigation

No powers to investigate complaints
concerning audits of listed
companies.

Powers to investigate complaints
No change from the current situation.
concerning audits of listed companies
exist in the Financial Reporting
Council Ordinance. Will continue
to be an activity exclusive to the
Financial Reporting Council.
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Framework proposals
Features and
regulatory
functions
Enforcement/
discipline

Institute's preferred outcome

Responsibility of Institute

Responsibility of independent
oversight body

No remit for taking disciplinary
action against Hong Kong-listed
company auditors.

Responsible for taking disciplinary
action against Hong Kong-listed
company auditors arising from
inspection and investigation
activities.

 e agree in principle with
W
the framework proposal. The
independent oversight body will need
to have the ability to take effective
action to address misconduct.

Three options for a disciplinary
mechanism:
(a) D
 irect decision making and
sanctioning by the independent
oversight body subject to appeal
to an independent tribunal;
(b) C
 ases arising from inspection
or investigation sent to a fully
independent disciplinary
committee for decision and
sanctioning; or
(c) Cases arising from inspection or
investigation sent to a disciplinary
committee chaired by a senior
executive of the independent
oversight body with independent
members for decision and
sanctioning.

 e support option (b). Those
W
responsible for investigation and
inspection should not also be
responsible for sanctioning.

The range of sanctions available
includes reprimand, suspension
or withdrawal of registration and
monetary penalties. Monetary
penalties will be capped at the
greater of HK$10 million or three
times the profit made or loss avoided
in carrying out the audit.

 e have also proposed a fourth
W
option allowing a matter to be
resolved by the independent oversight
body offering, and the auditor
accepting a sanction. If the auditor
declines the offer the case should be
taken to an independent disciplinary
committee.
 e agree with the proposed range
W
of sanctions with the exception
of monetary penalties. They are
a punitive measure rather than
remedial or for public protection. The
reputational damage, and potential
civil action, following any regulatory
sanction will far exceed the pain
of a fine. If monetary penalties are
included in the final framework we
believe that three times profit or loss
is not an appropriate measure and
that HK$10 million is excessive.

Key questions to guide our response:
8.  Do you agree with our view that there should be a clear separation of responsibility between inspection and
investigation and subsequent disciplinary action?
9. Which of the three options for the structure of enforcement/disciplinary proceedings that are included in the draft
framework do you support?
10.Do you agree with our proposal of a "fourth option" which allows for disciplinary action to be concluded, with the
consent of both parties, without proceeding to a formal disciplinary hearing?
11. Do you agree with our position that in principle monetary fines are not necessary as a punitive measure if the
independent oversight body has the power to suspend or withdraw registration which have additional potentially
serious consequences of reputational damage and civil action?
12. If monetary penalties are included in sanctions available to the independent oversight body, do you agree
that determining the level of penalty by a multiple of profit is inappropriate and that all penalties should be
proportionate and determined by a range of factors including a firm's financial resources?
13. What do you consider would be a reasonable amount for a cap to the level of monetary penalties?
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Features and
regulatory
functions

Continuing
professional
development

Framework proposals
Responsibility of Institute

Set CPD requirements for all
members, including listed company
auditors, and monitor compliance.

Responsibility of independent
oversight body
Oversight of Institute activities.

Set auditing standards and code of
ethics in accordance with existing
due process.
Institute has the authority to carry
out this function by either:
(a) Direct assignment in law; or
(b) D
 elegation from the independent
oversight body.

We agree with the framework
proposal.
Authority should be by direct
assignment.

Institute has the authority to carry
out this function by either:
(a) Direct assignment in law; or
(b) D
 elegation from the independent
oversight body.
Standard setting

Institute's preferred outcome

Oversight of Institute activities.

We agree with the framework
proposal.

The framework is open about
whether standards set by the Institute There should not be a requirement
would only become effective after
for standards to be endorsed by the
endorsement by the independent
independent oversight body.
oversight body.
Authority should be by direct
assignment.

Key questions to guide our response:
14. Do you agree that endorsement of standards by the independent oversight body goes beyond the requirements of
oversight and believe that our arguments support our stance that it should not be included in the new system?
15. Do you believe the framework should include any reference to the right of the independent oversight body (and the
Institute) to participate in international standard setting forum?
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