Proceedings No: D-03-IC16H

IN THE MATTER OF

A complaint made under section 34(1) (a) of the Professional Accountants
Ordinance (Cap.50)

BETWEEN
An Investigation Committee of the COMPLAINANT
Hong Kong Institute of Certified Public Accountants
AND
Ist Respondent R1
2nd Respondent R2
3rd Respondent R3

DETERMINATION

A. BACKGROUND

1. The three Respondents face a total of five complaints made by the
Investigation Committee of the Hong Kong Institute of Certified Public
Accountants {“the Institute”}. The complaints all relate to the involvement of
the Respondents in the preparation and auditing of the accounts of the
China Hong Kong Group Limited {“NCG”}. R1 faced just one complaint
{First Complaint}, whilst R2 and R3 faced two complaints each, namely
professional misconduct {Complaints 2 and 4 respectively} or alternatively, a
failure or neglect to observe, maintain or otherwise apply a professional

standard {Complaints 3 and 5 respectively}.
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In order to understand the events that have led to this Committee having to
hear these complaints against the Respondents we feel it would be necessary
to set out the relevant background facts that have brought us here to this point.
The underlying common denominator running through these complaints is

NCG and its subsidiaries and the involvement of the Respondents with them.

On 8™ September 1992 an entity called SKH Group Limited was incorporated.
It changed its name to NCG on 10™ November 1992. There were four
directors appointed to NCG, one of whom was R3. On 18® February 1993, R3
resigned as a director and was instead appointed to be a member of the
Executive Committee {EC} of, and as the Financial Advisor to NCG. The EC
comprised of seven members, including R3 as the Financial Advisor and Mr.
Victor Chu, as the legal advisor to the NCG. By Article 103 of the NCG’s
amended Articles of Association, the legal and financial advisors were not
entitled to vote at the meetings of the Executive Committee or counted as
quorum but were entitled to receive notices of and attend such meetings.

{BS/Appendix 3/p3}.

R3’s appointments were reported to the management of R1 on 23" February
1993 {B6/Tab 3/32}. NCG paid a monthly retainer of $100,000 to R1 for the |
services of R3 as a financial advisor. R3 was also an authorised signatory to
13 bank accounts of NCG and also had personal dealings with at least two, if
not three, subsidiaries of NCG.

On 26™ May 1993, NCG became an unlisted public company upon the
allotment of shares to 49 new shareholders. This resulted in it having a total
of 51 shareholders, exceeding the maximum of 50 shareholders permitted by

section 29(1) of the Companies Ordinance (cap 32) for a private company.

R1 were appointed auditors of NCG on 28™ May 1993 énd remained so until
the Group and its subsidiaries subsequently went into liquidation {B2/112}.
They were paid an audit fee in respect of the same. On 1* July 1996, R2 was
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10.

11.

appointed as the engagement partner for the audit work undertaken by R1 for
NCG.

NCG went into liquidation in early 1999. By an originating summons issued
on 24™ September 2002, the Joint and Several Liquidators of NCG sought
various orders pursuant to sections 255 and 221 of the Companies Ordinance
(Cap 32) against all three Respondents. By a judgment dated 28" April 2003,
Kwan J granted the orders sought.

The judgment attracted considerable publicity and came to the attention of the
Institute’s Council. On 10™ June 2003, the Council decided to set up an
Investigation Committee {“IC”} under the then operative section 42C (2) (a)
of the Professional Accountants Ordinance {PAO}. On 16™ July 2003, the
Council wrote to all three Respondents informing them of the decision to set

up the IC and subsequently identifying the members who would constitute the
IC.

A draft report was circulated to the Respondents in April 2009 for their
comments. On 13™ May 2009, one of the members of the IC tendered his
resignation. The remaining two members proceeded to complete the
investigation and submitted their finalised report on 14™ October 2009
{B1/Ex 1}.

On 9* December 2009, the Council resolved to refer the matter to the
Disciplinary Panel. The Complainant filed its case on 14™ July 2011. The
Respondents filed their respective replies on 23™ August 2011. The
Complainant’s Reply to the Submissions of the Respondents was filed on 19"
September 2011, and this was followed by the Respondents’ respective
Replies thereto, which were all filed on 14™ October 2011.

A Directions Hearing was scheduled and heard on 2™ November 2012. That
Hearing was directed to address a number of preliminary issues, including

whether we, as the DC, had jurisdiction to consider the validity of our
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appointment by the Council, whether the final report of the IC was ultra vires
for being inquorate when it was completed and also whether the IC exceeded
the remit of its jurisdiction in recommending complaints of professional
misconduct against the 2™ and 3™ Respondents, when they were only asked
by the Council to consider possible breaches of professionél standards by the
Respondents. This DC rejected the Respondents’ submissions on 2™

November 2012 and the Reasons for the same were circulated to the parties
on 7™ May 2013.

B. - THE COMPLAINTS

12. It may be appropriate at this stage to set out the complaints filed against the

Respondents and requiring our Determination:
(a)  First Complaint (Against R1 mly)

R1 failed or neglected to observe, maintain or otherwise apply a
professional standard, namely Statement 1.203 “Professional Ethics —
Integrity, Objectivity and Independence”, as it had, in its capacity as a firm
registered with the Institute in public practice, failed to be, and to conduct
itself in a way seen to be, free of interest(s) which might detract from its
objectivity in accepting or continuing the professional work it undertook in
connection with the audit of New China Group or companies in the Group in
respect of the financial years ended 31 December 1995 to 31 December 1997.

(Section 34(1 (a) (vi) of the Professional Accountants Ordinance, Cap. 50
(CCPAO”)

(b) Second Complaint (Against R2 only)

R2 is guilty of professional misconduct, as a result of her failure to
observe, maintain or otherwise apply the independence requirements of the
Institute (including those contained in Statements of Professional Ethics,

namely Statements 1.200, 1.203, 1.290D and Guidance Statement 1.303) in
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Fyl

accepting or continuing the professional work she undertook in connection
with the audit of New China Group or companies in the Group in respect of
the financial years ended 31 December 1995 to 31 December 1997. (Section
34(1) (a) (viii) of PAO)

(¢) Third Complaint (Alternative to the Second Complaint against
- R2 " only)

R2

failed or neglected to observe, maintain or otherwise apply a
professional standard, -namely Statement 1.203 ‘“Professional Ethics —
Integrity, Objectivity and Independence”, as she had, in her capacity as a
member registered with the Institute in public practice, failed to be, and to
conduct herself in a way seen to be, free of interest(s) which might detract
from her objectivity in accepting or continuing the professional work she
undertook in connection with the audit of New China Group or companies in
the Group in respect of the financial years ended 31 December 1995 to 31
December 1997. (Section 34(1) (a) (vi) of PAO)

(d) Fourth Complaint (Against R3 only)

R3 is guilty of professional misconduct, as a result of his failure to
observe, maintain or otherwise apply the independence requirements of the
Institute (including those contained in Statements of Professional Ethics,
namely Statements 1.200, 1.203, 1.209, and 1.290D and Guidance Statement
1.303) in participating in the management of New China Group and/or
otherwise having an involvement with New China Group and its subsidiaries
whilst a senior partner of R1 who acted as auditors of New
China Group in respect of the financial years ended 31 December 1995 to 31
December 1997, and whilst being a deemed auditor under section 131(9) of
the Companies Ordinance, Cap. 32. (Section 34(1) (a) (viii) of PAO)
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(e)  Fifth Complaint (Alternative to the Fourth Complaint against
R3 only)

R3 failed or neglected to observe, maintain or otherwise apply a
professional standard, namely Statement 1.203 “Professional Ethics —
Integrity, Objectivity and Independence”, as he had, in his capacity as a
member registered with the Institute in public practice, failed to be, and to
conduct himself in a way seen to be, free of interest(s) which might detract
from his objectivity in participating in the management of New China Group
and/or otherwise having an involvement with New China Group and its
subsidiaries whilst a senior partner of Erest & Young who acted as auditors
of New China Group in respect of the financial years ended 31 December
1995 to 31 December 1997, and whilst being a deemed auditor under section
131(9) of the Companies Ordinance, Cap. 32. (Section 34(1 (a) (vi) of PAO)

13.  The DC heard legal arguments in respect of these complaints on 6™ - 9™ May
2013. There were no witnesses called by any of the parties and the hearing
proceeded purely on the basis of the documents contained in 6 Box Files
marked volume 1-6 and the various submissions made on behalf of the

various parties.

14.  One of the remaining outstanding preliminary issues was the Respondents’
complaint of delay in the institution and investigation of these matters which
it was said go back in time to events that occurred and documentation that
were generated almost 17-20 years. The contention on behalf of all the
Respondents was that such prolonged delay prejudiced them such that a
permanent stay of proceedings by the DC was the only and proper course in

the circumstances.

15. Having heard arguments by the parties on the question of delay, we refused
the Respondents’ application to stay the proceedings in the late afternoon of

7™ May 2013 {the second day of hearing} indicating we will give our reasons
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later. We turn now to address the issue of delay and give our reasons for our

decision to refuse the stay.
C. DELAY

16.  Mr. Strachan, counsel for R3, led the attack on this issue for the Respondents
with Mr. Beresford, counsel for R1 and 2 largely adopting those points which
were applicable and relevant to his clients. It was common ground that the
relevant period encapsulated by the Complaints related to the audited
accounts of NCG covering the three years of 1995-1997. This essentially
meant the period July 1995 — 7™ November 1998, which is when the audited

accounts for the year ending December 1997 were completed and signed off
by R1 {B3/569}.

17.  The first line of attack was to identify the different periods of delay. It was
argued that the IC was constituted on 10™ June 2003, which was almost six
years after the last audited accounts were undertaken by R1. It was argued
that this already long time lapse made it incumbent and imperative on the IC

to thereafter carry out its investigations fully, efficiently and expeditiously.

18.  The Institute first corhmunicated.with R3 on 16™ July 2003 and the last
communication with his legal advisors was on 8™ June 2004. It was submitted
that there followed a further delay of almost 5 years until 29 April 2009,
when R3 and his legal advisers were provided with the draft report of the IC
for their consideration. It was argued that despite repeated requests no
explanation has been provided to date by the Complainant for this prolonged

delay and exceptional silence.

19.  The IC’s Final report was completed on 10™ October 2009, and in December
2009 the Council resolved to refer the matter to the disciplinary panels for
appointing members to constitute the DC. On 9™ June 2011, the Clerk of the

DC informed the parties of commencement of proceedings.
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20.

21.

22,

Our attention was drawn to and reliance placed on the following dicta of Lord

Lane CJ in Attorney General’s Reference (No 1 of 1990) {1992} 1 QB 630:

“Stays imposed on the grounds of delay or for any other reason should
only be employed in exceptional circumstances. If they were to become
a matter of routine, it would only be short time before the public

understandably, viewed the process with mistrust and suspicion.

In principle, therefore, even where the delay can be said to be
unjustifiable, the imposition of a stay should be the exception rather
than the rule. Still more rare should be cases where a stay can be
properly imposed in the absence of any fault on the part of the
complainant or prosecution. Delay due merely to the complexity of the
case or contributed to by the actions of the defendant himself should

never be the foundation for a stay.

. no stay should be imposed unless the defendant shows on the
balance of probabilities that owing to the delay he will suffer serious
prejudice to the extent that no fair trial can be held: in other words, the

continuance of the prosecution amounts to a misuse of the process of

the court. ” {at 643G- 644B}

It was argued that to call upon the Respondents to answer to events that
historically occurred 16-18 years earlier was not only unfair but constituted
“exceptional circumstances” so as to justify a stay of these proceedings.
Emphasis was placed on the fact that for almost 5 years between 2004 and
2009, there was simply no communication between the IC with R3 or his
legal advisors. This it was argued, would not unreasonably have led and
induced R3 to believe the matter was not proceeding any further and that it

had come to an end.

We were referred to an extract from paragraph 10.37 of Harris QC’s textbook

“Disciplinary and Regulatory Proceedings” 5™ Edition to highlight the point

8
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that when the period of delay was long it would be legitimate for this
Committee to infer prejudice without proof of specific prejudice, relying on

the two cases in the footnote to support that proposition.

23. It was argued that with a delay stretching almost 20 years, this Committee
was entitled to and should readily infer prejudice to the Respondents. It was
further contended that in this case there was actual prejudice suffered by R3

by reason of the following matters:

(a)  asregards R3’s role in the Executive Committee of NCG, it is said that
due to the lapse of time the engagement letter appointing him as
financial advisor cannot now be located. This would identify what

were the terms upon which he was so engaged by NCG;

(b)  further, although there was no dispute that R3 attended a number of
meetings of the Executive Committee, given the passage of time R3 is
now unable to remember how many he did attend nor what was
discussed or what advice, if any, he gave at any of these meetings. It is
said that the death of NCG’s Chairman on 2™ April 2010 and that of
the Vice-Chairman in 2006 further impairs R3 in answering these
allegations so many years on as they, it is said, would be the most
appropriate and direct persons who could corroborate R3’s steadfast
contention that although he was a member of the Executive Committee,

he did not participate in or involve himself with the management of
NCG;

(¢) it was submitted that although R3 was a co-signatory to the bank
accounts of NCG, his exercise of this authority was purely as a back-up
when other members of the 5 member Executive Committee were
unable to sign due to their absence from Hong Kong. It was said that
now, given the passage of time, R3 was prejudiced in not being able to

recollect what were the occasions he did co-sign, what the amounts
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24.

25.

were or what those cheques were payments for. It was further argued
that R3 did not initiate the payments which had been first approved by
the management of NCG;

(d) as regards the financial dealings that R3 is said to have had with the
subsidiaries of NCG, it was contended that although R3 accepted he
did have dealings with the securities subsidiary, he now has no
recollection of any margin finance being extended to him by that entity,
Further, he maintained his position that he never opened any account
with the capital subsidiary of NCG. It was argued that the long passage
of time deprived R3 from further exploring or investigating these
matters to rebut any suggestion or impression of wrongdoing or

inappropriate conduct on his part.

It was also submitted that the combination of the long passage of time, the
crucial and unexplained delay and silence on the part of the IC between 2004-
2009, the actual prejudice suffered by R3 as identified above and combined
with the inferred prejudice from the long delay all constituted ‘exceptional
circumstances’ within the test laid down by Lord Lane CJ justifying this DC

to grant a permanent stay of the proceedings against R3.

The Chairman informed the parties that in view of the thrust and focus of the
arguments on the question of delay the DC was of the preliminary view that it
would hear the parties on the delay issue first and make a ruling on it. This
was suggested to the parties for their consideration on the basis that if the
Respondents application for a stay found favour with the DC, then no useful
purpose would be served in hearing full arguments being advanced by the
parties on the remaining substantive issues in relation to the complaints. The
parties indicated their agreement to the DC’s proposal and the hearing

thereafter proceeded on that basis.

10
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26.

27.

28.

29.

30.

Mr. Beresford for R1 and 2 then addressed us. As stated earlier, he
understandably and quite properly adopted the arguments on the effect of
delay which it was contended impaired and prejudiced also his clients’ ability

to properly defend these proceedings.

He addressed the question of the three deferrals of decision by the IC sought
by the legal advisors of R1 and 2 on 22™ August 2003, 20™ August 2008 and
22" October 2008. He argued that the first request was because of a pending
appeal that his clients were then intending to pursue against the judgment of
Kwan J ordering an examination on oath of R2. This request was acceded to
by the Institute. As the appeal was not pursued, the request was subsequently
withdrawn in November 2003. The second and third requests related to the
draft report of the IC which was refused by the Institute.

Mr. Beresford argued that these requests did not cause any delay as such.
Accordingly, he argued that R1 and 2 were not responsible for any of the
delay that has plagued these proceedings. He made it clear that his clients
were not alleging any mala fides on the part of the Institute for the clear and

long delay that had occurred in these proceedings.

He argued that these were not complex proceedings and there was no
involvement of any witnesses as such. There was clear, indisputable but
unexplained delay in bringing these matters to a hearing, a period of delay
during which the Chairman and the Vice-Chairman of NCG died. He claimed
that these two persons were potentially crucial witnesses who could speak to
relevant matters encompassed by the Complaints. As he put it, in the present
case there was prima facie delay of such duration that R1 and 2 could not

have a fair hearing now and this would amount to an abuse of process.

For the Complainant, Mr. Peter Duncan SC candidly admitted that there had
been delay in these proceedings. He acknowledged that such delay was

regrettable. He however contended that when regard is had to the applicable

11
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31.

32.

33.

legal principles and to the facts of this case, there was no good reason why the
DC should order a permanent stay of these proceedings. He drew our
attention to the fact that the investigation ’only commenced in 2003 when the
matter came to the Institute’s attention in April 2003 after the judgment of

Kwan J (as she then was).

He emphasized that as early as July 2003 all three Respondents had been
informed of the appointment of the IC and directing all three of them to retain
all working papers in respect of the audit of NCG for the years ended 31%
December 1995-1997. Further that in relation to R1. R2 and R3 they were
specifically asked to keep under lock and key all documents relating to the

provision of financial advice to the companies within NCG {BS5/Tab 6/pp.
1,4 and 7}.

Mr. Duncan SC asserted that the unavailability of the engagement letter
complained about by Mr. Strachan on behalf of R3 cannot in the light of the
requests by the Institute to the Respondents be placed at the doorstep of the
Complainant, who had asked for such relevant documents to be collated and

preserved.

Mr. Duncan SC acknowledged that the applicable legal principles were that
identified by Lord Lane CJ in the AG’s Reference case. He identified the
following principles which he argued could be distilled from that case:

(a)  even if the delay was unjustified, the imposition of a stay should be the

exception and not the rule;

(b) even if there was any fault on the part for the prosecution or the
Complainant, that in itself was not sufficient to justify a stay because

stays are not granted to punish the prosecution or the Complainant;

(c) there was an onus on the person applying for a stay to show on the

balance of probabilities that owing to the delay he/they would suffer

12
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34.

35.

serious prejudice to such an extent that a fair trial was not possible. It
was said that this was relevant in the context of the question raised by
the members of the DC as to why even if the Chairman and the Vice-
Chairman of the NCG had died, why could inquiries not be made with
the former legal advisor of the NCG who could perhaps speak to the
role and function of R3 for the relevant periods the subject matter of
these complaints. Mr. Duncan SC’s argument here was to simply
emphasise the point that the Rs’ were wrong in asserting they had no
onus, when in fact they did have a burden to show they would suffer

serious prejudice;
(d) the length of delay in any particular case will not by itself justify a stay.

Mr. Duncan SC also referred us to the case of R v B {2003} 2 Cr. App R 197
where there was a delay of 30 years between the alleged incidents of sexual
abuse and the complaints being made. He drew our attention to paragraph 18

of the judgment where Lord Woolf CJ stated as follows:

“However, the passage of time in this jurisdiction has never been a
ground in itself for the staying of a prosecution. Just as the courts do
not close the door to allowing appeals out of time if new evidence is
forthcoming to show that someone who is innocent has been convicted,
so if the prosecution decides that there is a case to go before the jury,
the courts do not in the ordinary way consider it right to interfere with
the prosecution process as long as (and this is an important

qualiﬁcation) a fair trial is possible.” {p 202}

We note that the Court of Appeal there stated that the trial judge’s reasons for
refusing to stay the proceedings were correct and that the summing up to the
jury also could not be faulted. They however allowed the appeal on the basis
that the Court of Appeal had a residual discretion to set aside a conviction if

they felt it was unsafe or unfair to allow it to stand even if the trial process

13
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36.

37.

38.

could not be faﬁlted, a discretion which they said had to be sparingly used and

. with caution.

We have carefully considered the arguments advanced by the Respondents in
support of the stay application by reason of the delay occasioned and
complained of in these proceedings. We recognise that there has been delay in
the present case, and particularly so for the period June 2004 until April 2009
when the IC was investigating the complaints, a delay period which has not
been fully explained. We note that the draft report of the IC was circulated to
the Respondents’ legal advisers in April 2009. On 13® May 2009, one of the
three members of the IC resigned and the final report was completed by the
remaining two members on 14™ October 2009 {B1/Ex 1}.

The quorum of the IC which completed the final report and the vires of their
findings and recommendations was the subject matter of a separate challenge
by the Respondents. The DC held a preliminary hearing to deal with these
arguments on 2™ November 2012 and we rejected the challenge of the
Respondents. Our decision setting out the reasons for the ruling was handed

down on 7™ May 2013.

We accept and recognise that the passage of time may in some cases cause

some difficulties in terms of recollections of events, the locating of witnesses

- and the retrieval of documents. Giving due allowance and proper recognition

to all these matters, the crucial question in our view is whether these
Respondents can have a fair hearing before this DC. In this regard, we find
the following dicta of Ribeiro PJ in HKSAR v Lee Ming Tee {2001} 4
HKCFAR 133 particularly apposite: '

“In the first place, it is only in the most exceptional circumstances that
a court can properly be satisfied that a fair trial is “impossible”. The

“fairness” achievable is judged in practical and not absolute terms. As

14
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Brennan J pointed out in Jago v District Court of New South Wales
(1989) 168 CLR 23 at 49:

If it be said that judicial measures cannot always secure perfect
Justice to an accused, we should ask whether the ideal of perfect justice
has not sounded in rhetoric rather than in law and whether the legal
right of an accused , truly stated, is a right to a trial as fair as the
courts can make it. Were it otherwise, trials would be prevented and
convictions would be set aside when circumstances outside judicial

control impair absolute fairness.’

More importantly, the court’s primary endeavour is to ensure that a
fair trial takes place, employing the law’s available resource, and not
to abort it on the ground that fairnes& cannot be attained, save as a

last resort. To quote Brennan J again:

A power to ensure a fair trial is not to stop a trial before it starts. It is
a power to mould the procedures of the trial to avoid or minimise

prejudice to either party” (at p. 46).

39. The CFA went on to emphasise that “The public interest lies in the guilt or
innocence of the accused being fairly and openly determined at trial. For
this to be displaced, powerful reasons must exist for concluding that such a
trial, although fair, would nonetheless constitute an intolerable abuse of the
court’s process. The instances where such an argument has any prospects

of success must necessarily be rare.”{ at p351 F-G}

40. We would also observe that from the time the Council resolved to appoint the
DC in December 2009, the time taken to actually hear and determine the
Complaints cannot be said to be caused by any delay by any party. There
were preliminary and interlocutory issues that needed to be resolved as well

as finding suitable dates convenient to all the parties concerned.
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41.

42.

43.

44,

R3 strongly condemns the almost five years silence between 2004- 2009
when there was apparently no communication at all by the IC with R3 or his
legal advisors. Regrettable as this delay and lack of communication was, we
believe that Mr. Strachan was perhaps over-pitching his case to suggest that
this would have induced R3 to believe that matter had gone away and lulled
him into thinking that he was no longer the subject of being under the radar of

any potential disciplinary hearing.

In our view, as an experienced professional man with experienced
professional advisors, R3 could not have realistically believed that the matter
had simply gone away with the IC not bothering to inform him of that fact.
That may well have been his hope and desire which perhaps explains why he
and his legal advisers would appear to have adopted the tactic of “let sleeping
dogs lie” and not try and inquire with the IC as to the status of its

investigation over that almost five year period.

We would also observe that the various assertions of actual prejudice suffered
by the Respondents were made in the context of legal submissions filed by
them. None of the Respondents elected to give evidence before us in support
of the claim of prejudice. The Committee recognises that the Respondents
were entitled to exercise their right to elect not to give evidence. The point
remains that the legal submissions asserting prejudice do not constitute
evidence of prejudice as such. In our view they remain legal submissions
which do not elevate to constitute evidence in the strict legal sense. We have
however taken into account what has been submitted on behalf of them in

arriving at our decision.

We would also like to emphasise that we have ignored the fact that R3 was
appointed one of the first directors of NCG on 20™ November 1992. We note
that he resigned from that post on 18" February 1993. We take the view that
this appointment is irrelevant to the issues we are asked to determine — firstly

because they relate to an appointment which is outside the period covered by

16

23.12.1323:jt:jt:z:\affinitydm\1000105\1000105_317.doc



45.

46.

47.

the complaints which is 1995-1998; and secondly because the appointment
and resignation were events which occurred before the appointment of R1 as

the auditors of NCG, which only occurred on 26™ May 1993.

Taking into account all the circumstances of this case, and weighing the
period of delay with the question of whether the Respondents have been in
any way seriously prejudiced from having a fair hearing before this
Committee, we are not satisfied that the Respondents have discharged their
onus in showing on the balance of probabilities that they have been or would
be prevented from having a fair hearing in these proceedings. In fact we find
that the Respondents can have a fair hearing and are not seriously prejudiced
by any delay that has transpired in this case. We accordingly refused the

Respondents’ application for a permanent stay of these proceedings.
D. COMPLAINANT’S OPENING

In opening the case of the Complainant, Mr. Duncan SC indicated that he
would be relying on the various °‘pleading’ documents filed by the
Complainant in support of their case. He stated that he proposed to provide a
nutshell overview of the Complainaﬁt’s case for the DC’s appreciation and

understanding of the Complainant’s case.

He placed at the forefront of his argument the need for and the primary
importance of independence in the accounting profession. This professional
independence was the underpinning and fundamental principle that lay behind
the Institute’s Professional Standards 1.200 and 1.203. According to him, the
Standards make it plain that apart from avoiding actual conflict, members
should ensure there was no appearance of conflict so that he/she can carry out
their work with objectivity, integrity and impartiality. The constantly repeated
and refraining theme of the Standards was to highlight the importance and
need for members to be, and to “be seen to be,” independent at all times in

their work. He argued that two principles that can be distilled from all this
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48.

49,

50.

was firstly, the fundamental nature of the obligation and secondly, the

necessity for the appearance of independence.

In addressing the Case against R3, it was argued that as a partner of R1 who

were the auditors of the NCG and it subsidiaries for the relevant period, R3
was, pursuant to section 131(9) of the Companies Ordinance (cap 32), to be
treated as a ‘deemed auditor’ of those companies as well, even if he himself
did not undertake the actual audit engagement. At the same time R3 was a
member of the Executive Committee of the NCG which comprised seven
members. This was the Committee that was entrusted by the board of
directors of NCG to carry out the management functions of the board.
Furthermore, it was said that R1 was paid handsomely for that role played by
R3, a yearly sum of $1.2 million.

During the relevant three year period, there were a total of 96 meetings of the
Executive Committee of which R3 attended 88 of them. The Complainant
acknowledged that R3 did not have a vote at these meetings but it was
contended that R3’s presence was obviously a meaningful one. It was argued
that it is clear that R3 was an authorised signatory to 13 bank accounts of
NCG, and did sign cheques from time to time. This it was contended is
significant, because such authority and signing were important and serious

functions, which were normally reflective of functions of management.

It was argued that R3 had a further dimensional involvement with NCG in
that he had personal financial dealings with their subsidiaries providing
services in the securities and futures markets and margin finance. It was
argued that these activities and involvement of R3 breached the independence
requirements under the Standards and when considered collectively amounted
to professional misconduct, which was the gravamen of the 4™ Complaint.
Alternatively, they amounted to breach of Standard 1.203, dealing with the

importance of maintaining the appearance of independence.

18

23.12.1323;jt:;jt:z:\affinitydm\1000105\1000105_317.doc



51.  As regards the Case against R1, it was argued on behalf of the Complainant
that by its own written Independence Policy R1 acknowledged and exhorted
its members to ensure that their independence was not impaired either in fact
or appearance. R1 was receiving during the relevant period $100,000 a month
for R3’s participation in the Executive Committee of NCG, an audit client of
R1. The Complainant argued that R1 failed to establish adequate review
machinery to ensure its independence was not compromised contrary to

paragraph 3 under Guidelines of the Standard 1.203, which stipulates as

follows:

“Because of the need to guard against loss of independence, a practice
should establish adequate review machinery, including an annual
review, in order to satisfy itself that each engagement can properly be
accepted or it be continued, having regard to the guidance given in the
statement, and to identify situations where independence may be at risk

and where the appropriate safeguards should be applied. ”

52.  Mr. Duncan SC went on to remind the DC that it was part of the
Complainant’s case that R1, as the firm, was liable for the breaches of
standards proved to have been committed by its partners on the principle of
attribution {paragraph 122 of the Complainant’s Case}. He also relied on the
then applicable section 41A of the PAO to reinforce his submission on this
point, which expressly spells out this principle of attribution statutorily.

53.  Turning to the Case against R2, it was the Complainant’s contention that as

the partner responsible for the audit of NCG, R2 had a particular
responsibility to ensure that the independence obligations were complied with |
and adhered to. It is said that she simply failed in her obligations in this regard.
It was argued that R2 had access to the minutes of meetings of the Executive

Committee {EC} which would have shown R3’s regular attendance of these

meetings.
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54.

55.

56.

57.

Further that by reason of her auditing status, R2 should have been aware of

- the $100,000 monthly retainer which accrued to the practice of which she was

a member/partner. When asked by the Chairman whether there was any
document that the Complainant was relying upon to support the contention
that R2 must be aware of the $100,000 retainer, Mr. Duncan SC fairly
conceded that although he was not relying on ahy specific documentation, he
claimed that the debit notes were and would have been part of the records of
NCG and as part of the audit it would have been apparent to R2 that this not
inconsiderable monthly sum was being paid to her firm R1, of which she was

a partner.

The Complainant says that it was therefore incumbent on R2 to enquire into
the relationship of R3 with the NCG and to then make an assessment as to
whether R1 should continue to act as the auditor in the circumstances. This

they say she simply failed to do.
E. SUBMISSIONS ON BEHALF OF R1 AND 2

Mr. Beresford in his submissions identified 8 issues which he believed were
in issue in respect of his clients. As an introduction he made complaint of the
fact that the case of the Complainant as presented at the hearing was different
from the one the IC was investigating. He argued that the Complainant’s case
had ‘mutated’ and that the goal posts have been moved. This was a theme that

Mr. Strachan for R3 also developed in respect of his client.

Mr. Duncan responded to this by arguing that the case of the Complainant has
all along been consistently the same. He explained that it was “in the nature of
the beast” that there may be variations between the matters that the IC
identified in their report and what is contained in the ultimate complaints filed
by the Council for determination by the DC. He emphasised that what this

Committee is concerned with is the complaints as presented to us and the case
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58.

59.

60.

as advanced by the Complainant in support of the complaints and not what is

contained in the IC Report.

We have carefully reviewed the complaints themselves and considered the
arguments submitted to us on this matter and are satisfied that there has been
no material change between the complaints made and the case as advanced by
the Complainant in support of them. We are of the view that the Respondents
have not been placed in any disadvantage in meeting the case pressed against
them by the Complainant and that there has been no “ducking and diving” by

the Complainant in the presentation of their case.
(i) Adequate and Appropriate Steps

This is the first of the issues identified by Mr. Beresford. He pointed out that
the relevant years covered by the complaints were between 12 September
1995 — 7™ December 1998 {the relevant period}. He stated that R2 was
appointed engagement partner of the audit for NCG on 1% July 1996. He
invited the DC to bear in mind that when evaluating the care and attention
which R2 was to be expected to bear in discharging her duties as the
engagement partner that she would be entitled to expect that R3 as a senior

partner would also have appreciated and guarded against risks to his or R1°’s

independence.

He argued that as the engagement partner in 1996, R2 cannot and should not
be expected to undertake a client review of NCG to the same degree of
intensity as a new client review back in 1993. He contended that R2 was
entigled to factor in that R1 had undertaken two previous years of audit
satisfactorily and that NCG had been classified as a “low risk™ client. He drew
our attention to the case of Sharp v Council of the Law Society of Scotland
{1983} SC 129 for the proposition that it would be wrong to hold a junior and
salaried partner liable for the misconduct of a senior partner, where the former

is not in a position to affect the firm’s policy.
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61.

62.

63.

64.

It was submitted that there was no reason to suppose that R2 did not
undertake R1°s continuance procedures that was required of her or to doubt
that she held the honest view it was appropriate for R1 to continue as auditors
of NCG. He argued that there was simply no evidence to support the
allegation that R2 did not undertake adequate and appropriate steps to ensure
her and R1’s compliance with the independence requirements under the

Professional Ethics Statements.

He pointed out that in respect of R2 the Complainant does not allege any
conflicting interest she may have that would detract from her objectivity, as
compared to the case against R1 where the retainer is alleged to be the
conflicting interest. He argues that the retainer was agreed in 1993, and R2
only became a partner in July 1996, and was therefore not a party to the
retainer. He stressed that even it be proved that R2 failed to take some
appropriate or adequate measures so as not to compromise R1’s independence

this would at most go towards supporting the complaint against R1 but not her.
ii. Notice — Actual or Constructive of R3’s connections with NCG

Mr. Beresford argued that the crucial question here was whether R2 had
notice that R3 was undertaking any management functions in NCG. He stated
that the Complainant relies on the minutes of the EC meetings of NCG but
that there was not a single minute which would clearly show that R3 was
carrying out management functions. He drew our attention to Standard 1.203
paragraph 37 {B5/Tab 4/p.11} to emphasise that there was no objection in
principle to a practice providing services to a client additional to audit, the
only prohibition being that they should not be performing management

functions or make management decisions.

He protested that the Complainant introduced a haystack of minutes of the EC
meetings of NCG and expects R2 to have somehow seen the minutes which

note that R3 was an authorized signatory of NCG’s bank accounts. He pointed
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65.

66.

67.

68.

out that for the relevant period there were only 4 minutes which record this —
none in 1995, two in 1996 and two in 1997. He argued that this is simply
insufficient to raise the inference of constructive notice. He complained that
there was no formal minute book of NCG and that the minutes of the EC
produced were unreliable as some of them were unsigned or undated and

some appeared to be awaiting signature.

He submitted that although R1 was aware that R3 was appointed Financial
Advisor to NCG and that R2 was also aware of the appointment and of R1’s
knowledge of it, this did not mean that they knew R3 was participating in
management or even if he was, that R1 and 2 were aware of it. He drew our
attention to Article 103 of NCG’s Articles of Association to highlight the
point that constitutionally neither the Financial or Legal Advisor was allowed

to vote and therefore incapable of making management decisions.

He argued that the word “advisor” normally does not suggest participation in
management. He claimed that the obligation on the Complainant was to
establish what management functions R3 in fact carried out and in respect of
R1 and 2 that they had notice that R3 was doing so. He suggests that the
Complainant has singularly failed to do this. Furthermore he claimed that the
fact R3 was the Financial Advisor did not mean he lacked independence. If

anything it indicated the contrary, as an advisor was usually an independent

person.

He asked the DC to bear in mind that this case was all about ‘appearance’ and
that neither the IC nor the Complainant have said that anyone’s independence

was in fact impaired or compromised.

He contended the fact that R3 was an authorised signatory to NCG’s bank
accounts would appear to be purely ‘ministerial’. The only notice that R1 and
2 would have arguably have had were the 4 minutes for the relevant period.

He argued that there was no evidence that R1 and 2 were aware of R3’s
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69.

70.

71.

personal dealings with subsidiaries of the NCG. Even as regards any alleged
loans that R3 may have had with NCG subsidiaries, he argued that there was
no evidence before the DC that R1 and 2 knew of this at any time. He was
careful to point out that he was not making a positive or affirmative case on
this point but simply highlighting that the Complainant has not adduced
evidence to establish his clients were aware of any of these things. Similarly,
his clients are not in position to dispute if R3 says he had these dealings or

signed some cheques.
ii. Professional Misconduct

Mr. Beresford contended that although this phrase is not defined in the PAO,
it must mean something more serious than just a failure to maintain the
Standards. He traced the history of the PAO since its enactment in 1973 and
argued that the long standing judicial pronouncements indicating that
professional misconduct required an element of moral turpitude still remained
relevant. He contended that the amendments in 1991 to introduce breach of
professional standards in sections 34(1) (a) (vi) of PAO would suggest that it

introduced a lower standard to that in relation to professional misconduct.

He argued that something more than a breach of the Standards was necessary
to bring home the charge of professional misconduct. He also argued that in
addressing this charge the DC should bear in mind whether the person
charged is a junior or senior partner and whether the acts complained of were
done by a more senior partner and/or approved by senior management. If the
evidence only establishes a technical breach, then that was not tantamount to

professional misconduct.

He emphasised that there was no hint by the Complainant that there was any
moral turpitude on the part of R2 in her actions or inactions. Accordingly, he

contended that R2 cannot be found guilty of professional misconduct.
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72.

73.

74.

75.

76.

V. Independence of R1

It was argued that the appointment of R3 as Financial Advisor to NCG did not
or could not appear to be in conflict with the requirement that R1 performed
the audit work objectively and impartially. The very fact that the accounts of
NCG for 1996 and 1997 were qualified with disclaimers by R1 would debunk
any notion that any rational shareholder would consider R1’s independence

was or would appear to be comprbmised.

It was submitted that there was nofhing in the manner that R1 carried out its
duties towards its audit client NCG that could be said to have affected its

objectivity, integrity or independence.
vi.  Retainer

It was argued that by its nature, a retainer is paid for in advance of services to
be rendered and the retainer fee that R1 was paid did not give it any greater
interest in the success or otherwise of NCG than an audit fee would. If
anything the retainer would reflect lesser interest because it was paid

irrespective of the advice given.

Reliance was places on paragraph 37 of Standard 1.203 to support the
argument that R1 was perfectly entitled to provide additional services NCG so
long as it did not involve participation in management or making management
decisions. It was argued that in the circumstances of this case, neither the
retainer nor the acceptance of payment for it could be said to detract from

R1’s objectivity in continuing and carrying out the audit work for the years
1995-1998.

vii.  Attribution of R2 and R3’s conduct to R1

Mr. Beresford contended that this was the most important aspect of the
Complainant’s case against R1. He argued that the Complainant was relying

on section 41A of the PAO to underpin this point. He argued that complaints
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77.

78.

79.

80.

2 and 4 if proved against R2 and 3 cannot be attributed to R1 because the
latter was not charged with professional misconduct. Similarly charge 5 he
argued also cannot be attributed to R1 because the allegation there against R3
was of participation in management of NCG which was not what was alleged
against R1, namely to conduct itself to be free of interests that may detract

from its objectivity.

He argued that only the conduct of R2, if found to be established in respect of
charge 3, could be arguably attributed to R1 but not charge 2. He claimed that
nothing found against R3 could be attributed to R1 as they relate to

completely distinct and different matters.

It was argued that the appointment of R3 as Financial Advisor was not kept a
secret. It was disclosed in the annual accounts and was recorded in the
minutes of the EC meeting of NCG as well as in the minutes of the meeting 0f
the management committee of R1. There was therefore nothing which would
alert R1 that its independence may or would be compromised or appear so in

either agreeing to or continuing with the appointment.
viii. Review Machinery

It was argued that three was no suggestion that R1 had not carried out an
annual review. Reliance was placed on R1’s procedures and policies to argue
that the presumption of regularity would suggest that such procedures and
policies were in fact followed. It was submitted that the Complainant’s
argument that there was a positive duty to comply with the Statement does not
take the matter further because there was no absolute duty but only a duty to

take reasonable steps to ensure compliance with the Standards.

It was said that the Statements do not have the force of law imposing absolute
obligations. This, it was argued, was wrong and that the Statements provide
basic advice expressed in broad and general terms. The argument ran that

paragraph 16 of Statement 1.200 makes it clear that failure to follow the
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guidelines in the Statements does not of itself constitute misconduct, but that

the member is at risk of having to explain his actions in answer to a complaint.

81. It was argued that the Statements involve an evaluation and Mr. Beresford
invited the DC to make allowances for the reasonable disagreement as to what
was done by his clients as compared to what ought to have been done.
Accordingly, the fact that someone would have done things differently does
not mean that the way his clients conducted themselves was not in line with
the Statements. He further argued that DC had to be satisfied which of the
specific allegations made by the Complainant have been made out to the

requisite standard.

82. He pointed out that the Complainant has put its case against R1 on several
basis (a) taking and keeping a retainer (b) not establishing adequate review
machinery (c) attribution due to breach by R1 and/or R2. He argued that we
had to be satisfied which in particular, if any, of these allegations has been
made out against R1. Similarly in relation to R2 he argued that the allegations
against her had also to be specifically identified before she could be found
guilty of any charge. He invited the DC to find that the allegations against his
clients have simply not been made out and asked us to dismiss the complaints

against R1 and 2.

SUBMISSIONS OF R3

83.  Mr. Strachan provided a ‘road map’ of the 5 issues {apart from the delay issue}
that he believed were relevant to his client’s case. In his introductory remarks
he pointed out that although charge 4 makes reference to 4 Statements,
namely 1.200, 1.203, 1.209D and 1.303, he argued that only the first two were
really relevant insofar as the complaint bites R3 at all. He argued that
Statements 1.209D dealing with directors and 1.303 touching on de facto

director were not relevant because, according to him, the Complainant had
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made a concession in respect of them in paragraph 125(a) and (b) respectively

of the Complainant’s Case.

84. He also highlighted that as the Complainant’s case against all the
Respondents was premised on the basis of ‘appearance’ of lack of
independence rather than actual lack of independence, he argued that the test
to be adopted should be; whether a reasonable observer seized of all the facts
would consider the interest to likely affect the objectivity of the practice

relying on paragraph 52 of Statement 1.203.
i Application of independence requirements of the Statements to R3

85.  Mr. Strachan’s primary point was that the Statements in terms of their
independence requirements are principally directed towards the person(s)
actually undertaking the audit work and have no application to a member of
the practice who is not undertaking the work. His contention was that the
Statements all refer to the practice or the person actually undertaking the audit
work. He says that the Statements are conspicuously silent as to whether they
apply to other persons in the firm who are not undertaking the audit
engagement. He argued that there were other paragraphs such as paragraphs
14, 17 and 18 of Statement 1.203 which impact on members of the practice
who are not undertaking the actual work. As he colourfully put it, the
Statements do not impact on the ‘man down the corridor’ from the person

undertaking the audit engagement.

86. It was argued that the Complainant’s case against R3 on the basis that he was
a deemed auditor under section 131(9) of the Companies Ordinance (cap 32)
was irrelevant because it does not have the effect of attributing professional
standards to the partners of an auditing firm. His point was that who the
Statements apply to was to be gleaned from the Statements themselves and

not from this section which is a statutory regime designed to state the legal
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87.

38.

89.

90.

position when a practice is appointed as auditor of an entity, making all the

partners deemed auditors, as the practice has no legal personality.

He argued that section 131(9) was only concerned with the partners of an
audit firm, whereas the Statements apply to all members of the accounting

profession, whether they are partners or not.

He also protested that the Complainant appears to have resiled from the
concession made in paragraph 125 of its primary case that it was not pursuing
the allegations of R3 being a director or de facto director. As he put it,
Statement 1.209D and 1.303 are simply not applicable to R3 as he was not a
director of NCG during the relevant period.

He further argued that there was an internal inconsistency in the
Complainant’s case because if the Complainant still asserts that R3 was a
director of some kind, then this was inconsistent with the Complainant’s case
that R3 was a deemed auditor. The thrust of his argument here was that if R3
was a director or officer of NCG, then he would not be eligible to be
appointed as an auditor under section 131(9). He described this as a nice
legalistic point but one that throws the Complainant’s case off the rails and

that the inconsistency causes the Complainant’s case to fall apart at this

fundamental level.

ii. R3 as Financial Advisor - is it performing management functions?

It was argued R3 was Financial Advisor to the EC and not a member of it. He
could not vote or be counted for the purposes of quorum. At most, he could
attend and have notice of the meetings of EC. Constitutionally his role was
circumscribed. He pointed to 6 factors which he claimed showed that R3 was
not undertaking management functions or participating in management

decisions:
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91.

92.

(a) NCQG already had a Finance Director who exercised true executive and

management power. R3 was only an advisor;

(b)  the Annual Reports of NCG consistently stated that the EC comprised

of 5 members and a Financial Advisor and Legal Advisor;

(c) the minutes of EC meetings for the relevant years 1995-1998
consistently record the members of EC as ‘present’ and the two
advisors as ‘in attendance’ mirroring the distinction which was

contained in Article 103 of NCG’s articles of association;
(d) R3 only gave advice when sought and did not offer unsolicited advice;

(¢)  R3 did not have his own office, secretary or any other administrative

support at NCG;
(f)  Complainant appears to accept R3 was not a de facto director.

He further points out that there was no attempt to keep R3’s role as a secret.
He suggests the fact that this appointment and role was in the public domain
militates against there being any impropriety on his part. According to Mr.
Strachan, R3’s role was that of a ‘trusted external advisor’ rather than

someone actively engaged in the management of NCG’s affairs.
ili.  Signatory to bank accounts — performing management functions?

The submission here was that although cheque signing would prima facie
suggest performing management functions, he invited the DC to apply the test
of a reasonable observer seized of all the facts to consider whether R3’s

objectivity was or would appear to be compromised by his having such

authority.
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93.

94.

9s.

96.

He highlighted the following matters for the DC’s attention:

(a)  all the cheques signed by R3 involved payments approved by NCG —

R3 neither initiated nor approved such payments;

(b) R3’s signing was limited as a backup after NCG management had
approved the payment(s) and was only done when there were no two

authorised signatories available;

(c)  there were safeguards and R3 did not keep the cheque books and there
was backup documentation to support such payments. R3 was not able

to requisition a cheque to be issued;
(d)  R3signed less than 10 times over the three relevant years.

Mr. Strachan invited the DC to err in favour of R3 in drawing any inferences.
He argued that no reasonable observer would form the view that there was
any appearance of R3’s objectivity or independence being compromised
because he had cheque signing authority. It did not encroach on management

functions he submitted.
iv.  R3’s Personal Financial Dealings with NCG’s subsidiaries

He argued that the issue on this complaint had narrowed down to the
applicability of paragraphs 32 and 33 of Statement 1.203. The submission
here was that R3’s dealings with the subsidiaries came within the exception of

‘or similar financial institution’ and therefore were not proscribed.

Mr. Strachan emphasised that although R3 accepts he had personal accounts
with the NCG subsidiaries of finance, securities and futures, he denies having
any account with NCG Capital at anytime. It was contended that R3 was
unaware of why cheques he had written in favour of those entities with whom

he had accounts was entered into the books of NCG Capital. He also argued
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97.

98.

99.

100.

that at no time was there any indebtedness by R3 because his account was

always in credit.

Our attention was drawn to paragraphs 95-100 of R3’s submissions to distill

the following matters:
@) the accounts involved deposit and not loans from NCG Capital;

(i1)  funded by cheques signed by R3 and drawn in favour of NC Securities
or NC Futures. No evidence to suggest that R3 was aware or approved

the entries of these deposits into NCG Capital’s account;

(iii) monies deposited by or behalf of a company for whom R3 was the

nominee and not for R3 personally.

It was finally contended that these dealings were with entities that were
statutorily regulated by the Securities and Futures Commission, and therefore
the question of the appearance of independence being compromised did not

arise in the circumstances.
V. Professional Misconduct

The central argument here by Mr. Strachan was that in order for the
Complainant to bring home this charge against his client, there had to be
something more than just an infringement of the Statements. His argument
was that this would require a serious breach of the professional standards such
that the consensus view within the accountancy profession would agree that it
amounted to misconduct. He relied as the touchstone of this test the decision
of the Court of Final Appeal in the case of Medical Council of Hong Kong v
Helen Chan {2010}3 HKCFAR 248.

He further pointed out that the PAO itself draws a distinction between breach
of a Statement and professional misconduct by enacting two distinct

provisions in sections 34(i) (a) (vi) and (viii) respectively.
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101. He also prayed in aid paragraph 16 of Statement 1.200 in support of his
contention that not every breach of the Statements /guidelines constituted
professional misconduct. He argued that if all the allegations pressed against
R3 are looked at in their totality, and even assuming these allegations are
established, they do not amount to professional misconduct as they are not
flagrant breaches of the Statements. He pointed out that there was simply no
suggestion that the independence of the audit itself was compromised — the

only issue was whether there is any appearance that it was or may have been.
REPLY SUBMISSIONS ON BEHALF OF THE COMPLAINANT

102. Mr. Duncan SC emphasised that the Complainant’s case on attribution against
R1 was not just based on R2’s actions or inactions but also R3. He drew our
attention to paragraph 122 of the Complainant’s case and to paragraphs 22-26
of the Complainant’s Reply Submissions to R1 and 2’s Submissions. He
pointed out that the common thread running through charges 1, 3 and 5 is a
failure to carry out conduct in a way seen to be free of interests which might

detract from objectivity. This he underlined was the recurrent theme.

103. He argued that section 41A of PAO specifically deals with attribution and
makes crystal clear that attribution is possible from the conduct of the partners

to the firm R1, from a statutory perspective.

104. Mr. Duncan SC went to pains to point out that there was no concession made
by the Complainant as regards Statements 1.290D and 1.303 relating to de
facto director‘and directors. He argued that the Complainant was simply not
pursuing those allegations against R3 and that they were not advancing any

specific allegation in respect of those matters.

105. He argued that under section 34(1) of PAO the obligation under the
Statements was absolute and there was no need to prove any negligence. He
submitted that a failure was a failure and no further extrapolation was

required on that score. In relation to R2 he argued that she was aware that R3
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was the Financial Advisor to the NCG and from the minutes of the EC
meetings she would be aware that he attended a vast majority of the meetings.
Further, she would also be aware of the ‘handsome’ amount that R1 was
being paid every month for the services of R3 to NCG. It was contended that
these were two red flags that should have alerted R2 to bring the audit

engagement to en end.

106. Inresponse to the complaint by Mr. Beresford that the Complainant has failed
to make clear what exactly was it that R2 failed to do, he submitted that this
had been abundantly made clear in the Complainant’s case and drew our
attention to paragraphs 114-117 of the Complainant’s case. In essence it was
argued that the duty on R2 was to bring to an end R1’s engagement as auditor.
He argued that it was her obligation to be satisfied that it was appropriate for
R1 to continue with the engagement and that R1 was in compliance with the

independence requirements. It was said that she simply failed to do so.

107.  He took issue with the Respondents contention that the approach to the issue
of appearance of lack of independence was to apply the test from the
perspective of a person sgized of all the facts. He argued that the Institute’s
emphasis in the Statements of ‘appearance’ underscores the position that the
person may not be seized of all the facts but it is the appearance that is

fundamental.

108. He argued that the Respondents contention that a degree of moral turpitude is
required before a person can be found guilty of professional misconduct was
an unwarranted and unjustified embellishment and not what the PAO suggests
needs to be established in relation to this particular provision of sections 34(1)
(a) (viii). He contended that what is professional misconduct was fact

sensitive and was ultimately a matter for the DC.
109. He pointed out that there was a separate offence of dishonourable conduct

under section 34(1)(a)(x) which raises issues of moral turpitude, unlike the
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other offences in that section. Mr. Duncan stressed that the Statements
represented the consensus of the accountancy profession which are issued

under a formal procedure pursuant to section 18 of PAO.

110. He acknowledged the import of paragraph 16 of Statement 1.200 but
emphasised that whether a breach of the professional standards promulgated
in the Statements amounted to professional misconduct would depend on the
conduct involved and the Statement concerned. He pointed out that in the
present case the DC is concerned with the most fundamental principle that
permeated the Statements — independence and/or the appearance of it not

being compromised.

111. In reply to Mr. Strachan’s submissions that the Statements do not apply to
someone in the position of R3 since he was not engaged in the audit work, he
contended that this was too restrictive an approach to the thrust and import of
the Statements. He emphasised that the Statements were not exhaustive in

their application.

112.  As to the deemed auditor point Mr. Duncan SC pointed out that there was no
inconsistency in the Complainant’s case on this score. He pointed out that the
real issue here was that R3 should not have conducted himself in the manner
that he did when R1, of which he was a senior partner, was undertaking the
audit work. His high point was that R3 having these personal dealings given
his position within NCG and within R1 are what causes the gravest concerns

about the appearance of independence.

DETERMINATION

113.  We have carefully considered the detailed written and comprehensive oral
submissions made to us by all the parties dealing with the issues that required
our determination. We would like to state at the outset that we have attempted

to set out above the salient aspects of the arguments addressed to us. We have
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not set out each and every argument advanced by the parties, and this is with

no disrespect to Counsel who went out of their way to assist us in our task.

114. We have taken on board the importance of all that has been drawn to our
attention in terms of the relevant case-law, documentation and the statutory
provisions germane to the matters before us. The fact that we have not set out
in detail all of what has been addréssed to us does not mean we have not
considered or taken them into account in arriving at our decision or
considered them irrelevant. We have set out the salient points in the interest

of the need to balance the length of our determination and its comprehension.

115. We would also like to point out that we have carefully considered the matters
contained in the IC Report and have done so purely from the basis of
providing the DC with the historical background of dates and events to show
how this matter has come to be before this DC. We have ignored any views
formed by the IC in relation to any of these Respondents and have been

- careful to keep the IC’s opinions on various matters in respect of the
Respondents out of our consideration. We are fully aware that it is our views
and conclusions on the evidence placed before us that is important, and not

the views or conclusions of the IC.

116. Although the factual background to the subject matter of the complaints in
respect of the Respondents have a common theme, we have approached the
charges against each of the Respondents on the basis of examining closely the

evidence and law in relation to each of them separately and individually.

117. We have borne in mind and reminded ourselves that the onus is on the
Complainant to establish the charges against each of the Respondents to the
requisite standard of proof, which is a higher standard than the civil standard
of on the balance of probabilities and just short of the criminal standard of
proof beyond reasonable doubt. We fully appreciate and are aware of the fact

that there is no burden on any of the Respondents to prove their innocence.
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118.  We accept that on the evidence there is no question that the independence of
any of the Respondents has been impaired or compromised in fact. It is
common ground that complaints against the Respondents are premised on the

“appearance” of independence being impaired and we approach the

complaints on that basis only.

119. We remind ourselves of some of the importaht principles promulgated by the
Institute by way of Statements to provide guidance to the whole of the
accountancy profession. We recognise that the Statements are not exhaustive
and do require the members to exercise their common sense and judgment to
ensure compliance with and adherence to the precepts set out there. We set

out below some of the salient precepts identified in the Statements:
Statement 1.200

FUNDAMENTAL PRINCIPLES

1. In accepting or continuing a professional assignment or occupation a
member should always have regard for any factors which might reflect
adversely upon his integrity and objectivity in relation to that

assignment or occupation.

3. A member should follow the ethical guidelines of the Society and in
circumstances not provided for by that guidance should conduct
himself in a manner consistent with the good reputation of the

profession and the Society.
Form of Guidance

9. The Fundamental principles are drawn by the duties owed by members
of the profession, whether in practice or not. They are framed in broad

and general terms and constitute basic advice on professional conduct.
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10. They set out the overriding requirement that, as a professional man, a
member must at all times perform his work objectively and impartialZy
and free from influence by any consideration which might appear to be
in conflict with this requirement. The Fundamental Principles also
define a member’s duties to the community. These comprise his duties
to the public including those with whom he has a client relationship or,
in the case of an employed member his duties to those for whom he
carries out professional work, as well as his duties to the Society,
representing the profession as a whole, and to fellow members of the

profession.

11. The Statements provide more detailed information as to what is
expected of a member in certain circumstances. The fact that the
Fundamental Principles are of primary importance must not, however,
be lost sight of, and conduct which can properly be said to be contrary
to any one of them may expose a member to a complaint of misconduct,
even though his act or omission does not fall specifically within the

circumstances provided for by the Statements.

14. Of the first of these areas it cannot too often be emphasized that
professional independence is a concept fundamental fo the
accountancy profession. It follows that where a member has any

reasonable doubt as to the propriety of his accepting instructions, he

should not act.
Failure to follow the guidance

16. Failure to follow the guidance given by the Statements does not of
itself constitute misconduct, but means that the member concerned may

be at risk of having to justify his actions in answer to a complaint.

38

23.12.1323:jt;jt:z:\affinitydm\1000105\1000105_317.doc



Enforcement of ethical standards

24. As misconduct cannot be defined generally but has to be determined in
each individual case by the Disciplinary Committee, it follows that the
Council cannot promulgate mandatory instructions where the mere
breach of which amounts to misconduct. Nor can the Council say that
in any given set of circumstances a member will or will not be guilty of
misconduct. What the Council may do is advise that certain conduct

may expose a member to the risk of disciplinary action.

Statement 1.203
Professional Ethics

Integrity, Objectivity and Independence

The Statement

1. Professional independence is a concept fundamental to the
accountancy profession. It is essentially an attitude of mind

characterized by integrity and an objective approach to professional

work.

2. A member in public practice should be, and be seen to be, free in each
professional assignment he undertakes of any interest which might
detract from objéctivity. The fact that this is self-evident in the
exercise of the reporting function must not obscure its relevance in

respect of other professional work.
Audit and other financial reporting functions

Review procedures
3. Because of the need to guard against loss of independence a practice
should establish adequate review machinery, including an annual
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review, in order to satisfy itself that each engagement may properly be
accepted or be continued having regard to the guidance given in this
Statement, and to identify situations where independence may be at

risk, and where the appropriate safeguards should be applied.

Personal relationships

12. Close personal or business relationships can affect objectivity. There
is a particular need, therefore, for a practice to ensure that its
objective approach to any assignment is not endangered as a
consequence of any such relationship. By way of example, problems
may arise where the same partner or senior staff member works for a
number of years on the same audit or where anyone in the practice has
a mutual business interest, close friendship or relationship by blood or
marriage with an officer or employee of a client or has an interest in a
joint venture with a client or where the work is being done for a

company dominated by one individual.
Financial involvement with or in the affairs of clients

14. Financial involvement with a client may affect or is likely to be seen as
affecting objectivity. Such involvement can arise in a number of ways
of which a shareholding in a company upon which the practice is
retained to report is a typical example. However, the above is not
intended to preclude a beneficial holding in an authorized unit or a
listed investment trust which holds shares in a client company, except'
where the unit or investment trust is itself a client on which the

practice reports.
Loans

30. Objectivity may be threatened or appear to be threatened by a loan to

or from an audit client.
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31. A practice or anyone closely connected with it should not, either

directly or indirectly or, by way of a trust or other intermediary:
a. make a loan to or guarantee borrowings by an audit client;
b. accept a loan from such a client; or

¢. have borrowings or other obligations guaranteed by such a

client.

32. This advice does not normally apply to any account in credit with a

client bank or similar financial situation.
Provision of other services to audit clients

36. There are occasions where objectivity may be threatened or appear to
be threatened by the provision to an audit client of services other than

the audit.

37. There is no objection in principle to a practice providing to a client
services additional to the audit. However, care must be taken not to

perform management functions or to make management decisions.

Conflicts of Interest Conflicts between a practice’s interests and

those of its client

51. A practice should not accept or continue an engagement in which there

is or is likely to be a significant conflict of interest between the practice

and its clients.

52. Whether a significant conflict of interest exists will depend on all the
circumstances of the case. The rest is whether a reasonable observer,
seized with all the facts, would consider the interest as likely to affect
the objectivity of the practice. However, any material financial gain

which accrues or is likely to accrue to the practice as a result of the
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engagement, otherwise than in the form of fees or other reward from
the client for its services, or commission, etc. properly earned and
declared under the services, or commission, etc. properly earned and
declared under the terms of paragraph 53 below, will always amount

to a significant conflict of interests.

COMPLAINT 1 - AGAINST R1

120. The thrust of the complaint against R1 is that it failed to be or conduct itself in
a way seen to be free of interests which might detract from its objectivity in
accepting or continuing the professional work it undertook with the audit of
the NCG or its subsidiaries for the relevant three years. Independence and the
appearance of independence being the cornerstone of the accountancy
profession, it was incumbent for R1 to have in place both an adequate and
sufficient review machinery including an annual review to ensure that they
can accept and/or continue the professional engagement which would not

detract from their independence or impair the appearance of independence.

121. It is clear that the NCG was seen as a potentially major client. This was
recognised by the minutes of the Management Committee meeting of R1 on

23" February 1993 where it was recorded:

“8. Major Client Development

c) New China Hong Kong — AW reported that E&Y was appointed
financial advisor as well as auditor and the company will be listed in

twelve to eighteen months. SC is the engagement partner” {B6: Tab
3:p32}

122. The reference to AW is a reference to R3. Although no mention is made to the
fact that R1 was to be paid a monthly retainer of $100,000 it would appear not

in issue that R1 was aware of the fact and the amount of the retainer, which is
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not an insignificant sum more than twenty years ago back in 1993. There is no
evidence before us as to whether, if at all, any review was undertaken by R1
of this dual appointment or what the result of any annual review was from the

time of these appointments to the end of the relevant period in 1998.

123.  We would observe that despite R1 being told to retain all records in relation to
the NCG audit in July 2003 by the Institute not a single working paper, or
annual review documentation for the relevant years was made available to us.
For an internationally reputed accountancy practice with its own Policies and
Procedure rules to have not kept any of these basic working records of an

audit client we find both surprising and to put it mildly, rather disturbing.

124.  We were told that R1 had a document destruction policy of 6 years so that the
records of 1993 and 1994 were no longer available. However no explanation
has been offered as to why there are completely no records for the remaining
years of audit, bearing in mind R1 as the auditors of NCG would be aware
that their client went into liquidation in January 1999, and it must be obvious
to the management of R1 that the working papers of the audit, declarations of
interest of the partners and annual review papers would all be relevant and

necessary documentation in the liquidation process which was to follow.

125. We recognise and accept that paragraph 37 of Statement 1.203 permits a
practice to provide services in addition to audit to a client with the brohibition
against performing management functions or making management decisions.
In our view, paragraph 36 of the same Statement perhaps provides the
important and salutary reminder of the fundamental importance of being seen

to be independent in the provision of services additional to audit.

126. Looking at the matter as a whole and from the perspective of an independent,
reasonable and rational observer, the overwhelming impression and
conclusion we are driven to is that R1 failed to fully and properly address its

mind to the independence requirements and principles which underline the
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Statements and weighing it in the balance against the securing of a major and

lucrative client account.

127.  We note Mr. Beresford’s argument as to how could anyone consider that R1’s
independence may be impaired having regard to the fact that for audited
accounts for the years 1996 and 1997 R1 had recorded disclaimers in the

accounts contained in the NCG Annual Reports.

- 128.  'We however would observe that these two disclaimers were issued just over
2-3 months before NCG went into liquidation on 25™ January 1999. The 1996
accounts were disclaimed on 8™ October 1998 and the 1997 accounts on 7™
November 1998. In our view the appearance of independence is to be viewed
not from the context of any one specific event but from the perspective of the

appearance of independence throughout the relevant period.

129. Having carefully reviewed all the evidence placed before us and giving due
| regards to the submissions of the parties, we are satisfied that R1 failed or
neglected to observe, maintain or otherwise apply the professional standard
required of them under Statement 1.203. We are satisfied that R1 failed to

have any or any adequate review machinery which would have alerted it to

the risk of the appearance of its independence being impaired.

130. We are satisfied that the 1* complaint has been established to the requisite
standard of proof against R1 and accordingly find R1 guilty of the same.

COMPLAINT 2- AGAINST R2

131. The complaint here is of professional misconduct against R2. We have
carefully reviewed the evidence against her in respect of this complaint and
reviewed the submissions made both on her behalf and by the Complainant.
We have come to the unanimous view that this Complaint has not been made

out against R2. We therefore dismiss this Complaint.

44

23.12.1323:jt:jt:z\aftinitydm\1000105\1000105_317.doc



COMPLAINT 3 — AGAINST R2 {alternative to 2 above}

132.  The nub of the complaint here is that after she took over as the engaging
partner of the audit of NCG and its subsidiaries she fell short of the
professional standards requiring her to undertake her work in such a way that

she was free of interest(s) that may appear to impair her objectivity.

133. It has been urged upon us that as a junior partner in 1996, R2 was entitled to
assume that R3, as a senior partner would have taken steps to guard against
any risks to either his or RI’s independence obligations. The implicit
suggestion being that since senior management of R1 had approved the
retainer back in 1993, that therefore R2 could safely assume or proceed on the

basis that there was nothing wrong with R1 being both financial advisor and

auditor.

134. In our view, such an argument if allowed to gain currency and be given
validity, would entitle a member of the accountancy profession to abdicate his
or her independeﬁce obligations by claiming that they relied on the fact that
others senior to them thought there was nothing improper so they could
assume that it was permissible. In our view such a contention would in effect
drive a horse and carriage through the fundamental principles of
independence that are the foundation of the Statements issued by the Institute
and will become the thin edge of the wedge that undermine the foundation

platform from which the Standards are promulgated.

135. As we see it, it is precisely because R2 was coming into the engagementrfresh,
the greater was the obligation on her to ensure that she was satisfied upon a
proper review and careful examination of all the surrounding facts that it
would be proper for R1 to continue carrying out the dual engagements. This
was an obligation that was expected of her by the standards of the
accountancy profession. Abdicating one’s personal obligations on the basis of

an expectation that someone else must have done the necessary checks may

45

23.12.1323;jt:jt:z:\affinitydm\1000105\1000105_317.doc



provide a mitigation factor but does not absolve the individual from

compliance with the Standards.

136. We take note that there is no evidence before us that R2 was aware of the fact
that R3 had personal dealings with NCG’s subsidiaries or that he actually
signed any cheques on behalf of NCG during the relevant years of 1995-1998.
We would have expected R2 should be aware of the fact that R3 was signing
cheques for NCG from the 4 minutes during the relevant years of 1995-1998

if she was undertaking the audit engagement with due and proper diligence.

137. We were told that there were no records available as to whether R3 had or had
not declared his interests in the NCG subsidiaries with R1 or R2. We have
already expressed our surprise of this state of affairs in paragraphs 123-4
above. We have therefore taken no account of the evidence of the personal
dealings of R3 when addressing the case in respect of R2. For the avoidance
of doubt, we would like to emphasise that we have also ignored R3’s personal

dealings when we were considering the case against R1.

138. We were told that R2 was aware that R3 was a member of the EC of the NCG
and that she was als.o aware of the monthly retainer that was paid to R1 by the
audit client. It was suggested on behalf of R2 that there was no evidence that
she was aware as to the actual amount of the retainer. We would only observe
that it would be surprising if she was not actually aware of the amount of that
retainer particularly if she was the newly appointed engaging partner in audit
and if she was carrying out proper due diligence and properly discharging her

duties in compliance with the Standards.

139. For the purposes of our decision we however do not believe it is important
whether she knew of the exact amount of the retainer and we make no
findings on that matter. What is more germane is that she was aware of the

dual roles played by R1 vis-a-vis the audit client and that R3 was member of
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the EC of the client and should have been aware that R3 was authorized to

sign cheques on behalf of the audit client.

140. We were told that R3 had apparently attended about 167 out of the 199 EC
meetings between 1993 and the time NCG went into liquidation representing
over 80% attendance of these meetings. Even for the period since R2 was
made the engagement partner between July 1996-1998, the minutes of the EC
reveal that R3 attended a vast majority of such meetings {B2/280 -401}.

141. In our view, if R2 was being faithful to her obligations under the Standards
and was keeping alert to the independence requirements of both herself and
R1, she would and should have realised that given the role R3 was playing in
the audit client, that if R1 continued with its dual capacity relationship with
the audit client there was a risk that the appearance of independence principle
may be impaired or compromised' and taken steps to relinquish either one of
the roles. It was incumbent on her to bring the audit engagement to an end or
at the very least bring the potential risk to the appearance of independence to

the attention of the management of R1.

142.  In our view, the fact that the previous engagement partner of R1 may not have
thought that there was or may not be any risk of the appearance of
independence being impaired did not and should not have given her any
comfort so as to absolve her from taking steps to ensure and satisfy for herself
that there was no risk of the appearance of independence being compromised.
This is a point that sounds more in mitigation rather than provides the

platform for a defence to the complaint.

143. Tt is clear that she did not appear to have taken any steps to either terminate
the audit engagement or raise the issue with the management of R1. In our
view, her failure to do so amounted to a breach by her of observing,
maintaining or otherwise applying a professional standard in breach of section

34(1) (a) (vi). We are satisfied that on a careful examination of all the
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evidence the 3™ Complaint laid against her has been made out to the requisite

standard of proof. We accordingly find her guilty of the 3™ Complaint.
COMPLAINT 4 ~AGAINST R3

144. The thrust of the complaint here is that R3 is guilty of professional
misconduct by reason of his failure to observe the independence requirements
of the Standards by participating in the management of or otherwise having an
involvement with NCG and its subsidiaries. It is averred that all this was
whilst R3 was a senior partner of R1 who were the auditors of NCG and
whilst R3 himself was a deemed auditor under section 131(9) of the

Companies Ordinance (cap 32).

145. In his submissions to us Mr. Strachan sought to place a distance between the
EC of NCG and the role of R3 vis-a vis the Group. He argued that R3 was
really just the Financial Advisor to EC of NCG and to describe him as a
member of the EC was not illuminative but rather confusing. In our view
there can be little doubt that R3 was a member of the EC of NCG and this is
spoken clearly to by the very minutes of NCG dated 18" February 1993
recording the appoihtment of the members of the EC where the seven
members of the EC are named and their respective positions demarcated. R3

was denominated as the Financial Advisor {B2/98}.

146. We also note that R3 himself sought to distance himself in terms of his
appointment as Financial Advisor of NCG when in his affirmation filed on 4

December 2002 he asserted as follows {B1/39}:

8. “It is important to understand both the basis and the context of my
appointment as Financial Advisor. I carried out the vast majority of
my work for NCHK Group {NCG} prior to and just after it was set up.
1 did this in my capacity as a partner of E&Y. For example, during
1992 1 hdd numerous meetings with Ministers in the PRC and spent

considerable time assisting with the fundraising. Indeed in the early

48

23.12.1323:jt:jt:z:\affinitydm\1000105\1000105_317.doc



days, in 1992, I was spending up to three to four days a week in
Beijing. Ultimately, 3500 million was raised for the launch of NCHK
Group.

9. Neither I nor E&Y was paid an upfront fee for this work (which would
have been enﬁ'rely reasonable). Rather, it was agreed that E&Y would
be paid a retainer of HK3100,000 per month going forward for me to
act as “Financial Advisor.” This sum largely reflected the work that I
had carried out (as a partner of E&Y) prior to the launch of NCHK
Group. Once the initial fundraising had been completed and the
company was set up and running (by mid-1993), however, my
involvement with NCHK Group was significantly reduced” {our

emphasis}.

147.  'We would only observe that the passage emphasised above does not sit well
and appears to be contradicted by the reality as reflected by the minutes of the
meetings of the EC of NCG and the number of meetings that R3 was recorded

as attending as set out in paragraph 140 above.

148. 'We note that the details of Complaint 4 against R3 are premised on a dual
basis — that he participated in the management of NCG and/or that he
otherwise had involvement with NCG and its subsidiaries in breach of the

independence requirements under the Statements.

149. We have very carefully examined the evidence that could be said to establish
R3 was participating in management of NCG. We have reminded ourselves
that the onus is not on R3 to satisfy us that he did not participate in
management. He was clearly a ‘trusted external advisor’ of NCG, to quote his
counsel. The fact that he is an authorised signatory to 13 bank accounts of
NCG for the relevant years of 1995-1998 would prima facie raise the
suspicion that he was exercising management functions, as cheque signing

would usually be considered to be a function of management.
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150. This is something that could not be lost on R3 as the Policies and Procedures
Release issued by R1 in July 1997 entitled Independence — Consulting and
Other Additional Services to Audit Clients under ‘Certain activities of the

firm’ states
151. “The following restrictions apply to activities of the firm:

1. Acting as management — In performing management consulting services
or other advisory work for attest clients, care should be taken to assure
that the firm is functioning only in an advisory role and not acting in the
role of management —as would be the case if the firm had custody of assets
or exercised authority on behalf of the client (by, for example, signing
checks, making policy decisions or negotiating on behalf of the client.” -

our emphasis {B5/Tab 6:51}

152. Although he is recorded as having attended a preponderance of the EC
meetings of NCG there is nothing that can be gleaned from the details of the
minutes themselves which would clearly indicate that he undertook
management functions at any of these meetings. In our view there is a high
index of suspicion that given R3’s own admitted close involvement with the
initial promoters of the Group, his considerable efforts to get the Group
funded and what would appear to be his close relationship with the Chairman
that R3 may have been participating in the management of NCG. This is an
extremely serious charge to make against an accountancy professional and
therefore requires clear, cogent and compelling evidence to bring home the

charge.

153. However on closer analysis, we are of the view that taken at its highest this
remains just that — suspicion. In our view even if one piles suspicion upon
suspicion it does not elevate itself to become proof of the fact that the
Complainant needs to establish of actual participation by R3 in the

management of NCG. We have come to firm view that the Complainant has
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not established to our satisfaction that R3 was participating in the

management of NCG.

154. We turn next to examine the question of whether R3 was otherwise having an
involvement with NCG and its subsidiaries that would appear to an objective
third party observer to compromise the independence standards demanded of
someone in R3’s position given his relationship with R1 as a senior partner
and with NCG as well as its subsidiaries such that it amounted to professional

misconduct.

155. The fact that R3 had involvement with at least two and possibly three
subsidiaries of NCG is not a matter of dispute. It is .common ground that he
had dealings with the securities and finance subsidiaries of NCG. He denies
that he had any dealings with NCG Capital or being aware that he had an
account with Capital. According to R3’s affirmation filed on 4™ December
2002 “having checked my personal records again I can find no record of
having had an account with NCHK Capital (neither can I find any account
statements, nor transaction advices therefrom. I stand by my previous
statement that I have no recollection of either having had such an account or
having had any personal direct dealings with that entity. ” {B/1 43
paragraph 23(i)}

156. We however note that there are several letters addressed to R3 by NCG
Capital whereby R3 signed acknowledging withdrawals from his account with
NCG Capital and making payments to his personal account or to named third
parties pursuant to R3’s instructions. The sums ir\lvolved were relatively large
and sometimes running into several millions of dollars {B/4: pp 820, 831,
850, 854, 912, 999}. There is also a letter dated 31% March 1995 from NCG
Capital addressed to R3 enclosing two cheques totaling $6,894,941.48
payable to him in “repayment of your loan plus accrued interest.” —our
emphasis{B4/1000} The letter contains R3’s signature indicating “accepted
and agreed.” {B4/Tab 2e: 4}
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157. We also note that there are a total of 10 cheques issued by NCG Capital in
favour of R3 personally covering the period March 1994 to August 1995, the
smallest sum being $300,000 and the largest amount $5,809,216.99. Of the

remaining eight cheques, all save two, were between $1-3 million each.

158. Furthermore, we were told that R3 was a nominee direc;tor and signatory of a
company called Galvanic Limited. We note that there are three letters issued
by NCG Capital to Galvanic Limited acknowledged by R3 of the withdrawals
from Galvanic’s account with NCG Capital. The corresponding cheques are
drawn on NCG Capital’s account and made payable to third parties, including
one cheque to R3 himself in the sum of $300,000. {B4/988, 991 and 998}

159. We also note that on 15™ March 1994, Galvanic made a loan to NCG Capital
of $11 million and the loan agreement is signed on behalf of Galvanic by R3
{B4/984-5} and a letter of the same date from Galvanic to NCG Capital and
signed by R3 informing NCG Capital that R3 was the authorized agent of
Galvanic for the purposes of depositing and withdrawing funds on its behalf
{B4/986} .

160. Against that backdrop of written communications between NCG Capital and
R3 or companies he acted for, we find it a rather difficult to understand or
accept R3’s assertion that at the time he signed these various
acknowledgements of letters from NCG Capital that they “did not register at
the time as being significant.” For an experienced professional accountant like
R3 it is difficult to understand how he could have no recollection of being
instrumental in extending loans to an audit client and believe that such
conduct was in compliance with the precepts set out in the Standards. These
were significant sums of money that were being credited or debited to R3 as
well as a loan of $11 million by a company of which he was the nominee

director and signatory.
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161. In this regard we note that in R1’s own Professional Conduct Policies and
Procedures dated 1% June 1991 which are intended to supplement the
guidance given by the Statements issued by the Institute, it is specifically
provided in paragraph 5.1 that “Loans to clients are prohibited under all
circumstances” {B5/Tab 6:41)]. This may perhaps explain R3’s attempt to
keep a distance from NCG Capital in terms of knowledge or dealings.

162. It was argued that these dealings with the subsidiaries of NCG were
permissible under the Statement 1.203 paragraph 32 as they could be
considered to come within the umbrella of a “bank or similar financial
institution.” We are of the view that securities and futures trading entities are
not the same as a bank or similar financial institution, and paragraph 32 of
Statement 1.203 does not really provide R3 with an exemption on the facts of

this case.

163. We have considered the argument advanced on behalf of R3 that the various
Statements exhorting the need for both independence and the appearance of
independence do not apply to R3 since he was not the person undertaking the
audit work but just the “partner down the corridor”. In our view, the
Statements are applicabie to all persons in the accountancy profession and are
not limited only to the partner or person engaged in the audit work. In our
view the very fact that R1 of which R3 was senior partner would clearly
mandate that the Standards would apply to all the partners as well as other
accountancy professionals in the practice regardless of whether they

themselves were undertaking the audit engagement.

164. IfR3’s argument is correct it would mean that any partner of R1 could engage
~ in conduct in relation to the audit client which breaches the fundamental
principles of independence of that partner and the practice on the excuse that
he/she was not doing the audit work but someone else is. When that argument

is so brazenly stated, it is clear to us that it is both wrong and misconceived. If

such was the thinking of R3 during the relevant years then it appears to us that
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despite being a senior partner of R1, he would appear not to have properly

understood or applied the fundamental principles underlying the Statements.

165. As paragraph 9 of Statement 1.200 makes clear the fundamental principles are
“framed in broad and general terms and constitute basic advice on

professional behaviour.”

166. Even the Policies and Procedures of R1 issued in 1991 mandate the need for

individual responsibility in relation to the concept of independence:
“2. INDIVIDUAL’S RESPONSIBILITY

2.1 The concept of independence is not precisely defined. Each
professional is responsible for maintaining familiarity with, and

adhering to existing and any new professional independence standards.

2.2 Neither this policy nor the authoritative legal and professional
pronouncements on independence can address all of the circumstances
which could affect independence. You should evaluate the individual
circumstances that could affect our independence and abide by the
spirit as well as the rules of independence.” {B4/Tab 6:40} our

emphasis

167. We have looked at R3’s dealings with NCG’s subsidiaries as a whole for the
relevant years. We note that these dealings were being undertaken by R3 with
companies who were audit clients of R1 and whilst he was himself a senior
partner of R1. We would observe that these were entities that paragraphs 30
and 31 of Statement 1.203 exhort loans should not be made to or obtained

from as it may threaten objectivity.

168. We recognise and accept that a failure to adhere to the guidelines identified in
the Statements is not necessarily tantamount to professional misconduct
{paragraph 16 of Statement 1.200}. The question of whether it amounts to

professional misconduct would be fact sensitive and dependent on the nature
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and extent of the failure. It is precisely because it is fact sensitive there is no
definition of professional misconduct in the PAO. The question of whether
any conduct or course of conduct amounts to professional misconduct is left

~ fairly and squarely in the hands of the DC hearing the complaint(s). This is
clearly recognised by paragraphs 21-24 of Statement 1.200 where the
enforcement of the ethical standards espoused by the Statements is left in the
hands of the DC.

169. Having looked at overall conduct of R3 in respect of his dealings and
involvement with the subsidiaries of NCG, we are satisfied to the requisite
standard that they breached the appearance of independence fundamental
principles as set out in Standards 1.200 and 1.203. As an experienced
professional and being a senior partner of R1, we are of the view that R3
should have been alive to the risk of the appearance of independence on both
his part and that of R1 being perceived as being compromised. These

breaches were persistent and flagrant for a considerable period of time.

170. In our view, as a senior partner of R1, it was incumbent on R3 to have
ensured he carried out his professional life in a manner that would not raise
the spectre of the appearance of independence being impaired. Instead he
remained (a) as a member of the EC of an audit client, (b) was an authorised
signatory to almost 13 bank accounts of NCG ( a function usually perceived
to be one of management), (c) had personal dealings involving considerable
sums of money with NCG’s subsidiaries who were also audit clients of R1, (d)
“whilst at the same time a handsome retainer was being paid to R1 for R3
being the Financial Advisor (e) making loans either personally {paragraph
156 above} or indirectly through Galvanic to an audit client of R1 {paragraph
159 above} and (f) that R3 was a deemed auditor pursuant to section 131(9)
of the Companies Ordinance (cap. 32).

171. When all these matters are looked at cumulatively we are satisfied

unanimously that these breaches of the Statements by R3 are very serious,
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172.

173.

174.

flagrant and inexcusable infringements of the Statements 1.200 and 1.203 that
strike at the very core of the fundamental principle of independence that is the
bedrock of the accountancy profession. Such a course of conduct coming
from an experienced and senior member of the profession amounts in our
view to professional misconduct. We find that Complaint 4 has been
established to the requisite standard against R3 and we accordingly find him

guilty of the same.

For completeness sake we would like to state that we find that R3 was a
deemed auditor pursuant to section 131(9) of the Companies Ordinance (cap
32). In our view this is further red flag that should have alerted R3 that his
various dealings and involvement with NCG and its subsidiaries risked the

appearance of independence principles of the Statements 1,200 and 1.203.
COMPLAINT 5 - AGAINST R3

This was alternative to Complaint 4. Since we have found him guilty of
Complaint 4 we do not need to fully address this. In the event we are wrong in
finding R3 guilty of professional misconduct under Complaint 4, we would
like to record that for all the reasons identified in respect of R3’s conduct
under Complaint 4, that we are unanimous in our view that R3 is guilty of
Complaint 5 for failing to observe, maintain or otherwise apply a professional
standard in adherence to Statement 1.203 to conduct himself to be free of

interest (s) by reason of his involvement with the audit client subsidiaries of
NCG. '

ATTRIBUTION

We also find that the conduct of R2 and R3 of which we have found both of
them guilty can pursuant to section 41A of the PAO be attributable to R1,
which is further reason why R1 is guilty of Complaint 1.
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MISCELLANEOUS MATTERS

175.  We would like to make clear that in arriving at our decision in respect of R3
we have taken no account of Statements 1.209, 1.209D and 1.303. In our view,
given our view on whether R3 was undertaking management functions as set
out in paragraphs 144-149 above, we do not believe those Statements are

relevant for the purposes of our decision.

176. We would observe that Mr. Duncan SC tried to valiantly argue that the
Complainant had made no concession as to the “de facto director” point by
paragraph 125 of the Complainant’s Case. In our view whether that paragraph
is tantamount to a concession is not the point. If the Complainant expressly
states that it “does not pursue specific allegation in relation” to those matters,
then we do not believe that we need to address or be concerned with these
Statements. It would not be fair to the Respondents for the DC to make
findings on matters that are not being pursued by the Complainant, and we

decline to do so.

177. We have also ignored from our consideration whether the personal dealings of
R3 were matters that he did not inform R1 and/or R 2. We have looked at his
personal dealings in the context of his case alone and not drawn any

inferences in respect of them in relation to R1 and R2.

178. We have taken at face value the assertions told to us from the Bar table by Mr.
Beresford that there was no evidence before us that R1 and R2 were aware of
them. Mr. Duncan SC on behalf of the Complainant also confirmed that to be

the position.
GENERAL OBSERVATIONS

179. We feel constrained to make a few general observations in respect of this case
for future guidance. This matter has had a chequered history in terms of the
time it has taken for the IC to complete their report. The delay in the IC’s
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report being completed and finally submitted to the Council for its
consideration is regrettable and inexcusable. It occurs to us that when
investigating professional accountants who have their professional reputations
and lives at stake it is imperative that such investigations should be carried
out comprehensively and as expeditiously as possible. The understandable
tension and pressure that any pending investigation against a professional
person for possible breaches of professional standards or professional
misconduct imposes on the individual or entity as a whole is clearly obvious

and need not be spelt out.

180. We hope that the Institute will carfy out a careful review and post-mortem of
this case. There were a number of matters which one would have thought
would have been covered by the IC and/or the Complainant before the case
was brought before the DC. Members of this DC had to ask counsel of the
concerned parties at the hearing for clarification on a number of evidential

matters, which consequently had to be answered from the Bar table.

181. We have already expressed our disquiet at the failure by any of the
Respondents to comply with the direct request from the Institute to preserve
all the papers in respect of the audit of NCG {see paragraphs 123-4 above;
BS5/Tab 6 ppl, 4 and 7. Such blatant and unexplained disregard of the
Institute’s request is disturbing and yet appears not to be a matter that the IC

addressed, which is equally puzzling to us.

182. We appreciate and acknowledge the assistance and cooperation that all
counsel and their respective solicitors extended to the extent they could to the
DC to provide the answers sought. We would hope in future such clear and
obvious matters are addressed and attended to well before the matter comes
before any DC. This is perhaps a further indication that strongly suggests that
the Institute should consider an overhaul of the entire process and machinery

of investigating complaints against its members.
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183. We would finally like to thank all Counsel for their comprehensive and
helpful submissions which have been of great assistance to this DC in arriving

at a decision in this matter.

Dated this 24™ day of December 2013
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