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Chief Executive Officer’s Message

ITHRERIR

Concerns have deepened in recent months about the European
sovereign debt crisis, while on the other side of the Atlantic, the
US economy has failed to deliver much good news. For Hong
Kong, during this time of global economic uncertainty,
boosting investor confidence in financial reporting is an
important role of the FRC. As one of the regulators of Hong
Kong’s financial markets, we strive to enhance the quality of
financial reporting and corporate governance among the many
listed companies here. This has the direct effect of maintaining
investor confidence in Hong Kong. We would take this
opportunity to remind auditors that they should remain alert in
their audit risk assessment and perform a robust assessment on
management’s judgement in relation to accounting estimates,
asset impairment assessment, fair value measurement as well as
the appropriateness of the going concern assumption.

In this second issue of our eNews, we continue to update
readers on the investigation and enquiry cases we have recently
completed. We also add some useful advice to those who
prepare financial statements to avoid the same issues of
non-compliance with accounting requirements.

As announced in our inaugural issue of eNews, here at the FRC
we have begun to review financial statements more
comprehensively under the new risk-based financial statements
review programme. In our feature article, we talk in detail
about some of the common issues we have observed since the
new programme began. For anyone involved in preparing
financial statements, the article should provide many useful tips.

Already, the end of the year is approaching fast, and we are
nearing the time to begin preparing for new opportunities and
challenges in the new year. | would like to take this opportunity
to wish all our readers and their families a happy Christmas and
a healthy and very prosperous New Year. | look forward to
catching up with you again in 2012.

PM. Kam Chief Executive Officer | H1#3X 1TEEE;
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The Highlights S i Z R

Summaries of completed investigations and enquiries
EXANAERENERBE

From July to November 2011, the FRC adopted two investigations completed by the
Audit Investigation Board, and two enquiries completed by the Financial Reporting
Review Committees. Press releases on completed cases and enquiry reports are
available from the “Publications” section of the FRC website. In one investigation
case, no evidence suggesting an auditing irregularity was found; the other
investigation case with identified auditing irregularities had been referred to the
Hong Kong Institute of Certified Public Accountants to determine if any disciplinary
actions are warranted. We have also asked the companies involved in the enquiry cases
to remove any non-compliance with accounting requirements that has been identified.

R-ZZB-——5tAE+-AHB  UBERRRATETAEZETTHIMRAE - RUKE
HRANEEENMREN - EERERNFTERREARS SR BERRERER [HY/
—RWTEH - EF-REZUHNAEERTEEBERERTAENTH MBI —REHFFT T
ETANAEER CEXTHEESHMASTRE  ZEEEORIERED ° It » RPITEX
X EAN LT RARAMECHEINTERENAEESE -

Insufficient audit evidence

FiRBERRE

Background B R &

The auditor did not gather sufficient appropriate audit
evidence for drawing reasonable conclusions about an
entity’s recognition and measurement of certain land,
transactions recorded in a purported bank account were
properly reflected in the financial statements, and the
scope of a valuer’s work was adequate for audit purposes.
The auditor also did not properly document how it
obtained the necessary level of assurance.

FRC Advice BT E R RO iR

This case is a strong reminder that auditors are responsible
for obtaining sufficient appropriate audit evidence to support
the audit opinion they express in financial statements.
Furthermore, auditor must also prepare sufficient
documentation to show that the audit was planned and
performed in accordance with auditing standards and
applicable legal and regulatory requirements.
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Non-recognition of deferred tax liabilities in respect of fair value gains

AR AABERGRRELERIESE
Background & & ¥l

Deferred tax liabilities, which related to fair value gains on
the exploitation rights obtained from two acquisitions
recognized in the 2008 and 2009 financial statements, were
not recognized in the financial statements of an energy
company for 2008 and 2009. This non-recognition had a
consequential impact on the 2010 financial statements.

FRC Advice Mt ER BRI E R

We would like to remind preparers of financial statements of
the need to identify whether any taxable temporary difference
may arise from the fair value adjustment of identifiable
assets acquired (or liabilities assumed) in a business
combination. This may require recognition of deferred tax.

Measurement of the value of consideration shares

RERDHEETE

Background B R&#

The FRC conducted an enquiry into the way a company
measured the value of the consideration shares it issued
upon acquiring a new subsidiary in its 2008 financial
statements. In this case, the company did not use the
published share price on the date of exchange to determine
the fair value of the consideration shares, but instead used a
different valuation method.

FRC Advice BT E R RO R iR

We found that judgement is required to determine whether
the published price on the acquisition date is an unreliable
indicator of fair value, and in rare circumstances, it was not
unreasonable for the management to use a different
valuation method, so non-compliance was not an issue.
However, in this case, we considered that the related
disclosure was inadequate. This case provides a timely
reminder for all preparers of financial statements to make
proper disclosures in relation to business combinations in
their financial statements.
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Observations on the review of financial statements under

the risk-based financial statements review programme
PREEEHEMBRRNVEHRTET  FRUBHRRNEEME

Following our introduction of a risk-based financial statements review programme
at the beginning of 2011, we have widened the scope of our reviews of the financial
statements of listed entities. For the current year, we have selected the
pharmaceutical business as our industry theme, and business combinations as our
accounting focus.

The new risk-based financial statements review programme has now been in
operation for eleven months. In this period, we have not encountered any
significant non-compliance with accounting requirements. We have, however, noted
some areas for improvements, and we would like to take this opportunity to
summarize these below.
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Business combinations and consolidated financial statements £ ¥ & # RiFSMIEHE X

It is important to differentiate transactions that are
business combinations from transactions that are
acquisitions of assets. There are many differences
and consequential effects in accounting, which
include areas such as measurement of assets and
liabilities, recognition of goodwill and deferred tax,
treatment for acquisition-related costs and share-based
payment, and extent of required disclosures.

To account for a business combination transaction,
the acquirer must recognizes and measures all
identifiable assets acquired and liabilities assumed
at acquisition-date fair value. In addition, the fair
value measurement might give rise to temporary
differences that require the recognition of deferred
taxation.

All forms of consideration transferred must be
measured at fair value; this includes assets
transferred, liabilities incurred by the acquirer and
equity interests issued by the acquirer.

When there are transactions that change the
ownership interests in a subsidiary but without
losing of control, the cash flows arising from these
transactions must be classified as ‘cash flow from
financing activities’ in the statement of cash flows.
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Presentation of financial statements M1 RAIZ 5

To enhance the relevance, reliability and
understandability of the information reported
in financial statements, entities must disclose:

- Critical accounting judgements that have been
made in applying accounting policies.

- Key sources of estimation uncertainties that could
result in a material adjustment to the carrying
amounts of assets and liabilities within the next
financial year.

- Qualitative and quantitative information about
the entity’s objectives, policies and processes for
managing capital and any externally imposed
capital requirements.

Earnings per share SR ¥

An entity must retrospectively adjust the basic and
diluted earnings per share for all periods presented
where there is a change in the number of ordinary
or potential ordinary shares outstanding after the
end of the reporting period but before the financial
statements are authorized for issue, but without a
change in resources (such as in a capitalization issue,
bonus issue or share split or reverse share split).

Impairment of assets & & i {H

For the purpose of impairment testing, the cash
generating unit to which goodwill is allocated must
not be larger than an operating segment as defined by
HKFRS 8 before aggregation.

Further disclosure is required if the budget period is
longer than five years or the growth rate used for
the projection exceeds the average long-term
growth rate for similar products, industries or countries.

Future cash flows must be estimated based on the
current condition of assets, and must exclude cash
flows from financing activities, income tax, and
financial assets and recognized liabilities.

Occasionally omitted or inadequate disclosures
include events and circumstances that lead to
recognition or reversal of an impairment loss; the
amount of the impairment loss recognized or
reversed in each reportable segment; and the
assumptions and approaches used to determine
recoverable amounts.
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Financial instruments €t T &

Because inputs used to determine fair value of financial
instruments under Level 3 of the fair value measurement
hierarchy are not based on observable market data,
these types of financial instruments require additional
disclosures such as reconciliation of beginning and
ending balance, recognized gains or losses relating
to those financial instruments held at the end of the
reporting period, and sensitivity analysis.

As granting financial guarantees causes credit and
liquidity risks, the maximum exposure to credit risk
includes the amount an entity would have to pay if
the guarantee was called on. The maximum amount
of issued financial guarantee contracts should be
allocated to the earliest period in which the
guarantee could be called in a contractual maturity
analysis of financial liabilities.

Other disclosures that are occasionally omitted
include:

- Maturity analysis for financial assets, which
enables an entity’s liquidity risk to be evaluated.

« Methods and assumptions applied for determining
fair values when a valuation technique is used.

- Objectives, policies and processes for managing
credit risk, and the methods used to measure
credit risk.

- Key terms of financial instruments, the entity’s exposure
to risks arising from financial instruments, and
information about its plans for managing such risks.

Joint Financial Reporting Forum

B 75 BE ¥R Bt 5 S 1B

On 26 October 2011, the FRC, the Hong Kong Institute of
Certified Public Accountants and Hong Kong Exchanges and
Clearing Limited jointly organized a financial reporting forum,
which was attended by over 300 corporate senior executives
and auditors. The forum was an ideal opportunity for
representatives from the three organizations to share their
views and findings on issues of compliance with financial

reporting standards and listing rules on the part of listed entities.
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PCAOB - The 5th International Auditor Regulatory

Institute (“IARI”)

XE LT ARG EERE SRR L RER LM EEMN S

One of our directors, investigation and compliance attended
the 5™ Annual IARI held in Washington D.C. from 31 October to
2 November 2011. Over 70 representatives from auditor
oversight bodies and government agencies in 36 countries
participated in the IARI to exchange views on issues relating to
the oversight of auditors. The conference provided participants
with opportunities to discuss and learn more about the
operations of the PCAOB and its international activities,
international inspection issues, and a range of issues relating to
enforcement and standard-setting. The event also included a
panel discussion at which regulators from the United Kingdom,
Germany, France, the Netherlands, Canada, Switzerland,
Singapore and Japan discussed key audit oversight issues and
the challenges facing them.
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Operations Statistics E{E#Hi 5B

Investigations and Enquiries SAZER E/MER

1 January 2011 RA=&——%F—HF—H 7 2
Initiated in the period 2S5 & B 6 1
Completed in the period Z<HA 52 A% (4) (2)
In progress as at 30 November 2011 9 1

R-B-——F+-A=tHHEETH

Complaints ¥R EE

For the first 11 months of 2011, we received seven R-ZE——FE+—{@8 RMHEELtRER
complaints, with one lodged by the public and six lodged # @ EFE—RHARIEH MBI ARE
by government bodies and specified enforcement HEFEPAREHEATHEERL o 1L &K
agencies. We completed assessing five complaints, of =K T HARKRFNTME  EFE=RFR
which three were turned into investigations/enquiries. FHRAE/EH o

Review of modified auditors’ reports BEFJEEFE TR BN RE

We screened all 70 modified auditor’s reports Types of modification
other than those relating to emphasis of matter FEREERLBMBENER

published in the first 11 months of 2011 and
identified three cases of potential non-compliance

Qualified
with accounting requirements, which warranted opinion
comprehensive reviews under the risk-based RESR
financial statements review programme.
ZMEMTARLTHR-F——E8+—EAR [ e
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Emphasis of
matter

ENER

Review of entire set of financial statements BRI B HEHRER

Numbers of financial statements
R EECE 4=

1 January 2011 R=ZF——F—H—H -

Initiated based on review of modified auditors’ reports

=z == =~ 3
HEFHIFERES RN RS MRRANESR
Initiated based on other selection criteria 65
HAERZE R R B RV (E SR
Reviewers’ reports received (32)
EREINEREHmE
Review in progress as at 30 November 2011 36
R-ZB——F+—A=+HNEZHEPHER
Contact Us Bii#% M
F R C Financial Financial Reporting Council BB R/
Reporhng Council ] )
E #{ 5 29" Floor, High Block, Queensway Government Offices, 66 Queensway, Hong Kong
g BARLEECHCEBRNAZESE29E
If you have any enquiries or comments,
please feel free to contact us. Tel 5 : (852) 2810 6321 Email &0 : general@frc.org.hk
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