Auditing risk

the unacceptable risk, when we take on
new clients we subject them to an annual
continuance review. In other words, we’ll
do an audit and sign oﬀ, but then we’ll
ask ourselves, do we want to continue?
That opens up the whole matrix of risk
and reward.”
The know-your-client mantra is
reinforced by both Crowe and Ding.
“We have to apply our risk management
practices very rigorously and that means
the ﬁrst defence is ‘know your client,’”
Ding says. “China still suﬀers from a
lack of reliable public data about the
background and ﬁnancial strength of
an individual company.” Ding and his
colleagues tend to rely on referral sources
they can trust. For example, CPA ﬁrms
that have a good reputation, or investment
bankers or lawyers of good standing.

Risky partners
KPMG maintains a risk management
partner in each of its oﬃces and it reevaluates its client base every year with
tracking systems that monitor services
provided. “Rules have become more
complex, therefore systems have had to
become more sophisticated,” he says.
“What wouldn’t have been considered
a conﬂict of interest 20 years ago

might be now.” Increasingly, processes
of determining conﬂict of interest
are IT-based. For example, KPMG’s
auditors can plug their clients and
other relevant companies’ information
into KPMG’s computer system; if it
ﬁnds a conﬂict in the database between
parties, the system alerts the correct
person at KPMG.
Crowe says that such a system helps
manage conﬁdentiality and provides
consistent quality – internal checks can
be made regularly and performance
quality can be reviewed. Checks are
supplemented by training and feedback
from staﬀ, and the ﬁrm makes sample
selections of auditors’ engagements to
ensure proper procedures. “Internal and
external expectations and requirements
haven’t really changed, but companies
have had to become much more stringent
in adhering to international standards
and codes of ethics,” says Crowe.
Addressing risk management,
Ding cites another example, saying,
“Detecting ﬁctitious revenue is an
issue and we have to be very strict in
terms of dispatching and receiving
conﬁrmations from customers.” Direct
contact with customers is essential for
sending and receiving. In the past,

a lot of auditors have been led into
believing that the only way to get the
customers to respond is to route the
conﬁrmations through the client. This
defeats the whole purpose of conducting
a conﬁrmation exercise.

Managing risk
As for insurance premiums, Ding says,
“It’s an industry-wide issue. What we
have been doing is making sure we do
not have claims arising from audit work,
because a company’s premiums will
increase on top of the general increase.
We believe we can’t aﬀord to make one
single mistake.” The Enron case shows
that even the largest accountancy ﬁrms
cannot withstand an upset – or loss of
public conﬁdence. “For smaller ﬁrms, I
think our ability to withstand upset is
even narrower,” says Ding.
“Our best defence against claims is to
protect ourselves by having strong quality
control over the audit work that’s done,
ﬁltering out the unacceptable risk in
terms of clients that present unacceptable
risk,” George says. “If the profession is
successful in managing risk, maybe claims
can be minimised and the insurance
market will look more favourably on
auditors again.” A+

The challenges are
greater in China due
to its bigger scale.
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Liability
reform:
who pays?
Since 2002, no fewer than seven
submissions regarding liability reform
have been put forward by the Hong Kong
Institute of CPAs to the government. The
LegCo panel meeting on 27 March 2006
ended without any progress.
“We are very disappointed that
the administration will not be looking
at liability reform during the remaining
term of the HKSAR’s chief executive
to 30 June 2007 due to other urgent
initiatives,” says Winnie Cheung, chief
executive of the Institute. Liability reform
is in Hong Kong’s public interest, she
asserts, and adds, “Hong Kong cannot
afford to be out of step with other major
capital markets.” Cheung believes that
the increasing risks that the market
is asking the profession to shoulder
without commensurate protection will
hurt Hong Kong’s position as a major
world capital market.
Raphael Ding, a partner at
Moores Rowland Mazars, says the
auditing profession in Hong Kong
is experiencing a very good time,
expanding by double digits in terms of
revenue and staff levels every year. He
observes that in the present climate,
it’s hard to convince the government
to give liability reform to the auditing
profession. “I know that in other
countries, for example, Australia, they
have proportionate liability, but in Hong
Kong we still have a long way to go,”
he says. Richard George, partner,
Practice Protection at Deloitte, says,

“For the time being in Hong Kong,
we’re not moving forward on liability
reform.” Hong Kong has unlimited
liability, which potentially attracts
claims because of the supposed
deep pockets of accountants, hence
the need for change. “There is a
perception in government perhaps
that as a profession arguing for reform,
we want to avoid our responsibilities.
This is not the case. We recognise as
a profession that we should properly
have our fair share of liability.”
“What we’re advocating is
not unique,” Cheung says. “Other
jurisdictions have introduced or are
contemplating liability reforms such
as limited liability patnerships or
proportionate liability, etc. (see table).
Under the current joint and several
liability regime, professionals are not
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only held liable for errors they make,
they are also asked to cover damages
caused by the errors of others.”
Cheung says Hong Kong’s success
is built on its strong professional
services. “Our legal framework must
address the increasing risks our
professionals are taking in their work
and changes are urgent to ensure they
have the needed protection,” she says.
“The CPA profession has been
doing a lot for Hong Kong, but it
appears to be a one-way street,”
Cheung says. “The government is not
giving anything back.”
According to the latest Institute
progress report prepared for the
government, the next ﬁve years will
see a signiﬁcant increase in Mainland
companies raising funds through Hong
Kong listings with consequent beneﬁts
to Hong Kong generally. The report
states: “This creates an increase in the
volume and scale of assurance work
while the liability framework remains
unchanged. Further, insurance cover
is becoming increasingly scarce.” It
declares reform is urgent and must
be addressed before professionals
ﬁnd the inherent risks outweigh the
rewards: “If the accounting profession
suffers, Hong Kong’s hard-earned
status will suffer.”
UK

Other EU
Countries*

USA

Hong Kong Singapore

Proposed

*Notes: 1. The 8th Directive of the European Union provides that all member states should introduce
liability reform provisions in their member states.
2. EU Countries include Germany and Italy, and very recently Belgium, Denmark and Spain.

May 2006

+

A Plus [ 29 ]

