P Feature Article 45

Reform to Improve
the Regulatory Regime for
Listed Entity Auditors

EriiE

Patrick Ho fiI=&

et A% B i 5 5 1 R B

Introduction

To upkeep Hong Kong’s attraction as an
international financial and capital market,
it is important to maintain the confidence
of both international and local investors in
our overall financial regulatory regime
and to ensure that our regime is bench-
marked against international standards
and practices. Apart from the various
ongoing and recently completed initia-
tives to refine our financial regulation in
respect of the securities, banking and
insurance sectors, the Government has
embarked on a reform exercise to
the regulatory
auditors of listed entities in Hong Kong.

improve regime for

Objectives and Direction of the
Reform

Auditors perform the role of a key
gatekeeper in assuring the accuracy and
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integrity of the financial reports of listed
entities in Hong Kong. The key objective
of the reform is to enhance the independ-
ence of the regulatory regime for listed
entity auditors from the audit profession,
bringing Hong Kong in line with the
that
regulatory regimes should be independ-
ent of the profession itself and be subject

international standards auditor

to independent oversight by bodies
acting in the public interest. The reform
proposals seek to better safeguard the
the investing public,
reinforce Hong Kong’s status as an

interests  of

attractive market to raise capital, and
enable Hong Kong to be eligible for being
represented on the International Forum
of Independent Audit Regulators, which
is an influential international organisa-
tion of independent auditor regulators
established in 2006.

The Reform Proposals

The Government conducted a three-
month public consultation last year to
solicit views on proposals to introduce an
independent oversight regime for the
regulation of listed entity auditors, under
which the Financial Reporting Council
(“FRC”) will be the independent auditor
oversight body vested with direct powers to
conduct recurring inspections, investiga-
tion and disciplinary actions in respect of
listed entity auditors, whilst at the same
time it will exercise independent oversight
of the Hong Kong Institute of Certified
Public Accountants (“HKICPA”)’s regula-
tory functions in the registration and the
setting of relevant standards and continu-
ing professional development (“CPD”)
requirements in respect of listed entity
auditors. Backed by majority support
from the respondents on the objective
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and direction of the reform, the Govern-
ment issued the consultation conclusions
in June 2015 with the commitment to
implement the proposed reform.

The ensuing paragraphs highlight those
key proposals which are of more relevance
to listed entities in Hong Kong.

Independent oversight role of FRC and
other regulatory functions of HKICPA

Without compromising the independ-
ence of the new auditor regulatory
regime, we propose to take advantage of
HKICPA’s
registration, standard setting and CPD-

the
Institute with these statutory functions
but subject to the oversight by FRC.
Apart from exercising inspection, investi-

experience in handling

related matters by entrusting

gation and disciplinary powers, FRC will
exercise independent oversight over
HKICPA’s  regulatory
respect of listed entity auditors by

conducting periodic quality reviews on

functions in

HKICPA and receiving periodic reports
the
Institute, and where it is in the public
interest to do so, FRC may give written

and relevant information from

directions to the Institute in relation to
the performance of these functions and
the exercise of the relevant powers. To
FRC will be
required to publish reports to inform the

enhance transparency,

public of the performance of its regula-
tory and oversight functions.

Registration requirement of Hong Kong
listed entity auditors and recognition
requivement of overseas listed entity
auditors

For Hong Kong auditors, only those who
are registered as a listed entity auditor will
be eligible to enter into audit engagements
with listed entities in Hong Kong. HKICPA
will be the Registrar who will, inter alia, be
responsible for maintaining a new register
of listed entity auditors for public inspec-
tion. There will not be any material change
to the prevailing qualifications and experi-
ence requirements for being an auditor of
listed entities. Apart from the listed entity
auditors, the following three categories of
individuals in respect of the auditors
performing specific important roles in their
audit engagements with listed entities will
be required to be registered —

« audit engagement authorised persons,
viz. individuals who issue opinions on
the auditor’s audit engagements with
listed entities;
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« engagement quality control reviewers,

viz. individuals who provide an objec-
in respect of the
with

tive evaluation

auditor’s audit engagements
listed entities; and

o quality control system responsible

persons of the auditor, viz. at least one

senior personnel of the auditor so

designated to be in charge of the said

quality control system.

For overseas auditors, only those who are
recognised by FRC will be eligible to
enter into audit engagements with
specific overseas listed entities in Hong
Kong. Under the new regime, FRC will
take over the existing functions of the
Hong Kong Exchanges and Clearing
Limited and the Securities and Futures
Commission respectively in receiving
and deciding on applications to be an
overseas auditor of specific overseas
incorporated companies and specific
overseas collective investment schemes
approved for listing in Hong Kong. The
criteria for recognition will be largely
modelled on the prevailing requirements
with suitable modifications and adapta-
tions. The recognised overseas auditors
will be included in the above-mentioned
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new register of listed entity auditors for
public inspection.

The registration / recognition as listed
entity auditors will be subject to annual
renewal requirement and payment of a
registration / recognition fee. There will be
transitional arrangements for auditors who
are already carrying out audit engagements
with listed entities in Hong Kong.
Stronger enforcement powers against
misconduct

Apart from removal / suspension of
registration and issue of reprimand etc.,
HKICPA may impose a pecuniary penalty
of up to $500,000 only on auditors of listed
entities and relevant persons under the
present disciplinary system. The reform
will empower FRC, as the independent
auditor oversight body under the new
regime, to exercise direct disciplinary
powers and the maximum level of pecuni-
ary penalty will be increased to $10
million or three times the amount of
profit gained or loss avoided as a result of
the misconduct, whichever is the greater.
There will be appropriate procedural
safeguards to ensure the principles of

fairness and proportionality.
Funding mechanism

In accordance with the “user pays”
principle and the principle that the
body
should be operationally and financially

independent auditor oversight
independent of the Government, FRC
will be funded by introducing new levies
on securities transactions, listed entities
and listed entity auditors such that the
three key stakeholder groups, viz. the
investors, listed entities and listed entity
auditors, would each make a roughly
equal contribution to the operation of
FRC under the new regime. The three-
party funding mechanism is balanced and
reasonable, taking into account that the
establishment of a robust and more
independent regulatory regime for listed
entity auditors will better safeguard the
interests of investors, enhance confidence
in the effectiveness of the overall financial
regulatory regime for Hong Kong as an
international capital market, as well as
further enhance the professional image of
Hong Kong listed entity auditors and
facilitate their recognition in overseas
jurisdictions.

Governance of FRC

The composition of FRC will be suitably
adjusted to reflect the expanded regulatory
responsibilities of FRC. Within the param-
eter that a majority of its Council members
should be independent from the audit
profession, in future at least two persons
who possess knowledge of and experience
in the auditing of Hong Kong listed entities
will be appointed to FRC to help provide
FRC with the relevant expertise to perform
the role of an oversight body.

Next Steps

Our target is to introduce an amendment
bill into the Legislative Council in the
2016-17 We  will
continue to engage relevant key stake-

legislative session.
holders as necessary as we prepare the
amendment bill. We look forward to
continued support from all stakeholders

0

to the reform.
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