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CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

COPYRIGHT
© Copyright 2010 Hong Kong Institute of Certified Public Accountants

This Code of Ethics for Professional Accountants is based on the Code of Ethics for Professional
Accountants of the International Ethics Standards Board for Accountants, published by the
International Federation of Accountants (IFAC) in July 2009 and is used with permission of IFAC.

This Code of Ethics contains IFAC copyright material. Reproduction within Hong Kong in unaltered
form (retaining this notice) is permitted for personal and non-commercial use subject to the inclusion
of an acknowledgment of the source. Requests and inquiries concerning reproduction and rights for
commercial purposes within Hong Kong should be addressed to the Director, Operation and Finance,
Hong Kong Institute of Certified Public Accountants, 37/F., Wu Chung House, 213 Queen's Road East,
Wanchai, Hong Kong.

All rights in this material outside of Hong Kong are reserved by IFAC. Reproduction of Code of Ethics
outside of Hong Kong in unaltered form (retaining this notice) is permitted for personal and non-
commercial use only. Further information and requests for authorisation to reproduce for commercial
purposes outside Hong Kong should be addressed to the IFAC at www.ifac.org.
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CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

PREFACE

This Preface has been approved by the Council of the Hong Kong Institute of Certified Public
Accountants (the “Institute”) for publication.

1.

Pursuant to section 18A of the Professional Accountants Ordinance, Council may, in relation
to the practice of accountancy, issue or specify any statement of professional ethics required
to be observed, maintained or otherwise applied by members of the Institute.

The Institute, as a member of the International Federation of Accountants (IFAC), is
committed to the IFAC’s broad objective of developing and enhancing a coordinated
worldwide accountancy profession with common standards. In working toward this objective,
IFAC develops guidance on ethics for professional accountants. IFAC believes that issuing
such guidance will improve the degree of uniformity of professional ethics throughout the
world.

As an obligation of its membership, the Institute is obliged to support the work of IFAC by (a)
informing its members of every pronouncement developed by IFAC, and (b) implementing
those pronouncements, when and to the extent possible under local circumstances.

The Institute has determined to adopt the IESBA Code of Ethics for Professional Accountants
issued by the IFAC International Ethics Standards Board of Accountants (IESBA) as the
ethical requirements for its members.

Where the Council of the Institute deems it necessary, it has included, and may develop
further, additional ethical requirements on matters of relevance not covered by the IESBA
Code of Ethics for Professional Accountants.

In addition to the IESBA Code, the Hong Kong Institute of Certified Public Accountants Code
of Ethics for Professional Accountants (the Code) has an additional Part D which are either
local application or represent an amplification of provisions in the IESBA Code. There are
relevant sections in Part A and Part B for which there are additional requirements in Part D or
additional local requirements. Part D forms an integral part of this Code. Members need to be
aware of these additional requirements and comply with them. Additional local guidance is
also provided, which is either incorporated by way of footnotes, Appendices or references to
the relevant sections in Part D.

It is not practical to establish ethical requirements that apply to all situations and
circumstances members of the Institute may encounter. Members of the Institute should
therefore consider the ethical requirements as the basic principles they should follow in
performing their work.

Council requires members of the Institute to comply with the Code. Apparent failures by
members of the Institute to comply with the Code are liable to be enquired into by the
appropriate committee established under the authority of the Institute, and disciplinary action
may result. Disciplinary action may include an order that the name of the member be
removed from the Institute’s membership register.

The Code of Ethics for Professional Accountants is likely to be taken into account when the
work of members of the Institute is being considered in a court of law or in other contested
situations.
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CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

SECTION 100
Introduction and Fundamental Principles

100.1

100.2

100.3

100.4

A distinguishing mark of the accountancy profession is its acceptance of the responsibility
to act in the public interest. Therefore, a professional accountant’s responsibility is not
exclusively to satisfy the needs of an individual client or employer. In acting in the public
interest, a professional accountant shall observe and comply with this Code. If a
professional accountant is prohibited from complying with certain parts of this Code by law
or regulation, the professional accountant shall comply with all other parts of this Code.

This Code contains four parts. Part A establishes the fundamental principles of professional
ethics for professional accountants and provides a conceptual framework that professional
accountants shall apply to:

(a) Identify threats to compliance with the fundamental principles;
(b)  Evaluate the significance of the threats identified; and

(c) Apply safeguards, when necessary, to eliminate the threats or reduce them to an
acceptable level. Safeguards are necessary when the professional accountant
determines that the threats are not at a level at which a reasonable and informed
third party would be likely to conclude, weighing all the specific facts and
circumstances available to the professional accountant at that time, that compliance
with the fundamental principles is not compromised.

A professional accountant shall use professional judgment in applying this conceptual
framework.

Parts B, C and D describe how the conceptual framework applies in certain situations. They
provide examples of safeguards that may be appropriate to address threats to compliance
with the fundamental principles. They also describe situations where safeguards are not
available to address the threats, and consequently, the circumstance or relationship
creating the threats shall be avoided. Part B applies to professional accountants in public
practice. Part C applies to professional accountants in business. Professional accountants
in public practice may also find Part C relevant to their particular circumstances. Part D sets
out additional ethical requirements on specific areas.

The use of the word “shall” in this Code imposes a requirement on the professional
accountant or firm to comply with the specific provision in which “shall” has been used.
Compliance is required unless an exception is permitted by this Code.

Fundamental Principles

100.5

A professional accountant shall comply with the following fundamental principles:

(a) Integrity — to be straightforward and honest in all professional and business
relationships.

(b)  Objectivity — to not allow bias, conflict of interest or undue influence of others to
override professional or business judgments.

(c) Professional Competence and Due Care — to maintain professional knowledge and
skill at the level required to ensure that a client or employer receives competent
professional services based on current developments in practice, legislation and
techniques and act diligently and in accordance with applicable technical and
professional standards.

(d) Confidentiality — to respect the confidentiality of information acquired as a result of
professional and business relationships and, therefore, not disclose any such
information to third parties without proper and specific authority, unless there is a
legal or professional right or duty to disclose, nor use the information for the personal
advantage of the professional accountant or third parties.

7 COE



CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

(e) Professional Behavior — to comply with relevant laws and regulations and avoid any
action that discredits the profession.

Each of these fundamental principles is discussed in more detail in Sections 110-150.

Conceptual Framework Approach

100.6

100.7

100.8

100.9

100.10

100.11

The circumstances in which professional accountants operate may create specific threats to
compliance with the fundamental principles. It is impossible to define every situation that
creates threats to compliance with the fundamental principles and specify the appropriate
action. In addition, the nature of engagements and work assignments may differ and,
consequently, different threats may be created, requiring the application of different
safeguards. Therefore, this Code establishes a conceptual framework that requires a
professional accountant to identify, evaluate, and address threats to compliance with the
fundamental principles. The conceptual framework approach assists professional
accountants in complying with the ethical requirements of this Code and meeting their
responsibility to act in the public interest. It accommodates many variations in
circumstances that create threats to compliance with the fundamental principles and can
deter a professional accountant from concluding that a situation is permitted if it is not
specifically prohibited.

When a professional accountant identifies threats to compliance with the fundamental
principles and, based on an evaluation of those threats, determines that they are not at an
acceptable level, the professional accountant shall determine whether appropriate
safeguards are available and can be applied to eliminate the threats or reduce them to an
acceptable level. In making that determination, the professional accountant shall exercise
professional judgment and take into account whether a reasonable and informed third party,
weighing all the specific facts and circumstances available to the professional accountant at
the time, would be likely to conclude that the threats would be eliminated or reduced to an
acceptable level by the application of the safeguards, such that compliance with the
fundamental principles is not compromised.

A professional accountant shall evaluate any threats to compliance with the fundamental
principles when the professional accountant knows, or could reasonably be expected to
know, of circumstances or relationships that may compromise compliance with the
fundamental principles.

A professional accountant shall take qualitative as well as quantitative factors into account
when evaluating the significance of a threat. When applying the conceptual framework, a
professional accountant may encounter situations in which threats cannot be eliminated or
reduced to an acceptable level, either because the threat is too significant or because
appropriate safeguards are not available or cannot be applied. In such situations, the
professional accountant shall decline or discontinue the specific professional service
involved or, when necessary, resign from the engagement (in the case of a professional
accountant in public practice) or the employing organization (in the case of a professional
accountant in business).

A professional accountant may inadvertently violate a provision of this Code. Depending on
the nature and significance of the matter, such an inadvertent violation may be deemed not
to compromise compliance with the fundamental principles provided, once the violation is
discovered, the violation is corrected promptly and any necessary safeguards are applied.

When a professional accountant encounters unusual circumstances in which the application
of a specific requirement of the Code would result in a disproportionate outcome or an
outcome that may not be in the public interest, it is recommended that the professional
accountant consult with a member body or the relevant regulator.
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Threats and Safeguards

100.12

100.13

100.14

100.15

Threats may be created by a broad range of relationships and circumstances. When a
relationship or circumstance creates a threat, such a threat could compromise, or could be
perceived to compromise, a professional accountant’'s compliance with the fundamental
principles. A circumstance or relationship may create more than one threat, and a threat
may affect compliance with more than one fundamental principle. Threats fall into one or
more of the following categories:

(@) Self-interest threat — the threat that a financial or other interest will inappropriately
influence the professional accountant’s judgment or behavior;

(b) Self-review threat — the threat that a professional accountant will not appropriately
evaluate the results of a previous judgment made or service performed by the
professional accountant, or by another individual within the professional accountant’s
firm or employing organization, on which the accountant will rely when forming a
judgment as part of providing a current service;

(c) Advocacy threat — the threat that a professional accountant will promote a client’s or
employer’'s position to the point that the professional accountant’s objectivity is
compromised;

(d)  Familiarity threat — the threat that due to a long or close relationship with a client or
employer, a professional accountant will be too sympathetic to their interests or too
accepting of their work; and

(e) Intimidation threat — the threat that a professional accountant will be deterred from
acting objectively because of actual or perceived pressures, including attempts to
exercise undue influence over the professional accountant.

Parts B and C of this Code explain how these categories of threats may be created for
professional accountants in public practice and professional accountants in business,
respectively. Professional accountants in public practice may also find Part C relevant to
their particular circumstances.

Safeguards are actions or other measures that may eliminate threats or reduce them to an
acceptable level. They fall into two broad categories:

(a) Safeguards created by the profession, legislation or regulation; and
(b)  Safeguards in the work environment.

Safeguards created by the profession, legislation or regulation include:

3 Educational, training and experience requirements for entry into the profession.

. Continuing professional development requirements.

. Corporate governance regulations.

. Professional standards.

. Professional or regulatory monitoring and disciplinary procedures.

. External review by a legally empowered third party of the reports, returns,

communications or information produced by a professional accountant.

Parts B and C of this Code discuss safeguards in the work environment for professional
accountants in public practice and professional accountants in business, respectively.

100.16 Certain safeguards may increase the likelihood of identifying or deterring unethical behavior.

Such safeguards, which may be created by the accounting profession, legislation,
regulation, or an employing organization, include:

9 COE



CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

. Effective, well-publicized complaint systems operated by the employing organization,
the profession or a regulator, which enable colleagues, employers and members of
the public to draw attention to unprofessional or unethical behavior.

. An explicitly stated duty to report breaches of ethical requirements.

Ethical Conflict Resolution

100.17

100.18

100.19

100.20

100.21

100.22

A professional accountant may be required to resolve a conflict in complying with the
fundamental principles.

When initiating either a formal or informal conflict resolution process, the following factors,
either individually or together with other factors, may be relevant to the resolution process:

(a) Relevant facts;

(b) Ethical issues involved;

(c) Fundamental principles related to the matter in question;
(d) Established internal procedures; and

(e) Alternative courses of action.

Having considered the relevant factors, a professional accountant shall determine the
appropriate course of action, weighing the consequences of each possible course of action.
If the matter remains unresolved, the professional accountant may wish to consult with
other appropriate persons within the firm or employing organization for help in obtaining
resolution.

Where a matter involves a conflict with, or within, an organization, a professional
accountant shall determine whether to consult with those charged with governance of the
organization, such as the board of directors or the audit committee.

It may be in the best interests of the professional accountant to document the substance of
the issue, the details of any discussions held, and the decisions made concerning that issue.

If a significant conflict cannot be resolved, a professional accountant may consider
obtaining professional advice from the relevant professional body or from legal advisors.
The professional accountant generally can obtain guidance on ethical issues without
breaching the fundamental principle of confidentiality if the matter is discussed with the
relevant professional body on an anonymous basis or with a legal advisor under the
protection of legal privilege. Instances in which the professional accountant may consider
obtaining legal advice vary. For example, a professional accountant may have encountered
a fraud, the reporting of which could breach the professional accountant’s responsibility to
respect confidentiality. The professional accountant may consider obtaining legal advice in
that instance to determine whether there is a requirement to report.

If, after exhausting all relevant possibilities, the ethical conflict remains unresolved, a
professional accountant shall, where possible, refuse to remain associated with the matter
creating the conflict. The professional accountant shall determine whether, in the
circumstances, it is appropriate to withdraw from the engagement team or specific
assignment, or to resign altogether from the engagement, the firm or the employing
organization.
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SECTION 110
Integrity

110.1

110.2

110.3

The principle of integrity imposes an obligation on all professional accountants to be
straightforward and honest in all professional and business relationships. Integrity also
implies fair dealing and truthfulness.

A professional accountant shall not knowingly be associated with reports, returns,
communications or other information where the professional accountant believes that the
information:

(a) Contains a materially false or misleading statement;
(b)  Contains statements or information furnished recklessly; or

(c) Omits or obscures information required to be included where such omission or
obscurity would be misleading.

When a professional accountant becomes aware that the accountant has been associated
with such information, the accountant shall take steps to be disassociated from that
information.

A professional accountant will be deemed not to be in breach of paragraph 110.2 if the
professional accountant provides a modified report in respect of a matter contained in
paragraph 110.2.
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SECTION 120
Objectivity

1201

120.2

The principle of objectivity imposes an obligation on all professional accountants not to
compromise their professional or business judgment because of bias, conflict of interest or
the undue influence of others.

A professional accountant may be exposed to situations that may impair objectivity. It is
impracticable to define and prescribe all such situations. A professional accountant shall not
perform a professional service if a circumstance or relationship biases or unduly influences
the accountant’s professional judgment with respect to that service.
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SECTION 130
Professional Competence and Due Care

130.1

130.2

130.3

130.4

130.5

130.6

The principle of professional competence and due care imposes the following obligations on
all professional accountants:

(@) To maintain professional knowledge and skill at the level required to ensure that
clients or employers receive competent professional service; and

(b) To act diligently in accordance with applicable technical and professional standards
when providing professional services.

Competent professional service requires the exercise of sound judgment in applying
professional knowledge and skill in the performance of such service. Professional
competence may be divided into two separate phases:

(a) Attainment of professional competence; and
(b)  Maintenance of professional competence.

The maintenance of professional competence requires a continuing awareness and an
understanding of relevant technical, professional and business developments. Continuing
professional development enables a professional accountant to develop and maintain the
capabilities to perform competently within the professional environment.

Diligence encompasses the responsibility to act in accordance with the requirements of an
assignment, carefully, thoroughly and on a timely basis.

A professional accountant shall take reasonable steps to ensure that those working under
the professional accountant’s authority in a professional capacity have appropriate training
and supervision.

Where appropriate, a professional accountant shall make clients, employers or other users
of the accountant’s professional services aware of the limitations inherent in the services.
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SECTION 140
Confidentiality

1401

140.2

140.3

140.4

140.5

140.6

140.7

The principle of confidentiality imposes an obligation on all professional accountants to
refrain from:

(a) Disclosing outside the firm or employing organization confidential information
acquired as a result of professional and business relationships without proper and
specific authority or unless there is a legal or professional right or duty to disclose;
and

(b)  Using confidential information acquired as a result of professional and business
relationships to their personal advantage or the advantage of third parties.

A professional accountant shall maintain confidentiality, including in a social environment,
being alert to the possibility of inadvertent disclosure, particularly to a close business
associate or a close or immediate family member.

A professional accountant shall maintain confidentiality of information disclosed by a
prospective client or employer.

A professional accountant shall maintain confidentiality of information within the firm or
employing organization.

A professional accountant shall take reasonable steps to ensure that staff under the
professional accountant’s control and persons from whom advice and assistance is
obtained respect the professional accountant’s duty of confidentiality.

The need to comply with the principle of confidentiality continues even after the end of
relationships between a professional accountant and a client or employer. When a
professional accountant changes employment or acquires a new client, the professional
accountant is entitled to use prior experience. The professional accountant shall not,
however, use or disclose any confidential information either acquired or received as a result
of a professional or business relationship.

The following are circumstances where professional accountants are or may be required to
disclose confidential information or when such disclosure may be appropriate:

(a) Disclosure is permitted by law and is authorized by the client or the employer;
(b) Disclosure is required by law, for example:

(i) Production of documents or other provision of evidence in the course of legal
proceedings; or

(i)  Disclosure to the appropriate public authorities of infringements of the law that
come to light; and

(c) There is a professional duty or right to disclose, when not prohibited by law:
(i) To comply with the quality review of a member body or professional body;
(i)  Torespond to an inquiry or investigation by a member body or regulatory body;

(i) To protect the professional interests of a professional accountant in legal
proceedings; or

(iv) To comply with technical standards and ethics requirements.
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140.8 In deciding whether to disclose confidential information, relevant factors to consider include:

(@) Whether the interests of all parties, including third parties whose interests may be
affected, could be harmed if the client or employer consents to the disclosure of
information by the professional accountant;

(b)  Whether all the relevant information is known and substantiated, to the extent it is
practicable; when the situation involves unsubstantiated facts, incomplete information
or unsubstantiated conclusions, professional judgment shall be used in determining
the type of disclosure to be made, if any;

(c) The type of communication that is expected and to whom it is addressed; and

(d)  Whether the parties to whom the communication is addressed are appropriate
recipients.

Additional requirements are set out in Section 410 “Unlawful Acts or Defaults by Clients of
Members” and Section 411 “Unlawful Acts or Defaults by or on Behalf of a Member’s
Employer”.
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SECTION 150
Professional Behavior

150.1

150.2

The principle of professional behavior imposes an obligation on all professional accountants
to comply with relevant laws and regulations and avoid any action that the professional
accountant knows or should know may discredit the profession. This includes actions that a
reasonable and informed third party, weighing all the specific facts and circumstances
available to the professional accountant at that time, would be likely to conclude adversely
affects the good reputation of the profession

In marketing and promoting themselves and their work, professional accountants shall not
bring the profession into disrepute. Professional accountants shall be honest and truthful
and not:

(a) Make exaggerated claims for the services they are able to offer, the qualifications
they possess, or experience they have gained; or

(b)  Make disparaging references or unsubstantiated comparisons to the work of others.

Additional requirements are set out in Section 420 “Use of Designations and Institute’s
Logo”.
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SECTION 200
Introduction

2001

200.2

This Part of the Code describes how the conceptual framework contained in Part A applies
in certain situations to professional accountants in public practice. This Part does not
describe all of the circumstances and relationships that could be encountered by a
professional accountant in public practice that create or may create threats to compliance
with the fundamental principles. Therefore, the professional accountant in public practice is
encouraged to be alert for such circumstances and relationships.

A professional accountant in public practice shall not knowingly engage in any business,
occupation, or activity that impairs or might impair integrity, objectivity or the good
reputation of the profession and as a result would be incompatible with the fundamental
principles.

Threats and Safeguards

200.3

200.4

200.5

Compliance with the fundamental principles may potentially be threatened by a broad range
of circumstances and relationships. The nature and significance of the threats may differ
depending on whether they arise in relation to the provision of services to an audit client
and whether the audit client is a public interest entity, to an assurance client that is not an
audit client, or to a non-assurance client.

Threats fall into one or more of the following categories:
(a) Self-interest;

(b)  Self-review;

(c) Advocacy;

(d)  Familiarity; and

(e) Intimidation.

These threats are discussed further in Part A of this Code.

Examples of circumstances that create self-interest threats for a professional accountant in
public practice include:

. A member of the assurance team having a direct financial interest in the assurance
client.

. A firm having undue dependence on total fees from a client.

. A member of the assurance team having a significant close business relationship with
an assurance client.

. A firm being concerned about the possibility of losing a significant client.

. A member of the audit team entering into employment negotiations with the audit
client.

. A firm entering into a contingent fee arrangement relating to an assurance
engagement.

. A professional accountant discovering a significant error when evaluating the results

of a previous professional service performed by a member of the professional
accountant’s firm.

Examples of circumstances that create self-review threats for a professional accountant in
public practice include:

. A firm issuing an assurance report on the effectiveness of the operation of financial
systems after designing or implementing the systems.
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. A firm having prepared the original data used to generate records that are the subject
matter of the assurance engagement.

. A member of the assurance team being, or having recently been, a director or officer
of the client.

. A member of the assurance team being, or having recently been, employed by the
client in a position to exert significant influence over the subject matter of the
engagement.

. The firm performing a service for an assurance client that directly affects the subject

matter information of the assurance engagement.

Examples of circumstances that create advocacy threats for a professional accountant in
public practice include:

. The firm promoting shares in an audit client.

. A professional accountant acting as an advocate on behalf of an audit client in
litigation or disputes with third parties.

Examples of circumstances that create familiarity threats for a professional accountant in
public practice include:

o A member of the engagement team having a close or immediate family member who
is a director or officer of the client.

. A member of the engagement team having a close or immediate family member who
is an employee of the client who is in a position to exert significant influence over the
subject matter of the engagement.

o A director or officer of the client or an employee in a position to exert significant
influence over the subject matter of the engagement having recently served as the
engagement partner.

. A professional accountant accepting gifts or preferential treatment from a client,
unless the value is trivial or inconsequential.

. Senior personnel having a long association with the assurance client.

Examples of circumstances that create intimidation threats for a professional accountant in
public practice include:

. A firm being threatened with dismissal from a client engagement.

. An audit client indicating that it will not award a planned non-assurance contract to
the firm if the firm continues to disagree with the client’'s accounting treatment for a
particular transaction.

. A firm being threatened with litigation by the client.

. A firm being pressured to reduce inappropriately the extent of work performed in
order to reduce fees.

. A professional accountant feeling pressured to agree with the judgment of a client
employee because the employee has more expertise on the matter in question.

. A professional accountant being informed by a partner of the firm that a planned
promotion will not occur unless the accountant agrees with an audit client’s
inappropriate accounting treatment.

Safeguards that may eliminate or reduce threats to an acceptable level fall into two broad
categories:

(a) Safeguards created by the profession, legislation or regulation; and

(b)  Safeguards in the work environment.
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Examples of safeguards created by the profession, legislation or regulation are described in
paragraph 100.14 of Part A of this Code.

A professional accountant in public practice shall exercise judgment to determine how best
to deal with threats that are not at an acceptable level, whether by applying safeguards to
eliminate the threat or reduce it to an acceptable level or by terminating or declining the
relevant engagement. In exercising this judgment, a professional accountant in public
practice shall consider whether a reasonable and informed third party, weighing all the
specific facts and circumstances available to the professional accountant at that time, would
be likely to conclude that the threats would be eliminated or reduced to an acceptable level
by the application of safeguards, such that compliance with the fundamental principles is
not compromised. This consideration will be affected by matters such as the significance of
the threat, the nature of the engagement and the structure of the firm.

In the work environment, the relevant safeguards will vary depending on the circumstances.
Work environment safeguards comprise firm-wide safeguards and engagement-specific
safeguards.

Examples of firm-wide safeguards in the work environment include:

o Leadership of the firm that stresses the importance of compliance with the
fundamental principles.

. Leadership of the firm that establishes the expectation that members of an assurance
team will act in the public interest.

o Policies and procedures to implement and monitor quality control of engagements.

. Documented policies regarding the need to identify threats to compliance with the

fundamental principles, evaluate the significance of those threats, and apply
safeguards to eliminate or reduce the threats to an acceptable level or, when
appropriate safeguards are not available or cannot be applied, terminate or decline
the relevant engagement.

. Documented internal policies and procedures requiring compliance with the
fundamental principles.

. Policies and procedures that will enable the identification of interests or relationships
between the firm or members of engagement teams and clients.

. Policies and procedures to monitor and, if necessary, manage the reliance on
revenue received from a single client.

. Using different partners and engagement teams with separate reporting lines for the
provision of non-assurance services to an assurance client.

. Policies and procedures to prohibit individuals who are not members of an
engagement team from inappropriately influencing the outcome of the engagement.

. Timely communication of a firm’s policies and procedures, including any changes to
them, to all partners and professional staff, and appropriate training and education on
such policies and procedures.

. Designating a member of senior management to be responsible for overseeing the
adequate functioning of the firm’s quality control system.

. Advising partners and professional staff of assurance clients and related entities from
which independence is required.

. A disciplinary mechanism to promote compliance with policies and procedures.

. Published policies and procedures to encourage and empower staff to communicate

to senior levels within the firm any issue relating to compliance with the fundamental
principles that concerns them.
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200.13 Examples of engagement-specific safeguards in the work environment include:

. Having a professional accountant who was not involved with the non-assurance
service review the non-assurance work performed or otherwise advise as necessary.

. Having a professional accountant who was not a member of the assurance team
review the assurance work performed or otherwise advise as necessary.

. Consulting an independent third party, such as a committee of independent directors,
a professional regulatory body or another professional accountant.

. Discussing ethical issues with those charged with governance of the client.

. Disclosing to those charged with governance of the client the nature of services
provided and extent of fees charged.

. Involving another firm to perform or re-perform part of the engagement.

o Rotating senior assurance team personnel.

200.14 Depending on the nature of the engagement, a professional accountant in public practice
may also be able to rely on safeguards that the client has implemented. However it is not
possible to rely solely on such safeguards to reduce threats to an acceptable level.

200.15 Examples of safeguards within the client’s systems and procedures include:

. The client requires persons other than management to ratify or approve the
appointment of a firm to perform an engagement.

. The client has competent employees with experience and seniority to make
managerial decisions.

. The client has implemented internal procedures that ensure objective choices in
commissioning non-assurance engagements.

. The client has a corporate governance structure that provides appropriate oversight
and communications regarding the firm’s services.

Additional requirements are set out in Section 430 “Ethics in Tax Practice”, Section 431
“Corporate Finance Advice” and Section 432 “Integrity, Objectivity and Independence in
Insolvency”.
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SECTION 210
Professional Appointment

Client Acceptance

2101

210.2

210.3

210.4

210.5

Before accepting a new client relationship, a professional accountant in public practice shall
determine whether acceptance would create any threats to compliance with the
fundamental principles. Potential threats to integrity or professional behavior may be
created from, for example, questionable issues associated with the client (its owners,
management or activities).

Client issues that, if known, could threaten compliance with the fundamental principles
include, for example, client involvement in illegal activities (such as money laundering),
dishonesty or questionable financial reporting practices.

A professional accountant in public practice shall evaluate the significance of any threats
and apply safeguards when necessary to eliminate them or reduce them to an acceptable
level.

Examples of such safeguards include:

. Obtaining knowledge and understanding of the client, its owners, managers and
those responsible for its governance and business activities; or

. Securing the client's commitment to improve corporate governance practices or
internal controls.

Where it is not possible to reduce the threats to an acceptable level, the professional
accountant in public practice shall decline to enter into the client relationship.

It is recommended that a professional accountant in public practice periodically review
acceptance decisions for recurring client engagements.

Engagement Acceptance

210.6

210.7

The fundamental principle of professional competence and due care imposes an obligation
on a professional accountant in public practice to provide only those services that the
professional accountant in public practice is competent to perform. Before accepting a
specific client engagement, a professional accountant in public practice shall determine
whether acceptance would create any threats to compliance with the fundamental principles.
For example, a self-interest threat to professional competence and due care is created if
the engagement team does not possess, or cannot acquire, the competencies necessary to
properly carry out the engagement.

A professional accountant in public practice shall evaluate the significance of threats and
apply safeguards, when necessary, to eliminate them or reduce them to an acceptable level.
Examples of such safeguards include:

) Acquiring an appropriate understanding of the nature of the client's business, the
complexity of its operations, the specific requirements of the engagement and the
purpose, nature and scope of the work to be performed.

. Acquiring knowledge of relevant industries or subject matters.

. Possessing or obtaining experience with relevant regulatory or reporting
requirements.

. Assigning sufficient staff with the necessary competencies.

. Using experts where necessary.

. Agreeing on a realistic time frame for the performance of the engagement.
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. Complying with quality control policies and procedures designed to provide
reasonable assurance that specific engagements are accepted only when they can
be performed competently.

When a professional accountant in public practice intends to rely on the advice or work of
an expert, the professional accountant in public practice shall determine whether such
reliance is warranted. Factors to consider include: reputation, expertise, resources available
and applicable professional and ethical standards. Such information may be gained from
prior association with the expert or from consulting others.

Changes in a Professional Appointment

210.9

210.10

210.11

210.12

A professional accountant in public practice who is asked to replace another professional
accountant in public practice, or who is considering tendering for an engagement currently
held by another professional accountant in public practice, shall determine whether there
are any reasons, professional or otherwise, for not accepting the engagement, such as
circumstances that create threats to compliance with the fundamental principles that cannot
be eliminated or reduced to an acceptable level by the application of safeguards. For
example, there may be a threat to professional competence and due care if a professional
accountant in public practice accepts the engagement before knowing all the pertinent facts.

A professional accountant in public practice shall evaluate the significance of any threats.
Depending on the nature of the engagement, this may require direct communication with
the existing accountant to establish the facts and circumstances regarding the proposed
change so that the professional accountant in public practice can decide whether it would
be appropriate to accept the engagement. For example, the apparent reasons for the
change in appointment may not fully reflect the facts and may indicate disagreements with
the existing accountant that may influence the decision to accept the appointment.

Safeguards shall be applied when necessary to eliminate any threats or reduce them to an
acceptable level. Examples of such safeguards include:

. When replying to requests to submit tenders, stating in the tender that, before
accepting the engagement, contact with the existing accountant will be requested so
that inquiries may be made as to whether there are any professional or other reasons
why the appointment should not be accepted;

. Asking the existing accountant to provide known information on any facts or
circumstances that, in the existing accountant’s opinion, the proposed accountant
needs to be aware of before deciding whether to accept the engagement; or

. Obtaining necessary information from other sources.

When the threats cannot be eliminated or reduced to an acceptable level through the
application of safeguards, a professional accountant in public practice shall, unless there is
satisfaction as to necessary facts by other means, decline the engagement.

A professional accountant in public practice may be asked to undertake work that is
complementary or additional to the work of the existing accountant. Such circumstances may
create threats to professional competence and due care resulting from, for example, a lack of
or incomplete information. The significance of any threats shall be evaluated and safeguards
applied when necessary to eliminate the threat or reduce it to an acceptable level. An
example of such a safeguard is notifying the existing accountant of the proposed work, which
would give the existing accountant the opportunity to provide any relevant information needed
for the proper conduct of the work.
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An existing accountant is bound by confidentiality. Whether that professional accountant is
permitted or required to discuss the affairs of a client with a proposed accountant will
depend on the nature of the engagement and on:

(@)  Whether the client’s permission to do so has been obtained; or

(b)  The legal or ethical requirements relating to such communications and disclosure,
which may vary by jurisdiction.

Circumstances where the professional accountant is or may be required to disclose
confidential information or where such disclosure may otherwise be appropriate are set out
in Section 140 of Part A of this Code.

A professional accountant in public practice will generally need to obtain the client's
permission, preferably in writing, to initiate discussion with an existing accountant. Once
that permission is obtained, the existing accountant shall comply with relevant legal and
other regulations governing such requests. Where the existing accountant provides
information, it shall be provided honestly and unambiguously. If the proposed accountant is
unable to communicate with the existing accountant, the proposed accountant shall take
reasonable steps to obtain information about any possible threats by other means, such as
through inquiries of third parties or background investigations of senior management or
those charged with governance of the client.

Additional requirements are set out in Section 440 “Changes in a Professional
Appointment” and Section 441 “Change of Auditors of a Listed Issuer of The Stock
Exchange of Hong Kong”.
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SECTION 220
Conflicts of Interest

2201

220.2

220.3

220.4

220.5

220.6

A professional accountant in public practice shall take reasonable steps to identify
circumstances that could pose a conflict of interest. Such circumstances may create threats
to compliance with the fundamental principles. For example, a threat to objectivity may be
created when a professional accountant in public practice competes directly with a client or
has a joint venture or similar arrangement with a major competitor of a client. A threat to
objectivity or confidentiality may also be created when a professional accountant in public
practice performs services for clients whose interests are in conflict or the clients are in
dispute with each other in relation to the matter or transaction in question.

A professional accountant in public practice shall evaluate the significance of any threats
and apply safeguards when necessary to eliminate the threats or reduce them to an
acceptable level. Before accepting or continuing a client relationship or specific
engagement, the professional accountant in public practice shall evaluate the significance
of any threats created by business interests or relationships with the client or a third party.

Depending upon the circumstances giving rise to the conflict, application of one of the
following safeguards is generally necessary:

(a) Notifying the client of the firm’s business interest or activities that may represent a
conflict of interest and obtaining their consent to act in such circumstances; or

(b)  Notifying all known relevant parties that the professional accountant in public practice
is acting for two or more parties in respect of a matter where their respective interests
are in conflict and obtaining their consent to so act; or

(c) Notifying the client that the professional accountant in public practice does not act
exclusively for any one client in the provision of proposed services (for example, in a
particular market sector or with respect to a specific service) and obtaining their
consent to so act.

The professional accountant shall also determine whether to apply one or more of the
following additional safeguards:

(@) The use of separate engagement teams;

(b)  Procedures to prevent access to information (e.g., strict physical separation of such
teams, confidential and secure data filing);

(c) Clear guidelines for members of the engagement team on issues of security and
confidentiality;

(d) The use of confidentiality agreements signed by employees and partners of the firm;
and

(e) Regular review of the application of safeguards by a senior individual not involved
with relevant client engagements.

Where a conflict of interest creates a threat to one or more of the fundamental principles,
including objectivity, confidentiality, or professional behavior, that cannot be eliminated or
reduced to an acceptable level through the application of safeguards, the professional
accountant in public practice shall not accept a specific engagement or shall resign from
one or more conflicting engagements.

Where a professional accountant in public practice has requested consent from a client to
act for another party (which may or may not be an existing client) in respect of a matter
where the respective interests are in conflict and that consent has been refused by the
client, the professional accountant in public practice shall not continue to act for one of the
parties in the matter giving rise to the conflict of interest.
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SECTION 230
Second Opinions

2301

230.2

230.3

Situations where a professional accountant in public practice is asked to provide a second
opinion on the application of accounting, auditing, reporting or other standards or principles
to specific circumstances or transactions by or on behalf of a company or an entity that is
not an existing client may create threats to compliance with the fundamental principles. For
example, there may be a threat to professional competence and due care in circumstances
where the second opinion is not based on the same set of facts that were made available to
the existing accountant or is based on inadequate evidence. The existence and significance
of any threat will depend on the circumstances of the request and all the other available
facts and assumptions relevant to the expression of a professional judgment.

When asked to provide such an opinion, a professional accountant in public practice shall
evaluate the significance of any threats and apply safeguards when necessary to eliminate
them or reduce them to an acceptable level. Examples of such safeguards include seeking
client permission to contact the existing accountant, describing the limitations surrounding
any opinion in communications with the client and providing the existing accountant with a
copy of the opinion.

If the company or entity seeking the opinion will not permit communication with the existing
accountant, a professional accountant in public practice shall determine whether, taking all
the circumstances into account, it is appropriate to provide the opinion sought.
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SECTION 240
Fees and Other Types of Remuneration

2401

240.2

240.3

240.4

240.5

When entering into negotiations regarding professional services, a professional accountant
in public practice may quote whatever fee is deemed appropriate. The fact that one
professional accountant in public practice may quote a fee lower than another is not in itself
unethical. Nevertheless, there may be threats to compliance with the fundamental principles
arising from the level of fees quoted. For example, a self-interest threat to professional
competence and due care is created if the fee quoted is so low that it may be difficult to
perform the engagement in accordance with applicable technical and professional
standards for that price.

The existence and significance of any threats created will depend on factors such as the
level of fee quoted and the services to which it applies. The significance of any threat shall
be evaluated and safeguards applied when necessary to eliminate the threat or reduce it to
an acceptable level. Examples of such safeguards include:

. Making the client aware of the terms of the engagement and, in particular, the basis
on which fees are charged and which services are covered by the quoted fee.

o Assigning appropriate time and qualified staff to the task.

Contingent fees are widely used for certain types of non-assurance engagements.1 They
may, however, create threats to compliance with the fundamental principles in certain
circumstances. They may create a self-interest threat to objectivity. The existence and
significance of such threats will depend on factors including:

. The nature of the engagement.
o The range of possible fee amounts.
. The basis for determining the fee.

. Whether the outcome or result of the transaction is to be reviewed by an independent
third party.

The significance of any such threats shall be evaluated and safeguards applied when
necessary to eliminate or reduce them to an acceptable level. Examples of such safeguards
include:

. An advance written agreement with the client as to the basis of remuneration.

. Disclosure to intended users of the work performed by the professional accountant in
public practice and the basis of remuneration.

o Quality control policies and procedures.

. Review by an independent third party of the work performed by the professional

accountant in public practice.

In certain circumstances, a professional accountant in public practice may receive a referral
fee or commission relating to a client. For example, where the professional accountant in
public practice does not provide the specific service required, a fee may be received for
referring a continuing client to another professional accountant in public practice or other
expert. A professional accountant in public practice may receive a commission from a third
party (e.g., a software vendor) in connection with the sale of goods or services to a client.
Accepting such a referral fee or commission creates a self-interest threat to objectivity and
professional competence and due care.

' Contingent fees for non-assurance services provided to audit clients and other assurance clients are discussed in Sections
290 and 291 of this part of the Code.
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A professional accountant in public practice may also pay a referral fee to obtain a client, for
example, where the client continues as a client of another professional accountant in public
practice but requires specialist services not offered by the existing accountant. The
payment of such a referral fee also creates a self-interest threat to objectivity and
professional competence and due care.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Disclosing to the client any arrangements to pay a referral fee to another professional
accountant for the work referred.

. Disclosing to the client any arrangements to receive a referral fee for referring the
client to another professional accountant in public practice.

. Obtaining advance agreement from the client for commission arrangements in
connection with the sale by a third party of goods or services to the client.

Members should note that under the Prevention of Bribery Ordinance®, there are provisions
governing acceptance of any payment by someone who is in an agent-principal relationship
with another person. For example, if an agent receives payment from another for doing
something or showing favour to another in relation to the affairs or business of the agent’s
principal (who may be the agent’s employer or in some other relationships with the agent
which involve trust and confidence), the permission of the principal should be obtained first
before receiving the payment in order to avoid the risk of contravening the Prevention of
Bribery Ordinance.

The same principle applies to someone who is paying another person who is in an agent-
principal relationship with some other person: the payer should ensure that the agent has
obtained permission from his principal for receiving the payment.

Whether an agent-principal relationship exists in any given situation depends on the facts of
each case. Members should consult their own legal advisors as and when necessary.

A professional accountant in public practice may purchase all or part of another firm on the
basis that payments will be made to individuals formerly owning the firm or to their heirs or
estates. Such payments are not regarded as commissions or referral fees for the purpose of
paragraphs 240.5-240.7 above.

' Additional guidance on the Prevention of Bribery Ordinance (POBO) is available on the ICAC's website:
http://www.icac.org.hk/en/law_enforcement/acl/index.html. Members may use the sample code of conduct based on the

POBO in Appendix 1 provided by the ICAC for the private sector as a reference.
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SECTION 250
Marketing Professional Services

2501

250.2

When a professional accountant in public practice solicits new work through advertising or
other forms of marketing, there may be a threat to compliance with the fundamental
principles. For example, a self-interest threat to compliance with the principle of
professional behavior is created if services, achievements, or products are marketed in a
way that is inconsistent with that principle.

A professional accountant in public practice shall not bring the profession into disrepute
when marketing professional services. The professional accountant in public practice shall
be honest and truthful and not:

(@) Make exaggerated claims for services offered, qualifications possessed, or
experience gained; or

(b) Make disparaging references or unsubstantiated comparisons to the work of another.

If the professional accountant in public practice is in doubt about whether a proposed form
of advertising or marketing is appropriate, the professional accountant in public practice
shall consider consulting with the relevant professional body.

Additional requirements are set out in Section 450 “Practice Promotion”.
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SECTION 260
Gifts and Hospitality

260.1 A professional accountant in public practice, or an immediate or close family* member,
may be offered gifts and hospitality from a client. Such an offer may create threats to
compliance with the fundamental principles. For example, a self-interest or familiarity threat
to objectivity may be created if a gift from a client is accepted; an intimidation threat to
objectivity may result from the possibility of such offers being made public.

260.2 The existence and significance of any threat will depend on the nature, value, and intent of
the offer. Where gifts or hospitality are offered that a reasonable and informed third party,
weighing all the specific facts and circumstances, would consider trivial and inconsequential,
a professional accountant in public practice may conclude that the offer is made in the
normal course of business without the specific intent to influence decision making or to
obtain information. In such cases, the professional accountant in public practice may
generally conclude that any threat to compliance with the fundamental principles is at an
acceptable level.

260.3 A professional accountant in public practice shall evaluate the significance of any threats
and apply safeguards when necessary to eliminate the threats or reduce them to an
acceptable level. When the threats cannot be eliminated or reduced to an acceptable level
through the application of safeguards, a professional accountant in public practice shall not
accept such an offer.

* See Definitions.
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SECTION 270
Custody of Client Assets

2701

270.2

270.3

A professional accountant in public practice shall not assume custody of client monies or
other assets unless permitted to do so by law and, if so, in compliance with any additional
legal duties imposed on a professional accountant in public practice holding such assets.

The holding of client assets creates threats to compliance with the fundamental principles;
for example, there is a self-interest threat to professional behavior and may be a self
interest threat to objectivity arising from holding client assets. A professional accountant in
public practice entrusted with money (or other assets) belonging to others shall therefore:

(a) Keep such assets separately from personal or firm assets;
(b)  Use such assets only for the purpose for which they are intended;

(c) Atall times be ready to account for those assets and any income, dividends, or gains
generated, to any persons entitled to such accounting; and

(d) Comply with all relevant laws and regulations relevant to the holding of and
accounting for such assets.

As part of client and engagement acceptance procedures for services that may involve the
holding of client assets, a professional accountant in public practice shall make appropriate
inquiries about the source of such assets and consider legal and regulatory obligations. For
example, if the assets were derived from illegal activities, such as money laundering, a
threat to compliance with the fundamental principles would be created. In such situations,
the professional accountant may consider seeking legal advice.

Additional requirements are set out in Section 460 “Clients’
Monies”.
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SECTION 280
Objectivity—All Services

2801

280.2

280.3

280.4

A professional accountant in public practice shall determine when providing any
professional service whether there are threats to compliance with the fundamental principle
of objectivity resulting from having interests in, or relationships with, a client or its directors,
officers or employees. For example, a familiarity threat to objectivity may be created from a
family or close personal or business relationship.

A professional accountant in public practice who provides an assurance service shall be
independent of the assurance client. Independence of mind and in appearance is
necessary to enable the professional accountant in public practice to express a conclusion,
and be seen to express a conclusion, without bias, conflict of interest, or undue influence of
others. Sections 290 and 291 provide specific guidance on independence requirements for
professional accountants in public practice when performing assurance engagements.

The existence of threats to objectivity when providing any professional service will depend
upon the particular circumstances of the engagement and the nature of the work that the
professional accountant in public practice is performing.

A professional accountant in public practice shall evaluate the significance of any threats
and apply safeguards when necessary to eliminate them or reduce them to an acceptable
level. Examples of such safeguards include:

. Withdrawing from the engagement team.

. Supervisory procedures.

o Terminating the financial or business relationship giving rise to the threat.
. Discussing the issue with higher levels of management within the firm.

. Discussing the issue with those charged with governance of the client.

If safeguards cannot eliminate or reduce the threat to an acceptable level, the professional
accountant shall decline or terminate the relevant engagement.
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SECTION 290
INDEPENDENCE—AUDIT AND REVIEW ENGAGEMENTS
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Structure of Section

2901

290.2

290.3

This section addresses the independence requirements for audit engagements and review
engagements, which are assurance engagements in which a professional accountant in
public practice expresses a conclusion on financial statements. Such engagements
comprise audit and review engagements to report on a complete set of financial statements
and a single financial statement. Independence requirements for assurance engagements
that are not audit or review engagements are addressed in Section 291.

In certain circumstances involving audit engagements where the audit report includes a
restriction on use and distribution and provided certain conditions are met, the
independence requirements in this section may be modified as provided in paragraphs
290.500 to 290.514. The modifications are not permitted in the case of an audit of financial
statements required by law or regulation.

In this section, the term(s):

. “Audit,” “audit team,” “audit engagement,” “audit client” and “audit report” includes
review, review team, review engagement, review client and review report; and

. “Firm” includes network firm, except where otherwise stated.

A Conceptual Framework Approach to Independence

290.4

290.5

290.6

290.7

In the case of audit engagements, it is in the public interest and, therefore, required by this
Code of Ethics, that members of audit teams, firms and network firms shall be independent
of audit clients.

The objective of this section is to assist firms and members of audit teams in applying the
conceptual framework approach described below to achieving and maintaining
independence.

Independence comprises:
Independence of Mind

The state of mind that permits the expression of a conclusion without being affected by
influences that compromise professional judgment, thereby allowing an individual to act
with integrity and exercise objectivity and professional skepticism.

Independence in Appearance

The avoidance of facts and circumstances that are so significant that a reasonable and
informed third party would be likely to conclude, weighing all the specific facts and
circumstances, that a firm’'s, or a member of the audit team’s, integrity, objectivity or
professional skepticism has been compromised.

The conceptual framework approach shall be applied by professional accountants to:
(a) Identify threats to independence;
(b)  Evaluate the significance of the threats identified; and

(c) Apply safeguards, when necessary, to eliminate the threats or reduce them to an
acceptable level.

When the professional accountant determines that appropriate safeguards are not available
or cannot be applied to eliminate the threats or reduce them to an acceptable level, the
professional accountant shall eliminate the circumstance or relationship creating the threats
or decline or terminate the audit engagement.

A professional accountant shall use professional judgment in applying this conceptual
framework.
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Many different circumstances, or combinations of circumstances, may be relevant in
assessing threats to independence. It is impossible to define every situation that creates
threats to independence and to specify the appropriate action. Therefore, this Code
establishes a conceptual framework that requires firms and members of audit teams to
identify, evaluate, and address threats to independence. The conceptual framework
approach assists professional accountants in practice in complying with the ethical
requirements in this Code. It accommodates many variations in circumstances that create
threats to independence and can deter a professional accountant from concluding that a
situation is permitted if it is not specifically prohibited.

Paragraphs 290.100 and onwards describe how the conceptual framework approach to
independence is to be applied. These paragraphs do not address all the circumstances and
relationships that create or may create threats to independence.

In deciding whether to accept or continue an engagement, or whether a particular individual
may be a member of the audit team, a firm shall identify and evaluate threats to
independence. If the threats are not at an acceptable level, and the decision is whether to
accept an engagement or include a particular individual on the audit team, the firm shall
determine whether safeguards are available to eliminate the threats or reduce them to an
acceptable level. If the decision is whether to continue an engagement, the firm shall
determine whether any existing safeguards will continue to be effective to eliminate the
threats or reduce them to an acceptable level or whether other safeguards will need to be
applied or whether the engagement needs to be terminated. Whenever new information
about a threat to independence comes to the attention of the firm during the engagement,
the firm shall evaluate the significance of the threat in accordance with the conceptual
framework approach.

Throughout this section, reference is made to the significance of threats to independence.
In evaluating the significance of a threat, qualitative as well as quantitative factors shall be
taken into account.

This section does not, in most cases, prescribe the specific responsibility of individuals
within the firm for actions related to independence because responsibility may differ
depending on the size, structure and organization of a firm. The firm is required by Hong
Kong Standards on Quality Control to establish policies and procedures designed to
provide it with reasonable assurance that independence is maintained when required by
relevant ethical requirements. In addition, Hong Kong Standards on Auditing require the
engagement partner to form a conclusion on compliance with the independence
requirements that apply to the engagement.

Networks and Network Firms

290.13

290.14

If a firm is deemed to be a network firm, the firm shall be independent of the audit clients of
the other firms within the network (unless otherwise stated in this Code). The independence
requirements in this section that apply to a network firm apply to any entity, such as a
consulting practice or professional law practice, that meets the definition of a network firm
irrespective of whether the entity itself meets the definition of a firm.

To enhance their ability to provide professional services, firms frequently form larger
structures with other firms and entities. Whether these larger structures create a network
depends on the particular facts and circumstances and does not depend on whether the
firms and entities are legally separate and distinct. For example, a larger structure may be
aimed only at facilitating the referral of work, which in itself does not meet the criteria
necessary to constitute a network. Alternatively, a larger structure might be such that it is
aimed at co-operation and the firms share a common brand name, a common system of
quality control, or significant professional resources and consequently is deemed to be a
network.
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The judgment as to whether the larger structure is a network shall be made in light of
whether a reasonable and informed third party would be likely to conclude, weighing all the
specific facts and circumstances, that the entities are associated in such a way that a
network exists. This judgment shall be applied consistently throughout the network.

Where the larger structure is aimed at co-operation and it is clearly aimed at profit or cost
sharing among the entities within the structure, it is deemed to be a network. However, the
sharing of immaterial costs does not in itself create a network. In addition, if the sharing of
costs is limited only to those costs related to the development of audit methodologies,
manuals, or training courses, this would not in itself create a network. Further, an
association between a firm and an otherwise unrelated entity to jointly provide a service or
develop a product does not in itself create a network.

Where the larger structure is aimed at cooperation and the entities within the structure
share common ownership, control or management, it is deemed to be a network. This could
be achieved by contract or other means.

Where the larger structure is aimed at co-operation and the entities within the structure
share common quality control policies and procedures, it is deemed to be a network. For
this purpose, common quality control policies and procedures are those designed,
implemented and monitored across the larger structure.

Where the larger structure is aimed at co-operation and the entities within the structure
share a common business strategy, it is deemed to be a network. Sharing a common
business strategy involves an agreement by the entities to achieve common strategic
objectives. An entity is not deemed to be a network firm merely because it co-operates with
another entity solely to respond jointly to a request for a proposal for the provision of a
professional service.

Where the larger structure is aimed at co-operation and the entities within the structure
share the use of a common brand name, it is deemed to be a network. A common brand
name includes common initials or a common name. A firm is deemed to be using a
common brand name if it includes, for example, the common brand name as part of, or
along with, its firm name, when a partner of the firm signs an audit report.

Even though a firm does not belong to a network and does not use a common brand name
as part of its firm name, it may give the appearance that it belongs to a network if it makes
reference in its stationery or promotional materials to being a member of an association of
firms. Accordingly, if care is not taken in how a firm describes such memberships, a
perception may be created that the firm belongs to a network.

If a firm sells a component of its practice, the sales agreement sometimes provides that, for
a limited period of time, the component may continue to use the name of the firm, or an
element of the name, even though it is no longer connected to the firm. In such
circumstances, while the two entities may be practicing under a common name, the facts
are such that they do not belong to a larger structure aimed at co-operation and are,
therefore, not network firms. Those entities shall determine how to disclose that they are
not network firms when presenting themselves to outside parties.

Where the larger structure is aimed at co-operation and the entities within the structure
share a significant part of professional resources, it is deemed to be a network.
Professional resources include:

. Common systems that enable firms to exchange information such as client data,
billing and time records;

. Partners and staff;

. Technical departments that consult on technical or industry specific issues,

transactions or events for assurance engagements;

. Audit methodology or audit manuals; and
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. Training courses and facilities.

The determination of whether the professional resources shared are significant, and
therefore the firms are network firms, shall be made based on the relevant facts and
circumstances. Where the shared resources are limited to common audit methodology or
audit manuals, with no exchange of personnel or client or market information, it is unlikely
that the shared resources would be significant. The same applies to a common training
endeavor. Where, however, the shared resources involve the exchange of people or
information, such as where staff are drawn from a shared pool, or a common technical
department is created within the larger structure to provide participating firms with technical
advice that the firms are required to follow, a reasonable and informed third party is more
likely to conclude that the shared resources are significant.

Public Interest Entities

290.25

290.26

Section 290 contains additional provisions that reflect the extent of public interest in certain
entities. For the purpose of this section, public interest entities are:

(a) Alllisted entities; and

(b)  Any entity (a) defined by regulation or legislation as a public interest entity or (b) for
which the audit is required by regulation or legislation to be conducted in compliance
with the same independence requirements that apply to the audit of listed entities ks
Such regulation may be promulgated by any relevant regulator, including an audit
regulator.

Firms are required to determine whether to treat additional entities, or certain categories of
entities, as public interest entities because they have a large number and wide range of
stakeholders. Factors to be considered include:

. The nature of the business, such as the holding of assets in a fiduciary capacity for a
large number of stakeholders. Examples may include financial institutions, such as
banks and insurance companies, and pension funds;

. Size; and

. Number of employees.

Related Entities

290.27

In the case of an audit client that is a listed entity, references to an audit client in this
section include related entities of the client (unless otherwise stated). For all other audit
clients, references to an audit client in this section include related entities over which the
client has direct or indirect control. When the audit team knows or has reason to believe
that a relationship or circumstance involving another related entity of the client is relevant to
the evaluation of the firm’s independence from the client, the audit team shall include that
related entity when identifying and evaluating threats to independence and applying
appropriate safeguards.

Those Charged with Governance

290.28

Even when not required by the Code, applicable auditing standards, law or regulation,
regular communication is encouraged between the firm and those charged with governance
of the audit client regarding relationships and other matters that might, in the firm’s opinion,
reasonably bear on independence. Such communication enables those charged with
governance to (a) consider the firm’s judgments in identifying and evaluating threats to
independence, (b) consider the appropriateness of safeguards applied to eliminate them or

1b

Currently under the legislation of Hong Kong, there is no definition of public interest entity or requirement for audit of an

entity to be conducted with the same independence requirements applicable to the audit of listed entities. Hence, there is
no entity falling within this part of the definition under the legislation of Hong Kong.
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reduce them to an acceptable level, and (c) take appropriate action. Such an approach can
be particularly helpful with respect to intimidation and familiarity threats.

Documentation

290.29

Documentation provides evidence of the professional accountant’s judgments in forming
conclusions regarding compliance with independence requirements. The absence of
documentation is not a determinant of whether a firm considered a particular matter nor
whether it is independent.

The professional accountant shall document conclusions regarding compliance with
independence requirements, and the substance of any relevant discussions that support
those conclusions. Accordingly:

(@) When safeguards are required to reduce a threat to an acceptable level, the
professional accountant shall document the nature of the threat and the safeguards in
place or applied that reduce the threat to an acceptable level; and

(b) When a threat required significant analysis to determine whether safeguards were
necessary and the professional accountant concluded that they were not because the
threat was already at an acceptable level, the professional accountant shall
document the nature of the threat and the rationale for the conclusion.

Engagement Period

290.30

290.31

290.32

Independence from the audit client is required both during the engagement period and the
period covered by the financial statements. The engagement period starts when the audit
team begins to perform audit services. The engagement period ends when the audit report
is issued. When the engagement is of a recurring nature, it ends at the later of the
notification by either party that the professional relationship has terminated or the issuance
of the final audit report.

When an entity becomes an audit client during or after the period covered by the financial
statements on which the firm will express an opinion, the firm shall determine whether any
threats to independence are created by:

. Financial or business relationships with the audit client during or after the period
covered by the financial statements but before accepting the audit engagement; or

. Previous services provided to the audit client.

If a non-assurance service was provided to the audit client during or after the period
covered by the financial statements but before the audit team begins to perform audit
services and the service would not be permitted during the period of the audit engagement,
the firm shall evaluate any threat to independence created by the service. If a threat is not
at an acceptable level, the audit engagement shall only be accepted if safeguards are
applied to eliminate any threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Not including personnel who provided the non-assurance service as members of the
audit team;
. Having a professional accountant review the audit and non-assurance work as

appropriate; or

. Engaging another firm to evaluate the results of the non-assurance service or having
another firm re-perform the non-assurance service to the extent necessary to enable
it to take responsibility for the service.

38 COE



CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

Mergers and Acquisitions

290.33

290.34

290.35

290.36

When, as a result of a merger or acquisition, an entity becomes a related entity of an audit
client, the firm shall identify and evaluate previous and current interests and relationships
with the related entity that, taking into account available safeguards, could affect its
independence and therefore its ability to continue the audit engagement after the effective
date of the merger or acquisition.

The firm shall take steps necessary to terminate, by the effective date of the merger or
acquisition, any current interests or relationships that are not permitted under this Code.
However, if such a current interest or relationship cannot reasonably be terminated by the
effective date of the merger or acquisition, for example, because the related entity is unable
by the effective date to effect an orderly transition to another service provider of a non-
assurance service provided by the firm, the firm shall evaluate the threat that is created by
such interest or relationship. The more significant the threat, the more likely the firm’s
objectivity will be compromised and it will be unable to continue as auditor. The significance
of the threat will depend upon factors such as:

. The nature and significance of the interest or relationship;

. The nature and significance of the related entity relationship (for example, whether
the related entity is a subsidiary or parent); and

. The length of time until the interest or relationship can reasonably be terminated.

The firm shall discuss with those charged with governance the reasons why the interest or
relationship cannot reasonably be terminated by the effective date of the merger or
acquisition and the evaluation of the significance of the threat.

If those charged with governance request the firm to continue as auditor, the firm shall do
so only if:

(a) the interest or relationship will be terminated as soon as reasonably possible and in
all cases within six months of the effective date of the merger or acquisition;

(b) any individual who has such an interest or relationship, including one that has arisen
through performing a non-assurance service that would not be permitted under this
section, will not be a member of the engagement team for the audit or the individual
responsible for the engagement quality control review; and

(c) appropriate transitional measures will be applied, as necessary, and discussed with
those charged with governance. Examples of transitional measures include:

o Having a professional accountant review the audit or non-assurance work as
appropriate;
J Having a professional accountant, who is not a member of the firm expressing

the opinion on the financial statements, perform a review that is equivalent to
an engagement quality control review; or

L Engaging another firm to evaluate the results of the non-assurance service or
having another firm re-perform the non-assurance service to the extent
necessary to enable it to take responsibility for the service.

The firm may have completed a significant amount of work on the audit prior to the effective
date of the merger or acquisition and may be able to complete the remaining audit
procedures within a short period of time. In such circumstances, if those charged with
governance request the firm to complete the audit while continuing with an interest or
relationship identified in 290.33, the firm shall do so only if it:

(a) Has evaluated the significance of the threat created by such interest or relationship
and discussed the evaluation with those charged with governance;

(b)  Complies with the requirements of paragraph 290.35(b)—(c); and
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(c) Ceases to be the auditor no later than the issuance of the audit report.

When addressing previous and current interests and relationships covered by paragraphs
290.33 to 290.36, the firm shall determine whether, even if all the requirements could be
met, the interests and relationships create threats that would remain so significant that
objectivity would be compromised and, if so, the firm shall cease to be the auditor.

The professional accountant shall document any interests or relationships covered by
paragraphs 290.34 and 36 that will not be terminated by the effective date of the merger or
acquisition and the reasons why they will not be terminated, the transitional measures
applied, the results of the discussion with those charged with governance, and the rationale
as to why the previous and current interests and relationships do not create threats that
would remain so significant that objectivity would be compromised.

Other Considerations

290.39

There may be occasions when there is an inadvertent violation of this section. If such an
inadvertent violation occurs, it generally will be deemed not to compromise independence
provided the firm has appropriate quality control policies and procedures in place,
equivalent to those required by Hong Kong Standards on Quality Control, to maintain
independence and, once discovered, the violation is corrected promptly and any necessary
safeguards are applied to eliminate any threat or reduce it to an acceptable level. The firm
shall determine whether to discuss the matter with those charged with governance.

Paragraphs 290.40 to 290.99 are intentionally left blank.

Application of the Conceptual Framework Approach to Independence

290.100

290.101

Paragraphs 290.102 to 290.231 describe specific circumstances and relationships that
create or may create threats to independence. The paragraphs describe the potential
threats and the types of safeguards that may be appropriate to eliminate the threats or
reduce them to an acceptable level and identify certain situations where no safeguards
could reduce the threats to an acceptable level. The paragraphs do not describe all of the
circumstances and relationships that create or may create a threat to independence. The
firm and the members of the audit team shall evaluate the implications of similar, but
different, circumstances and relationships and determine whether safeguards, including the
safeguards in paragraphs 200.12 to 200.15, can be applied when necessary to eliminate
the threats to independence or reduce them to an acceptable level.

Paragraphs 290.102 to 290.126 contain references to the materiality of a financial interest,
loan, or guarantee, or the significance of a business relationship. For the purpose of
determining whether such an interest is material to an individual, the combined net worth of
the individual and the individual's immediate family members may be taken into account.

Financial Interests

290.102

290.103

Holding a financial interest in an audit client may create a self-interest threat. The existence
and significance of any threat created depends on: (a) the role of the person holding the
financial interest, (b) whether the financial interest is direct or indirect, and (c) the materiality
of the financial interest.

Financial interests may be held through an intermediary (e.g. a collective investment
vehicle, estate or trust). The determination of whether such financial interests are direct or
indirect will depend upon whether the beneficial owner has control over the investment
vehicle or the ability to influence its investment decisions. When control over the investment
vehicle or the ability to influence investment decisions exists, this Code defines that
financial interest to be a direct financial interest. Conversely, when the beneficial owner of
the financial interest has no control over the investment vehicle or ability to influence its
investment decisions, this Code defines that financial interest to be an indirect financial
interest.
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If a member of the audit team, a member of that individual’s immediate family, or a firm has
a direct financial interest or a material indirect financial interest in the audit client, the self-
interest threat created would be so significant that no safeguards could reduce the threat to
an acceptable level. Therefore, none of the following shall have a direct financial interest or
a material indirect financial interest in the client: a member of the audit team; a member of
that individual’s immediate family; or the firm.

When a member of the audit team has a close family member who the audit team member
knows has a direct financial interest or a material indirect financial interest in the audit client,
a self-interest threat is created. The significance of the threat will depend on factors such as:

. The nature of the relationship between the member of the audit team and the close
family member; and

. The materiality of the financial interest to the close family member.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. The close family member disposing, as soon as practicable, of all of the financial
interest or disposing of a sufficient portion of an indirect financial interest so that the
remaining interest is no longer material;

. Having a professional accountant review the work of the member of the audit team; or
. Removing the individual from the audit team.

If a member of the audit team, a member of that individual’'s immediate family, or a firm has
a direct or material indirect financial interest in an entity that has a controlling interest in the
audit client, and the client is material to the entity, the self-interest threat created would be
so significant that no safeguards could reduce the threat to an acceptable level. Therefore,
none of the following shall have such a financial interest: a member of the audit team; a
member of that individual’s immediate family; and the firm.

The holding by a firm’s retirement benefit plan of a direct financial interest in an audit client
creates a self-interest threat. The significance of the threat would be so significant that no
safeguards could reduce the threat to an acceptable level. Consequently, disposal of the
financial interest would be the only action appropriate to permit the firm to perform the
engagement. If the retirement benefit plan of a firm, or network firm, has a material indirect
financial interest in an audit client a self-interest threat is also created. The only actions
appropriate to permit the firm to perform the engagement would be for the retirement
benefit plan of a firm, or network firm, either to dispose of the indirect interest in total or to
dispose of a sufficient amount of it so that the remaining interest is no longer material.

If other partners in the office in which the engagement partner practices in connection with
the audit engagement, or their immediate family members, hold a direct financial interest or
a material indirect financial interest in that audit client, the self-interest threat created would
be so significant that no safeguards could reduce the threat to an acceptable level.
Therefore, neither such partners nor their immediate family members shall hold any such
financial interests in such an audit client.

The office in which the engagement partner practices in connection with the audit
engagement is not necessarily the office to which that partner is assigned. Accordingly,
when the engagement partner is located in a different office from that of the other members
of the audit team, professional judgment shall be used to determine in which office the
partner practices in connection with that engagement.
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If other partners and managerial employees who provide non-audit services to the audit
client, except those whose involvement is minimal, or their immediate family members, hold
a direct financial interest or a material indirect financial interest in the audit client, the self-
interest threat created would be so significant that no safeguards could reduce the threat to
an acceptable level. Accordingly, neither such personnel nor their immediate family
members shall hold any such financial interests in such an audit client.

Despite paragraphs 290.108 and 290.110, the holding of a financial interest in an audit
client by an immediate family member of (a) a partner located in the office in which the
engagement partner practices in connection with the audit engagement, or (b) a partner or
managerial employee who provides non-audit services to the audit client, is deemed not to
compromise independence if the financial interest is received as a result of the immediate
family member’s employment rights (e.g., through pension or share option plans) and, when
necessary, safeguards are applied to eliminate any threat to independence or reduce it to
an acceptable level. However, when the immediate family member has or obtains the right
to dispose of the financial interest or, in the case of a stock option, the right to exercise the
option, the financial interest shall be disposed of or forfeited as soon as practicable.

A self-interest threat may be created if the firm or a member of the audit team, or a member
of that individual’s immediate family, has a financial interest in an entity and an audit client
also has a financial interest in that entity. However, independence is deemed not to be
compromised if these interests are immaterial and the audit client cannot exercise
significant influence over the entity. If such interest is material to any party, and the audit
client can exercise significant influence over the other entity, no safeguards could reduce
the threat to an acceptable level. Accordingly, the firm shall not have such an interest and
any individual with such an interest shall, before becoming a member of the audit team,
either:

(a) Dispose of the interest; or

(b) Dispose of a sufficient amount of the interest so that the remaining interest is no
longer material.

A self-interest, familiarity or intimidation threat may be created if a member of the audit
team, or a member of that individual’'s immediate family, or the firm, has a financial interest
in an entity when a director, officer or controlling owner of the audit client is also known to
have a financial interest in that entity. The existence and significance of any threat will
depend upon factors such as:

. The role of the professional on the audit team;
. Whether ownership of the entity is closely or widely held;

. Whether the interest gives the investor the ability to control or significantly influence
the entity; and

. The materiality of the financial interest.

The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Removing the member of the audit team with the financial interest from the audit
team; or
. Having a professional accountant review the work of the member of the audit team.

The holding by a firm, or a member of the audit team, or a member of that individual's
immediate family, of a direct financial interest or a material indirect financial interest in the
audit client as a trustee creates a self-interest threat. Similarly, a self-interest threat is
created when (a) a partner in the office in which the engagement partner practices in
connection with the audit, (b) other partners and managerial employees who provide non-
assurance services to the audit client, except those whose involvement is minimal, or (c)
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their immediate family members, hold a direct financial interest or a material indirect
financial interest in the audit client as trustee. Such an interest shall not be held unless:

(a) Neither the trustee, nor an immediate family member of the trustee, nor the firm are
beneficiaries of the trust;

—~
O
-

The interest in the audit client held by the trust is not material to the trust;

—~
(¢
-~

The trust is not able to exercise significant influence over the audit client; and

—~
o
-

The trustee, an immediate family member of the trustee, or the firm cannot
significantly influence any investment decision involving a financial interest in the
audit client.

Members of the audit team shall determine whether a self-interest threat is created by any
known financial interests in the audit client held by other individuals including:

. Partners and professional employees of the firm, other than those referred to above,
or their immediate family members; and

. Individuals with a close personal relationship with a member of the audit team.
Whether these interests create a self-interest threat will depend on factors such as:
. The firm’s organizational, operating and reporting structure; and

. The nature of the relationship between the individual and the member of the audit
team.

The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Removing the member of the audit team with the personal relationship from the audit
team;
. Excluding the member of the audit team from any significant decision-making

concerning the audit engagement; or
. Having a professional accountant review the work of the member of the audit team.

If a firm or a partner or employee of the firm, or a member of that individual's immediate
family, receives a direct financial interest or a material indirect financial interest in an audit
client, for example, by way of an inheritance, gift or as a result of a merger and such
interest would not be permitted to be held under this section, then:

(a) If the interest is received by the firm, the financial interest shall be disposed of
immediately, or a sufficient amount of an indirect financial interest shall be disposed
of so that the remaining interest is no longer material;

(b) If the interest is received by a member of the audit team, or a member of that
individual's immediate family, the individual who received the financial interest shall
immediately dispose of the financial interest, or dispose of a sufficient amount of an
indirect financial interest so that the remaining interest is no longer material; or

(c) If the interest is received by an individual who is not a member of the audit team, or
by an immediate family member of the individual, the financial interest shall be
disposed of as soon as possible, or a sufficient amount of an indirect financial interest
shall be disposed of so that the remaining interest is no longer material. Pending the
disposal of the financial interest, a determination shall be made as to whether any
safeguards are necessary.

43 COE



290.117

CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

When an inadvertent violation of this section as it relates to a financial interest in an audit
client occurs, it is deemed not to compromise independence if:

(a) The firm has established policies and procedures that require prompt notification to
the firm of any breaches resulting from the purchase, inheritance or other acquisition
of a financial interest in the audit client;

(b)  The actions in paragraph 290.116 (a)—(c) are taken as applicable; and

(c) The firm applies other safeguards when necessary to reduce any remaining threat to
an acceptable level. Examples of such safeguards include:

. Having a professional accountant review the work of the member of the audit
team; or
. Excluding the individual from any significant decision-making concerning the

audit engagement.

The firm shall determine whether to discuss the matter with those charged with governance.

Loans and Guarantees

290.118

290.119

290.120

290.121

290.122

290.123

A loan, or a guarantee of a loan, to a member of the audit team, or a member of that
individual’'s immediate family, or the firm from an audit client that is a bank or a similar
institution may create a threat to independence. If the loan or guarantee is not made under
normal lending procedures, terms and conditions, a self-interest threat would be created
that would be so significant that no safeguards could reduce the threat to an acceptable
level. Accordingly, neither a member of the audit team, a member of that individual's
immediate family, nor a firm shall accept such a loan or guarantee.

If a loan to a firm from an audit client that is a bank or similar institution is made under
normal lending procedures, terms and conditions and it is material to the audit client or firm
receiving the loan, it may be possible to apply safeguards to reduce the self-interest threat
to an acceptable level. An example of such a safeguard is having the work reviewed by a
professional accountant from a network firm that is neither involved with the audit nor
received the loan.

A loan, or a guarantee of a loan, from an audit client that is a bank or a similar institution to
a member of the audit team, or a member of that individual’'s immediate family, does not
create a threat to independence if the loan or guarantee is made under normal lending
procedures, terms and conditions. Examples of such loans include home mortgages, bank
overdrafts, car loans and credit card balances.

If the firm or a member of the audit team, or a member of that individual’s immediate family,
accepts a loan from, or has a borrowing guaranteed by, an audit client that is not a bank or
similar institution, the self-interest threat created would be so significant that no safeguards
could reduce the threat to an acceptable level, unless the loan or guarantee is immaterial to
both (a) the firm or the member of the audit team and the immediate family member, and (b)
the client.

Similarly, if the firm or a member of the audit team, or a member of that individual’s
immediate family, makes or guarantees a loan to an audit client, the self-interest threat
created would be so significant that no safeguards could reduce the threat to an acceptable
level, unless the loan or guarantee is immaterial to both (a) the firm or the member of the
audit team and the immediate family member, and (b) the client.

If a firm or a member of the audit team, or a member of that individual’'s immediate family,
has deposits or a brokerage account with an audit client that is a bank, broker or similar
institution, a threat to independence is not created if the deposit or account is held under
normal commercial terms.
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Business Relationships

290.124

290.125

290.126

A close business relationship between a firm, or a member of the audit team, or a member
of that individual’'s immediate family, and the audit client or its management, arises from a
commercial relationship or common financial interest and may create self-interest or
intimidation threats. Examples of such relationships include:

. Having a financial interest in a joint venture with either the client or a controlling
owner, director, officer or other individual who performs senior managerial activities
for that client.

. Arrangements to combine one or more services or products of the firm with one or
more services or products of the client and to market the package with reference to
both parties.

. Distribution or marketing arrangements under which the firm distributes or markets

the client's products or services, or the client distributes or markets the firm’s
products or services.

Unless any financial interest is immaterial and the business relationship is insignificant to
the firm and the client or its management, the threat created would be so significant that no
safeguards could reduce the threat to an acceptable level. Therefore, unless the financial
interest is immaterial and the business relationship is insignificant, the business relationship
shall not be entered into, or it shall be reduced to an insignificant level or terminated.

In the case of a member of the audit team, unless any such financial interest is immaterial
and the relationship is insignificant to that member, the individual shall be removed from the
audit team.

If the business relationship is between an immediate family member of a member of the
audit team and the audit client or its management, the significance of any threat shall be
evaluated and safeguards applied when necessary to eliminate the threat or reduce it to an
acceptable level.

A business relationship involving the holding of an interest by the firm, or a member of the
audit team, or a member of that individual’'s immediate family, in a closely-held entity when
the audit client or a director or officer of the client, or any group thereof, also holds an
interest in that entity does not create threats to independence if:

(@) The business relationship is insignificant to the firm, the member of the audit team
and the immediate family member, and the client;

(b)  The financial interest is immaterial to the investor or group of investors; and

(c) The financial interest does not give the investor, or group of investors, the ability to
control the closely-held entity.

The purchase of goods and services from an audit client by the firm, or a member of the
audit team, or a member of that individual’s immediate family, does not generally create a
threat to independence if the transaction is in the normal course of business and at arm’s
length. However, such transactions may be of such a nature or magnitude that they create
a self-interest threat. The significance of any threat shall be evaluated and safeguards
applied when necessary to eliminate the threat or reduce it to an acceptable level.
Examples of such safeguards include:

. Eliminating or reducing the magnitude of the transaction; or

) Removing the individual from the audit team.
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Family and Personal Relationships

290.127

290.128

290.129

290.130

Family and personal relationships between a member of the audit team and a director or
officer or certain employees (depending on their role) of the audit client may create self-
interest, familiarity or intimidation threats. The existence and significance of any threats will
depend on a number of factors, including the individual's responsibilities on the audit team,
the role of the family member or other individual within the client and the closeness of the
relationship.

When an immediate family member of a member of the audit team is:
(a) Adirector or officer of the audit client; or

(b)  An employee in a position to exert significant influence over the preparation of the
client’'s accounting records or the financial statements on which the firm will express
an opinion,

or was in such a position during any period covered by the engagement or the financial
statements, the threats to independence can only be reduced to an acceptable level by
removing the individual from the audit team. The closeness of the relationship is such that
no other safeguards could reduce the threat to an acceptable level. Accordingly, no
individual who has such a relationship shall be a member of the audit team.

Threats to independence are created when an immediate family member of a member of
the audit team is an employee in a position to exert significant influence over the client’s
financial position, financial performance or cash flows. The significance of the threats will
depend on factors such as:

o The position held by the immediate family member; and
. The role of the professional on the audit team.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Removing the individual from the audit team; or

. Structuring the responsibilities of the audit team so that the professional does not
deal with matters that are within the responsibility of the immediate family member.

Threats to independence are created when a close family member of a member of the audit
team is:

(a) Adirector or officer of the audit client; or

(b)  An employee in a position to exert significant influence over the preparation of the
client’s accounting records or the financial statements on which the firm will express
an opinion.

The significance of the threats will depend on factors such as:

. The nature of the relationship between the member of the audit team and the close
family member;

. The position held by the close family member; and

. The role of the professional on the audit team.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

) Removing the individual from the audit team; or

. Structuring the responsibilities of the audit team so that the professional does not
deal with matters that are within the responsibility of the close family member.
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Threats to independence are created when a member of the audit team has a close
relationship with a person who is not an immediate or close family member, but who is a
director or officer or an employee in a position to exert significant influence over the
preparation of the client’s accounting records or the financial statements on which the firm
will express an opinion. A member of the audit team who has such a relationship shall
consult in accordance with firm policies and procedures. The significance of the threats will
depend on factors such as:

. The nature of the relationship between the individual and the member of the audit
team;

. The position the individual holds with the client; and

. The role of the professional on the audit team.

The significance of the threats shall be evaluated and safeguards applied when necessary
to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Removing the professional from the audit team; or

. Structuring the responsibilities of the audit team so that the professional does not
deal with matters that are within the responsibility of the individual with whom the
professional has a close relationship.

Self-interest, familiarity or intimidation threats may be created by a personal or family
relationship between (a) a partner or employee of the firm who is not a member of the audit
team and (b) a director or officer of the audit client or an employee in a position to exert
significant influence over the preparation of the client’'s accounting records or the financial
statements on which the firm will express an opinion. Partners and employees of the firm
who are aware of such relationships shall consult in accordance with firm policies and
procedures. The existence and significance of any threat will depend on factors such as:

. The nature of the relationship between the partner or employee of the firm and the
director or officer or employee of the client;

. The interaction of the partner or employee of the firm with the audit team;

. The position of the partner or employee within the firm; and

. The position the individual holds with the client.

The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Structuring the partner's or employee’s responsibilities to reduce any potential
influence over the audit engagement; or

. Having a professional accountant review the relevant audit work performed.

When an inadvertent violation of this section as it relates to family and personal
relationships occurs, it is deemed not to compromise independence if:

(a) The firm has established policies and procedures that require prompt notification to
the firm of any breaches resulting from changes in the employment status of their
immediate or close family members or other personal relationships that create threats
to independence;

(b)  The inadvertent violation relates to an immediate family member of a member of the
audit team becoming a director or officer of the audit client or being in a position to
exert significant influence over the preparation of the client's accounting records or
the financial statements on which the firm will express an opinion, and the relevant
professional is removed from the audit team; and
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(c) The firm applies other safeguards when necessary to reduce any remaining threat to
an acceptable level. Examples of such safeguards include:

(i) Having a professional accountant review the work of the member of the audit
team; or

(i)  Excluding the relevant professional from any significant decision-making
concerning the engagement.

The firm shall determine whether to discuss the matter with those charged with governance.

Employment with an Audit Client

290.134

290.135

290.136

290.137

Familiarity or intimidation threats may be created if a director or officer of the audit client, or
an employee in a position to exert significant influence over the preparation of the client’s
accounting records or the financial statements on which the firm will express an opinion,
has been a member of the audit team or partner of the firm.

If a former member of the audit team or partner of the firm has joined the audit client in such
a position and a significant connection remains between the firm and the individual, the
threat would be so significant that no safeguards could reduce the threat to an acceptable
level. Therefore, independence would be deemed to be compromised if a former member of
the audit team or partner joins the audit client as a director or officer, or as an employee in a
position to exert significant influence over the preparation of the client's accounting records
or the financial statements on which the firm will express an opinion, unless:

(@) The individual is not entitled to any benefits or payments from the firm, unless made
in accordance with fixed pre-determined arrangements, and any amount owed to the
individual is not material to the firm; and

(b)  The individual does not continue to participate or appear to participate in the firm’s
business or professional activities.

If a former member of the audit team or partner of the firm has joined the audit client in such
a position, and no significant connection remains between the firm and the individual, the
existence and significance of any familiarity or intimidation threats will depend on factors
such as:

. The position the individual has taken at the client;

° Any involvement the individual will have with the audit team;

. The length of time since the individual was a member of the audit team or partner of
the firm; and

. The former position of the individual within the audit team or firm, for example,

whether the individual was responsible for maintaining regular contact with the
client’'s management or those charged with governance.

The significance of any threats created shall be evaluated and safeguards applied when
necessary to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Modifying the audit plan;

. Assigning individuals to the audit team who have sufficient experience in relation to
the individual who has joined the client; or

. Having a professional accountant review the work of the former member of the audit
team.

If a former partner of the firm has previously joined an entity in such a position and the
entity subsequently becomes an audit client of the firm, the significance of any threat to
independence shall be evaluated and safeguards applied when necessary to eliminate the
threat or reduce it to an acceptable level.
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A self-interest threat is created when a member of the audit team participates in the audit
engagement while knowing that the member of the audit team will, or may, join the client
some time in the future. Firm policies and procedures shall require members of an audit
team to notify the firm when entering employment negotiations with the client. On receiving
such notification, the significance of the threat shall be evaluated and safeguards applied
when necessary to eliminate the threat or reduce it to an acceptable level. Examples of
such safeguards include:

. Removing the individual from the audit team; or

. A review of any significant judgments made by that individual while on the team.

Audit Clients that are Public Interest Entities

290.139

290.140

290.141

Familiarity or intimidation threats are created when a key audit partner joins the audit client
that is a public interest entity as:

(a) Adirector or officer of the entity; or

(b)  An employee in a position to exert significant influence over the preparation of the
client’s accounting records or the financial statements on which the firm will express
an opinion.

Independence would be deemed to be compromised unless, subsequent to the partner
ceasing to be a key audit partner, the public interest entity had issued audited financial
statements covering a period of not less than twelve months and the partner was not a
member of the audit team with respect to the audit of those financial statements.

An intimidation threat is created when the individual who was the firm’s Senior or Managing
Partner (Chief Executive or equivalent) joins an audit client that is a public interest entity as
(a) an employee in a position to exert significant influence over the preparation of the
entity’s accounting records or its financial statements or (b) a director or officer of the entity.
Independence would be deemed to be compromised unless twelve months have passed
since the individual was the Senior or Managing Partner (Chief Executive or equivalent) of
the firm.

Independence is deemed not to be compromised if, as a result of a business combination, a
former key audit partner or the individual who was the firm’s former Senior or Managing
Partner is in a position as described in paragraphs 290.139 and 290.140, and:

(a) The position was not taken in contemplation of the business combination;

(b)  Any benefits or payments due to the former partner from the firm have been settled in
full, unless made in accordance with fixed pre-determined arrangements and any
amount owed to the partner is not material to the firm;

(c) The former partner does not continue to participate or appear to participate in the
firm’s business or professional activities; and

(d)  The position held by the former partner with the audit client is discussed with those
charged with governance.

Temporary Staff Assignments

290.142

The lending of staff by a firm to an audit client may create a self-review threat. Such
assistance may be given, but only for a short period of time and the firm’s personnel shall
not be involved in:

. Providing non-assurance services that would not be permitted under this section; or
. Assuming management responsibilities.

In all circumstances, the audit client shall be responsible for directing and supervising the
activities of the loaned staff.
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The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Conducting an additional review of the work performed by the loaned staff;

. Not giving the loaned staff audit responsibility for any function or activity that the staff
performed during the temporary staff assignment; or

o Not including the loaned staff as a member of the audit team.

Recent Service with an Audit Client

290.143

290.144

290.145

Self-interest, self-review or familiarity threats may be created if a member of the audit team
has recently served as a director, officer, or employee of the audit client. This would be the
case when, for example, a member of the audit team has to evaluate elements of the
financial statements for which the member of the audit team had prepared the accounting
records while with the client.

If, during the period covered by the audit report, a member of the audit team had served as
a director or officer of the audit client, or was an employee in a position to exert significant
influence over the preparation of the client’'s accounting records or the financial statements
on which the firm will express an opinion, the threat created would be so significant that no
safeguards could reduce the threat to an acceptable level. Consequently, such individuals
shall not be assigned to the audit team.

Self-interest, self-review or familiarity threats may be created if, before the period covered
by the audit report, a member of the audit team had served as a director or officer of the
audit client, or was an employee in a position to exert significant influence over the
preparation of the client’s accounting records or financial statements on which the firm will
express an opinion. For example, such threats would be created if a decision made or work
performed by the individual in the prior period, while employed by the client, is to be
evaluated in the current period as part of the current audit engagement. The existence and
significance of any threats will depend on factors such as:

. The position the individual held with the client;
. The length of time since the individual left the client; and
. The role of the professional on the audit team.

The significance of any threat shall be evaluated and safeguards applied when necessary to
reduce the threat to an acceptable level. An example of such a safeguard is conducting a
review of the work performed by the individual as a member of the audit team.

Serving as a Director or Officer of an Audit Client

290.146

290.147

290.148

If a partner or employee of the firm serves as a director or officer of an audit client, the self-
review and self-interest threats created would be so significant that no safeguards could
reduce the threats to an acceptable level. Accordingly, no partner or employee shall serve
as a director or officer of an audit client.

The position of Company Secretary has different implications in different jurisdictions.
Duties may range from administrative duties, such as personnel management and the
maintenance of company records and registers, to duties as diverse as ensuring that the
company complies with regulations or providing advice on corporate governance matters.
Generally, this position is seen to imply a close association with the entity.

If a partner or employee of the firm or a network firm serves as Company Secretary for a
financial statement audit client the self-review and advocacy threats created would
generally be so significant that no safeguards could reduce the threat to an acceptable level
unless the duties and functions undertaken are limited to those of a routine and formal
administrative nature such as the preparation of minutes and maintenance of statutory
returns, and are permitted by law.
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290.149 Performing routine administrative services to support a company secretarial function or
providing advice in relation to company secretarial administration matters does not
generally create threats to independence, as long as client management makes all relevant
decisions.

Long Association of Senior Personnel (Including Partner Rotation) with an
Audit Client

General Provisions

290.150 Familiarity and self-interest threats are created by using the same senior personnel on an
audit engagement over a long period of time. The significance of the threats will depend on
factors such as:

. How long the individual has been a member of the audit team;

. The role of the individual on the audit team;

) The structure of the firm;

. The nature of the audit engagement;

. Whether the client’'s management team has changed; and

. Whether the nature or complexity of the client’'s accounting and reporting issues has
changed.

The significance of the threats shall be evaluated and safeguards applied when necessary
to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Rotating the senior personnel off the audit team;

. Having a professional accountant who was not a member of the audit team review
the work of the senior personnel; or

. Regular independent internal or external quality reviews of the engagement.
Audit Clients that are Public Interest Entities

290.151 In respect of an audit of a public interest entity, an individual shall not be a key audit partner
for more than seven years. After such time, the individual shall not be a member of the
engagement team or be a key audit partner for the client for two years. During that period,
the individual shall not participate in the audit of the entity, provide quality control for the
engagement, consult with the engagement team or the client regarding technical or
industry-specific issues, transactions or events or otherwise directly influence the outcome
of the engagement.

290.152 Despite paragraph 290.151, key audit partners whose continuity is especially important to
audit quality may, in rare cases due to unforeseen circumstances outside the firm’s control,
be permitted an additional year on the audit team as long as the threat to independence can
be eliminated or reduced to an acceptable level by applying safeguards. For example, a key
audit partner may remain on the audit team for up to one additional year in circumstances
where, due to unforeseen events, a required rotation was not possible, as might be the
case due to serious illness of the intended engagement partner.

290.153 The long association of other partners with an audit client that is a public interest entity
creates familiarity and self-interest threats. The significance of the threats will depend on
factors such as:

. How long any such partner has been associated with the audit client;
. The role, if any, of the individual on the audit team; and

. The nature, frequency and extent of the individual’s interactions with the client’s
management or those charged with governance.
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The significance of the threats shall be evaluated and safeguards applied when necessary
to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Rotating the partner off the audit team or otherwise ending the partner’s association
with the audit client; or

. Regular independent internal or external quality reviews of the engagement.

When an audit client becomes a public interest entity, the length of time the individual has
served the audit client as a key audit partner before the client becomes a public interest
entity shall be taken into account in determining the timing of the rotation. If the individual
has served the audit client as a key audit partner for five years or less when the client
becomes a public interest entity, the number of years the individual may continue to serve
the client in that capacity before rotating off the engagement is seven years less the number
of years already served. If the individual has served the audit client as a key audit partner
for six or more years when the client becomes a public interest entity, the partner may
continue to serve in that capacity for a maximum of two additional years before rotating off
the engagement.

When a firm has only a few people with the necessary knowledge and experience to serve
as a key audit partner on the audit of a public interest entity, rotation of key audit partners
may not be an available safeguard. If an independent regulator in the relevant jurisdiction
has provided an exemption from partner rotation in such circumstances, an individual may
remain a key audit partner for more than seven years, in accordance with such regulation,
provided that the independent regulator has specified alternative safeguards which are
applied, such as a regular independent external review.

Provision of Non-assurance Services to Audit Clients

290.156

290.157

290.158

290.159

Firms have traditionally provided to their audit clients a range of non-assurance services
that are consistent with their skills and expertise. Providing non-assurance services may,
however, create threats to the independence of the firm or members of the audit team. The
threats created are most often self-review, self-interest and advocacy threats.

New developments in business, the evolution of financial markets and changes in
information technology make it impossible to draw up an all-inclusive list of non-assurance
services that might be provided to an audit client. When specific guidance on a particular
non-assurance service is not included in this section, the conceptual framework shall be
applied when evaluating the particular circumstances.

Before the firm accepts an engagement to provide a non-assurance service to an audit
client, a determination shall be made as to whether providing such a service would create a
threat to independence. In evaluating the significance of any threat created by a particular
non-assurance service, consideration shall be given to any threat that the audit team has
reason to believe is created by providing other related non-assurance services. If a threat is
created that cannot be reduced to an acceptable level by the application of safeguards, the
non-assurance service shall not be provided.

Providing certain non-assurance services to an audit client may create a threat to
independence so significant that no safeguards could reduce the threat to an acceptable
level. However, the inadvertent provision of such a service to a related entity, division or in
respect of a discrete financial statement item of such a client will be deemed not to
compromise independence if any threats have been reduced to an acceptable level by
arrangements for that related entity, division or discrete financial statement item to be
audited by another firm or when another firm re-performs the non-assurance service to the
extent necessary to enable it to take responsibility for that service.
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290.160 A firm may provide non-assurance services that would otherwise be restricted under this

290.161

section to the following related entities of the audit client:

(a) An entity, which is not an audit client, that has direct or indirect control over the audit
client;

(b)  An entity, which is not an audit client, with a direct financial interest in the client if that
entity has significant influence over the client and the interest in the client is material
to such entity; or

(c) An entity, which is not an audit client, that is under common control with the audit
client.

If it is reasonable to conclude that (a) the services do not create a self-review threat
because the results of the services will not be subject to audit procedures and (b) any
threats that are created by the provision of such services are eliminated or reduced to an
acceptable level by the application of safeguards.

A non-assurance service provided to an audit client does not compromise the firm's
independence when the client becomes a public interest entity if:

(a) The previous non-assurance service complies with the provisions of this section that
relate to audit clients that are not public interest entities;

(b)  Services that are not permitted under this section for audit clients that are public
interest entities are terminated before or as soon as practicable after the client
becomes a public interest entity; and

(c) The firm applies safeguards when necessary to eliminate or reduce to an acceptable
level any threats to independence arising from the service.

Management Responsibilities

290.162

290.163

290.164

Management of an entity performs many activities in managing the entity in the best
interests of stakeholders of the entity. It is not possible to specify every activity that is a
management responsibility. However, management responsibilities involve leading and
directing an entity, including making significant decisions regarding the acquisition,
deployment and control of human, financial, physical and intangible resources.

Whether an activity is a management responsibility depends on the circumstances and
requires the exercise of judgment. Examples of activities that would generally be
considered a management responsibility include:

. Setting policies and strategic direction;

. Directing and taking responsibility for the actions of the entity’s employees;

. Authorizing transactions;

. Deciding which recommendations of the firm or other third parties to implement;

. Taking responsibility for the preparation and fair presentation of the financial

statements in accordance with the applicable financial reporting framework; and
. Taking responsibility for designing, implementing and maintaining internal control.

Activities that are routine and administrative, or involve matters that are insignificant,
generally are deemed not to be a management responsibility. For example, executing an
insignificant transaction that has been authorized by management or monitoring the dates
for filing statutory returns and advising an audit client of those dates is deemed not to be a
management responsibility. Further, providing advice and recommendations to assist
management in discharging its responsibilities is not assuming a management responsibility.
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If a firm were to assume a management responsibility for an audit client, the threats created
would be so significant that no safeguards could reduce the threats to an acceptable level.
For example, deciding which recommendations of the firm to implement will create self-
review and self-interest threats. Further, assuming a management responsibility creates a
familiarity threat because the firm becomes too closely aligned with the views and interests
of management. Therefore, the firm shall not assume a management responsibility for an
audit client.

To avoid the risk of assuming a management responsibility when providing non-assurance
services to an audit client, the firm shall be satisfied that a member of management is
responsible for making the significant judgments and decisions that are the proper
responsibility of management, evaluating the results of the service and accepting
responsibility for the actions to be taken arising from the results of the service. This reduces
the risk of the firm inadvertently making any significant judgments or decisions on behalf of
management. The risk is further reduced when the firm gives the client the opportunity to
make judgments and decisions based on an objective and transparent analysis and
presentation of the issues.

Preparing Accounting Records and Financial Statements

General Provisions

290.167

290.168

290.169

290.170

Management is responsible for the preparation and fair presentation of the financial
statements in accordance with the applicable financial reporting framework. These
responsibilities include:

. Originating or changing journal entries, or determining the account classifications of
transactions; and

. Preparing or changing source documents or originating data, in electronic or other
form, evidencing the occurrence of a transaction (for example, purchase orders,
payroll time records, and customer orders).

Providing an audit client with accounting and bookkeeping services, such as preparing
accounting records or financial statements, creates a self-review threat when the firm
subsequently audits the financial statements.

The audit process, however, necessitates dialogue between the firm and management of
the audit client, which may involve (a) the application of accounting standards or policies
and financial statement disclosure requirements, (b) the appropriateness of financial and
accounting control and the methods used in determining the stated amounts of assets and
liabilities, or (c) proposing adjusting journal entries. These activities are considered to be a
normal part of the audit process and do not, generally, create threats to independence.

Similarly, the client may request technical assistance from the firm on matters such as
resolving account reconciliation problems or analyzing and accumulating information for
regulatory reporting. In addition, the client may request technical advice on accounting
issues such as the conversion of existing financial statements from one financial reporting
framework to another (for example, to comply with group accounting policies or to transition
to a different financial reporting framework such as International Financial Reporting
Standards). Such services do not, generally, create threats to independence provided the
firm does not assume a management responsibility for the client.

Audit Clients that are Not Public Interest Entities

290.171

The firm may provide services related to the preparation of accounting records and financial
statements to an audit client that is not a public interest entity where the services are of a
routine or mechanical nature, so long as any self-review threat created is reduced to an
acceptable level. Examples of such services include:

. Providing payroll services based on client-originated data;
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. Recording transactions for which the client has determined or approved the
appropriate account classification;

. Posting transactions coded by the client to the general ledger;

. Posting client-approved entries to the trial balance; and

. Preparing financial statements based on information in the trial balance.

In all cases, the significance of any threat created shall be evaluated and safeguards
applied when necessary to eliminate the threat or reduce it to an acceptable level.
Examples of such safeguards include:

. Arranging for such services to be performed by an individual who is not a member of
the audit team; or

. If such services are performed by a member of the audit team, using a partner or
senior staff member with appropriate expertise who is not a member of the audit team
to review the work performed.

Audit Clients that are Public Interest Entities

290.172

290.173

Except in emergency situations, a firm shall not provide to an audit client that is a public
interest entity accounting and bookkeeping services, including payroll services, or prepare
financial statements on which the firm will express an opinion or financial information which
forms the basis of the financial statements.

Despite paragraph 290.172, a firm may provide accounting and bookkeeping services,
including payroll services and the preparation of financial statements or other financial
information, of a routine or mechanical nature for divisions or related entities of an audit
client that is a public interest entity if the personnel providing the services are not members
of the audit team and:

(@) The divisions or related entities for which the service is provided are collectively
immaterial to the financial statements on which the firm will express an opinion; or

(b) The services relate to matters that are collectively immaterial to the financial
statements of the division or related entity.

Emergency Situations

290.174

Accounting and bookkeeping services, which would otherwise not be permitted under this
section, may be provided to audit clients in emergency or other unusual situations when it is
impractical for the audit client to make other arrangements. This may be the case when (a)
only the firm has the resources and necessary knowledge of the client's systems and
procedures to assist the client in the timely preparation of its accounting records and
financial statements, and (b) a restriction on the firm’s ability to provide the services would
result in significant difficulties for the client (for example, as might result from a failure to
meet regulatory reporting requirements). In such situations, the following conditions shall be
met:

(a) Those who provide the services are not members of the audit team;

(b)  The services are provided for only a short period of time and are not expected to
recur; and

(c) The situation is discussed with those charged with governance.
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Valuation Services

General Provisions

290.175

290.176

290.177

290.178

A valuation comprises the making of assumptions with regard to future developments, the
application of appropriate methodologies and techniques, and the combination of both to
compute a certain value, or range of values, for an asset, a liability or for a business as a
whole.

Performing valuation services for an audit client may create a self-review threat. The
existence and significance of any threat will depend on factors such as:

. Whether the valuation will have a material effect on the financial statements.

. The extent of the client’s involvement in determining and approving the valuation
methodology and other significant matters of judgment.

. The availability of established methodologies and professional guidelines.

. For valuations involving standard or established methodologies, the degree of
subjectivity inherent in the item.

. The reliability and extent of the underlying data.

o The degree of dependence on future events of a nature that could create significant

volatility inherent in the amounts involved.
o The extent and clarity of the disclosures in the financial statements.

The significance of any threat created shall be evaluated and safeguards applied when
necessary to eliminate the threat or reduce it to an acceptable level. Examples of such
safeguards include:

. Having a professional who was not involved in providing the valuation service review
the audit or valuation work performed; or

. Making arrangements so that personnel providing such services do not participate in
the audit engagement.

Certain valuations do not involve a significant degree of subjectivity. This is likely the case
where the underlying assumptions are either established by law or regulation, or are widely
accepted and when the techniques and methodologies to be used are based on generally
accepted standards or prescribed by law or regulation. In such circumstances, the results of
a valuation performed by two or more parties are not likely to be materially different.

If a firm is requested to perform a valuation to assist an audit client with its tax reporting
obligations or for tax planning purposes and the results of the valuation will not have a
direct effect on the financial statements, the provisions included in paragraph 290.191 apply.

Audit Clients that are Not Public Interest Entities

290.179

In the case of an audit client that is not a public interest entity, if the valuation service has a
material effect on the financial statements on which the firm will express an opinion and the
valuation involves a significant degree of subjectivity, no safeguards could reduce the self-
review threat to an acceptable level. Accordingly a firm shall not provide such a valuation
service to an audit client.

Audit Clients that are Public Interest Entities

290.180

A firm shall not provide valuation services to an audit client that is a public interest entity if
the valuations would have a material effect, separately or in the aggregate, on the financial
statements on which the firm will express an opinion.
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Taxation Services

290.181 Taxation services comprise a broad range of services, including:

° Tax return preparation;

. Tax calculations for the purpose of preparing the accounting entries;
. Tax planning and other tax advisory services; and

. Assistance in the resolution of tax disputes.

While taxation services provided by a firm to an audit client are addressed separately under
each of these broad headings; in practice, these activities are often interrelated.

290.182 Performing certain tax services creates self-review and advocacy threats. The existence
and significance of any threats will depend on factors such as (a) the system by which the
tax authorities assess and administer the tax in question and the role of the firm in that
process, (b) the complexity of the relevant tax regime and the degree of judgment
necessary in applying it, (c) the particular characteristics of the engagement, and (d) the
level of tax expertise of the client's employees.

Tax Return Preparation

290.183 Tax return preparation services involve assisting clients with their tax reporting obligations
by drafting and completing information, including the amount of tax due (usually on
standardized forms) required to be submitted to the applicable tax authorities. Such
services also include advising on the tax return treatment of past transactions and
responding on behalf of the audit client to the tax authorities’ requests for additional
information and analysis (including providing explanations of and technical support for the
approach being taken). Tax return preparation services are generally based on historical
information and principally involve analysis and presentation of such historical information
under existing tax law, including precedents and established practice. Further, the tax
returns are subject to whatever review or approval process the tax authority deems
appropriate. Accordingly, providing such services does not generally create a threat to
independence if management takes responsibility for the returns including any significant
judgments made.

Tax Calculations for the Purpose of Preparing Accounting Entries
Audit Clients that are Not Public Interest Entities

290.184 Preparing calculations of current and deferred tax liabilities (or assets) for an audit client for
the purpose of preparing accounting entries that will be subsequently audited by the firm
creates a self-review threat. The significance of the threat will depend on (a) the complexity
of the relevant tax law and regulation and the degree of judgment necessary in applying
them, (b) the level of tax expertise of the client’'s personnel, and (c) the materiality of the
amounts to the financial statements. Safeguards shall be applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards

include:
. Using professionals who are not members of the audit team to perform the service;
. If the service is performed by a member of the audit team, using a partner or senior

staff member with appropriate expertise who is not a member of the audit team to
review the tax calculations; or

) Obtaining advice on the service from an external tax professional.
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Audit Clients that are Public Interest Entities

290.185

290.186

Except in emergency situations, in the case of an audit client that is a public interest entity,
a firm shall not prepare tax calculations of current and deferred tax liabilities (or assets) for
the purpose of preparing accounting entries that are material to the financial statements on
which the firm will express an opinion.

The preparation of calculations of current and deferred tax liabilities (or assets) for an audit
client for the purpose of the preparation of accounting entries, which would otherwise not be
permitted under this section, may be provided to audit clients in emergency or other
unusual situations when it is impractical for the audit client to make other arrangements.
This may be the case when (a) only the firm has the resources and necessary knowledge of
the client’s business to assist the client in the timely preparation of its calculations of current
and deferred tax liabilities (or assets), and (b) a restriction on the firm’s ability to provide the
services would result in significant difficulties for the client (for example, as might result from
a failure to meet regulatory reporting requirements). In such situations, the following
conditions shall be met:

(@) Those who provide the services are not members of the audit team;

(b) The services are provided for only a short period of time and are not expected to
recur; and

(c) The situation is discussed with those charged with governance.

Tax Planning and Other Tax Advisory Services

290.187

290.188

Tax planning or other tax advisory services comprise a broad range of services, such as
advising the client how to structure its affairs in a tax efficient manner or advising on the
application of a new tax law or regulation.

A self-review threat may be created where the advice will affect matters to be reflected in
the financial statements. The existence and significance of any threat will depend on factors
such as:

. The degree of subjectivity involved in determining the appropriate treatment for the
tax advice in the financial statements;

. The extent to which the outcome of the tax advice will have a material effect on the
financial statements;

. Whether the effectiveness of the tax advice depends on the accounting treatment or
presentation in the financial statements and there is doubt as to the appropriateness
of the accounting treatment or presentation under the relevant financial reporting

framework;
. The level of tax expertise of the client’'s employees;
. The extent to which the advice is supported by tax law or regulation, other precedent

or established practice; and

. Whether the tax treatment is supported by a private ruling or has otherwise been
cleared by the tax authority before the preparation of the financial statements.

For example, providing tax planning and other tax advisory services where the advice is
clearly supported by tax authority or other precedent, by established practice or has a basis
in tax law that is likely to prevail does not generally create a threat to independence.
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The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Using professionals who are not members of the audit team to perform the service;

. Having a tax professional, who was not involved in providing the tax service, advise
the audit team on the service and review the financial statement treatment;

. Obtaining advice on the service from an external tax professional; or

. Obtaining pre-clearance or advice from the tax authorities.

Where the effectiveness of the tax advice depends on a particular accounting treatment or
presentation in the financial statements and:

(@) The audit team has reasonable doubt as to the appropriateness of the related
accounting treatment or presentation under the relevant financial reporting framework;
and

(b)  The outcome or consequences of the tax advice will have a material effect on the
financial statements on which the firm will express an opinion;

The self-review threat would be so significant that no safeguards could reduce the threat to
an acceptable level. Accordingly, a firm shall not provide such tax advice to an audit client.

In providing tax services to an audit client, a firm may be requested to perform a valuation
to assist the client with its tax reporting obligations or for tax planning purposes. Where the
result of the valuation will have a direct effect on the financial statements, the provisions
included in paragraphs 290.175 to 290.180 relating to valuation services are applicable.
Where the valuation is performed for tax purposes only and the result of the valuation will
not have a direct effect on the financial statements (i.e. the financial statements are only
affected through accounting entries related to tax), this would not generally create threats to
independence if such effect on the financial statements is immaterial or if the valuation is
subject to external review by a tax authority or similar regulatory authority. If the valuation is
not subject to such an external review and the effect is material to the financial statements,
the existence and significance of any threat created will depend upon factors such as:

. The extent to which the valuation methodology is supported by tax law or regulation,
other precedent or established practice and the degree of subjectivity inherent in the
valuation.

. The reliability and extent of the underlying data.

The significance of any threat created shall be evaluated and safeguards applied when
necessary to eliminate the threat or reduce it to an acceptable level. Examples of such
safeguards include:

. Using professionals who are not members of the audit team to perform the service;
. Having a professional review the audit work or the result of the tax service; or
. Obtaining pre-clearance or advice from the tax authorities.

Assistance in the Resolution of Tax Disputes

290.192 An advocacy or self-review threat may be created when the firm represents an audit client

in the resolution of a tax dispute once the tax authorities have notified the client that they
have rejected the client’'s arguments on a particular issue and either the tax authority or the
client is referring the matter for determination in a formal proceeding, for example before a
tribunal or court. The existence and significance of any threat will depend on factors such
as:

. Whether the firm has provided the advice which is the subject of the tax dispute;
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. The extent to which the outcome of the dispute will have a material effect on the
financial statements on which the firm will express an opinion;

. The extent to which the matter is supported by tax law or regulation, other precedent,
or established practice;

. Whether the proceedings are conducted in public; and

. The role management plays in the resolution of the dispute.

The significance of any threat created shall be evaluated and safeguards applied when
necessary to eliminate the threat or reduce it to an acceptable level. Examples of such
safeguards include:

. Using professionals who are not members of the audit team to perform the service;

. Having a tax professional, who was not involved in providing the tax service, advise the
audit team on the services and review the financial statement treatment; or

o Obtaining advice on the service from an external tax professional.

Where the taxation services involve acting as an advocate for an audit client before a public
tribunal or court in the resolution of a tax matter and the amounts involved are material to
the financial statements on which the firm will express an opinion, the advocacy threat
created would be so significant that no safeguards could eliminate or reduce the threat to
an acceptable level. Therefore, the firm shall not perform this type of service for an audit
client. What constitutes a “public tribunal or court” shall be determined according to how tax
proceedings are heard in the particular jurisdiction.

The firm is not, however, precluded from having a continuing advisory role (for example,
responding to specific requests for information, providing factual accounts or testimony
about the work performed or assisting the client in analyzing the tax issues) for the audit
client in relation to the matter that is being heard before a public tribunal or court.

Internal Audit Services

General Provisions

290.195

290.196

The scope and objectives of internal audit activities vary widely and depend on the size and
structure of the entity and the requirements of management and those charged with
governance. Internal audit activities may include:

(a) Monitoring of internal control — reviewing controls, monitoring their operation and
recommending improvements thereto;

(b) Examination of financial and operating information — reviewing the means used to
identify, measure, classify and report financial and operating information, and specific
inquiry into individual items including detailed testing of transactions, balances and
procedures;

(c) Review of the economy, efficiency and effectiveness of operating activities including
non-financial activities of an entity; and

(d) Review of compliance with laws, regulations and other external requirements, and
with management policies and directives and other internal requirements.

Internal audit services involve assisting the audit client in the performance of its internal
audit activities. The provision of internal audit services to an audit client creates a self-
review threat to independence if the firm uses the internal audit work in the course of a
subsequent external audit. Performing a significant part of the client’'s internal audit
activities increases the possibility that firm personnel providing internal audit services will
assume a management responsibility. If the firm’s personnel assume a management
responsibility when providing internal audit services to an audit client, the threat created
would be so significant that no safeguards could reduce the threat to an acceptable level.
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Accordingly, a firm’s personnel shall not assume a management responsibility when
providing internal audit services to an audit client.

Examples of internal audit services that involve assuming management responsibilities
include:

(a) Setting internal audit policies or the strategic direction of internal audit activities;

(b) Directing and taking responsibility for the actions of the entity’s internal audit
employees;

(c) Deciding which recommendations resulting from internal audit activities shall be
implemented;

(d) Reporting the results of the internal audit activities to those charged with governance
on behalf of management;

(e) Performing procedures that form part of the internal control, such as reviewing and
approving changes to employee data access privileges;

(f)  Taking responsibility for designing, implementing and maintaining internal control;
and

(g) Performing outsourced internal audit services, comprising all or a substantial portion
of the internal audit function, where the firm is responsible for determining the scope
of the internal audit work and may have responsibility for one or more of the matters
noted in (a)—(f).

To avoid assuming a management responsibility, the firm shall only provide internal audit
services to an audit client if it is satisfied that:

(@) The client designates an appropriate and competent resource, preferably within
senior management, to be responsible at all times for internal audit activities and to
acknowledge responsibility for designing, implementing, and maintaining internal
control;

(b)  The client’'s management or those charged with governance reviews, assesses and
approves the scope, risk and frequency of the internal audit services;

(c) The client’'s management evaluates the adequacy of the internal audit services and
the findings resulting from their performance;

(d) The client's management evaluates and determines which recommendations
resulting from internal audit services to implement and manages the implementation
process; and

(e) The client's management reports to those charged with governance the significant
findings and recommendations resulting from the internal audit services.

When a firm uses the work of an internal audit function, Hong Kong Standards on Auditing
require the performance of procedures to evaluate the adequacy of that work. When a firm
accepts an engagement to provide internal audit services to an audit client, and the results
of those services will be used in conducting the external audit, a self-review threat is
created because of the possibility that the audit team will use the results of the internal audit
service without appropriately evaluating those results or exercising the same level of
professional skepticism as would be exercised when the internal audit work is performed by
individuals who are not members of the firm. The significance of the threat will depend on
factors such as:

. The materiality of the related financial statement amounts;

. The risk of misstatement of the assertions related to those financial statement
amounts; and

. The degree of reliance that will be placed on the internal audit service.
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The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. An example of such a safeguard is
using professionals who are not members of the audit team to perform the internal audit
service.

Audit Clients that are Public Interest Entities

290.200

In the case of an audit client that is a public interest entity, a firm shall not provide internal
audit services that relate to:

(a) A significant part of the internal controls over financial reporting;

(b)  Financial accounting systems that generate information that is, separately or in the
aggregate, significant to the client’s accounting records or financial statements on
which the firm will express an opinion; or

(c) Amounts or disclosures that are, separately or in the aggregate, material to the
financial statements on which the firm will express an opinion.

IT Systems Services

General Provisions

290.201

290.202

Services related to information technology (“IT”) systems include the design or
implementation of hardware or software systems. The systems may aggregate source data,
form part of the internal control over financial reporting or generate information that affects
the accounting records or financial statements, or the systems may be unrelated to the
audit client’'s accounting records, the internal control over financial reporting or financial
statements. Providing systems services may create a self-review threat depending on the
nature of the services and the IT systems.

The following IT systems services are deemed not to create a threat to independence as
long as the firm’s personnel do not assume a management responsibility:

(a) Design or implementation of IT systems that are unrelated to internal control over
financial reporting;

(b)  Design or implementation of IT systems that do not generate information forming a
significant part of the accounting records or financial statements;

(c) Implementation of “off-the-shelf” accounting or financial information reporting
software that was not developed by the firm if the customization required to meet the
client’s needs is not significant; and

(d) Evaluating and making recommendations with respect to a system designed,
implemented or operated by another service provider or the client.

Audit Clients that are Not Public Interest Entities

290.203

290.204

Providing services to an audit client that is not a public interest entity involving the design or
implementation of IT systems that (a) form a significant part of the internal control over
financial reporting or (b) generate information that is significant to the client’s accounting
records or financial statements on which the firm will express an opinion creates a self-
review threat.

The self-review threat is too significant to permit such services unless appropriate
safeguards are put in place ensuring that:

(a) The client acknowledges its responsibility for establishing and monitoring a system of
internal controls;

(b)  The client assigns the responsibility to make all management decisions with respect
to the design and implementation of the hardware or software system to a competent
employee, preferably within senior management;
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(c) The client makes all management decisions with respect to the design and
implementation process;

(d)  The client evaluates the adequacy and results of the design and implementation of
the system; and

(e) The client is responsible for operating the system (hardware or software) and for the
data it uses or generates.

Depending on the degree of reliance that will be placed on the particular IT systems as part
of the audit, a determination shall be made as to whether to provide such non-assurance
services only with personnel who are not members of the audit team and who have different
reporting lines within the firm. The significance of any remaining threat shall be evaluated
and safeguards applied when necessary to eliminate the threat or reduce it to an
acceptable level. An example of such a safeguard is having a professional accountant
review the audit or non-assurance work.

Audit Clients that are Public Interest Entities

290.206

In the case of an audit client that is a public interest entity, a firm shall not provide services
involving the design or implementation of IT systems that (a) form a significant part of the
internal control over financial reporting or (b) generate information that is significant to the
client’s accounting records or financial statements on which the firm will express an opinion.

Litigation Support Services

290.207

290.208

Litigation support services may include activities such as acting as an expert witness,
calculating estimated damages or other amounts that might become receivable or payable
as the result of litigation or other legal dispute, and assistance with document management
and retrieval. These services may create a self-review or advocacy threat.

If the firm provides a litigation support service to an audit client and the service involves
estimating damages or other amounts that affect the financial statements on which the firm
will express an opinion, the valuation service provisions included in paragraphs 290.175 to
290.180 shall be followed. In the case of other litigation support services, the significance of
any threat created shall be evaluated and safeguards applied when necessary to eliminate
the threat or reduce it to an acceptable level.

Legal Services

290.209

290.210

For the purpose of this section, legal services are defined as any services for which the
person providing the services must either be admitted to practice law before the courts of
the jurisdiction in which such services are to be provided or have the required legal training
to practice law. Such legal services may include, depending on the jurisdiction, a wide and
diversified range of areas including both corporate and commercial services to clients, such
as contract support, litigation, mergers and acquisition legal advice and support and
assistance to clients’ internal legal departments. Providing legal services to an entity that is
an audit client may create both self-review and advocacy threats.

Legal services that support an audit client in executing a transaction (e.g., contract support,
legal advice, legal due diligence and restructuring) may create self-review threats. The
existence and significance of any threat will depend on factors such as:

) The nature of the service;
. Whether the service is provided by a member of the audit team; and
. The materiality of any matter in relation to the client’s financial statements.

The significance of any threat created shall be evaluated and safeguards applied when
necessary to eliminate the threat or reduce it to an acceptable level. Examples of such
safeguards include:

. Using professionals who are not members of the audit team to perform the service; or
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. Having a professional who was not involved in providing the legal services provide
advice to the audit team on the service and review any financial statement treatment.

Acting in an advocacy role for an audit client in resolving a dispute or litigation when the
amounts involved are material to the financial statements on which the firm will express an
opinion would create advocacy and self-review threats so significant that no safeguards
could reduce the threat to an acceptable level. Therefore, the firm shall not perform this
type of service for an audit client.

When a firm is asked to act in an advocacy role for an audit client in resolving a dispute or
litigation when the amounts involved are not material to the financial statements on which
the firm will express an opinion, the firm shall evaluate the significance of any advocacy and
self-review threats created and apply safeguards when necessary to eliminate the threat or
reduce it to an acceptable level. Examples of such safeguards include:

. Using professionals who are not members of the audit team to perform the service; or

o Having a professional who was not involved in providing the legal services advise the
audit team on the service and review any financial statement treatment.

The appointment of a partner or an employee of the firm as General Counsel for legal
affairs of an audit client would create self-review and advocacy threats that are so
significant that no safeguards could reduce the threats to an acceptable level. The position
of General Counsel is generally a senior management position with broad responsibility for
the legal affairs of a company, and consequently, no member of the firm shall accept such
an appointment for an audit client.

Recruiting Services

General Provisions

290.214

Providing recruiting services to an audit client may create self-interest, familiarity or
intimidation threats. The existence and significance of any threat will depend on factors
such as:

. The nature of the requested assistance; and
. The role of the person to be recruited.

The significance of any threat created shall be evaluated and safeguards applied when
necessary to eliminate the threat or reduce it to an acceptable level. In all cases, the firm
shall not assume management responsibilities, including acting as a negotiator on the
client’s behalf, and the hiring decision shall be left to the client.

The firm may generally provide such services as reviewing the professional qualifications of
a number of applicants and providing advice on their suitability for the post. In addition, the
firm may interview candidates and advise on a candidate’s competence for financial
accounting, administrative or control positions.

Audit Clients that are Public Interest Entities

290.215

A firm shall not provide the following recruiting services to an audit client that is a public
interest entity with respect to a director or officer of the entity or senior management in a
position to exert significant influence over the preparation of the client’'s accounting records
or the financial statements on which the firm will express an opinion:

. Searching for or seeking out candidates for such positions; and

. Undertaking reference checks of prospective candidates for such positions.

64 COE



CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

Corporate Finance Services

290.216

290.217

290.218

290.219

Providing corporate finance services such as (a) assisting an audit client in developing
corporate strategies, (b) identifying possible targets for the audit client to acquire, (c)
advising on disposal transactions, (d) assisting finance raising transactions, and (e)
providing structuring advice may create advocacy and self-review threats. The significance
of any threat shall be evaluated and safeguards applied when necessary to eliminate the
threat or reduce it to an acceptable level. Examples of such safeguards include:

. Using professionals who are not members of the audit team to provide the services;
or
. Having a professional who was not involved in providing the corporate finance

service advise the audit team on the service and review the accounting treatment and
any financial statement treatment.

Providing a corporate finance service, for example advice on the structuring of a corporate
finance transaction or on financing arrangements that will directly affect amounts that will be
reported in the financial statements on which the firm will provide an opinion may create a
self-review threat. The existence and significance of any threat will depend on factors such
as:

. The degree of subjectivity involved in determining the appropriate treatment for the
outcome or consequences of the corporate finance advice in the financial statements;

. The extent to which the outcome of the corporate finance advice will directly affect
amounts recorded in the financial statements and the extent to which the amounts
are material to the financial statements; and

. Whether the effectiveness of the corporate finance advice depends on a particular
accounting treatment or presentation in the financial statements and there is doubt as
to the appropriateness of the related accounting treatment or presentation under the
relevant financial reporting framework.

The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Using professionals who are not members of the audit team to perform the service; or

. Having a professional who was not involved in providing the corporate finance
service to the client advise the audit team on the service and review the accounting
treatment and any financial statement treatment.

Where the effectiveness of corporate finance advice depends on a particular accounting
treatment or presentation in the financial statements and:

(@) The audit team has reasonable doubt as to the appropriateness of the related
accounting treatment or presentation under the relevant financial reporting framework;
and

(b)  The outcome or consequences of the corporate finance advice will have a material
effect on the financial statements on which the firm will express an opinion;

The self-review threat would be so significant that no safeguards could reduce the threat to
an acceptable level, in which case the corporate finance advice shall not be provided.

Providing corporate finance services involving promoting, dealing in, or underwriting an
audit client’s shares would create an advocacy or self-review threat that is so significant that
no safeguards could reduce the threat to an acceptable level. Accordingly, a firm shall not
provide such services to an audit client.

65 COE



CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

Fees
Fees—Relative Size

290.220 When the total fees from an audit client represent a large proportion of the total fees of the
firm expressing the audit opinion, the dependence on that client and concern about losing
the client creates a self-interest or intimidation threat. The significance of the threat will
depend on factors such as:

. The operating structure of the firm;
. Whether the firm is well established or new; and
. The significance of the client qualitatively and/or quantitatively to the firm.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards

include:

. Reducing the dependency on the client;

. External quality control reviews; or

. Consulting a third party, such as a professional regulatory body or a professional

accountant, on key audit judgments.

290.221 A self-interest or intimidation threat is also created when the fees generated from an audit
client represent a large proportion of the revenue from an individual partner’s clients or a
large proportion of the revenue of an individual office of the firm. The significance of the
threat will depend upon factors such as:

. The significance of the client qualitatively and/or quantitatively to the partner or office;
and
. The extent to which the remuneration of the partner, or the partners in the office, is

dependent upon the fees generated from the client.

The significance of the threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards

include:

. Reducing the dependency on the audit client;

. Having a professional accountant review the work or otherwise advise as necessary;
or

. Regular independent internal or external quality reviews of the engagement.

Audit Clients that are Public Interest Entities

290.222 Where an audit client is a public interest entity and, for two consecutive years, the total fees
from the client and its related entities (subject to the considerations in paragraph 290.27)
represent more than 15% of the total fees received by the firm expressing the opinion on
the financial statements of the client, the firm shall disclose to those charged with
governance of the audit client the fact that the total of such fees represents more than 15%
of the total fees received by the firm, and discuss which of the safeguards below it will apply
to reduce the threat to an acceptable level, and apply the selected safeguard:

. Prior to the issuance of the audit opinion on the second year’s financial statements, a
professional accountant, who is not a member of the firm expressing the opinion on
the financial statements, performs an engagement quality control review of that
engagement or a professional regulatory body performs a review of that engagement
that is equivalent to an engagement quality control review (“a pre-issuance review”);
or
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. After the audit opinion on the second year’s financial statements has been issued,
and before the issuance of the audit opinion on the third year’s financial statements, a
professional accountant, who is not a member of the firm expressing the opinion on
the financial statements, or a professional regulatory body performs a review of the
second year’s audit that is equivalent to an engagement quality control review (“a
post-issuance review”).

When the total fees significantly exceed 15%, the firm shall determine whether the
significance of the threat is such that a post-issuance review would not reduce the threat to
an acceptable level and, therefore, a pre-issuance review is required. In such
circumstances a pre-issuance review shall be performed.

Thereafter, when the fees continue to exceed 15% each year, the disclosure to and
discussion with those charged with governance shall occur and one of the above
safeguards shall be applied. If the fees significantly exceed 15%, the firm shall determine
whether the significance of the threat is such that a post-issuance review would not reduce
the threat to an acceptable level and, therefore, a pre-issuance review is required. In such
circumstances a pre-issuance review shall be performed.

Fees—Overdue

290.223

A self-interest threat may be created if fees due from an audit client remain unpaid for a
long time, especially if a significant part is not paid before the issue of the audit report for
the following year. Generally the firm is expected to require payment of such fees before
such audit report is issued. If fees remain unpaid after the report has been issued, the
existence and significance of any threat shall be evaluated and safeguards applied when
necessary to eliminate the threat or reduce it to an acceptable level. An example of such a
safeguard is having an additional professional accountant who did not take part in the audit
engagement provide advice or review the work performed. The firm shall determine whether
the overdue fees might be regarded as being equivalent to a loan to the client and whether,
because of the significance of the overdue fees, it is appropriate for the firm to be re-
appointed or continue the audit engagement.

Contingent Fees

290.224

290.225

290.226

Contingent fees are fees calculated on a predetermined basis relating to the outcome of a
transaction or the result of the services performed by the firm. For the purposes of this
section, a fee is not regarded as being contingent if established by a court or other public
authority.

A contingent fee charged directly or indirectly, for example through an intermediary, by a
firm in respect of an audit engagement creates a self-interest threat that is so significant
that no safeguards could reduce the threat to an acceptable level. Accordingly, a firm shall
not enter into any such fee arrangement.

A contingent fee charged directly or indirectly, for example through an intermediary, by a
firm in respect of a non-assurance service provided to an audit client may also create a self-
interest threat. The threat created would be so significant that no safeguards could reduce
the threat to an acceptable level if:

(a) The fee is charged by the firm expressing the opinion on the financial statements and
the fee is material or expected to be material to that firm;

(b)  The fee is charged by a network firm that participates in a significant part of the audit
and the fee is material or expected to be material to that firm; or

(c) The outcome of the non-assurance service, and therefore the amount of the fee, is
dependent on a future or contemporary judgment related to the audit of a material
amount in the financial statements.

Accordingly, such arrangements shall not be accepted.
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For other contingent fee arrangements charged by a firm for a non-assurance service to an
audit client, the existence and significance of any threats will depend on factors such as:

. The range of possible fee amounts;

. Whether an appropriate authority determines the outcome of the matter upon which
the contingent fee will be determined;

. The nature of the service; and

o The effect of the event or transaction on the financial statements.

The significance of any threats shall be evaluated and safeguards applied when necessary
to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Having a professional accountant review the relevant audit work or otherwise advise
as necessary; or

. Using professionals who are not members of the audit team to perform the non-
assurance service.

Compensation and Evaluation Policies

290.228

290.229

A self-interest threat is created when a member of the audit team is evaluated on or
compensated for selling non-assurance services to that audit client. The significance of the
threat will depend on:

. The proportion of the individual's compensation or performance evaluation that is
based on the sale of such services;

. The role of the individual on the audit team; and

o Whether promotion decisions are influenced by the sale of such services.

The significance of the threat shall be evaluated and, if the threat is not at an acceptable
level, the firm shall either revise the compensation plan or evaluation process for that
individual or apply safeguards to eliminate the threat or reduce it to an acceptable level.
Examples of such safeguards include:

. Removing such members from the audit team; or
. Having a professional accountant review the work of the member of the audit team.

A key audit partner shall not be evaluated on or compensated based on that partner’s
success in selling non-assurance services to the partner’s audit client. This is not intended
to prohibit normal profit-sharing arrangements between partners of a firm.

Gifts and Hospitality

290.230

Accepting gifts or hospitality from an audit client may create self-interest and familiarity
threats. If a firm or a member of the audit team accepts gifts or hospitality, unless the value
is trivial and inconsequential, the threats created would be so significant that no safeguards
could reduce the threats to an acceptable level. Consequently, a firm or a member of the
audit team shall not accept such gifts or hospitality.

Actual or Threatened Litigation

290.231

When litigation takes place, or appears likely, between the firm or a member of the audit
team and the audit client, self-interest and intimidation threats are created. The relationship
between client management and the members of the audit team must be characterized by
complete candor and full disclosure regarding all aspects of a client’s business operations.
When the firm and the client's management are placed in adversarial positions by actual or
threatened litigation, affecting management’s willingness to make complete disclosures,
self-interest and intimidation threats are created. The significance of the threats created will
depend on such factors as:
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. The materiality of the litigation; and
. Whether the litigation relates to a prior audit engagement.

The significance of the threats shall be evaluated and safeguards applied when
necessary to eliminate the threats or reduce them to an acceptable level. Examples of
such safeguards include:

. If the litigation involves a member of the audit team, removing that individual from the
audit team; or

. Having a professional review the work performed.

If such safeguards do not reduce the threats to an acceptable level, the only appropriate
action is to withdraw from, or decline, the audit engagement.

Paragraphs 290.232 to 290.499 are intentionally left blank.

Reports that Include a Restriction on Use and Distribution

Introduction

290.500

290.501

290.502

290.503

The independence requirements in Section 290 apply to all audit engagements. However,
in certain circumstances involving audit engagements where the report includes a restriction
on use and distribution, and provided the conditions described in 290.501 to 290.502 are
met, the independence requirements in this section may be modified as provided in
paragraphs 290.505 to 290.514. These paragraphs are only applicable to an audit
engagement on special purpose financial statements (a) that is intended to provide a
conclusion in positive or negative form that the financial statements are prepared in all
material respects, in accordance with the applicable financial reporting framework, including,
in the case of a fair presentation framework, that the financial statements give a true and
fair view or are presented fairly, in all material respects, in accordance with the applicable
financial reporting framework, and (b) where the audit report includes a restriction on use
and distribution. The modifications are not permitted in the case of an audit of financial
statements required by law or regulation.

The modifications to the requirements of Section 290 are permitted if the intended users of
the report (a) are knowledgeable as to the purpose and limitations of the report, and (b)
explicitly agree to the application of the modified independence requirements. Knowledge
as to the purpose and limitations of the report may be obtained by the intended users
through their participation, either directly or indirectly through their representative who has
the authority to act for the intended users, in establishing the nature and scope of the
engagement. Such participation enhances the ability of the firm to communicate with
intended users about independence matters, including the circumstances that are relevant
to the evaluation of the threats to independence and the applicable safeguards necessary
to eliminate the threats or reduce them to an acceptable level, and to obtain their
agreement to the modified independence requirements that are to be applied.

The firm shall communicate (for example, in an engagement letter) with the intended users
regarding the independence requirements that are to be applied with respect to the
provision of the audit engagement. Where the intended users are a class of users (for
example, lenders in a syndicated loan arrangement) who are not specifically identifiable by
name at the time the engagement terms are established, such users shall subsequently be
made aware of the independence requirements agreed to by the representative (for
example, by the representative making the firm’s engagement letter available to all users).

If the firm also issues an audit report that does not include a restriction on use and
distribution for the same client, the provisions of paragraphs 290.500 to 290.514 do not
change the requirement to apply the provisions of paragraphs 290.1 to 290.232 to that audit
engagement.
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290.504 The modifications to the requirements of Section 290 that are permitted in the
circumstances set out above are described in paragraphs 290.505 to 290.514. Compliance
in all other respects with the provisions of Section 290 is required.

Public Interest Entities

290.505 When the conditions set out in paragraphs 290.500 to 290.502 are met, it is not necessary
to apply the additional requirements in paragraphs 290.100 to 290.232 that apply to audit
engagements for public interest entities.

Related Entities

290.506 When the conditions set out in paragraphs 290.500 to 290.502 are met, references to audit
client do not include its related entities. However, when the audit team knows or has reason
to believe that a relationship or circumstance involving a related entity of the client is
relevant to the evaluation of the firm’s independence of the client, the audit team shall
include that related entity when identifying and evaluating threats to independence and
applying appropriate safeguards.

Networks and Network Firms

290.507 When the conditions set out in paragraphs 290.500 to 290.502 are met, reference to the
firm does not include network firms. However, when the firm knows or has reason to believe
that threats are created by any interests and relationships of a network firm, they shall be
included in the evaluation of threats to independence.

Financial Interests, Loans and Guarantees, Close Business Relationships and
Family and Personal Relationships

290.508 When the conditions set out in paragraphs 290.500 to 290.502 are met, the relevant
provisions set out in paragraphs 290.102 to 290.145 apply only to the members of the
engagement team, their immediate family members and close family members.

290.509 In addition, a determination shall be made as to whether threats to independence are
created by interests and relationships, as described in paragraphs 290.102 to 290.145,
between the audit client and the following members of the audit team:

(@) Those who provide consultation regarding technical or industry specific issues,
transactions or events; and

(b)  Those who provide quality control for the engagement, including those who perform
the engagement quality control review.

An evaluation shall be made of the significance of any threats that the engagement team
has reason to believe are created by interests and relationships between the audit client
and others within the firm who can directly influence the outcome of the audit engagement,
including those who recommend the compensation of, or who provide direct supervisory,
management or other oversight of the audit engagement partner in connection with the
performance of the audit engagement (including those at all successively senior levels
above the engagement partner through to the individual who is the firm’s Senior or
Managing Partner (Chief Executive or equivalent)).

290.510 An evaluation shall also be made of the significance of any threats that the engagement
team has reason to believe are created by financial interests in the audit client held by
individuals, as described in paragraphs 290.108 to 290.111 and paragraphs 290.113 to
290.115.

290.511 Where a threat to independence is not at an acceptable level, safeguards shall be applied
to eliminate the threat or reduce it to an acceptable level.
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290.512 In applying the provisions set out in paragraphs 290.106 and 290.115 to interests of the firm,
if the firm has a material financial interest, whether direct or indirect, in the audit client, the
self-interest threat created would be so significant that no safeguards could reduce the
threat to an acceptable level. Accordingly, the firm shall not have such a financial interest.

Employment with an Audit Client

290.513 An evaluation shall be made of the significance of any threats from any employment
relationships as described in paragraphs 290.134 to 290.138. Where a threat exists that is
not at an acceptable level, safeguards shall be applied to eliminate the threat or reduce it to
an acceptable level. Examples of safeguards that might be appropriate include those set
out in paragraph 290.136.

Provision of Non-Assurance Services

290.514 If the firm conducts an engagement to issue a restricted use and distribution report for an
audit client and provides a non-assurance service to the audit client, the provisions of
paragraphs 290.156 to 290.232 shall be complied with, subject to paragraphs 290.504 to
290.507.
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Structure of Section

29141

291.2

291.3

This section addresses independence requirements for assurance engagements that are
not audit or review engagements. Independence requirements for audit and review
engagements are addressed in Section 290. If the assurance client is also an audit or
review client, the requirements in Section 290 also apply to the firm, network firms and
members of the audit or review team. In certain circumstances involving assurance
engagements where the assurance report includes a restriction on use and distribution and
provided certain conditions are met, the independence requirements in this section may be
modified as provided in 291.21 to 291.27.

Assurance engagements are designed to enhance intended users’ degree of confidence
about the outcome of the evaluation or measurement of a subject matter against criteria.
The Hong Kong Framework for Assurance Engagements (the Assurance Framework)
describes the elements and objectives of an assurance engagement and identifies
engagements to which Hong Kong Standards on Assurance Engagements (HKSAEs) apply.
For a description of the elements and objectives of an assurance engagement, refer to the
Assurance Framework.

Compliance with the fundamental principle of objectivity requires being independent of
assurance clients. In the case of assurance engagements, it is in the public interest and,
therefore, required by this Code of Ethics, that members of assurance teams and firms be
independent of assurance clients and that any threats that the firm has reason to believe
are created by a network firm’s interests and relationships be evaluated. In addition, when
the assurance team knows or has reason to believe that a relationship or circumstance
involving a related entity of the assurance client is relevant to the evaluation of the firm’s
independence from the client, the assurance team shall include that related entity when
identifying and evaluating threats to independence and applying appropriate safeguards.

A Conceptual Framework Approach to Independence

2914

291.5

291.6

The objective of this section is to assist firms and members of assurance teams in applying
the conceptual framework approach described below to achieving and maintaining
independence.

Independence comprises:
Independence of Mind

The state of mind that permits the expression of a conclusion without being affected by
influences that compromise professional judgment, thereby allowing an individual to act with
integrity and exercise objectivity and professional skepticism.

Independence in Appearance

The avoidance of facts and circumstances that are so significant that a reasonable and
informed third party would be likely to conclude, weighing all the specific facts and
circumstances, that a firm’s, or a member of the assurance team'’s, integrity, objectivity or
professional skepticism has been compromised.

The conceptual framework approach shall be applied by professional accountants to:
. Identify threats to independence;
. Evaluate the significance of the threats identified; and

. Apply safeguards when necessary to eliminate the threats or reduce them to an
acceptable level.

When the professional accountant determines that appropriate safeguards are not available
or cannot be applied to eliminate the threats or reduce them to an acceptable level, the
professional accountant shall eliminate the circumstance or relationship creating the threats
or decline or terminate the assurance engagement.
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A professional accountant shall use professional judgment in applying this conceptual
framework.

Many different circumstances, or combinations of circumstances, may be relevant in
assessing threats to independence. It is impossible to define every situation that creates
threats to independence and to specify the appropriate action. Therefore, this Code
establishes a conceptual framework that requires firms and members of assurance teams
to identify, evaluate, and address threats to independence. The conceptual framework
approach assists professional accountants in public practice in complying with the ethical
requirements in this Code. It accommodates many variations in circumstances that create
threats to independence and can deter a professional accountant from concluding that a
situation is permitted if it is not specifically prohibited.

Paragraphs 291.100 and onwards describe how the conceptual framework approach to
independence is to be applied. These paragraphs do not address all the circumstances and
relationships that create or may create threats to independence.

In deciding whether to accept or continue an engagement, or whether a particular individual
may be a member of the assurance team, a firm shall identify and evaluate any threats to
independence. If the threats are not at an acceptable level, and the decision is whether to
accept an engagement or include a particular individual on the assurance team, the firm
shall determine whether safeguards are available to eliminate the threats or reduce them to
an acceptable level. If the decision is whether to continue an engagement, the firm shall
determine whether any existing safeguards will continue to be effective to eliminate the
threats or reduce them to an acceptable level or whether other safeguards will need to be
applied or whether the engagement needs to be terminated. Whenever new information
about a threat comes to the attention of the firm during the engagement, the firm shall
evaluate the significance of the threat in accordance with the conceptual framework
approach.

Throughout this section, reference is made to the significance of threats to independence.
In evaluating the significance of a threat, qualitative as well as quantitative factors shall be
taken into account.

This section does not, in most cases, prescribe the specific responsibility of individuals
within the firm for actions related to independence because responsibility may differ
depending on the size, structure and organization of a firm. The firm is required by Hong
Kong Standards on Quality Control to establish policies and procedures designed to
provide it with reasonable assurance that independence is maintained when required by
relevant ethical standards.

Assurance Engagements

291.12

291.13

As further explained in the Assurance Framework, in an assurance engagement the
professional accountant in public practice expresses a conclusion designed to enhance the
degree of confidence of the intended users (other than the responsible party) about the
outcome of the evaluation or measurement of a subject matter against criteria.

The outcome of the evaluation or measurement of a subject matter is the information that
results from applying the criteria to the subject matter. The term “subject matter information”
is used to mean the outcome of the evaluation or measurement of a subject matter. For
example, the Framework states that an assertion about the effectiveness of internal control
(subject matter information) results from applying a framework for evaluating the
effectiveness of internal control, such as COSO? or CoCo® (criteria), to internal control, a
process (subject matter).

2 “Internal Control — Integrated Framework” The Committee of Sponsoring Organizations of the Treadway Commission.

® “Guidance on Assessing Control — The CoCo Principles” Criteria of Control Board, The Canadian Institute of Chartered
Accountants.
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Assurance engagements may be assertion-based or direct reporting. In either case, they
involve three separate parties: a professional accountant in public practice, a responsible
party and intended users.

In an assertion-based assurance engagement, the evaluation or measurement of the
subject matter is performed by the responsible party, and the subject matter information is
in the form of an assertion by the responsible party that is made available to the intended
users.

In a direct reporting assurance engagement, the professional accountant in public practice
either directly performs the evaluation or measurement of the subject matter, or obtains a
representation from the responsible party that has performed the evaluation or
measurement that is not available to the intended users. The subject matter information is
provided to the intended users in the assurance report.

Assertion-based Assurance Engagements

291.17

291.18

291.19

In an assertion-based assurance engagement, the members of the assurance team and the
firm shall be independent of the assurance client (the party responsible for the subject
matter information, and which may be responsible for the subject matter). Such
independence requirements prohibit certain relationships between members of the
assurance team and (a) directors or officers, and (b) individuals at the client in a position to
exert significant influence over the subject matter information. Also, a determination shall be
made as to whether threats to independence are created by relationships with individuals at
the client in a position to exert significant influence over the subject matter of the
engagement. An evaluation shall be made of the significance of any threats that the firm
has reason to believe are created by network firm* interests and relationships.

In the majority of assertion-based assurance engagements, the responsible party is
responsible for both the subject matter information and the subject matter. However, in
some engagements, the responsible party may not be responsible for the subject matter.
For example, when a professional accountant in public practice is engaged to perform an
assurance engagement regarding a report that an environmental consultant has prepared
about a company’s sustainability practices for distribution to intended users, the
environmental consultant is the responsible party for the subject matter information but the
company is responsible for the subject matter (the sustainability practices).

In assertion-based assurance engagements where the responsible party is responsible for
the subject matter information but not the subject matter, the members of the assurance
team and the firm shall be independent of the party responsible for the subject matter
information (the assurance client). In addition, an evaluation shall be made of any threats
the firm has reason to believe are created by interests and relationships between a member
of the assurance team, the firm, a network firm and the party responsible for the subject
matter.

Direct Reporting Assurance Engagements

291.20

In a direct reporting assurance engagement, the members of the assurance team and the
firm shall be independent of the assurance client (the party responsible for the subject
matter). An evaluation shall also be made of any threats the firm has reason to believe are
created by network firm interests and relationships.

Reports that Include a Restriction on Use and Distribution

291.21

In certain circumstances where the assurance report includes a restriction on use and
distribution, and provided the conditions in this paragraph and in 291.22 are met, the
independence requirements in this section may be modified. The modifications to the
requirements of Section 291 are permitted if the intended users of the report (a) are
knowledgeable as to the purpose, subject matter information and limitations of the report

4 See paragraphs 290.13 to 290.24 for guidance on what constitutes a network firm.
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and (b) explicitly agree to the application of the modified independence requirements.
Knowledge as to the purpose, subject matter information, and limitations of the report may
be obtained by the intended users through their participation, either directly or indirectly
through their representative who has the authority to act for the intended users, in
establishing the nature and scope of the engagement. Such participation enhances the
ability of the firm to communicate with intended users about independence matters,
including the circumstances that are relevant to the evaluation of the threats to
independence and the applicable safeguards necessary to eliminate the threats or reduce
them to an acceptable level, and to obtain their agreement to the modified independence
requirements that are to be applied.

The firm shall communicate (for example, in an engagement letter) with the intended users
regarding the independence requirements that are to be applied with respect to the
provision of the assurance engagement. Where the intended users are a class of users (for
example, lenders in a syndicated loan arrangement) who are not specifically identifiable by
name at the time the engagement terms are established, such users shall subsequently be
made aware of the independence requirements agreed to by the representative (for
example, by the representative making the firm’s engagement letter available to all users).

If the firm also issues an assurance report that does not include a restriction on use and
distribution for the same client, the provisions of paragraphs 291.25 to 291.27 do not
change the requirement to apply the provisions of paragraphs 291.1 to 291.159 to that
assurance engagement. If the firm also issues an audit report, whether or not it includes a
restriction on use and distribution, for the same client, the provisions of Section 290 shall
apply to that audit engagement.

The modifications to the requirements of Section 291 that are permitted in the
circumstances set out above are described in paragraphs 291.25 to 291.27. Compliance in
all other respects with the provisions of Section 291 is required.

When the conditions set out in paragraphs 291.21 and 291.22 are met, the relevant
provisions set out in paragraphs 291.104 to 291.134 apply to all members of the
engagement team, and their immediate and close family members. In addition, a
determination shall be made as to whether threats to independence are created by interests
and relationships between the assurance client and the following other members of the
assurance team:

. Those who provide consultation regarding technical or industry specific issues,
transactions or events; and

. Those who provide quality control for the engagement, including those who perform
the engagement quality control review.

An evaluation shall also be made, by reference to the provisions set out in paragraphs
291.104 to 291.134, of any threats that the engagement team has reason to believe are
created by interests and relationships between the assurance client and others within the
firm who can directly influence the outcome of the assurance engagement, including those
who recommend the compensation, or who provide direct supervisory, management or
other oversight, of the assurance engagement partner in connection with the performance
of the assurance engagement.

Even though the conditions set out in paragraphs 291.21 to 291.22 are met, if the firm had a
material financial interest, whether direct or indirect, in the assurance client, the self-interest
threat created would be so significant that no safeguards could reduce the threat to an
acceptable level. Accordingly, the firm shall not have such a financial interest. In addition,
the firm shall comply with the other applicable provisions of this section described in
paragraphs 291.113 to 291.159.

An evaluation shall also be made of any threats that the firm has reason to believe are
created by network firm interests and relationships.
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Multiple Responsible Parties

291.28

In some assurance engagements, whether assertion-based or direct reporting, there might
be several responsible parties. In determining whether it is necessary to apply the
provisions in this section to each responsible party in such engagements, the firm may take
into account whether an interest or relationship between the firm, or a member of the
assurance team, and a particular responsible party would create a threat to independence
that is not trivial and inconsequential in the context of the subject matter information. This
will take into account factors such as:

. The materiality of the subject matter information (or of the subject matter) for which
the particular responsible party is responsible; and

. The degree of public interest associated with the engagement.

If the firm determines that the threat to independence created by any such interest or
relationship with a particular responsible party would be trivial and inconsequential, it may
not be necessary to apply all of the provisions of this section to that responsible party.

Documentation

291.29

Documentation provides evidence of the professional accountant’s judgments in forming
conclusions regarding compliance with independence requirements. The absence of
documentation is not a determinant of whether a firm considered a particular matter nor
whether it is independent.

The professional accountant shall document conclusions regarding compliance with
independence requirements, and the substance of any relevant discussions that support
those conclusions. Accordingly:

(@) When safeguards are required to reduce a threat to an acceptable level, the
professional accountant shall document the nature of the threat and the safeguards in
place or applied that reduce the threat to an acceptable level; and

(b)  When a threat required significant analysis to determine whether safeguards were
necessary and the professional accountant concluded that they were not because the
threat was already at an acceptable level, the professional accountant shall
document the nature of the threat and the rationale for the conclusion.

Engagement Period

291.30

291.31

291.32

Independence from the assurance client is required both during the engagement period and
the period covered by the subject matter information. The engagement period starts when
the assurance team begins to perform assurance services with respect to the particular
engagement. The engagement period ends when the assurance report is issued. When the
engagement is of a recurring nature, it ends at the later of the notification by either party
that the professional relationship has terminated or the issuance of the final assurance
report.

When an entity becomes an assurance client during or after the period covered by the
subject matter information on which the firm will express a conclusion, the firm shall
determine whether any threats to independence are created by:

. Financial or business relationships with the assurance client during or after the period
covered by the subject matter information but before accepting the assurance
engagement; or

. Previous services provided to the assurance client.

If a non-assurance service was provided to the assurance client during or after the period
covered by the subject matter information but before the assurance team begins to perform
assurance services and the service would not be permitted during the period of the assurance
engagement, the firm shall evaluate any threat to independence created by the service. If any
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threat is not at an acceptable level, the assurance engagement shall only be accepted if
safeguards are applied to eliminate any threats or reduce them to an acceptable level.
Examples of such safeguards include:

. Not including personnel who provided the non-assurance service as members of the
assurance team,;

. Having a professional accountant review the assurance and non-assurance work as
appropriate; or

o Engaging another firm to evaluate the results of the non-assurance service or having
another firm re-perform the non-assurance service to the extent necessary to enable
it to take responsibility for the service.

However, if the non-assurance service has not been completed and it is not practical to
complete or terminate the service before the commencement of professional services in
connection with the assurance engagement, the firm shall only accept the assurance
engagement if it is satisfied:

. The non-assurance service will be completed within a short period of time; or

. The client has arrangements in place to transition the service to another provider
within a short period of time.

During the service period, safeguards shall be applied when necessary. In addition, the
matter shall be discussed with those charged with governance.

Other Considerations

291.33

There may be occasions when there is an inadvertent violation of this section. If such an
inadvertent violation occurs, it generally will be deemed not to compromise independence
provided the firm has appropriate quality control policies and procedures in place equivalent
to those required by Hong Kong Standards on Quality Control to maintain independence
and, once discovered, the violation is corrected promptly and any necessary safeguards are
applied to eliminate any threat or reduce it to an acceptable level. The firm shall determine
whether to discuss the matter with those charged with governance.

Paragraphs 291.34 to 291.99 are intentionally left blank.

Application of the Conceptual Framework Approach to Independence

291.100 Paragraphs 291.104 to 291.159 describe specific circumstances and relationships that

291.101

create or may create threats to independence. The paragraphs describe the potential
threats and the types of safeguards that may be appropriate to eliminate the threats or
reduce them to an acceptable level and identify certain situations where no safeguards
could reduce the threats to an acceptable level. The paragraphs do not describe all of the
circumstances and relationships that create or may create a threat to independence. The
firm and the members of the assurance team shall evaluate the implications of similar, but
different, circumstances and relationships and determine whether safeguards, including the
safeguards in paragraphs 200.11 to 200.14 can be applied when necessary to eliminate the
threats to independence or reduce them to an acceptable level.

The paragraphs demonstrate how the conceptual framework approach applies to
assurance engagements and are to be read in conjunction with paragraph 291.28 which
explains that, in the majority of assurance engagements, there is one responsible party and
that responsible party is the assurance client. However, in some assurance engagements
there are two or more responsible parties. In such circumstances, an evaluation shall be
made of any threats the firm has reason to believe are created by interests and
relationships between a member of the assurance team, the firm, a network firm and the
party responsible for the subject matter. For assurance reports that include a restriction on
use and distribution, the paragraphs are to be read in the context of paragraphs 291.21 to
291.27.
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Interpretation 2005-01 provides further guidance on applying the independence
requirements contained in this section to assurance engagements.

Paragraphs 291.104 to 291.120 contain references to the materiality of a financial interest,
loan, or guarantee, or the significance of a business relationship. For the purpose of
determining whether such an interest is material to an individual, the combined net worth of
the individual and the individual’s immediate family members may be taken into account.

Financial Interests

291.104

291.105

291.106

291.107

291.108

Holding a financial interest in an assurance client may create a self-interest threat. The
existence and significance of any threat created depends on: (a) the role of the person
holding the financial interest, (b) whether the financial interest is direct or indirect, and (c)
the materiality of the financial interest.

Financial interests may be held through an intermediary (e.g. a collective investment
vehicle, estate or trust). The determination of whether such financial interests are direct or
indirect will depend upon whether the beneficial owner has control over the investment
vehicle or the ability to influence its investment decisions. When control over the investment
vehicle or the ability to influence investment decisions exists, this Code defines that
financial interest to be a direct financial interest. Conversely, when the beneficial owner of
the financial interest has no control over the investment vehicle or ability to influence its
investment decisions, this Code defines that financial interest to be an indirect financial
interest.

If a member of the assurance team, a member of that individual's immediate family, or a
firm has a direct financial interest or a material indirect financial interest in the assurance
client, the self-interest threat created would be so significant that no safeguards could
reduce the threat to an acceptable level. Therefore, none of the following shall have a direct
financial interest or a material indirect financial interest in the client: a member of the
assurance team; a member of that individual’'s immediate family member; or the firm.

When a member of the assurance team has a close family member who the assurance
team member knows has a direct financial interest or a material indirect financial interest in
the assurance client, a self-interest threat is created. The significance of the threat will
depend on factors such as

. The nature of the relationship between the member of the assurance team and the
close family member; and

o The materiality of the financial interest to the close family member.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. The close family member disposing, as soon as practicable, of all of the financial
interest or disposing of a sufficient portion of an indirect financial interest so that the
remaining interest is no longer material;

. Having a professional accountant review the work of the member of the assurance
team; or
. Removing the individual from the assurance team.

If a member of the assurance team, a member of that individual’s immediate family, or a
firm has a direct or material indirect financial interest in an entity that has a controlling
interest in the assurance client, and the client is material to the entity, the self-interest threat
created would be so significant that no safeguards could reduce the threat to an acceptable
level. Therefore, none of the following shall have such a financial interest: a member of the
assurance team; a member of that individual’s immediate family; and the firm.
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The holding by a firm or a member of the assurance team, or a member of that individual’s
immediate family, of a direct financial interest or a material indirect financial interest in the
assurance client as a trustee creates a self-interest threat. Such an interest shall not be
held unless:

(@) Neither the trustee, nor an immediate family member of the trustee, nor the firm
are beneficiaries of the trust;

(b)  The interest in the assurance client held by the trust is not material to the trust;

(c) The trust is not able to exercise significant influence over the assurance client;
and

(d) The trustee, an immediate family member of the trustee, or the firm cannot
significantly influence any investment decision involving a financial interest in the
assurance client.

Members of the assurance team shall determine whether a self-interest threat is created by
any known financial interests in the assurance client held by other individuals including:

o Partners and professional employees of the firm, other than those referred to above,
or theirimmediate family members; and

. Individuals with a close personal relationship with a member of the assurance team.
Whether these interests create a self-interest threat will depend on factors such as:
. The firm’s organizational, operating and reporting structure; and

. The nature of the relationship between the individual and the member of the
assurance team.

The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Removing the member of the assurance team with the personal relationship from the
assurance team;

. Excluding the member of the assurance team from any significant decision-making
concerning the assurance engagement; or

. Having a professional accountant review the work of the member of the assurance
team.

If a firm, a member of the assurance team, or an immediate family member of the individual,
receives a direct financial interest or a material indirect financial interest in an assurance
client, for example, by way of an inheritance, gift or as a result of a merger, and such
interest would not be permitted to be held under this section, then:

(a) If the interest is received by the firm, the financial interest shall be disposed of
immediately, or a sufficient amount of an indirect financial interest shall be disposed
of so that the remaining interest is no longer material, or

(b) If the interest is received by a member of the assurance team, or a member of that
individual's immediate family, the individual who received the financial interest shall
immediately dispose of the financial interest, or dispose of a sufficient amount of an
indirect financial interest so that the remaining interest is no longer material.

When an inadvertent violation of this section as it relates to a financial interest in an
assurance client occurs, it is deemed not to compromise independence if:

(a) The firm has established policies and procedures that require prompt notification to
the firm of any breaches resulting from the purchase, inheritance or other acquisition
of a financial interest in the assurance client;
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(b)  The actions taken in paragraph 291.111(a) — (b) are taken as applicable; and

(c) The firm applies other safeguards when necessary to reduce any remaining threat to
an acceptable level. Examples of such safeguards include:

(i) Having a professional accountant review the work of the member of the
assurance team; or

(i)  Excluding the individual from any significant decision-making concerning the
assurance engagement.

The firm shall determine whether to discuss the matter with those charged with governance.

Loans and Guarantees

291.113

291.114

291.115

291.116

291.117

291.118

A loan, or a guarantee of a loan, to a member of the assurance team, or a member of that
individual's immediate family, or the firm from an assurance client that is a bank or a similar
institution, may create a threat to independence. If the loan or guarantee is not made under
normal lending procedures, terms and conditions, a self-interest threat would be created
that would be so significant that no safeguards could reduce the threat to an acceptable
level. Accordingly, neither a member of the assurance team, a member of that individual’s
immediate family, nor a firm shall accept such a loan or guarantee.

If a loan to a firm from an assurance client that is a bank or similar institution is made under
normal lending procedures, terms and conditions and it is material to the assurance client or
firm receiving the loan, it may be possible to apply safeguards to reduce the self-interest
threat to an acceptable level. An example of such a safeguard is having the work reviewed
by a professional accountant from a network firm that is neither involved with the assurance
engagement nor received the loan.

A loan, or a guarantee of a loan, from an assurance client that is a bank or a similar
institution to a member of the assurance team, or a member of that individual's immediate
family, does not create a threat to independence if the loan or guarantee is made under
normal lending procedures, terms and conditions. Examples of such loans include home
mortgages, bank overdrafts, car loans and credit card balances.

If the firm or a member of the assurance team, or a member of that individual's immediate
family, accepts a loan from, or has a borrowing guaranteed by, an assurance client that is
not a bank or similar institution, the self-interest threat created would be so significant that
no safeguards could reduce the threat to an acceptable level, unless the loan or guarantee
is immaterial to both the firm, or the member of the assurance team and the immediate
family member, and the client.

Similarly, if the firm, or a member of the assurance team, or a member of that individual’s
immediate family, makes or guarantees a loan to an assurance client, the self-interest
threat created would be so significant that no safeguards could reduce the threat to an
acceptable level, unless the loan or guarantee is immaterial to both the firm, or the member
of the assurance team and the immediate family member, and the client.

If a firm or a member of the assurance team, or a member of that individual’s immediate
family, has deposits or a brokerage account with an assurance client that is a bank, broker,
or similar institution, a threat to independence is not created if the deposit or account is held
under normal commercial terms.

Business Relationships

291.119

A close business relationship between a firm, or a member of the assurance team, or a
member of that individual's immediate family, and the assurance client or its management
arises from a commercial relationship or common financial interest and may create self-
interest or intimidation threats. Examples of such relationships include:
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. Having a financial interest in a joint venture with either the client or a controlling
owner, director or officer or other individual who performs senior managerial activities
for that client.

. Arrangements to combine one or more services or products of the firm with one or
more services or products of the client and to market the package with reference to
both parties.

. Distribution or marketing arrangements under which the firm distributes or markets

the client’s products or services, or the client distributes or markets the firm’s
products or services.

Unless any financial interest is immaterial and the business relationship is insignificant to
the firm and the client or its management, the threat created would be so significant that no
safeguards could reduce the threat to an acceptable level. Therefore, unless the financial
interest is immaterial and the business relationship is insignificant, the business relationship
shall not be entered into, or shall be reduced to an insignificant level or terminated.

In the case of a member of the assurance team, unless any such financial interest is
immaterial and the relationship is insignificant to that member, the individual shall be
removed from the assurance team.

If the business relationship is between an immediate family member of a member of the
assurance team and the assurance client or its management, the significance of any threat
shall be evaluated and safeguards applied when necessary to eliminate the threat or
reduce it to an acceptable level.

The purchase of goods and services from an assurance client by the firm, or a member of
the assurance team, or a member of that individual’s immediate family, does not generally
create a threat to independence if the transaction is in the normal course of business and at
arm’s length. However, such transactions may be of such a nature or magnitude that they
create a self-interest threat. The significance of any threat shall be evaluated and
safeguards applied when necessary to eliminate the threat or reduce it to an acceptable
level. Examples of such safeguards include:

. Eliminating or reducing the magnitude of the transaction; or

. Removing the individual from the assurance team.

Family and Personal Relationships

291.121

291.122

Family and personal relationships between a member of the assurance team and a director
or officer or certain employees (depending on their role) of the assurance client, may create
self-interest, familiarity or intimidation threats. The existence and significance of any threats
will depend on a number of factors, including the individual’s responsibilities on the
assurance team, the role of the family member or other individual within the client, and the
closeness of the relationship.

When an immediate family member of a member of the assurance team is:
(a) Adirector or officer of the assurance client, or

(b)  An employee in a position to exert significant influence over the subject matter
information of the assurance engagement,

or was in such a position during any period covered by the engagement or the subject
matter information, the threats to independence can only be reduced to an acceptable level
by removing the individual from the assurance team. The closeness of the relationship is
such that no other safeguards could reduce the threat to an acceptable level. Accordingly,
no individual who has such a relationship shall be a member of the assurance team.
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Threats to independence are created when an immediate family member of a member of
the assurance team is an employee in a position to exert significant influence over the
subject matter of the engagement. The significance of the threats will depend on factors
such as:

. The position held by the immediate family member; and
. The role of the professional on the assurance team.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Removing the individual from the assurance team; or

. Structuring the responsibilities of the assurance team so that the professional does
not deal with matters that are within the responsibility of the immediate family
member.

Threats to independence are created when a close family member of a member of the
assurance team is:

. A director or officer of the assurance client; or

o An employee in a position to exert significant influence over the subject matter
information of the assurance engagement.

The significance of the threats will depend on factors such as:

. The nature of the relationship between the member of the assurance team and the
close family member;

. The position held by the close family member; and

. The role of the professional on the assurance team.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Removing the individual from the assurance team; or

. Structuring the responsibilities of the assurance team so that the professional does
not deal with matters that are within the responsibility of the close family member.

Threats to independence are created when a member of the assurance team has a close
relationship with a person who is not an immediate or close family member, but who is a
director or officer or an employee in a position to exert significant influence over the subject
matter information of the assurance engagement. A member of the assurance team who
has such a relationship shall consult in accordance with firm policies and procedures. The
significance of the threats will depend on factors such as:

. The nature of the relationship between the individual and the member of the
assurance team;

. The position the individual holds with the client; and

. The role of the professional on the assurance team.

The significance of the threats shall be evaluated and safeguards applied when necessary
to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Removing the professional from the assurance team; or
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. Structuring the responsibilities of the assurance team so that the professional does
not deal with matters that are within the responsibility of the individual with whom the
professional has a close relationship.

Self-interest, familiarity or intimidation threats may be created by a personal or family
relationship between (a) a partner or employee of the firm who is not a member of the
assurance team and (b) a director or officer of the assurance client or an employee in a
position to exert significant influence over the subject matter information of the assurance
engagement. The existence and significance of any threat will depend on factors such as:

. The nature of the relationship between the partner or employee of the firm and the
director or officer or employee of the client;

. The interaction of the partner or employee of the firm with the assurance team;

. The position of the partner or employee within the firm; and

. The role of the individual within the client.

The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Structuring the partner's or employee’s responsibilities to reduce any potential
influence over the assurance engagement; or

. Having a professional accountant review the relevant assurance work performed.

When an inadvertent violation of this section as it relates to family and personal
relationships occurs, it is deemed not to compromise independence if:

(a) The firm has established policies and procedures that require prompt notification to
the firm of any breaches resulting from changes in the employment status of their
immediate or close family members or other personal relationships that create threats
to independence;

(b)  The inadvertent violation relates to an immediate family member of a member of the
assurance team becoming a director or officer of the assurance client or being in a
position to exert significant influence over the subject matter information of the
assurance engagement, and the relevant professional is removed from the assurance
team; and

(c) The firm applies other safeguards when necessary to reduce any remaining threat to
an acceptable level. Examples of such safeguards include:

. Having a professional accountant review the work of the member of the
assurance team; or

. Excluding the relevant professional from any significant decision-making
concerning the engagement.

The firm shall determine whether to discuss the matter with those charged with governance.

Employment with Assurance Clients

291.128

291.129

Familiarity or intimidation threats may be created if a director or officer of the assurance
client, or an employee who is in a position to exert significant influence over the subject
matter information of the assurance engagement, has been a member of the assurance
team or partner of the firm.

If a former member of the assurance team or partner of the firm has joined the assurance
client in such a position, the existence and significance of any familiarity or intimidation
threats will depend on factors such as:

(a) The position the individual has taken at the client;
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(b)  Any involvement the individual will have with the assurance team,;

(c) The length of time since the individual was a member of the assurance team or
partner of the firm; and

(d)  The former position of the individual within the assurance team or firm, for example,
whether the individual was responsible for maintaining regular contact with the
client’s management or those charged with governance.

In all cases the individual shall not continue to participate in the firm’s business or
professional activities.

The significance of any threats created shall be evaluated and safeguards applied when
necessary to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Making arrangements such that the individual is not entitled to any benefits or
payments from the firm, unless made in accordance with fixed pre-determined
arrangements.

. Making arrangements such that any amount owed to the individual is not material to
the firm;

o Modifying the plan for the assurance engagement;

. Assigning individuals to the assurance team who have sufficient experience in

relation to the individual who has joined the client; or

o Having a professional accountant review the work of the former member of the
assurance team.

If a former partner of the firm has previously joined an entity in such a position and the
entity subsequently becomes an assurance client of the firm, the significance of any threats
to independence shall be evaluated and safeguards applied when necessary, to eliminate
the threat or reduce it to an acceptable level.

A self-interest threat is created when a member of the assurance team participates in the
assurance engagement while knowing that the member of the assurance team will, or may,
join the client some time in the future. Firm policies and procedures shall require members
of an assurance team to notify the firm when entering employment negotiations with the
client. On receiving such natification, the significance of the threat shall be evaluated and
safeguards applied when necessary to eliminate the threat or reduce it to an acceptable
level. Examples of such safeguards include:

. Removing the individual from the assurance team; or

. A review of any significant judgments made by that individual while on the team.

Recent Service with an Assurance Client

291.132

291.133

Self-interest, self-review or familiarity threats may be created if a member of the assurance
team has recently served as a director, officer, or employee of the assurance client. This
would be the case when, for example, a member of the assurance team has to evaluate
elements of the subject matter information the member of the assurance team had
prepared while with the client.

If, during the period covered by the assurance report, a member of the assurance team had
served as director or officer of the assurance client, or was an employee in a position to
exert significant influence over the subject matter information of the assurance engagement,
the threat created would be so significant that no safeguards could reduce the threat to an
acceptable level. Consequently, such individuals shall not be assigned to the assurance
team.
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Self-interest, self-review or familiarity threats may be created if, before the period covered
by the assurance report, a member of the assurance team had served as director or officer
of the assurance client, or was an employee in a position to exert significant influence over
the subject matter information of the assurance engagement. For example, such threats
would be created if a decision made or work performed by the individual in the prior period,
while employed by the client, is to be evaluated in the current period as part of the current
assurance engagement. The existence and significance of any threats will depend on
factors such as:

. The position the individual held with the client;
. The length of time since the individual left the client; and
. The role of the professional on the assurance team.

The significance of any threat shall be evaluated and safeguards applied when necessary to
reduce the threat to an acceptable level. An example of such a safeguard is conducting a
review of the work performed by the individual as part of the assurance team.

Serving as a Director or Officer of an Assurance Client

291.135

291.136

291.137

291.138

If a partner or employee of the firm serves a director or officer of an assurance client, the
self-review and self-interest threats would be so significant that no safeguards could reduce
the threats to an acceptable level. Accordingly, no partner or employee shall serve as a
director or officer of an assurance client.

The position of Company Secretary has different implications in different jurisdictions.
Duties may range from administrative duties, such as personnel management and the
maintenance of company records and registers, to duties as diverse as ensuring that the
company complies with regulation or providing advice on corporate governance matters.
Generally, this position is seen to imply a close association with the entity.

If a partner or employee of the firm serves as Company Secretary for an assurance client,
self-review and advocacy threats are created that would generally be so significant that no
safeguards could reduce the threats to an acceptable level. Despite paragraph 291.135,
when this practice is specifically permitted under local law, professional rules or practice,
and provided management makes all relevant decisions, the duties and activities shall be
limited to those of a routine and administrative nature, such as preparing minutes and
maintaining statutory returns. In those circumstances, the significance of any threats shall
be evaluated and safeguards applied when necessary to eliminate the threats or reduce
them to an acceptable level.

Performing routine administrative services to support a company secretarial function or
providing advice in relation to company secretarial administration matters does not
generally create threats to independence, as long as client management makes all relevant
decisions.

Long Association of Senior Personnel with Assurance Clients

291.139

Familiarity and self-interest threats are created by using the same senior personnel on an
assurance engagement over a long period of time. The significance of the threats will
depend on factors such as:

. How long the individual has been a member of the assurance team;

. The role of the individual on the assurance team;

. The structure of the firm;

. The nature of the assurance engagement;

. Whether the client’'s management team has changed; and

. Whether the nature or complexity of the subject matter information has changed.
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The significance of the threats shall be evaluated and safeguards applied when necessary
to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Rotating the senior personnel off the assurance team;

. Having a professional accountant who was not a member of the assurance team
review the work of the senior personnel; or

. Regular independent internal or external quality reviews of the engagement.

Provision of Non-assurance Services to Assurance Clients

291.140

291.141

291.142

Firms have traditionally provided to their assurance clients a range of non-assurance
services that are consistent with their skills and expertise. Providing non-assurance
services may, however, create threats to the independence of the firm or members of the
assurance team. The threats created are most often self-review, self-interest and advocacy
threats.

When specific guidance on a particular non-assurance service is not included in this section,
the conceptual framework shall be applied when evaluating the particular circumstances.

Before the firm accepts an engagement to provide a non-assurance service to an
assurance client, a determination shall be made as to whether providing such a service
would create a threat to independence. In evaluating the significance of any threat created
by a particular non-assurance service, consideration shall be given to any threat that the
assurance team has reason to believe is created by providing other related non-assurance
services. If a threat is created that cannot be reduced to an acceptable level by the
application of safeguards the non-assurance service shall not be provided.

Management Responsibilities

291.143

291.144

291.145

291.146

Management of an entity performs many activities in managing the entity in the best
interests of stakeholders of the entity. It is not possible to specify every activity that is a
management responsibility. However, management responsibilities involve leading and
directing an entity, including making significant decisions regarding the acquisition,
deployment and control of human, financial, physical and intangible resources.

Whether an activity is a management responsibility depends on the circumstances and
requires the exercise of judgment. Examples of activities that would generally be
considered a management responsibility include:

. Setting policies and strategic direction;

. Directing and taking responsibility for the actions of the entity’s employees;

. Authorizing transactions;

. Deciding which recommendations of the firm or other third parties to implement; and
. Taking responsibility for designing, implementing and maintaining internal control.

Activities that are routine and administrative, or involve matters that are insignificant,
generally are deemed not to be a management responsibility. For example, executing an
insignificant transaction that has been authorized by management or monitoring the dates
for filing statutory returns and advising an assurance client of those dates is deemed not to
be a management responsibility. Further, providing advice and recommendations to assist
management in discharging its responsibilities is not assuming a management responsibility.

Assuming a management responsibility for an assurance client may create threats to
independence. If a firm were to assume a management responsibility as part of the
assurance service, the threats created would be so significant that no safeguards could
reduce the threats to an acceptable level. Accordingly, in providing assurance services to
an assurance client, a firm shall not assume a management responsibility as part of the
assurance service. If the firm assumes a management responsibility as part of any other
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services provided to the assurance client, it shall ensure that the responsibility is not related
to the subject matter and subject matter information of an assurance engagement provided
by the firm.

To avoid the risk of assuming a management responsibility related to the subject matter or
subject matter information of the assurance engagement, the firm shall be satisfied that a
member of management is responsible for making the significant judgments and decisions
that are the proper responsibility of management, evaluating the results of the service and
accepting responsibility for the actions to be taken arising from the results of the service.
This reduces the risk of the firm inadvertently making any significant judgments or decisions
on behalf of management. This risk is further reduced when the firm gives the client the
opportunity to make judgments and decisions based on an objective and transparent
analysis and presentation of the issues.

Other Considerations

291.148

291.149

291.150

Fees

Threats to independence may be created when a firm provides a non-assurance service
related to the subject matter information of an assurance engagement. In such cases, an
evaluation of the significance of the firm’s involvement with the subject matter information of
the engagement shall be made, and a determination shall be made of whether any self-
review threats that are not at an acceptable level can be reduced to an acceptable level by
the application of safeguards.

A self-review threat may be created if the firm is involved in the preparation of subject
matter information which is subsequently the subject matter information of an assurance
engagement. For example, a self-review threat would be created if the firm developed and
prepared prospective financial information and subsequently provided assurance on this
information. Consequently, the firm shall evaluate the significance of any self-review threat
created by the provision of such services and apply safeguards when necessary to
eliminate the threat or reduce it to an acceptable level.

When a firm performs a valuation that forms part of the subject matter information of an
assurance engagement, the firm shall evaluate the significance of any self-review threat
and apply safeguards when necessary to eliminate the threat or reduce it to an acceptable
level.

Fees—Relative Size

291.151

291.152

When the total fees from an assurance client represent a large proportion of the total fees of
the firm expressing the conclusion, the dependence on that client and concern about losing
the client creates a self-interest or intimidation threat. The significance of the threat will
depend on factors such as:

. The operating structure of the firm;
. Whether the firm is well established or new; and
. The significance of the client qualitatively and/or quantitatively to the firm.

The significance of the threat shall be evaluated and safeguards applied when necessary to
eliminate the threat or reduce it to an acceptable level. Examples of such safeguards
include:

. Reducing the dependency on the client;
. External quality control reviews; or
. Consulting a third party, such as a professional regulatory body or a professional

accountant, on key assurance judgments.

A self-interest or intimidation threat is also created when the fees generated from an
assurance client represent a large proportion of the revenue from an individual partner’s
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clients. The significance of the threat shall be evaluated and safeguards applied when
necessary to eliminate the threat or reduce it to an acceptable level. An example of such a
safeguard is having an additional professional accountant who was not a member of the
assurance team review the work or otherwise advise as necessary.

Fees—Overdue

291.153

A self-interest threat may be created if fees due from an assurance client remain unpaid for
a long time, especially if a significant part is not paid before the issue of the assurance
report, if any, for the following period. Generally the firm is expected to require payment of
such fees before any such report is issued. If fees remain unpaid after the report has been
issued, the existence and significance of any threat shall be evaluated and safeguards
applied when necessary to eliminate the threat or reduce it to an acceptable level. An
example of such a safeguard is having another professional accountant who did not take
part in the assurance engagement provide advice or review the work performed. The firm
shall determine whether the overdue fees might be regarded as being equivalent to a loan
to the client and whether, because of the significance of the overdue fees, it is appropriate
for the firm to be re-appointed or continue the assurance engagement.

Contingent Fees

291.154

291.155

291.156

291.157

Contingent fees are fees calculated on a predetermined basis relating to the outcome of a
transaction or the result of the services performed by the firm. For the purposes of this
section, fees are not regarded as being contingent if established by a court or other public
authority.

A contingent fee charged directly or indirectly, for example through an intermediary, by a
firm in respect of an assurance engagement creates a self-interest threat that is so
significant that no safeguards could reduce the threat to an acceptable level. Accordingly, a
firm shall not enter into any such fee arrangement.

A contingent fee charged directly or indirectly, for example through an intermediary, by a
firm in respect of a non-assurance service provided to an assurance client may also create
a self-interest threat. If the outcome of the non-assurance service, and therefore, the
amount of the fee, is dependent on a future or contemporary judgment related to a matter
that is material to the subject matter information of the assurance engagement, no
safeguards could reduce the threat to an acceptable level. Accordingly, such arrangements
shall not be accepted.

For other contingent fee arrangements charged by a firm for a non-assurance service to an
assurance client, the existence and significance of any threats will depend on factors such
as:

. The range of possible fee amounts;

. Whether an appropriate authority determines the outcome of the matter upon which
the contingent fee will be determined;

. The nature of the service; and

. The effect of the event or transaction on the subject matter information.

The significance of any threats shall be evaluated and safeguards applied when necessary
to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. Having a professional accountant review the relevant assurance work or otherwise
advise as necessary; or

. Using professionals who are not members of the assurance team to perform the non-
assurance service.

Gifts and Hospitality
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291.158 Accepting gifts or hospitality from an assurance client may create self-interest and
familiarity threats. If a firm or a member of the assurance team accepts gifts or hospitality,
unless the value is trivial and inconsequential, the threats created would be so significant
that no safeguards could reduce the threats to an acceptable level. Consequently, a firm or
a member of the assurance team shall not accept such gifts or hospitality.

Actual or Threatened Litigation

291.159 When litigation takes place, or appears likely, between the firm or a member of the
assurance team and the assurance client, self-interest and intimidation threats are created.
The relationship between client management and the members of the assurance team must
be characterized by complete candor and full disclosure regarding all aspects of a client’s
business operations. When the firm and the client's management are placed in adversarial
positions by actual or threatened litigation, affecting management’s willingness to make
complete disclosures self-interest and intimidation threats are created. The significance of
the threats created will depend on such factors as:

. The materiality of the litigation; and
. Whether the litigation relates to a prior assurance engagement.

The significance of the threats shall be evaluated and safeguards applied when necessary
to eliminate the threats or reduce them to an acceptable level. Examples of such
safeguards include:

. If the litigation involves a member of the assurance team, removing that individual
from the assurance team; or

. Having a professional review the work performed.

If such safeguards do not reduce the threats to an acceptable level, the only appropriate
action is to withdraw from, or decline, the assurance engagement.

Interpretation 2005-01 (Revised June 2010 to conform to changes resulting from the IESBA’s
project to improve the clarity of the Code)

Application of Section 291 to Assurance Engagements that are Not Financial Statement Audit
Engagements

This interpretation provides guidance on the application of the independence requirements contained
in Section 291 to assurance engagements that are not financial statement audit engagements.

This interpretation focuses on the application issues that are particular to assurance engagements
that are not financial statement audit engagements. There are other matters noted in Section 291 that
are relevant in the consideration of independence requirements for all assurance engagements. For
example, paragraph 291.3 states that an evaluation shall be made of any threats the firm has reason
to believe are created by a network firm’s interests and relationships. It also states that when the
assurance team has reason to believe that a related entity of such an assurance client is relevant to
the evaluation of the firm’s independence of the client, the assurance team shall include the related
entity when evaluating threats to independence and when necessary applying safeguards. These
matters are not specifically addressed in this interpretation.

As explained in the Hong Kong Framework for Assurance Engagements issued by the Hong Kong
Institute of Certified Public Accountants, in an assurance engagement, the professional accountant in
public practice expresses a conclusion designed to enhance the degree of confidence of the intended
users other than the responsible party about the outcome of the evaluation or measurement of a
subject matter against criteria.
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Assertion-Based Assurance Engagements

In an assertion-based assurance engagement, the evaluation or measurement of the subject matter is
performed by the responsible party, and the subject matter information is in the form of an assertion
by the responsible party that is made available to the intended users.

In an assertion-based assurance engagement independence is required from the responsible party,
which is responsible for the subject matter information and may be responsible for the subject matter.

In those assertion-based assurance engagements where the responsible party is responsible for the
subject matter information but not the subject matter, independence is required from the responsible
party. In addition, an evaluation shall be made of any threats the firm has reason to believe are
created by interests and relationships between a member of the assurance team, the firm, a network
firm and the party responsible for the subject matter.

Direct Reporting Assurance Engagements

In a direct reporting assurance engagement, the professional accountant in public practice either
directly performs the evaluation or measurement of the subject matter, or obtains a representation
from the responsible party that has performed the evaluation or measurement that is not available to
the intended users. The subject matter information is provided to the intended users in the assurance
report.

In a direct reporting assurance engagement independence is required from the responsible party,
which is responsible for the subject matter.

Multiple Responsible Parties

In both assertion-based assurance engagements and direct reporting assurance engagements there
may be several responsible parties. For example, a public accountant in public practice may be asked
to provide assurance on the monthly circulation statistics of a number of independently owned
newspapers. The assignment could be an assertion based assurance engagement where each
newspaper measures its circulation and the statistics are presented in an assertion that is available to
the intended users. Alternatively, the assignment could be a direct reporting assurance engagement,
where there is no assertion and there may or may not be a written representation from the
newspapers.

In such engagements, when determining whether it is necessary to apply the provisions in Section
291 to each responsible party, the firm may take into account whether an interest or relationship
between the firm, or a member of the assurance team, and a particular responsible party would create
a threat to independence that is not trivial and inconsequential in the context of the subject matter
information. This will take into account:

. The materiality of the subject matter information (or the subject matter) for which the particular
responsible party is responsible; and

. The degree of public interest that is associated with the engagement.

If the firm determines that the threat to independence created by any such relationships with a
particular responsible party would be trivial and inconsequential it may not be necessary to apply all of
the provisions of this section to that responsible party.

Example

The following example has been developed to demonstrate the application of Section 291. It is
assumed that the client is not also a financial statement audit client of the firm, or a network firm.

A firm is engaged to provide assurance on the total proven oil reserves of 10 independent companies.
Each company has conducted geographical and engineering surveys to determine their reserves
(subject matter). There are established criteria to determine when a reserve may be considered to be
proven which the professional accountant in public practice determines to be suitable criteria for the
engagement.
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The proven reserves for each company as at 31 December 20X0 were as follows:

Proven oil reserves
thousands of barrels
Company 1 5,200
Company 2 725
Company 3 3,260
Company 4 15,000
Company 5 6,700
Company 6 39,126
Company 7 345
Company 8 175
Company 9 24,135
Company 10 9,635
Total 104,301

The engagement could be structured in differing ways:
Assertion-Based Engagements

A1  Each company measures its reserves and provides an assertion to the firm and to intended
users.

A2  An entity other than the companies measures the reserves and provides an assertion to the
firm and to intended users.

Direct Reporting Engagements

D1 Each company measures the reserves and provides the firm with a written representation
that measures its reserves against the established criteria for measuring proven reserves.
The representation is not available to the intended users.

D2 The firm directly measures the reserves of some of the companies.
Application of Approach

A1  Each company measures its reserves and provides an assertion to the firm and to intended
users.

There are several responsible parties in this engagement (companies 1-10). When determining whether
it is necessary to apply the independence provisions to all of the companies, the firm may take into
account whether an interest or relationship with a particular company would create a threat to
independence that is not at an acceptable level. This will take into account factors such as:

. The materiality of the company’s proven reserves in relation to the total reserves to be reported
on; and
. The degree of public interest associated with the engagement. (Paragraph 291.28.)

For example Company 8 accounts for 0.17% of the total reserves, therefore a business relationship or
interest with Company 8 would create less of a threat than a similar relationship with Company 6,
which accounts for approximately 37.5% of the reserves.
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Having determined those companies to which the independence requirements apply, the assurance
team and the firm are required to be independent of those responsible parties that would be
considered to be the assurance client (paragraph 291.28).

A2  An entity other than the companies measures the reserves and provides an assertion to the
firm and to intended users.

The firm shall be independent of the entity that measures the reserves and provides an assertion to
the firm and to intended users (paragraph 291.19). That entity is not responsible for the subject matter
and so an evaluation shall be made of any threats the firm has reason to believe are created by
interests/relationships with the party responsible for the subject matter (paragraph 291.19). There are
several parties responsible for the subject matter in this engagement (Companies 1-10). As discussed
in example A1 above, the firm may take into account whether an interest or relationship with a
particular company would create a threat to independence that is not at an acceptable level.

D1 Each company provides the firm with a representation that measures its reserves against
the established criteria for measuring proven reserves. The representation is not available
to the intended users.

There are several responsible parties in this engagement (Companies 1-10). When determining whether
it is necessary to apply the independence provisions to all of the companies, the firm may take into
account whether an interest or relationship with a particular company would create a threat to
independence that is not at an acceptable level. This will take into account factors such as:

. The materiality of the company’s proven reserves in relation to the total reserves to be reported
on; and
. The degree of public interest associated with the engagement. (Paragraph 291.28).

For example, Company 8 accounts for 0.17% of the reserves, therefore a business relationship or
interest with Company 8 would create less of a threat than a similar relationship with Company 6 that
accounts for approximately 37.5% of the reserves.

Having determined those companies to which the independence requirements apply, the assurance
team and the firm shall be independent of those responsible parties that would be considered to be
the assurance client (paragraph 291.28).

D2 The firm directly measures the reserves of some of the companies.

The application is the same as in example D1.
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SECTION 300
Introduction

300.1

300.2

300.3

300.4

300.5

300.6

300.7

300.8

This Part of the Code describes how the conceptual framework contained in Part A applies
in certain situations to professional accountants in business. This Part does not describe all
of the circumstances and relationships that could be encountered by a professional
accountant in business that create or may create threats to compliance with the
fundamental principles. Therefore, the professional accountant in business is encouraged
to be alert for such circumstances and relationships.

Investors, creditors, employers and other sectors of the business community, as well as
governments and the public at large, all may rely on the work of professional accountants in
business. Professional accountants in business may be solely or jointly responsible for the
preparation and reporting of financial and other information, which both their employing
organizations and third parties may rely on. They may also be responsible for providing
effective financial management and competent advice on a variety of business-related
matters.

A professional accountant in business may be a salaried employee, a partner, director
(whether executive or non-executive), an owner manager, a volunteer or another working
for one or more employing organization. The legal form of the relationship with the
employing organization, if any, has no bearing on the ethical responsibilities incumbent on
the professional accountant in business.

A professional accountant in business has a responsibility to further the legitimate aims of
the accountant’s employing organization. This Code does not seek to hinder a professional
accountant in business from properly fulfilling that responsibility, but addresses
circumstances in which compliance with the fundamental principles may be compromised.

A professional accountant in business may hold a senior position within an organization.
The more senior the position, the greater will be the ability and opportunity to influence
events, practices and attitudes. A professional accountant in business is expected,
therefore, to encourage an ethics-based culture in an employing organization that
emphasizes the importance that senior management places on ethical behavior.

A professional accountant in business shall not knowingly engage in any business,
occupation, or activity that impairs or might impair integrity, objectivity or the good
reputation of the profession and as a result would be incompatible with the fundamental
principles.

Compliance with the fundamental principles may potentially be threatened by a broad range
of circumstances and relationships. Threats fall into one or more of the following categories:

(a) Self-interest;
(b)  Self-review;

(c) Advocacy;

(d)  Familiarity; and
(

e) Intimidation.
These threats are discussed further in Part A of this Code.

Examples of circumstances that may create self-interest threats for a professional
accountant in business include:

. Holding a financial interest in, or receiving a loan or guarantee from the employing
organization.

. Participating in incentive compensation arrangements offered by the employing
organization.
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. Inappropriate personal use of corporate assets.
. Concern over employment security.
o Commercial pressure from outside the employing organization.

An example of a circumstance that creates a self-review threat for a professional
accountant in business is determining the appropriate accounting treatment for a business
combination after performing the feasibility study that supported the acquisition decision.

When furthering the legitimate goals and objectives of their employing organizations,
professional accountants in business may promote the organization’s position, provided any
statements made are neither false nor misleading. Such actions generally would not create
an advocacy threat.

Examples of circumstances that may create familiarity threats for a professional accountant in
business include:

. Being responsible for the employing organization’s financial reporting when an
immediate or close family member employed by the entity makes decisions that affect
the entity’s financial reporting.

. Long association with business contacts influencing business decisions.
o Accepting a gift or preferential treatment, unless the value is trivial and
inconsequential.

Examples of circumstances that may create intimidation threats for a professional
accountant in business include:

. Threat of dismissal or replacement of the professional accountant in business or a
close or immediate family member over a disagreement about the application of an
accounting principle or the way in which financial information is to be reported.

. A dominant personality attempting to influence the decision making process, for
example with regard to the awarding of contracts or the application of an accounting
principle.

Safeguards that may eliminate or reduce threats to an acceptable level fall into two broad
categories:

(a) Safeguards created by the profession, legislation or regulation; and
(b)  Safeguards in the work environment.

Examples of safeguards created by the profession, legislation or regulation are detailed in
paragraph 100.14 of Part A of this Code.

Safeguards in the work environment include:

. The employing organization’s systems of corporate oversight or other oversight
structures.

. The employing organization’s ethics and conduct programs.

. Recruitment procedures in the employing organization emphasizing the importance of
employing high caliber competent staff.

. Strong internal controls.

. Appropriate disciplinary processes.

. Leadership that stresses the importance of ethical behavior and the expectation that
employees will act in an ethical manner.

. Policies and procedures to implement and monitor the quality of employee
performance.
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. Timely communication of the employing organization’s policies and procedures,
including any changes to them, to all employees and appropriate training and
education on such policies and procedures.

. Policies and procedures to empower and encourage employees to communicate to
senior levels within the employing organization any ethical issues that concern them
without fear of retribution.

. Consultation with another appropriate professional accountant.

In circumstances where a professional accountant in business believes that unethical
behavior or actions by others will continue to occur within the employing organization, the
professional accountant in business may consider obtaining legal advice. In those extreme
situations where all available safeguards have been exhausted and it is not possible to
reduce the threat to an acceptable level, a professional accountant in business may
conclude that it is appropriate to resign from the employing organization.
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SECTION 310
Potential Conflicts

3101

310.2

310.3

A professional accountant in business shall comply with the fundamental principles. There
may be times, however, when a professional accountant’s responsibilities to an employing
organization and professional obligations to comply with the fundamental principles are in
conflict. A professional accountant in business is expected to support the legitimate and
ethical objectives established by the employer and the rules and procedures drawn up in
support of those objectives. Nevertheless, where a relationship or circumstance creates a
threat to compliance with the fundamental principles, a professional accountant in business
shall apply the conceptual framework approach described in Section 100 to determine a
response to the threat.

As a consequence of responsibilities to an employing organization, a professional accountant
in business may be under pressure to act or behave in ways that could create threats to
compliance with the fundamental principles. Such pressure may be explicit or implicit; it may
come from a supervisor, manager, director or another individual within the employing
organization. A professional accountant in business may face pressure to:

. Act contrary to law or regulation.

. Act contrary to technical or professional standards.

o Facilitate unethical or illegal earnings management strategies.

. Lie to others, or otherwise intentionally mislead (including misleading by remaining

silent) others, in particular:

o The auditors of the employing organization; or

o Regulators.

. Issue, or otherwise be associated with, a financial or non-financial report that
materially misrepresents the facts, including statements in connection with, for
example:

o The financial statements;

o Tax compliance;

o Legal compliance; or

o Reports required by securities regulators.

The significance of any threats arising from such pressures, such as intimidation threats,
shall be evaluated and safeguards applied when necessary to eliminate them or reduce
them to an acceptable level. Examples of such safeguards include:

. Obtaining advice, where appropriate, from within the employing organization, an
independent professional advisor or a relevant professional body.

. Using a formal dispute resolution process within the employing organization.

. Seeking legal advice.
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SECTION 320
Preparation and Reporting of Information

320.1

320.2

320.3

320.4

320.5

320.6

Professional accountants in business are often involved in the preparation and reporting of
information that may either be made public or used by others inside or outside the employing
organization. Such information may include financial or management information, for example,
forecasts and budgets, financial statements, management's discussion and analysis, and the
management letter of representation provided to the auditors during the audit of the entity’s
financial statements. A professional accountant in business shall prepare or present such
information fairly, honestly and in accordance with relevant professional standards so that the
information will be understood in its context.

A professional accountant in business who has responsibility for the preparation or approval
of the general purpose financial statements of an employing organization shall be satisfied
that those financial statements are presented in accordance with the applicable financial
reporting standards.

A professional accountant in business shall take reasonable steps to maintain information
for which the professional accountant in business is responsible in a manner that:

(a) Describes clearly the true nature of business transactions, assets, or liabilities;
(b) Classifies and records information in a timely and proper manner; and
(c) Represents the facts accurately and completely in all material respects.

Threats to compliance with the fundamental principles, for example, self-interest or intimidation
threats to objectivity or professional competence and due care, are created where a professional
accountant in business is pressured (either externally or by the possibility of personal gain) to
become associated with misleading information or to become associated with misleading
information through the actions of others.

The significance of such threats will depend on factors such as the source of the pressure and
the degree to which the information is, or may be, misleading. The significance of the threats
shall be evaluated and safeguards applied when necessary to eliminate them or reduce them
to an acceptable level. Such safeguards include consultation with superiors within the
employing organization, the audit committee or those charged with governance of the
organization, or with a relevant professional body.

Where it is not possible to reduce the threat to an acceptable level, a professional
accountant in business shall refuse to be or remain associated with information the
professional accountant determines is misleading. A professional accountant in business
may have been unknowingly associated with misleading information. Upon becoming aware
of this, the professional accountant in business shall take steps to be disassociated from
that information. In determining whether there is a requirement to report, the professional
accountant in business may consider obtaining legal advice. In addition, the professional
accountant may consider whether to resign.
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SECTION 330
Acting with Sufficient Expertise

330.1 The fundamental principle of professional competence and due care requires that a professional
accountant in business only undertake significant tasks for which the professional accountant in
business has, or can obtain, sufficient specific training or experience. A professional accountant
in business shall not intentionally mislead an employer as to the level of expertise or experience
possessed, nor shall a professional accountant in business fail to seek appropriate expert
advice and assistance when required.

330.2 Circumstances that create a threat to a professional accountant in business performing
duties with the appropriate degree of professional competence and due care include having:

. Insufficient time for properly performing or completing the relevant duties.

. Incomplete, restricted or otherwise inadequate information for performing the duties
properly.

o Insufficient experience, training and/or education.

. Inadequate resources for the proper performance of the duties.

330.3 The significance of the threat will depend on factors such as the extent to which the
professional accountant in business is working with others, relative seniority in the business,
and the level of supervision and review applied to the work. The significance of the threat
shall be evaluated and safeguards applied when necessary to eliminate the threat or
reduce it to an acceptable level. Examples of such safeguards include:

. Obtaining additional advice or training.

o Ensuring that there is adequate time available for performing the relevant duties.
. Obtaining assistance from someone with the necessary expertise.

. Consulting, where appropriate, with:

o Superiors within the employing organization;
o Independent experts; or
o A relevant professional body.

330.4 When threats cannot be eliminated or reduced to an acceptable level, professional
accountants in business shall determine whether to refuse to perform the duties in question.
If the professional accountant in business determines that refusal is appropriate, the
reasons for doing so shall be clearly communicated.
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SECTION 340
Financial Interests

340.1

340.2

340.3

Professional accountants in business may have financial interests, or may know of financial
interests of immediate or close family members, that, in certain circumstances, may create
threats to compliance with the fundamental principles. For example, self-interest threats to
objectivity or confidentiality may be created through the existence of the motive and
opportunity to manipulate price sensitive information in order to gain financially. Examples
of circumstances that may create self-interest threats include situations where the
professional accountant in business or an immediate or close family member:

. Holds a direct or indirect financial interest in the employing organization and the value
of that financial interest could be directly affected by decisions made by the
professional accountant in business;

. Is eligible for a profit related bonus and the value of that bonus could be directly
affected by decisions made by the professional accountant in business;

o Holds, directly or indirectly, share options in the employing organization, the value of
which could be directly affected by decisions made by the professional accountant in
business;

. Holds, directly or indirectly, share options in the employing organization which are, or

will soon be, eligible for conversion; or

. May qualify for share options in the employing organization or performance related
bonuses if certain targets are achieved.

The significance of any threat shall be evaluated and safeguards applied when necessary
to eliminate the threat or reduce it to an acceptable level. In evaluating the significance of
any threat, and, when necessary, determining the appropriate safeguards to be applied to
eliminate the threat or reduce it to an acceptable level, a professional accountant in
business shall evaluate the nature of the financial interest. This includes evaluating the
significance of the financial interest and determining whether it is direct or indirect. What
constitutes a significant or valuable stake in an organization will vary from individual to
individual, depending on personal circumstances. Examples of such safeguards include:

. Policies and procedures for a committee independent of management to determine
the level or form of remuneration of senior management.

. Disclosure of all relevant interests, and of any plans to trade in relevant shares to
those charged with the governance of the employing organization, in accordance with
any internal policies.

. Consultation, where appropriate, with superiors within the employing organization.

. Consultation, where appropriate, with those charged with the governance of the
employing organization or relevant professional bodies.

. Internal and external audit procedures.

. Up-to-date education on ethical issues and on the legal restrictions and other

regulations around potential insider trading.

A professional accountant in business shall neither manipulate information nor use
confidential information for personal gain.
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SECTION 350
Inducements

Receiving Offers

350.1

350.2

350.3

350.4

A professional accountant in business or an immediate or close family member may be
offered an inducement. Inducements may take various forms, including gifts, hospitality,
preferential treatment, and inappropriate appeals to friendship or loyalty.

Offers of inducements may create threats to compliance with the fundamental principles.
When a professional accountant in business or an immediate or close family member is
offered an inducement, the situation shall be evaluated. Self-interest threats to objectivity or
confidentiality are created when an inducement is made in an attempt to unduly influence
actions or decisions, encourage illegal or dishonest behavior, or obtain confidential
information. Intimidation threats to objectivity or confidentiality are created if such an
inducement is accepted and it is followed by threats to make that offer public and damage
the reputation of either the professional accountant in business or an immediate or close
family member.

The existence and significance of any threats will depend on the nature, value and intent
behind the offer. If a reasonable and informed third party, weighing all the specific facts and
circumstances, would consider the inducement insignificant and not intended to encourage
unethical behavior, then a professional accountant in business may conclude that the offer
is made in the normal course of business and may generally conclude that there is no
significant threat to compliance with the fundamental principles.

The significance of any threats shall be evaluated and safeguards applied when necessary
to eliminate them or reduce them to an acceptable level. When the threats cannot be
eliminated or reduced to an acceptable level through the application of safeguards, a
professional accountant in business shall not accept the inducement. As the real or
apparent threats to compliance with the fundamental principles do not merely arise from
acceptance of an inducement but, sometimes, merely from the fact of the offer having been
made, additional safeguards shall be adopted. A professional accountant in business shall
evaluate any threats created by such offers and determine whether to take one or more of
the following actions:

(a) Informing higher levels of management or those charged with governance of the
employing organization immediately when such offers have been made;

(b) Informing third parties of the offer — for example, a professional body or the employer
of the individual who made the offer; a professional accountant in business may
however, consider seeking legal advice before taking such a step; and

(c) Advising immediate or close family members of relevant threats and safeguards
where they are potentially in positions that might result in offers of inducements, for
example, as a result of their employment situation; and

(d) Informing higher levels of management or those charged with governance of the
employing organization where immediate or close family members are employed by
competitors or potential suppliers of that organization.

Making Offers

350.5

A professional accountant in business may be in a situation where the professional
accountant in business is expected, or is under other pressure, to offer inducements to
influence the judgment or decision-making process of an individual or organization, or
obtain confidential information.
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Such pressure may come from within the employing organization, for example, from a
colleague or superior. It may also come from an external individual or organization
suggesting actions or business decisions that would be advantageous to the employing
organization, possibly influencing the professional accountant in business improperly.

A professional accountant in business shall not offer an inducement to improperly influence
professional judgment of a third party.

Where the pressure to offer an unethical inducement comes from within the employing
organization, the professional accountant shall follow the principles and guidance regarding
ethical conflict resolution set out in Part A of this Code.
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SECTION 400
Introduction

4001

400.2

400.3

400.4

This Part of the Code sets out the additional ethical requirements on specific areas. Where
the Council of the Institute deems it necessary, it has included, and may develop further,
additional ethical requirements on matters of relevance not covered by the IESBA Code of
Ethics for Professional Accountants. The existing additional ethical requirements are
primarily derived from local legal or regulatory requirements.

The sections under this Part are to be read in the context of the fundamental principles of
professional ethics for professional accountants and the conceptual framework for applying
those principles which are set out in Parts A to C. Consequently, it is not sufficient for a
professional accountant merely to comply with the additional ethical requirements under
this Part; rather, the entire Code should be applied to the particular circumstances faced.

The sections under this Part originate from Professional Ethics Statements that were in
existence prior to the issuance of the Code. They have not yet been conformed to all the
requirements under Parts A to C which are adopted from the IESBA Code of Ethics for
Professional Accountants. The Institute plans to review and update where necessary all
the sections under this Part. The references to the previous Professional Ethics
Statements are inserted in the relevant sections for easy reference.

Until the sections under this Part are updated, where members encounter situations where
a requirement under this Part is:

(a) more stringent than a provision in Part A, B or C, the requirement under this Part
should prevail; or

(b) in conflict with or less stringent than a provision in Part A, B or C, the relevant
provision in Part A, B or C should be followed.
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SECTION 410
Unlawful Acts or Defaults by Clients of Members

This section should be read in conjunction with Section 140 “Confidentiality”.

Occasions sometimes arise where a member, in carrying out his professional duties, acquires
knowledge indicating that a client or an officer or employee of the client may have been guilty of some
default or unlawful act. This may put him in a difficult situation of conflicting duties, aggravated
sometimes by allegations that he himself is implicated in some way in those unlawful acts, or has
some legal responsibility arising from those acts. This section gives guidance to members concerning
these areas of difficulty. However, it is for general guidance only and in any particular case reference
should also be made to any relevant legislation. Although various examples are given of the duties of
members, they are examples only. These areas of difficulty involve not only questions of professional
conduct but also important legal considerations.

Every case depends upon its own circumstances and if a member is in the slightest doubt as to his
correct course of action he should seek independent legal or other professional advice.

This section of guidance has been settled in consultation with counsel.
General Principles
Introduction

410.1 In recent years there has been a steady growth internationally in the number of criminal
offences committed, or suspected by the authorities to have been committed, in the
business environment. It is not practicable to set out all the offences which members may
encounter in the course of their work but the principal statutory and common law offences
concerned are:

(a) theft, obtaining by deception, false accounting;

(b) fraud, forgery and offences in relation to companies including frauds on creditors and
shareholders;

c) corruption offences;
d) conspiracy, soliciting or inciting to commit crime;

e) offences in relation to taxation;

(
(
(
(f)  involvement in arrangements relating to the proceeds of drug trafficking.

410.2 The Guidelines which follow are intended to assist members in the discharge of their
professional responsibilities when, in one way or another, their clients or officers or
employees of their clients come under suspicion by the authorities (whether justified or not)
of having committed some criminal offences, or members themselves have information that
their clients have in one way or another become so implicated. The guidance given in the
Guidelines is not intended to be exhaustive. There will arise from time to time situations of
conflicting duties not covered by these Guidelines. Members should therefore use their own
judgement in all cases and would be well advised to consult a solicitor if in doubt.
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A practising member, acting in any professional capacity, has access to much information
of a private nature. It is essential that he should normally treat such information as available
to him for the purpose only of carrying out the professional duties for which he has been
engaged. To divulge information about a client’s affairs would normally be a breach of
professional confidence. However, the duty of confidentiality is not absolute. Where, for
example, members acquire information in the course of an audit showing that defaults and
unlawful acts have taken place, members may be duty-bound to make such disclosures and
statements in their reports as would ensure that their functions and duties as auditors are
properly discharged. Likewise members may have duties to make reports as auditors under
the Banking Ordinance 1986 or to make disclosures to the relevant authorities under the
Drug Trafficking (Recovery of Proceeds) Ordinance both of which require the disclosure of
confidential information.

Relations Between a Member and His Client

Disclosure of Information by His Client to a Member

410.4

410.5

410.6

410.7

Where a member is engaged to prepare or audit accounts of a client or to deal with taxation
or any other work relating to that client he should always make it clear to the client that he
can only do so on the basis of full disclosure of all information relevant to the work in
question. If the client will not agree, the member should not act for him.

If the client fails to provide such information or explanation as the member may require, the
member has a clear professional obligation to indicate this fact in any report and may
consider that he can no longer act.

It is an offence under the Companies Ordinance for an officer of a company knowingly or
recklessly to make a statement to the auditors of the company (whether orally or in writing)
conveying any information or explanation which the auditors may require which is
misleading, false or deceptive in a material particular.

A member may, in the course of acting for one client, acquire information which he is aware
discredits the information supplied to the member by a second client. In such a case the
member may not reveal to the second client any information obtained as a result of his
dealings with the first client. To do so without permission would be a breach of the duty of
confidentially owed to the first client. In practice it will probably not be possible to obtain the
first client's permission to disclose information to the second client without a breach of
confidentiality in respect of the second client’s affairs. The member must first do his best to
make sure that the information that he has acquired is valid. Thereafter, the member should
use every endeavour to obtain from within the records of the second client evidence to
substantiate independently the information acquired from the first client. In the absence of
any such evidence the member should, in appropriate cases, consider seeking the second
client’s consent to obtaining direct confirmation of the information concerned. If the member
is seeking confirmation in connection with his work as auditor of the second client and
consent is refused he should consider qualifying his report or resigning, and, where relevant,
making an appropriate statement under section 140A(2)(b) of the Companies Ordinance
without revealing the name of the first client. In other cases where consent is refused the
member should consider ceasing to act.

Disclosure of Defaults or Unlawful Acts

410.8

It is an implied term of a member’s contract with his client that the member will not, as a
general rule, disclose to other persons information about his client’s affairs acquired during
and as a result of their professional relationship, against his client’s wishes. Therefore
where a member becomes aware that a client has committed a default or unlawful act, the
member should in principle keep the matter between himself and his client.
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The relationship between client and member is a highly confidential one, in which candour
on the part of the client is of great importance, and it is in the public interest that, in general,
that confidence should be maintained. The very fact that, relying on the confidential
relationship which exists, clients are frank with members probably prevents a large number
of offences being committed because a client, on discussing his intentions and proposed
action with the member, will have the dangers pointed out to him; if he acts on the
member’s advice, he will refrain from putting his proposal into action.

However, the confidentiality, whether arising from contract - paragraph 410.8 above - or as
a matter of public interest - paragraph 410.9 above - is by no means absolute. There will be
circumstances where a member is (1) required to disclose to others knowledge of defaults
or criminal acts acquired in the course of such confidential relationship and (2) free to make
such disclosure (refer paragraph 410.3 above).

Obligation to Disclose

410.11

410.12

410.13

410.14

410.15

A member must disclose information if compelled by process of law, for example under a
court order or under the compulsion of a statute, in particular sections 13 and 14(1)(d) of
the Prevention of Bribery Ordinance, section 51(4)(a) of the Inland Revenue Ordinance and
sections 20, 21 and 25 of the Drug Trafficking (Recovery of Proceeds) Ordinance.

The only exception to the above rule - paragraph 410.11 - might be where, in the course of
giving the information, the member might incriminate himself in relation to crimes that he
might himself have committed. In such circumstances he might be entitled to the benefit of
the ordinary privilege against self-incrimination. If such a situation should arise, members
are strongly advised to seek legal representation. However it should be noted that a person
cannot refuse to reply to a section 14(1)(d) Notice on the grounds of self-incrimination
because any reply to the Notice cannot be used as evidence against the maker.

Where a member is approached by the police, the Inland Revenue Department, the ICAC
or other authority in the course of making enquiries concerning the affairs of a client or
former client, the member should act with caution. He should first ascertain whether or not
the person requesting information has a statutory right to demand it. Generally speaking, a
member will not be acting contrary to law if he refuses to impart information to persons who
have no statutory right to demand it; on the other hand, he might well be acting in breach of
his duty of confidence to his client if he volunteers the information. It should be emphasized
that, broadly speaking, members are under no general duty to “co-operate” with the
authorities by “assisting” in their investigations - unless so expressly authorised by their
clients or required to do so by law. Accordingly, if thus approached, the member should
state that he is not in a position to discuss his client’s affairs. In these circumstances it is
advisable for members to seek legal advice to clarify the legal aspects of their positions.

If a notice is served on a client requiring production of documents which are in the
possession of the member but are the property of the client the member should read the
notice carefully to see if he is under compulsion of law to produce the documents. If he is,
then the question of the client’'s permission is not relevant and the member must comply
with the notice. If there is doubt in the matter - where, for example, the notice does not
sufficiently identify the documents or class of documents to be produced - then the member
should not produce the document unconditionally. One way of resolving a dispute of this
nature is to have the documents put separately and sealed, pending the taking of legal
advice. Generally speaking, unless the notice is addressed to the member, the member
should assume that he is under no legal requirement to produce the documents to anyone
except his client, and that he would be acting contrary to his fiduciary duties to his client to
do so.

Likewise, if the notice requires the giving of information (rather than the production of
documents) the considerations set out in paragraph 410.14 will generally apply.
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A member should not normally appear in court as a witness in a case against a client or
former client, unless he is served with a subpoena or other lawful summons to do so. He
cannot lawfully refuse to produce in court any documents in his ownership or possession
which the court may direct him to produce. If the persons in charge of the prosecution have
indicated that they will call upon him to produce certain documents in court, the member
should have the documents with him, but the power to order the production in court rests
with the court.

Freedom to Disclose

410.17

410.18

As the duty of confidentiality is not absolute, there will be circumstances where a member is
free to disclose defaults or unlawful acts, either because there is some obligation which
overrides the duty of confidence (examples are statutory notices referred to in paragraph
410.11), or it is in the member’s own interests to make the disclosure.

A member may disclose to the appropriate authorities information concerning his client
where the member’s own interests require disclosure of that information. Under such
circumstances there is no contractual bar to disclosure of information concerning a client.
Examples of circumstances where a member is free to disclose include the following:

(a) where it might enable the member to defend himself against a criminal charge or to
clear himself of suspicion; or

(b) to resist an action for negligence brought against him by his client or some third
person; or

(c) to enable the member to defend himself against disciplinary proceedings or criticism
of him which is the subject of enquiry under the disciplinary rules of the Hong Kong
Institute of Certified Public Accountants (the “Institute”); or

(d) to enable the member to sue for his fees.

Members’ Own Relations with Authorities

Criminal Offences

410.19

410.20

410.21

410.22

A member himself commits a criminal offence:
(a) if he incites a client or anyone else to commit a criminal offence; or

(b) if he helps or encourages a client or anyone else in the planning or execution of a
criminal offence; or

(c) if he agrees with a client or anyone else to pervert or obstruct the course of justice by
concealing, destroying or fabricating evidence or by misleading the police by
statements which he knows to be untrue.

Further, section 90 of the Criminal Procedure Ordinance makes it a criminal offence for
anyone to do any act with intent to impede the apprehension or prosecution of another
person, knowing that the other person has committed a serious offence.

Section 91 of the Criminal Procedure Ordinance makes it a criminal offence for anyone,
knowing that a serious offence has been committed by another person, and knowing (or
believing) that he has information that might be of material assistance in securing the
prosecution or conviction of that person, accepts any consideration for not disclosing such
information.

With regard to paragraphs 410.20 and 410.21 above, offences under the Inland Revenue
Ordinance involving the evasion (or attempted evasion) of tax assessable under the
Ordinance may constitute a “serious offence” as referred to in those two paragraphs above.
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Taxation Matters

Introduction

410.23 Fraudulent evasion and attempted evasion of taxes are criminal offences.

410.24 The making of false statements (whether written or not) relating to tax with intent to defraud
the Revenue or delivery of false documents with that intent are likewise criminal offences.

410.25 Tax avoidance is not an offence and should be distinguished from evasion. Avoidance

consists of the arrangement of a taxpayer’s affairs within the law so as to minimise the
incidence of tax. In advising on methods of minimizing tax, members must obviously have
regard to the dominant objectives of the client’s transactions, particularly having regard to
the provisions of sections 61 and 61A of the Inland Revenue Ordinance.

Penalty Proceedings and Mitigation

410.26

The statutes imposing taxes and duties usually define a number of offences for which
money penalties recoverable in penalty proceedings are prescribed. Penalty proceedings
are not criminal proceedings, and the recovery of a penalty against a taxpayer does not
normally prejudice the institution of criminal proceedings against him; although in the case
of proceedings instituted under section 82A of the Inland Revenue Ordinance to recover
additional tax, the taxpayer is protected from criminal proceedings under section 80(2) or
82(1) in respect of the same facts.

Property Tax, Salaries Tax, Profits Tax and Interest Tax

410.27

At the date of publication of this section the taxes with which members are most likely to be
concerned are property tax, salaries tax, profits tax and interest tax. The position as regards
these taxes is considered in more detail in paragraphs 410.28 to 410.47 below.

Taxation Frauds and Negligence Involving Accounts

Presumption as to returns statements and forms submitted by one person on behalf
of another

410.28

The attention of members is drawn to subsection (5) of section 51 of the Inland Revenue
Ordinance which provides that any returns or statements submitted by or on behalf of any
person shall be deemed to have been submitted by him or by his authority unless he proves
the contrary. In view of this provision, and in order to minimise the risk of misunderstanding
between the client and the accountant, members are recommended to ensure that they are
acting under an appropriate authority when submitting accounts to the Inland Revenue
Department in connection with the ascertainment of a client’s liability to property tax, profits
tax or interest tax and to take steps to ensure that the client has signed or otherwise
approved the accounts.

Past accounts later found to be defective

410.29

410.30

A member’s duty of confidence to his client can be qualified by the client’'s own conduct. If a
client has withheld information from or otherwise deceived a member, with the result that
accounts prepared or reported upon by him or returns or computations based thereon were
defective, and the member has submitted or is aware that the client has submitted those
accounts or documents to the Inland Revenue Department, it would be improper for the
member to allow the Inland Revenue Department to continue to rely upon them. He should
advise his client to make a complete disclosure to the Inland Revenue Department. (For the
circumstances in which disclosure may be justified see paragraphs 410.8 to 410.18 above).

Having advised his client to make such disclosure without delay, the member should, for his
own protection, ensure that a record of his advice to his client is kept, so as to rebut any
possible charge of conspiracy with or of aiding and abetting his client under section 80(4) or
of assisting his client to evade tax under section 82(1) of the Inland Revenue Ordinance.
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If the client refuses to act in accordance with the member’s advice to make an immediate
disclosure, the member should inform his client that he can no longer act for him in tax
matters and that it will be necessary for the member to inform the Inland Revenue
Department that, since he prepared or reported upon the accounts concerned or the returns
or computations based thereon, he has acquired information which indicates that those
accounts or documents cannot be relied upon and that he has ceased to act for the client in
tax matters. The member should then so inform the Inland Revenue Department, but he is
under no legal duty to furnish details of the reasons why the accounts are defective and
normally it would be improper for him to do so without first obtaining the client’'s consent.
(For the circumstances in which he could do so see paragraphs 410.8 to 410.18 above).
Although members are normally under no legal duty to furnish such information to the
Inland Revenue Department, attention is drawn to sections 51(4) and 51B of the Inland
Revenue Ordinance. Under these sections the Inland Revenue Department may require
members to furnish such relevant information as may be required, and may obtain search
warrants for the purpose of obtaining such information. Should such action be taken by the
Inland Revenue Department, the member would be under no obligation to obtain the client’s
consent before releasing such information.

Accounts currently being prepared or audited

410.32

410.33

410.34

A member may acquire knowledge of matters which do not affect past accounts but would
result in the Inland Revenue Department being defrauded if not properly dealt with in
accounts which the member is currently engaged in preparing or auditing. If the client fails
to provide such information as the member may require or refuses to agree to the accounts
being drawn up in the manner which the member considers necessary, then the member
clearly has a professional obligation to include such qualifications in his report on the
accounts as will indicate the respects in which they are defective. A member must always
bear in mind that “Any person who wilfully with intent to evade or to assist any other person
to evade tax ...... makes any false statement; ...... signs any statement or return without
reasonable grounds for believing the same to be true; or falsifies or authorises the
falsification of any books of account or records shall be guilty of a misdemeanour.” (section
82 of the Inland Revenue Ordinance).

If the client dispenses with the member’s services or if the member resigns before he has
completed his work and reported on the accounts, no further legal duty rests on the
member and he has no responsibility towards the Inland Revenue Department and no
authority to give information. It would normally be improper for him to do so unless the
Inland Revenue Department invokes section 51(4) or 51B of the Inland Revenue Ordinance.
(For the circumstances in which he could do so see paragraphs 410.8 to 410.18 above).

Where, however, the member’s services are not dispensed with, his position in relation to
the Inland Revenue Department after he has completed his professional duties as
accountant or auditor is as follows:

(a) the member should not without the client’s authority send the accounts to the Inland
Revenue Department (see paragraph 410.28).

(b) if the member is not requested to undertake the taxation work (that is to say, to act on
the client’s behalf in dealing with the Inland Revenue Department) he has no direct
responsibility towards the Inland Revenue Department and no authority to give any
information. In the event of his receiving any enquiry from the Inland Revenue
Department he should normally do no more than state that he is not dealing with
taxation matters and that all enquiries should be addressed to the client. If the
enquiry indicates that accounts bearing the member’s name have been submitted he
should normally state that he cannot add to his report thereon. The position is the
same whether or not the member has acted for the client in taxation matters in
previous years. The Inland Revenue Department may however invoke section 51(4)
or 51B of the Inland Revenue Ordinance to obtain relevant information from members.
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(For a discussion of the circumstances in which he may do this see paragraphs 410.8
to 410.18 above).

(c) on the other hand, if the client requests the member to undertake the taxation work
he should always make it clear to the client that he can do so only on the basis of full
disclosure of all relevant information. If the client will not agree, the member should
state that he cannot act for him in taxation matters and in that case the position
regarding any enquiries the member may receive from the Inland Revenue
Department is the same as in b above.

Where the member has not been requested, or has declined, to act in taxation matters
(items (b) and (c) of the preceding paragraph), he could lawfully continue in the future to act
as accountant or auditor, including appropriate qualifications when necessary in his reports
on the accounts, but not taking any part in taxation matters. In the circumstances envisaged,
however, it seems likely that either the member or the client would not wish to continue the
professional association between them.

Past accounts of a new client

410.36

A member who is engaged in preparing or auditing accounts for a new client may acquire
knowledge indicating that accounts submitted to the Inland Revenue Department for
previous years were defective. In these circumstances:

(@) the member should advise his client to make a complete disclosure to the Inland
Revenue Department;

(b) the member has no responsibility for the past accounts but if the nature of the defects
in them is such as to affect the correctness of the accounts which the member is
engaged in preparing or auditing he should inform his client that an appropriate
adjustment will need to be made and shown separately in those accounts; and if the
client refuses to agree to such an adjustment the member should include appropriate
qualifications in his report on the accounts. Paragraphs 410.33 to 410.35 would then

apply.

Taxation Frauds and Negligence not Involving Accounts

410.37

Paragraphs 410.28 to 410.36 above relate to taxation frauds and negligence through the
medium of defective accounts. A member may, however, acquire knowledge indicating that
a client has been guilty of taxation frauds or negligence by means which do not affect the
client’'s accounts, for example, the submission of incorrect returns of private income. The
member should advise his client to make a complete disclosure to the Inland Revenue
Department. If the client refuses to do so, the member’s position will depend upon whether
or not the matter is within the scope of the duties he has undertaken for the client:

(a) if it relates to taxation matters on which the member has not acted for the client (for
example, omission of private income where the member has dealt only with the tax
computations of business profits and not with the client’s tax returns), the member
has no further duty and it would normally be improper for him to make any disclosure
to the Inland Revenue Department. (For the circumstances in which disclosure may
be justified see paragraphs 410.8 to 410.18 above). He could lawfully continue to act
for the client as hitherto. He may prefer to terminate the association.

(b) if it relates to taxation matters on which the member has acted for the client, then the
member should inform the client that he can no longer act for him and that it will be
necessary for the member to inform the Inland Revenue Department that he must
dissociate himself from the returns (or other information involved) for the years in
question and that he has ceased to act for the client on taxation matters. The
member should then so inform the Inland Revenue Department, but he is under no
duty to give further details and it would normally be improper for him to do so without
first obtaining the consent of the client. (For the circumstances in which he could do
so see paragraphs 410.8 to 410.18 above).
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In the case of either a or b above, the Inland Revenue Department may invoke section 51(4)
or 51B to obtain such further details as may be relevant.

General Professional Duty to Give Guidance

410.38

410.39

410.40

410.41

The advice given in preceding paragraphs is in no way intended to assist a member to
shield a client from the consequences of having defrauded the Crown of tax, or of having
been negligent in regard to tax matters. A member should regard himself as having a
professional obligation to urge upon a client, in the client’'s own interests, the importance of
making a full disclosure and authorising the member to proceed, where necessary, with
“back duty” negotiations.

Circumstances vary and it is not always that a client fully appreciates the seriousness of his
offence or the consequences that may ensue: in particular he may not realise that if there is
no disclosure and the Inland Revenue Department later discovers a fraud there is
considerably greater likelihood of a criminal prosecution (with the possibility of
imprisonment on conviction) than where a suitable monetary settlement is offered on the
client’s own disclosure.

The client may also not realise that if a member is obliged to cease to act for him and
notifies the Inland Revenue Department to that effect in the manner advised in preceding
paragraphs (after which the member would have no further dealings with the Inland
Revenue Department in relation to the client) this may well result in the Inland Revenue
Department commencing enquiries which lead to discovery of fraud.

All these are matters which the member should regard as his professional duty to impress
upon the client. If nevertheless his advice is not accepted, it is important that the member’s
subsequent conduct should, from both the legal and professional standpoints, be correct
and such as to safeguard his own position and reputation. It is to this position that the whole
of this section is directed.

Statutory Provisions Relating to Disclosure of Information

410.42

410.43

410.44

Under section 51(4) of the Inland Revenue Ordinance an assessor of the Inland Revenue
Department has power to serve a notice requiring any person on whom the notice is served
to make available for inspection any documents which may be relevant for the purposes of
obtaining full information on any matter which may affect any liability, responsibility, or
obligation of any person under the Inland Revenue Ordinance. A member on whom such a
notice is served has a statutory duty to comply with the notice. No question of confidentiality
to the client could arise if the notice sufficiently identifies the documents or class of
documents for which production for inspection is required.

Itis, however, not unusual for assessors as a matter of practical convenience to ask a client,
or the member acting for him, for information which the assessor may have no statutory
right to demand but which could be called for by the Assistant Commissioners or by the
Commissioner of Inland Revenue under the statutory provisions referred to above. A client
need not comply with an assessor’s request where it exceeds the rights which could be
exercised by the assessor. The client may, however, prefer to comply (and it may be in his
best interests to do so) rather than wait for the formal exercise of powers under section 51B.

As indicated in paragraphs 410.31 and 410.37b above, a member should inform the Inland
Revenue Department when he subsequently learns that accounts prepared by him, or
returns or computations based thereon, are defective and cannot be relied upon, and where
such is the fact, that he has ceased to act for the client in taxation matters. Subject thereto,
a member normally ought not to take any independent action that may bring the affairs of a
client under the scrutiny of the Investigation Section of the Inland Revenue Department
without first obtaining the consent of the client. This point can be of considerable
importance where a member has taken over the practice of another accountant. He may
receive a request from the Inland Revenue Department for his co-operation by way of
providing information relating to his clients, the object being to enable the Department to
make a general review to decide whether there are any clients whose affairs appear to
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need further investigation. The professional relationship between a member and his client is
normally such as to debar a member from co-operating in this way with the Department and
his proper course in such circumstances is so to inform the Department. (For a discussion
of the circumstances in which a member would be justified in an action see paragraphs
410.8 t0 410.18 above).

Members’ Working Papers

410.45

410.46

410.47

As indicated in the Institute’s Statement 1.301 “Books and Papers - Ownership, Disclosure
and Lien”, a member’s working papers are his own property and not that of his client.
However, working papers do fall within the powers given to the various commissioners
under the sections referred to in paragraphs 410.42 and 410.43 above and they may have
to be produced as relevant evidence in connection with sections 51(4)(a) and 51B(1)(i) and
in terms of section 51B(1) subsections (i) and (iii) the powers relating to search warrants
were specifically extended to allow the Commissioner or authorised officer to make copies
of accounts etc. relating to a client but not belonging to the person being investigated (see
subsection (iii)). In contrast to the above, correspondence with the Inland Revenue
Department and tax computations are the property of the client as the member is acting as
agent for his client in his dealing with the Inland Revenue Department. Accordingly, he
would seldom be justified in acceding to a request for the surrender of such papers without
the client’'s consent. (For the circumstances in which he could accede to the request see
paragraphs 410.8 to 410.18 above).

The Institute’s Council understands from discussion with the Inland Revenue Department
that in back duty cases “working papers” are regarded by the Inland Revenue Department
as including:

analyses of banking accounts;

)
b) schedules supporting the statements submitted with the report;
) correspondence such as with bankers and stockbrokers;

)

correspondence with the client and with solicitors; and
e) notes of questions and answers between the client and the accountant.

The Council wishes to emphasise that it is entirely for the member to decide whether to
make his working papers available to the Inland Revenue Department. He should not
normally do so without the consent of his client (for the circumstances in which he could do
so see paragraphs 410.8 to 410.18 above) but the client is not in a position to instruct him
to do so. Even if the client’s consent is obtained, it would not place the member under any
obligation to the Inland Revenue Department as it could in no way affect his right to
maintain the privacy of his own property. Subject to these fundamental considerations, the
opinion of the Council on the items listed in the preceding paragraph is as follows:

(a) with regard to the analyses, schedules and correspondence referred to in paragraph
410.46 (a), (b) and (c), the Council would see no objection to the production of
relevant working papers to the Inland Revenue Department in appropriate cases if
they are likely to be significant as factual evidence supporting the accountant’s report
and the statements submitted therewith;

(b) the correspondence and notes referred to in paragraph 410.46 (d) and (e) may well
be of a highly confidential nature. They should not be produced to the Inland
Revenue Department unless the accountant considers there are exceptional
circumstances, in which event he should if possible obtain his client's authority
covering the specific documents which it is desired to produce and before doing so
should advise his client to seek legal advice if there is any doubt as to the wisdom of
giving such authority. If his client will not give his authority the accountant will seldom
be justified in producing the papers to the Inland Revenue Department. (For the
circumstances in which he may do so see paragraphs 410.8 to 410.18 above).
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Other Taxes and Duties

410.48

Taxes and duties other than property, salaries, profits and interest taxes with which
members or their clients may be concerned include at the date of publication of this section:

(a) Stamp, Estate, Betting, Entertainment and Hotel Accommodation Duties.
(b) Business Registration Fees.

The general considerations regarding taxation frauds and negligence mentioned in
paragraphs 410.23 to 410.26 above broadly apply to the above mentioned fees and duties:
and where a practising member is acting as an agent for a client for the purpose of any of
them similar considerations to those set out in paragraphs 410.29 to 410.41 above arise.
With regard to requirements to disclose information or to produce documents, reference
should be made in each case to the relevant statutory provisions, which vary in their terms
as between one tax or duty and another.

Special Areas

Special Points in Connection with Companies

410.49

In considering the advice given in this section it is important to bear in mind that in the case
of a company governed by the Companies Ordinance the auditor’s client is the company
and not the directors. Where, however, the directors have so acted as to result in the
company defrauding the Revenue or committing other offences, references in this section to
the “client” should be regarded in the first instance as referring to the directors of the
company: for example, where it is necessary for the member to advise a client to make a
full disclosure to the Revenue the advice should be given to the directors.

Qualifications in the Auditor's Report

410.50

410.51

410.52

If it becomes necessary for the member to include qualifications in his report on the
accounts, the qualifications should be in such terms as will indicate clearly the respects in
which he has been unable to satisfy himself on the matters on which he is required to
satisfy himself or to express an opinion, even though the result will be to disclose, to the
shareholders and others who may see the accounts, the fact that offences have been
committed.

Members are advised not to attempt to avoid the awkward responsibility of qualifying the
report on the accounts by refusing to report and by resigning. A member has a contractual
duty to the shareholders to report to them on the accounts, and should make every effort to
discharge this duty. The member’s proper course of action is to report upon the accounts.
He should then consider whether to accept reappointment at the next General Meeting
when his term of office expires. In any case, the member will not be able to avoid bringing
to the attention of shareholders circumstances which may indicate that offences have been
committed by resigning his office. Section 140A(2) of the Companies Ordinance requires
him to include in his notice of resignation a statement of any circumstances connected with
his resignation which he considers should be brought to the notice of members or creditors
of the company, or else a statement to the effect that there are no such circumstances. His
resignation will be treated as ineffective unless he complies with this obligation. Members
should refer to Section 440 “Changes in a Professional Appointment” for further guidance.

In deciding whether to accept an audit appointment or reappointment as auditor, a member
should consider whether limitations on the scope of his work are likely to be imposed by the
client such that the member may be frustrated in performing his functions as an auditor.
Such limitations may result from a client’s conduct, such as the directors’ refusal to provide
access to books and records, or to give the required information and explanations, or where
the directors prevent a particular procedure considered necessary by the auditor from being
carried out. When the envisaged limitation is so significant that the member believes that
the need to issue a qualification of opinion exists, or when the limitation infringes on his
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statutory duties as the auditor, the member would normally not accept appointment or
reappointment as auditor.

Transmission of Report to Shareholders

410.53

An auditor’'s duty is normally performed when he sends his report to the secretary or
directors of the company for onward transmission to the shareholders of the company. But
if he knows that his report has not been sent to the shareholders or if he has good reason
to believe that his report, when sent to the secretary or directors, will not be sent to the
shareholders, it may be necessary for him to take such steps as are practicable to
communicate the contents of his report direct to the shareholders. As soon as the possibility
of making such a communication arises, therefore, he should seek legal advice about his
duty to the shareholders in the particular circumstances of the case, as to the method of
any communication his duty requires and as to the terms in which the communication
should be made.

Past Accounts

410.54

In relation to past accounts on which the auditor has reported and now finds to be defective
he should consider the positions of the Inland Revenue Department, the shareholders and
third parties other than the Inland Revenue Department.

(@) The Inland Revenue Department. The auditor should follow the procedure set out in
paragraphs 410.29 to 410.31 above whether it is the directors or the directors and the
shareholders who refuse to comply with the auditor’s advice and whether or not the
auditor is removed from office by means of a general meeting specially called for that
purpose.

(b) Shareholders. The auditor should consider whether it is necessary that the
shareholders be informed of the falsity of the past accounts. If it is necessary, he
should do so either by exercising his right to speak at a general meeting on any part
of the business which concerns him or by adjusting the next accounts or, if he feels
that matters cannot properly be left for so long, by requesting the directors to issue a
suitable statement to the shareholders. If they refuse to do so, or do not do so to his
satisfaction, the auditor may have to take such steps as are practicable to notify the
shareholders himself. As soon as the possibility of making such a communication
arises, therefore, he should seek legal advice about his duty to the shareholders in
the particular circumstances of the case, as to the method of any communications his
duty requires and as to the terms in which the communication should be made.

(c) Third parties. The auditor ought not to allow anyone to continue to rely upon accounts
on which he has reported, but now finds to be false, if there is any possibility of the
third party acting to his detriment through reliance on the false accounts. An auditor
might be held to be guilty of fraud (though the point is not covered by any authority)
or held to be civilly liable in negligence (see the ICAEW statement “Accountants’
Liability to Third Parties - The Hedley Byrne Decision”) if he knew that the accounts
had been submitted to a third party as an inducement to the third party to act thereon
and he failed to inform the third party on discovering the falsity of the accounts before
the third party had acted to his detriment. And in the case of a listed company an
auditor would need in some circumstances to consider whether he should inform the
relevant Stock Exchanges of what he had discovered. Before making any such
communication, therefore, he should seek legal advice about his duty and rights in
the particular circumstances of the case, as to the method of any communication he
decides to make and as to the terms in which the communication should be made.
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Removal of the Auditor

410.55

The distinction between the directors and the shareholders will sometimes have little or no
relevance, either because the directors hold a controlling interest or because all the
shareholders are directors. When in these circumstances the directors fail to comply with
the auditor’s advice they are likely to wish to prevent the auditor from completing his audit
and making a report containing qualifications. They could achieve this by calling a general
meeting at which the sole business would be the removal of the auditor, no accounts being
placed before the meeting. If this procedure is followed, the auditor may wish to exercise his
right under section 141(7) of the Companies Ordinance to attend the meeting and be heard.
If he has been acting for the company in relation to taxation matters, and he receives any
enquiries from the Revenue he should confine his reply to a statement that he has been
removed from office at general meeting called specially for that purpose and that the
enquiries should accordingly be addressed to the company.

Companies in Liquidation

410.56

410.57

410.58

Although the appointment of an auditor of a company is made by the shareholders in
general meeting his appointment is by the company as a legal entity and his duty of
confidence is to the company as distinct from the individual shareholders. If the company
goes into liquidation the company’s rights remain vested in the company as an entity and it
is therefore still the company to which the auditor has a duty of confidence. The liquidator is
the person through whom the company’s rights are exercised, enforced, or defended and it
follows therefore that there can be no breach of confidence on the part of an auditor in
giving to the liquidator information to which the company itself is entitled.

The auditor of a company which is in liquidation may be approached by the police for
assistance in enquiries which may lead to a director or other individual being prosecuted. A
member who is approached in this way need not give to the police any information obtained
in the course of his professional duties and normally he should not do so unless he has the
permission of the liquidator (the liquidator being the person who could exercise the right of
the company to release the auditor from his duty of confidence). But such a release should
not normally be sought by the member. His appropriate course is to make available to the
liquidator all relevant information, leaving with the liquidator the responsibility of deciding
whether under section 277 of the Companies Ordinance the liquidator has a duty to make a
report to the Attorney General. If such a report is made by the liquidator then the auditor is,
by subsection (4), one of the persons having a statutory duty to give assistance to the
Attorney General, so that in these circumstances his duty of confidence is overridden by the
statutory provisions. There may, however, be exceptional circumstances in which a member
would be justified in giving assistance or information without referring to the liquidator. (For
a discussion of these circumstances see paragraphs 410.8 to 410.18 above).

The appointment of a member to the office of liquidator or receiver of a company does not
give rise to a professional, client relationship vis-a-vis the company and a member would
not therefore in such circumstances normally be under any duty of confidence towards the
company. If, however, the member is already the auditor of the company at the time of his
appointment as liquidator in a members voluntary winding up, he is clearly under a duty of
confidence in respect of matters which came to his knowledge while as auditor and the
normal considerations would apply except to the extent that as liquidator he is under a
statutory duty to disclose or report certain matters. Though a receiver appointed under the
powers contained in an instrument is normally appointed as agent of the company, a
receiver of the property of a company, whether appointed by the Court or under hand, is not
a representative of the company in the way in which a liquidator is. Therefore an auditor of
the company should continue to regard the company or its liquidator as his client, the
appointment of a receiver notwithstanding.
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Companies under Investigation

410.59

Under section 145 of the Companies Ordinance, the auditor is one of the persons who has
a statutory duty to produce to the Inspector all books and documents of or relating to the
company or, as the case may be the other body corporate (subsidiary, holding or similarly
controlled company) that is in his custody or power and otherwise to give to the Inspector all
assistance in connection with the investigation that he is reasonably able to give. Where
these provisions apply the auditor’'s duty of confidence is overridden by his statutory duty.

Special Points In Connection with Sole Traders and Partnerships

410.60

410.61

410.62

For sole traders and partnerships a practising member may have to work from incomplete
records and within limits laid down by his client. Such clients are not subject to statutory
requirements similar to those relating to the accounts and audit of companies incorporated
under the Companies Ordinance. Such a company has statutory obligations in regard to its
accounting records and the auditor has a statutory duty to report when in his opinion those
obligations have not been complied with: moreover such a company is required to have its
accounts audited and it cannot limit the duties and powers of the auditor or the
responsibility he undertakes for satisfying himself that the accounts show a true and fair
view except as provided for private companies under section 141D of the Companies
Ordinance. As such statutory requirements are not present in the case of sole traders and
partnerships, it is important that anyone who sees the accounts should be made aware, by
the member’s report, of the significance of the association of his name with the accounts.

Where a member is acting for a client in taxation matters he may receive from the Inland
Revenue Department questions designed to ascertain whether all receipts have been
properly accounted for, or whether disallowable expenditure is included in amounts charged
in the accounts, or whether stock has been valued on proper and consistent principles. A
member should not undertake responsibility for replies to such questions unless he is
satisfied from his examination of the books and records that all relevant information is
available to him. Where he is not so satisfied his proper course is to obtain answers from
his client and pass them on as such to the Inland Revenue Department, in doing so he
would of course not pass on information which he does not believe to be correct or which
he knows to be incorrect.

In the event of a member discovering that past accounts which he has prepared or audited
were false or misleading through his having been deceived by his client, the procedure he
should follow in relation to the Inland Revenue Department has been indicated in
paragraphs 410.29 to 410.31. With regard to third parties other than the Inland Revenue
Department the member should act, where necessary, on the basis of the advice given in
paragraph 410.54 (c).

Special Points in Connection with Independent Commission Against Corruption
Investigation Procedures

410.63

Members may find that they are requested in their professional capacity by the Independent
Commission Against Corruption (“ICAC”) to “assist” in investigation of certain corruption
allegations, mainly against their own clients. Such assistance usually is requested in the
form of furnishing information to ICAC officers either orally or in writing.

Since the relevant Ordinances do not cover all the procedural aspects arising from different
practical situations, where members have duties under the Prevention of Bribery Ordinance
and ICAC Ordinance, the following procedures have been the subject of agreement with the
Commission.
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Principles Underlying an Approach Made by ICAC

410.64

No investigation will be commenced by the ICAC without reasonable suspicion that an
offence has been committed. In other words, “fishing expeditions” will not be conducted.

When an approach is made by ICAC to firm of Certified Public Accountants (Practising),
such approach will in all cases be made firstly to the senior partner or someone designated
by him. If the matter is extremely urgent and the most senior partner is not available, the
most senior member of the firm available will be approached. In the event of an urgent or
confused situation arising, liaison can be maintained by the Registrar on the part of the
Institute.

ICAC will do its best to ensure that investigating officers who approach members for
information and assistance are sufficiently qualified to be able to understand what they are
being given. In return, members of the Institute will be expected to do their utmost to
explain matters in clear and simple terms to ICAC officers.

Access to Documents

410.65

Where copies of documents are taken by ICAC officers from members a receipt will be
given by the officer concerned. If required, the accountant can make out his own form of
receipt which will be signed by the officer.

Where files are being used currently for the purpose of an interim or final audit which will
suffer if the files are removed during an investigation by ICAC, ICAC officers will either take
copies of the files they require or take the originals and give copies back. In such an
instance the member concerned shall contact the officer in charge of the investigation to
come to a suitable arrangement. ICAC will pay for copies of documents prepared by
members provided that such charges are reasonably computed. No remuneration will be
paid for man-hours expended in locating information required by investigating officers.

Member under Investigation

410.66

It is not possible for ICAC to advise the Institute when a member is under investigation. This
would be an infringement of section 30 of the Prevention of Bribery Ordinance. In the event
of an investigation uncovering improper activities which ICAC do not prosecute it will be
possible, with the approval of the Operations Review Committee, for information to be
lodged with the Registrar, in confidence, to enable disciplinary proceedings to be
commenced by the Institute itself.

Client under Investigation

410.67

If ICAC shall require information on a client under investigation from a member which for
some reason will result in that member disclosing to the client that he is under investigation,
the member should immediately contact the investigating officer in charge and ask for
advice.

Responsibilities of a Member who Discovers During his Work that His Client is
Committing or Has Committed an Offence under the Prevention of Bribery Ordinance

410.68

410.69

Although in the absence of compulsion by due process of law, a member is not at liberty
and is generally under no legal obligation to disclose to the ICAC information acquired
during the performance of his duties, he should, in the event of his discovering a corruption
offence, urge his client to report the offence to the ICAC. If the client fails to do so, then the
member should review his position having regard to paragraphs 410.8 to 410.18 above.

Under the Prevention of Bribery Ordinance certain powers of investigation are conferred on
the Commissioner or a duly authorised investigating officer. Where such powers are
properly invoked a member will be compelled under sections 13 and 14 of the Ordinance to
disclose any relevant information or produce any relevant documents. In such
circumstances a member has no privilege to withhold the information.
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Special Points in Connection with Investigation Procedures under the Drug
Trafficking (Recovery of Proceeds) Ordinance

410.70

410.71

The law enforcement agencies primarily responsible for narcotics enforcement are the
Royal Hong Kong Police Force and the Customs and Excise Department and as such they
have each set up a Financial Investigation Group (FIG) to deal with all investigations under
the Ordinance.

Members may be requested, in their professional capacity, to assist in an investigation of
certain drug trafficking allegations against their clients by FIG officers. Such assistance is
usually in the form of providing information to requesting officers either orally or in writing.

As the Ordinance does not cover all the procedural aspects arising from different practical
situations where members have duties under the Ordinance, the following procedures have
been accepted by the relevant law enforcement authorities.

When an approach is made by the law enforcement authorities to a firm of Certified Public
Accountants (Practising), such approach will in all cases be made to the firm’s Compliance
Officer, if one has been appointed, or someone designated by him. Information should only
be divulged to the authorities in response to a valid production order or search warrant. If
the matter is extremely urgent and the Compliance Officer, if one has been appointed, is
not available the senior partner of the firm or someone designated by him will be
approached. In the event of an urgent or confused situation arising, liaison can be
maintained by the Registrar on the part of the Institute. In no circumstances should the
member disclose the identity of the party under investigation.

The FIG has advised the Institute that it will do its best to ensure that investigating officers
who approach members for information and assistance are sufficiently qualified to be able
to understand what they are being given. In return, members of the Institute will be
expected to do their utmost to explain matters in clear and simple terms to FIG officers.

Access to Documents

410.72

410.73

Documents requested will be specified in a production order or search warrant. The
accountant should ensure that the existence of all documents so specified is disclosed to
the officers. The contents of those documents which are the subject of legal privilege in
accordance with section 20(4)(b)(ii) do not need to be disclosed, but this may be contested
in the courts by the authorities. All other documents specified in the production order or
search warrant should be made available to the authorised officers.

Where copies of documents are taken by investigating officers from members a receipt will
be given by the officer concerned. If required, the accountant can make out his own form of
receipt which will be signed by the officer.

Where files are removed by FIG for an investigation, FIG officers will normally take the
originals and give copies back if requested. In such an instance the member concerned
should contact the officer in charge of the investigation to come to a suitable arrangement.
The investigating authorities will pay for copies of documents prepared by members
provided that such charges are reasonably computed. No remuneration will be paid for
man-hours expended in locating information required by investigating officers.

Member under Investigation

410.74

It is not possible for FIG to advise the Institute when a member is under investigation. This
would be an infringement of section 24 of the Drug Trafficking (Recovery of Proceeds)
Ordinance. In the event of an investigation uncovering improper activities which FIG do not
prosecute, it may be lawful for FIG to pass the information on to the Registrar, in confidence,
to enable disciplinary proceedings to be commenced by the Institute itself.
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Client under Investigation

410.75

If FIG shall require information on a client under investigation from a member which for
some reason will result in that member disclosing to the client that he is under investigation,
the member should immediately contact the investigating officer in charge and ask for
advice. Any disclosure to the client which may indicate that he is under investigation could
prejudice the investigation and is an offence under section 24.

Responsibilities of a member who discovers during his work that his client is
committing or has committed an offence under the Drug Trafficking (Recovery of
Proceeds) Ordinance

410.76

410.77

410.78

Members should familiarise themselves with the provisions of section 25 of the Drug
Trafficking (Recovery of Proceeds) Ordinance and in particular with subsection (1).

Subsection (1) is aimed at persons (including professional accountants) who become
concerned in arrangements whereby the retention or control of proceeds of drug trafficking
is facilitated. If a person becomes knowingly involved in this way, or has reasons to believe
that he has become so involved, he commits a criminal offence. Subsection (3) makes
provisions for disclosure of suspicion or belief by persons who have become thus involved,
and relieves them of criminal and civil liability in certain circumstances. The disclosure
should be made to the firm’s Compliance Officer (if one has been appointed) or to the FIG.
Subsection (3) expressly states that such disclosure shall not be treated as a breach of any
restriction upon disclosure of information imposed by contract or by rules of professional
conduct.

Under the Ordinance certain powers of investigation are conferred on the courts of a duly
authorised investigating officer. Where such powers are properly invoked a member will be
compelled under sections 20 and 21 of the Ordinance to disclose any relevant information
or produce any relevant documents. In such circumstances a member has no privilege to
withhold the information, except that subject to legal privilege. Items subject to legal
privlege may include communications between a legal advisor and an accountant
representing his client, or legal advice on behalf of his client and in the possession of the
accountant.

Other Matters
Member’s Relationship with a successor

410.79

410.80

It is the duty of any member of the Institute, before accepting nomination for appointment as
auditor for a company, partnership or individual, to communicate with the previous auditor.
In this connection attention is drawn to the Institute's Statement 1.207 “Changes in a
Professional Appointment” wherein the Council makes it clear that it is essential for a
member who is proposed for appointment as auditor to have an opportunity of knowing all
the reasons for the change, that this requirement can only be fulfilled by direct
communication with the holder of the only be fulfiled by direct communication with the
holder of the existing appointment and that a member should not accept the appointment if
he is refused permission to make this communication.

Where a member resigns his appointment or indicates to his client that he will not accept
reappointment, or where the client terminates the appointment, the question arises whether
the member should inform his prospective successor of the reasons for the change where
they relate to fraud on the Inland Revenue Department or other unlawful acts or defaults.
Members are advised as follows:

(a) the initiative in the matter of communication rests with the prospective successor: the
retiring member should not volunteer information in the absence of any
communication;
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(b)

(c)

(d)

(e)
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the prospective successor should seek the permission of the client to make this
communication and should not accept the appointment if permission to make the
communication is refused;

subject to what is said in the next sub-paragraph, when a member receives a
communication from a prospective successor he should inform the prospective
successor of at least the general nature of the reason for the change: and to the
extent that it seems necessary in order to put the prospective successor adequately
on his guard he should be informed of the facts constituting that reason;

where a member has unconfirmed suspicion but no actual knowledge that the client
has defrauded the Inland Revenue Department or been guilty of some other unlawful
act or default, no general rule can be laid down as to whether and if so in what detail
he should communicate his suspicion to a prospective successor who communicates
with him. It must rest with the individual member in the particular circumstances of the
case to determine what he considers to be a proper course. Where, however, there
has been failure or refusal by the client to supply the member with information
required by him for the performance of his duties, he should in any event so inform a
prospective successor who communicates with him;

the legal position of the retiring member depends not upon whether the prospective
successor has received the client’'s permission to communicate with the retiring
members but upon whether the retiring member has been authorised by the client to
discuss the client’s affairs with the prospective successor. The retiring member could
obtain this authorisation either by having made it a term of his contract with his client
that he should be entitled to comply with the statements of the Council of the Institute
regarding these communications or by informing his client when the prospective
successor communicates with him and getting express permission to tell the
prospective successor the reasons for his retirement. If he has this authorisation then
provided he says what he honestly believes to be true he can state the reasons for
his retirement without any fear of an action for either breach of contract or defamation.
If he does not have this authorisation the Council is advised that he would
nevertheless have a strong measure of protection against an action for defamation in
that his communication would be the subject of qualified privilege, which means that
he would not be liable to pay damages for defamatory statements, even though
untrue, if they were made without malice: and provided he stated only what he
sincerely believed to be true the chances of his being held malicious are remote.
Moreover although in making a communication without authorisation a retiring
member might technically be in breach of contract and although there could be
circumstances in which the resulting damages were substantial, the likelihood of an
action being brought against him is small and in most cases the damages awarded in
such an action would be nominal;

the prospective successor should treat in the strictest confidence any information
given to him by the retiring member. After due consideration of the information it is for
the prospective successor to decide whether as a matter of professional conduct or
as one of personal inclination he can properly accept the appointment. If he does so,
the advice given in this section would then be applicable to him.

The consideration arising on a change of auditor apply to a large extent also where a
member is invited to undertake other recurring professional work in place of another
accountant.
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Prosecution of a Client or Former Client

410.82

410.83

410.84

It follows from paragraphs 410.8 to 410.18 above that it would depend upon the nature of
the offence and other circumstances connected with it whether or not a member would be
acting in breach of his contractual duty of confidence or contrary to proper professional
standards if he were, except under legal compulsion or with his client’'s consent, to assist
the police, Inland Revenue Department, Independent Commission Against Corruption or
other authority by giving information about his client’s affairs for the purposes of enquiries
leading towards a prosecution of the client for an offence other than treason. A member
should therefore be careful, and if time allows seek legal advice, before volunteering any
such information. If he is requested to give information he should discover from the person
requesting the information whether or not he has a statutory right to demand it. Unless it is
clear that there is statutory authority for the request and that the member is bound to give
the information the member would be wise to decline to do so until he has obtained his
client’s authority to give the information or has consulted his solicitor and been advised that
he should give the information whether or not his client consents. He should state that in
the meanwhile he is not in a position to discuss his client’s affairs.

A member should not normally appear in Court as a witness for the Crown in a case against
a client or former client, unless he is served with a subpoena or other lawful summons to do
so, in which case he must of course answer truthfully any questions that the Court allows to
be put to him even though this involves disclosure of facts of which he obtained knowledge
in his confidential professional capacity. Moreover he cannot lawfully refuse to produce in
Court any documents in his ownership or possession which the Court may direct him to
produce. If the persons in charge of the prosecution have indicated that they will call upon
the member to produce certain documents in Court, the member would be wise to have the
documents with him but the power to order their production in Court rests with the Court.

A member would be wise to keep in close touch with his solicitor on the legal aspects of his
position in relation to a prosecution or possible prosecution of a client or former client.
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SECTION 411

Unlawful Acts or Defaults by or on Behalf of a Member’s Employer
This section should be read in conjunction with Section 140 “Confidentiality”.

A statement by the Council for the guidance of members in business.

Occasions sometimes arise where a member, in the course of his work, acquires knowledge
indicating that his employer, or someone acting on behalf of his employer, may have been guilty of
some default or unlawful act. A member may consequently find himself the subject of allegations that
he ought to have communicated what he had discovered to others, either within or outside the
company. This section gives guidance to members concerning some of the questions of professional
conduct and legal obligation which arise in these circumstances. It does not cover obligations of
company directors.

The section is intended for general guidance only and does not deal with the special circumstances of
regulated sectors such as banks and investment businesses. Although examples are given to
illustrate the duties of members it should be borne in mind that they are examples only. Every case
depends upon its own circumstances and if a member is in doubt as to his correct course of action he
should seek independent legal or other professional advice or contact the Hong Kong Institute of
Certified Public Accountants’ (the “Institute”) Registrar.

Part 1 - Introduction

411.1 It is not practicable to set out all the offences which members may encounter in the course
of their work but the principal statutory and common law offences concerned are:

(a) theft, obtaining by deception, false accounting, and suppression of documents;

)
(b) fraud, forgery and offences in relation to companies;
(c) corruption offences;
(

d) bankruptcy or insolvency offences, frauds on creditors or customers, false trade
descriptions, and offences arising out of relations between employers and employees;

(e) conspiracy, soliciting or inciting to commit crime and attempting to commit crime;
(f)  offences in relation to taxation;
(g) insider dealing.

411.2 If a member acquires knowledge indicating that his employer or someone acting on behalf
of his employer may have been guilty of some default or unlawful act he should normally
raise the matter with management internally at an appropriate level. If his concerns are not
satisfactorily resolved, he should consider reporting the matter to non-executive directors
where these exist. Where this is not possible or fails to resolve the matter a member may
wish to consider making a report to a third party. Guidance is provided below on reporting
suspected defaults or unlawful acts to third parties outside the organisation for which he
works.
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Part 2 - Relations between a Member and His Employer

Disclosure of Information by His Employer to a Member

411.3

Where a member is employed to prepare accounts or to deal with taxation or any other
work he can only do so on the basis of full disclosure of all information relevant to the work
in question. A member in employment is responsible for his work and, if he is aware that
there has not been full disclosure to him of all relevant information, he should raise the
matter internally at an appropriate level. The member should make clear to his employer the
effect of this professional obligation of integrity, which requires that if there is still not full
disclosure, he should indicate this in any accounts or reports that he prepares. If this is not
possible, he would be well-advised to consider his position in the company in the light of his
responsibility for the accounts or reports in question.

Disclosure to Third Parties of Defaults or Unlawful Acts

411.4

411.5

411.6

There is no general obligation in law for a member who becomes aware that a default or
unlawful act has been committed by or on behalf of his employer to disclose what he knows
to any third party. Rather an employed member has a general duty to his employer to act
with good faith and fidelity, including a duty to keep confidential information obtained as a
result of this employment. If no such express term appears in his contract of employment it
will be implied by law.

Provided that the information is not public knowledge it can be confidential irrespective of
whether or not it appears trivial to the employee. The employer will be entitled to restrain
the use of such information during the period of employment and disclosure of confidential
information without good cause may entitle the employer to dismiss the member from his
employment. Therefore an employed member should not generally disclose any confidential
information without his employer's prior authority, or without first exhausting internal
reporting channels.

There are, however, circumstances in which, in spite of any duty of confidentiality, a
member may be obliged to disclose. Even if not obliged to disclose, he may be free to do so
if he wishes and may conclude that it is right to do so in the public interest or for his own
protection. Obligation to disclose and freedom to disclose are dealt with at paragraphs
411.7 —411.8 and 411.9 - 411.13 respectively below.

Obligation to Disclose

411.7

411.8

A member will be obliged to disclose information if compelled to do so by the process of law,

for example under a court order. He may also be obliged to disclose information by statute,
for example:

(@) a member may be obliged to disclose specified information to the liquidator,
administrative receiver or administrator of his employer;

(b) he may be obliged to give information on oath to an inspector appointed by the
Financial Secretary to investigate an alleged insider dealing offence;

(c) he may be obliged to disclose information to the ICAC under a statutory notice.

In each case the member need not disclose any information which would incriminate
himself.

Under section 141(5) of the Companies Ordinance, the auditors of a company have a right
of access at all times to the company’s books, accounts and vouchers, and are entitled to
require from the company’s officers such information and explanations as they think
necessary for the performance of their duties as auditors. Under section 134 of the
Ordinance, an officer of a company commits an offence if he knowingly or recklessly makes
to a company’s auditors a statement (whether written or oral) which:
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(@) conveys or purports to convey any information or explanations which the auditors
require, or are entitled to require, as auditors of the company; and

(b) is misleading, false or deceptive in a material particular.

A person guilty of an offence under this section is liable to imprisonment or a fine, or both.

Freedom to Disclose

411.9

A member is free to disclose information, whatever its nature, where that freedom is
expressly provided by statute (see paragraphs 411.15 and 411.16 below) or where
disclosure is authorised by the employer either expressly or by implication. A member is
also free to disclose information which would otherwise be confidential, where such
disclosure is justified in the public interest or required for the protection of the member’s
own interest. These two exceptions are discussed in paragraphs 411.10 to 411.11 below.

Disclosure in the Public Interest

411.10

In certain circumstances information which would otherwise be confidential, will cease to be
so if the information is such that disclosure is justified in the “public interest”, for example,
where the employer has committed or proposes to commit a crime, fraud or misdeed.
Whilst it is a concept recognised by the courts, no definition of “public interest” has ever
been given by the courts.

This state of the law leaves the member with a difficult decision as to whether matters
which he may wish to disclose are subject to a duty of confidentiality or whether that duty
has ceased because their disclosure is justified in the public interest. It is, in any case, clear
that these exceptions to the duty of confidentiality cover only disclosure to “one who has a
proper interest to receive the information” [Per Denning LJ in Initial Services v Putterill,
1968]. The proper authorities may, for example, be the police, the Department of Trade and
Industry or a regulatory body, and will depend upon the particular circumstances. Where
information is relevant to the auditor’'s performance of his duties, disclosure to the auditor
may be appropriate.

Matters which should be taken into account when considering whether or not disclosure is
justified in the public interest include the following which are not meant to be exhaustive:

. the relative size of the amounts involved and the extent of the likely financial damage;
. whether members of the public are likely to be affected,;

. the possibility of likelihood of repetition;

. the reasons for the employer’s unwillingness to disclose the matters to the proper
authority;

. the gravity of the matter; and

. any legal advice obtained.

Bearing in mind the profession’s widely perceived role in upholding the public interest,
members need to weigh the public interest in maintaining confidentiality against the public
interest in disclosure to the proper authority. Determination of where the balance of public
interest lies will require very careful consideration and it will often be appropriate before
making a decision to take legal advice or to consult the Institute’s Registrar. A record
should be kept of any advice or authority received from a member’'s employer as well as of
any legal or other advice obtained in the course of deciding whether or not to disclose
information.
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Disclosure for the Protection of the Member’'s Own Interest

411.11

A member may disclose to the proper authorities information concerning his employer
where the protection of the member’s own interest requires disclosure of that information:

(a) to enable the member to defend himself against a criminal charge or to clear himself
of suspicion; or

(b) to resist proceedings for a penalty in respect of a taxation offence, for example in a
case where it is suggested that he assisted or induced his employer to make or
deliver incorrect returns or accounts; or

(c) toresist alegal action brought against him by his employer or some third person; or

(d) to enable the member to defend himself against disciplinary proceedings, or against
criticism of him which is the subject of enquiry under the Institute’s disciplinary rules;
or

(e) to enable the member to take legal action in relation, for example, to an unfair
dismissal claim or redundancy payment claim.

Disclosure Authorised by Statute

411.12

411.13

In some cases the public interest in disclosure of information to a proper authority is such
that the authorities have made express statutory provision for the duty of confidentiality to
be set aside. An example of this is to be found in the Drug Trafficking (Recovery of
Proceeds) Ordinance. (Guidance on the implications of this Ordinance was included in
Section 410 and Statement 1.301.)

Each example of a statutory freedom to disclose must be considered separately since the
scope of the freedom and the protection offered to the person making the disclosure varies
from statute to statute.

Disclosure to Non-governmental Bodies

411.14

Members are sometimes approached by recognised but non-governmental bodies seeking
information concerning suspected acts of misconduct not amounting to a crime or civil
wrong. Some non-governmental bodies enjoy statutory powers to require persons to supply
information for that purpose, in which case the member should comply. In other cases,
however, the member will not ordinarily be at liberty to comply with the bodies’ requests
without his employer’'s consent. A member who is in any doubt as to the position should
consult the Institute’s Registrar or take legal advice promptly.

Prosecution of an Employer or Former Employer

411.15

Where a member is approached by the police, the Inland Revenue Department, or other
public authority making enquiries which may lead to the prosecution of an employer or
former employer for an offence, the member should act with caution. He should ascertain
whether or not the person requesting information has a legal right to demand it, and unless
obliged to give the information by court order or some statutory authority should decline to
do so unless he has the authority of his employer or former employer, or is so advised by
an independent legal or professional adviser.
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Members’ Own Relations with Authorities and Third Parties

Criminal Offences

411.16

411.17

411.18

411.19

411.20

411.21

A member himself commits a criminal offence:

(a) if he incites anyone to commit a criminal offence, whether or not his advice is
accepted; or

(b) if he helps or encourages anyone in the planning or execution of a criminal offence
which is committed; or

(c) if he agrees with anyone to pervert or obstruct the course of justice by concealing,
destroying or fabricating evidence or by misleading the police by statements which he
knows to be untrue; or

(d) if with a view to obtaining property or to obtaining for himself or another a pecuniary
advantage he deceives any person, either by making a statement which he knows to
be false or (in certain circumstances) by stating a “half-truth”, i.e. making a statement
but suppressing matters relevant to a proper appreciation of its significance.

Where a member knows or believes that an arrestable offence has been committed the
member would himself commit a criminal offence if he were to do any act with the intention
of impeding the arrest or prosecution of the person in question unless the member has
lawful authority or reasonable excuse (section 90 of the Criminal Procedure Ordinance).
The mere fact that he was the suspect's employee or fellow-employee would not be a
reasonable excuse. An arrestable offence is one for which the sentence is fixed by law or
“serious” offences for which a person not previously convicted can be sentenced to
imprisonment.

A member would have to do some positive act to assist the suspect to escape arrest or
prosecution for an arrestable offence in order to be convicted of the offence of impeding the
arrest or prosecution of the suspect. If a member refuses to answer questions by the police
about the suspect’s affairs or refuses to produce documents relating to the suspect’s affairs
without the suspect’s consent, the refusal would not be an act to impede the arrest or
prosecution of the suspect.

Where a member knows or believes an arrestable offence has been committed and the
member has information which might be of material assistance in the prosecution of the
suspect for the offence, the member would be committing a criminal offence if he were to
accept or agree to accept any consideration in return for not disclosing that information
(section 91 of the Criminal Procedure Ordinance).

In these circumstances, the acceptance of reasonable remuneration for employment would
not be an offence. However, if the remuneration were wholly or partly paid in consideration
for the member not disclosing the information, the member would be committing an offence.
The acceptance of unusually high remuneration might be used as evidence against a
member.

A member must give full disclosure in his dealings with the Inland Revenue Department.
Fraudulent evasion and attempted evasion of taxes are criminal offences. The making of
false statements with intent to defraud the Revenue is also an offence. Some tax
legislations (for example section 82 of the Inland Revenue Ordinance) create specific
criminal offences, whilst breach of other provisions leads to the imposition of penalties.

Civil Liability

411.22

A member may himself incur civil liability to third parties if, knowing of a course of unlawful
conduct by his employer or any co-employee, he allows himself to become implicated in it
by assisting in its planning or execution. In some cases the nature of a member’s work may
make it impossible to avoid implication in the execution of another person’s wrong unless
disclosure is made.
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SECTION 420

Use of Designations and Institute’s Logo

This section should be read in conjunction with Section 150 “Professional Behaviour”.
Use of Designations

Designations of Certified Public Accountant

Certified Public Accountant

420.1 Use of the designation “Certified Public Accountant (F‘??pﬁﬁ)” or the initials “CPA” is
governed by By-law 22 of the Professional Accountants By-laws (Cap. 50A) (By-laws).

420.2 With effect from the commencement of the Professional Accountants (Amendment)
Ordinance 2004 on 8 September 2004, all current members on the Hong Kong Institute of
Certified Public Accountants (the “Institute”) membership register are deemed to be
registered as certified public accountants under section 22(4) of the Professional
Accountants Ordinance (Cap. 50) (PAO). They therefore acquire the designation “Certified
Public Accountant (ﬁﬁ%ﬂﬂ)” and are entitled to use the initials “CPA” under By-law 22.

420.3 The designation “Certified Public Accountant (ﬁ%ﬂﬂ)” or the initials “CPA” is used to
describe a member’s professional qualification. Under sections 42(1)(h), (ha), (i) and (ia) of
the PAO the right to the use of the description “certified public accountant”, the initials “CPA”
or the characters “ﬁ’ﬁa@rﬂﬂ” to carry on a business, trade or profession is reserved only for
practice units as defined in section 2 of the PAO. Practice unit means a firm of Certified
Public Accountants (Practising) practising accountancy, a Certified Public Accountant
(Practising) practising on his own account or a Corporate Practice. Accordingly,

(a) a CPA not holding a practising certificate, who carries on a business, trade or
profession whether by himself or through an entity, should not include the description
“Certified Public Accountant” or the initials “CPA” or the characters “&FF{T" in his

trade or business name or the trade or business name of the entity; and

(b) A CPA not holding a practising certificate, who registers his own name or the name of
his entity as a trade or business name under the Business Registration Ordinance,
should not include the description “Certified Public Accountant” or the initials “CPA” or
the characters “¢ 5| in the trade or business name.

Fellow

420.4 Use of the designation “Fellow of the Hong Kong Institute of Certified Public Accountants
(E}’i%:’?ﬁ?fﬁﬂ)” or the initials “FCPA” is governed by By-law 22.

420.5 Under a Council Ruling, a Fellow of the Hong Kong Institute of Certified Public Accountants
who holds a practising certificate may describe himself as a “Fellow of the Hong Kong
Institute of Certified Public Accountants (Practising) (%ﬂi{{fﬁ?&éﬁ?’rﬂm)” and use the initials
“FCPA (practising)”.

Practice of Public Accountancy

420.6 Under the PAO, the use of the description “Certified Public Accountant (Practising)” is
restricted to a certified public accountant holding a practising certificate.

420.7 Under By-law 25 however:

(a) a certified public accountant holding a practising certificate has the option of
describing himself as “Certified Public Accountant (ﬁ‘ﬁ;;rﬂﬁ)” or “Certified Public
Accountant (Practising) ( ¥#h 3 rﬁ?pﬂm )" and using the initials “CPA” or “CPA
(practising)”; and
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(b) a firm of Certified Public Accountants (Practising) or a Corporate Practice has the
option of describing itself as “Certified Public Accountants” or “Certified Public

1]

Accountants (Practising)”, or in Chinese “ﬁ%ﬁﬂgﬁﬁfﬁ?’ or “GFEFHT ="
Designation of Affiliate

420.8 Use of the designation “International Affiliate of the Hong Kong Institute of Certified Public
Accountants” is governed by By-law 22A.

Members in Overseas Countries

420.9 Outside Hong Kong, the rights of members to use the designations to which they are
entitled as members of the Institute depend upon the law of the country concerned.

Use of Institute’s Logo

420.10 In the light of the provisions laid down in sections 42(1)(h), (ha), (i) and (ia) of the PAO,
which restrict the use of the description “certified public accountant”, the initials “CPA” or the
characters “ ¢ 5 f]” for business purposes by practice units, only practice units are
permitted to use the logo of the Institute on their stationery and only those CPAs working for
practice units and holding practising certificates are allowed to use the logo of the Institute
on their business name cards.

420.11  Guidelines on the use of the logo of the Institute are available on the Institute’s website.
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SECTION 430
Ethics in Tax Practice

This section should be read in conjunction with Section 200 “Introduction”to Professional Accountants
in Public Practice.

Fundamental Principles

430.1

The fundamental principles to be observed when developing ethical requirements relating to
tax practice include all five Fundamental Principles by which a member is governed in the
conduct of his professional relations with others. These principles are enumerated in
Section 100 “Introduction and Fundamental Principles”, paragraphs 100.4 and expanded
upon in the rest of the Code.

Development of the Fundamental Principles

430.2

430.3

430.4

430.5

430.6

430.7

A member rendering professional tax services is entitled to put forward the best position in
favour of his client, provided he can render the service with professional competence, it
does not in any way impair his standard of integrity and objectivity, and is in his opinion
consistent with the law. He may resolve doubt in favour of his client if in his judgment there
is reasonable support for his position.

A member should not hold out to clients the assurance that the tax return he prepares and
the tax advice he offers are beyond challenge. Instead, he should ensure that his clients are
aware of the limitations attaching to tax advice and services so that they do not misinterpret
an expression of opinion as an assertion of fact.

A member who undertakes or assists in the preparation of a tax return should advise his
client that the responsibility for the content of the return rests primarily with the client. The
member should take the necessary steps to ensure that the tax return is properly prepared
based on the information received from the client.

Tax advice or opinions of material consequence given to a client should be recorded either
in the form of a letter to the client or in a memorandum for the files.

A member must not associate himself with any return or communication which he has
reason to believe:

(a) contains a false or misleading statement;

(b) contains statements or information furnished by the client recklessly or without any
real knowledge of whether they are true or false; or

(c) omits or obscures information required to be submitted and such omission or
obscurity would mislead the Inland Revenue Department.

If any of the above situations prevails, the member’s responsibility is to resign from acting
as the client’s tax representative. Having resigned the member should:

(a) inform the Inland Revenue Department that he has withdrawn his services.

(b) give no further information to the authorities without the consent of the client, unless
required to do so by law.

A member may prepare tax returns involving the use of estimates if such use is generally
acceptable or if it is impractical under the circumstances to obtain exact data. When
estimates are used, they should be presented as such in a manner so as to avoid the
implication of greater accuracy than exists. The member should be satisfied the estimated
amounts are reasonable under the circumstances.
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In preparing a tax return, a member ordinarily may rely on information furnished by his client
provided that the information appears reasonable. Although the examination or review of
documents or other evidence in support of the client's information is not required, the
member should encourage his client to provide such supporting data, where appropriate.

In addition, the member:
(@) should make use of his client’s returns for prior years whenever feasible.

(b) is required to make reasonable inquiries where the information presented appears to
be incorrect or incomplete.

The member’s responsibility when he learns of a material error or omission in a client’s tax
return of a prior year (with which he may or may not have been associated), or of the failure
of a client to file a required tax return, is as follows:

(@) He should promptly advise his client of the error or omission and recommend that the
client make disclosure to the Inland Revenue Department. Normally, the member is
not obligated to inform the Inland Revenue Department, nor may he do so without his
client’s permission.

(b)  If the client does not correct the error:

(i)  the member should inform the client that he cannot act for him in connection
with that return or other related information submitted to the authorities;

(i)  the member should consider whether continued association with the client in
any capacity is consistent with his professional responsibilities;

(i) and if the member concludes that he can continue with his professional
relationships with the client, he should take all reasonable steps to assure
himself that the error is not repeated in subsequent tax returns.

(c) If because of the error or omission, the member ceases to act for the client, in these
circumstances, the member should advise the client of the position before informing
the authorities of his having ceased to act and should give no further information to
the authorities without the consent of the client, unless required to do so by law.
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SECTION 431
Corporate Finance Advice

This section should be read in conjunction with Section 200 “Introduction”to Professional Accountants
in Public Practice.

Introduction

4311

431.2

431.3

431.4

431.5

This section applies to all members, and is issued by the Council not as a directive but to
assist members to conduct themselves in a manner which the Council considers
appropriate to the members of the Hong Kong Institute of Certified Public Accountants (the
“Institute”).

Its objective is to provide ethical guidance that will safeguard corporate finance clients by
ensuring that they can rely on the objectivity and integrity of the advice given to them by
members.

Failure to follow such guidance does not of itself necessarily constitute misconduct, but
means that a member concerned may be at risk of having to justify his actions in answer to
a complaint to the Institute. In addition, matters discussed in this section may have legal
implications and a member who is in doubt as to his position should consider obtaining legal
advice.

Corporate finance activities are wide-ranging in their nature and members are frequently
involved in giving corporate finance advice, to both audit and non-audit clients. The role and
nature of advice expected of a member may change in character when the client becomes
involved in or anticipates a particular transaction, such as a takeover bid, issue of securities
or acquisition or disposal of securities, in respect of which advice or an opinion is required
from a member. It is at that point that problems of independence and conflict of interest can
arise. The guidance which follows is designed to assist members who find themselves
advising in these and related circumstances.

A definition of corporate finance activities is set out in Annex I.

Objectivity and Integrity

431.6

431.7

Section 110 “Integrity”, Section 120 “Objectivity” and Section 290 “Independence —
Assurance Engagements” include the guidance on integrity, objectivity and independence
for members which is applicable to corporate finance activities.

Subject to paragraph 431.6 above, and provided that a member maintains objectivity and
integrity throughout, both in regard to the client and to other interested third parties, there
can be no objection to a firm accepting an engagement which is designed primarily with a
view to advancing the client’s case.

Conflicts of Interest

431.8

431.9

It may be in the best interests of a client company for corporate finance advice to be
provided by its auditor and there is nothing improper in the auditor supporting a client in this
way. There are however a variety of situations in which conflict can arise.

It would not on the face of it be improper for the firm to continue to act as auditor to both
parties in a takeover situation, even if the takeover were contested.

Avoiding Conflicts of Interest

431.10

All reasonable steps should be taken to ascertain whether a conflict of interest exists or is
likely to arise in the future between a firm and its clients, both in regard to new
engagements and to the changing circumstances of existing clients, and including any
implications arising from the possession of confidential information. (See section below
headed “Documents for client and public use/confidentiality”.)
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A firm should not accept or continue an engagement in which there is or is likely to be a
significant conflict of interest between the firm and its clients.

Whether a significant conflict of interest exists will depend on all the circumstances of the
case. The test is whether a reasonable observer, seized with all the facts, would consider
the interest as likely to affect the objectivity of the firm. However, any material financial gain
which accrues or is likely to accrue to the firm as a result of the engagement, otherwise
than in the form of fees or other reward from the client for its services, or commission, etc.
properly earned and declared will always amount to a significant conflict of interests.

Relationships with clients and former clients need to be reviewed before accepting a new
appointment and annually thereafter. A relationship which ended over two years before is
unlikely to constitute a conflict. Where it is clear that a material conflict of interest exists a
firm should decline to act as corporate finance adviser.

Conflict between Interests of Different Clients

431.14

431.15

431.16

431.17

431.18

431.19

431.20

431.21

There is, on the face of it, nothing improper in a firm having two or more clients whose
interests may be in conflict. In such a case however, the work of the firm should be so
managed as to avoid the interests of one client adversely affecting those of another. Where
the acceptance or continuance of an engagement would, even with safeguards, materially
prejudice the interests of any client, the appointment should not be accepted or continued,
or one of the appointments discontinued.

It would be neither reasonable nor necessary to discontinue acting in any capacity in
anticipation of every potential conflict. It could in some instances give rise to harmful rumour
or speculation for a firm to disengage from a situation before a transaction had become
public knowledge.

Where there appears to be a conflict of interests between clients but after careful
consideration the firm considers that the conflict is not material and unlikely seriously to
prejudice the interests of any of those clients, the firm may accept or continue the
engagement, but not without first informing the clients concerned and obtaining the consent
of both in writing.

A firm should not act or continue as lead adviser for two or more clients if the disclosure
called for in paragraph 431.16 would materially prejudice the interests of a client.

For the purposes of the preceding paragraph the “lead adviser’ is the firm or person
primarily responsible for advising on, organising and presenting an offer or the response to
an offer acting in its or his capacity as a sponsor or independent financial adviser. This
definition would include the “independent financial adviser’ required by a defending
company under Rule 2.1 of the Hong Kong Takeovers and Share Repurchase Codes (see
below).

Where a conflict of interests is likely to materially prejudice the interests of a client an
engagement should not be accepted or continued even at the informed request of the
clients concerned.

Where a firm is required for any reason to disengage from an existing client it should do so
as speedily as practicable having regard to the interests of the client.

Wherever there is identified a significant conflict between the interests of different clients or
potential clients, sufficient disclosure in writing should be made to the clients or potential
clients concerned together with details of the safeguards proposed below so that they may
make an informed decision as to whether to engage the firm or continue their relationship
with the firm.
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Safeguards

431.22

431.23

Where a firm acts or continues to act for two or more clients following disclosure in
accordance with paragraph 431.16, all reasonable steps should be taken to manage the
conflict which arises and thereby avoid any adverse consequences. These steps should
include the following safeguards except to the extent that they are inappropriate:

(a) the use of different partners and teams for different engagements;

(b) standing instructions and all other necessary steps to prevent the leakage of
confidential information between different teams and sections within the firm;

(c) regular review of the situation by a senior partner or compliance officer not personally
involved with either client; and

(d) advising at least one or all the clients to seek additional independent advice.

Any decision on the part of a sole practitioner should take account of the fact that the
safeguards at (a) to (c) of paragraph 431.22 will not be available to him. Similar
considerations apply to a small practice.

Documents for Client and Public Use/Confidentiality

431.24

431.25

431.26

431.27

431.28

431.29

431.30

Information acquired in the course of professional work should not be disclosed except
where consent has been obtained from the client, employer or other proper source, or
where there is a public duty to disclose or where there is a legal or professional right or duty
to disclose (see Section 140 “Confidentiality”).

Where in the course of corporate finance advice a firm prepares information for a client (for
example a critique of the accounts of another company) it may be called upon to do so:

(a) inadocument which is for the consumption of the client only;

(b) in order to assist the client to produce a document which will go out solely under the
client’'s name and authority, whether including quotations from the original document
or not; or

(c) as part of a document which is to be published over the name of the firm.

Any statements or observations in a document prepared for a client must be such as, taken
individually and as a whole, are justifiable on an objective examination of the available facts.

In the case of a document prepared solely for the client and its professional advisers, it
should be a condition of the engagement that the document should not be disclosed to any
third party without the firm’s express permission.

Any document whether for private or public use should be prepared in accordance with
normal professional standards of integrity and objectivity and with a proper degree of care.

A firm is, in the absence of any indication to the contrary, entitled to assume that the
published accounts of the company on which it is commenting have been prepared properly
and in accordance with all relevant Accounting Standards. Where scope for alternative
accounting treatment exists, and the accuracy of the comment or observation is dependent
on an assumption as to the actual accounting treatment chosen, that assumption must be
stated, together with any other assumptions material to the commentary. Where the firm is
not in possession of sufficient information to warrant a clear opinion this should be declared
in the document.

A firm must take responsibility for anything published under its name, and the published
document should make clear the identity of the client for whom the firm is acting. To prevent
misleading or out-of-context quotations, it should be a condition for the engagement that, if
anything less than the full document is to be published, the text and its context should be
expressly agreed with the firm.
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A firm should ensure that public documents and circulars include prominently the name of
the brokers, investment bank or other advisers responsible for promoting or underwriting
the share or securities described in the document or circular, where different from that firm
which has accepted the roles of sponsor, in order to make abundantly clear the roles
undertaken by the various advisers.

The Hong Kong Takeovers and Share Repurchase Codes (the Codes)

431.32

431.33

431.34

431.35

A member who provides takeover services for clients is required to comply with the Codes
which are expressly applied to professional advisers as well as to those engaged in the
securities market. Members’ attention is particularly drawn to Annex Il - Guidance note:
Compliance with the Hong Kong Takeovers and Share Repurchase Codes.

The Codes apply to what are described as “public companies in Hong Kong” and the
persons to whom the Codes apply are stated to be as follows:

(a) directors of public companies;

(b) persons or groups of persons who seek to gain or consolidate control of public
companies;

(c) their professional advisers; and
(d) those who are actively engaged in the securities market in all its aspects.

There is a definition of a “private company” under section 29 of the Companies Ordinance.
It is a company which has three restrictions imposed by its articles:

(a) the right to transfer shares must be restricted;
(b)  the maximum number of members, exclusive of employees, is 50; and
(c) the company may not offer its shares or debentures to the public.

There is no definition in the Companies Ordinance of a “public company”. However, a
company which does not have the above three restrictions in its articles or which fails to
comply with any of these three restrictions is regarded as a public company. Section 30 of
the Companies Ordinance stipulates that a private company may alter its articles so that
they no longer include the three restrictions required to constitute it as a private company;
from the date of alteration the company will be regarded as a public company.

Requirement for Independent Advice

431.36

431.37

Rule 2.1 of the Codes states the general principle that the financial adviser must be
independent. Rule 2.6 of the Codes provides that:

A person who has, or had, a connection, financial or otherwise, with the offeror or
offeree company of a kind likely to create a conflict of interest will not be regarded as
a suitable person to give independent advice.

Independence is particularly important in Hong Kong, where many companies are
dominated by a single shareholder. Rule 2.7 of the Codes, which gives guidance on
relationships which are inconsistent with the independence of the financial adviser, takes
exception not only to a relationship between the financial adviser and the offeror or offeree
company, but also to a relationship between the financial advisers with the controlling
shareholder of either the offeror or offeree company.

The onus is on the financial adviser to ensure that no conflict of interest exists which might
affect, or be perceived to affect, the impartiality of the advice he gives. When there is any
doubt, the financial adviser should disclose the conflict to the Takovers and Mergers
Executive (the Executive). The adviser should not assume that the Executive is aware of
the conflict or that the independence of the adviser is accepted by the Executive merely
because an announcement of the offer and appointment of the adviser is published.
Consulting the Executive is always advisable to minimise the risk of any objection to the
appointment after it has been publicly announced. When consulting the Executive, the
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financial adviser must disclose all relevant information which the Executive will require in
order to render a fully informed decision.

It should be noted that the Codes do not provide a strict definition of independence and the
Executive will decide if the independent financial adviser is qualified to so act on a case by
case basis.

Takeovers Subject to the Codes

431.38

431.39

A firm may find itself acting as auditor or corporate finance adviser for two or more parties
involved in a takeover subject to the Codes. For the firm to cease to act for a client within
the limited period of the takeover, on the basis that conflict might arise, could damage the
client’s interests.

Accordingly in such circumstances a firm may continue to act for more than one party as
auditor, as reporting accountants on any profit forecast, and in the provision of incidental
advice consistent with these roles. However the firm should not act as lead adviser for any
party involved or issue a critique of a client's accounts, and should implement proper
safeguards (see paragraph 431.22 above).

The attention of firms is also directed to those sections of the Codes dealing with conflict of
interest in particular Note 1 “Conflicts of interest” to paragraph 2.9 in the Chapter headed
“Rules” including the possession of “material confidential information”. Members in doubt as
to their position under the Codes should consult the Takeovers and Mergers Panel.

Takeovers Not Subject to the Codes

431.40

Where a takeover is not subject to the Codes, and there is no substantial public interest
involved, a firm may, subject to the implementation of appropriate safeguards (see
paragraph 431.22 above), continue to advise both sides. However the firm should ensure
that the interests of minority shareholders are protected, and in such cases should consider
the desirability of one company having a wholly independent adviser.

The Stock Exchange of Hong Kong Limited’s (Stock Exchange) Rules
Governing the Listing of Securities (Listing Rules)

431.41

Members’ attention is also drawn to the Listing Rules in particular when acting as a sponsor
or as an independent financial adviser.

When a firm accepts the responsibilities of a sponsor set out in Chapter 3 of the Listing
Rules in respect of a client where it acts as auditor or reporting accountant, it should adopt
steps described in paragraph 431.22 above and additionally set up procedures to review
and to identity any potential conflicts of interest which could compromise the firm’s
objectivity.

Connected Transactions

431.42

Whilst the Listing Rules do not provide a strict definition of independence, when a firm
accepts the responsibility to act as an independent financial adviser in relation to a
connected transaction under Chapter 14 of the Listing Rules, it should take care to ensure
that it has not previously advised the client on a previous transaction such as advising the
shareholders of a listed issuer, which, because it is in possession of material confidential
information of a kind likely to create a conflict of interest, could result in the firm being
regarded as not suitable to give independent advice.

It will ultimately be the Stock Exchange who will decide if the independent financial adviser
is qualified to so act, but the onus is on the financial adviser to ensure that no conflict of
interests exists which might affect, or be perceived to affect, the impartiality of the advice he
gives.
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Promoting an Issue or Sale to the Public of Shares or Securities

431.43

431.44

Fees
431.45

431.46

431.47

A firm should not promote an issue or sale to the public of shares or securities of a
company on which it has reported or is to report. Neither should the firm undertake to
accept nomination as auditor or reporting accountant of the company whose shares it is
promoting to the public. Involvement of this kind would endanger the independence of the
firm in the audit and/or reporting function.

It is not inappropriate however:
(a) for an auditor or reporting accountant to assist a client in raising capital;

(b) for a firm to conduct an acquisition search, which could identify another client as a
target, provided the search is based solely on information which is not confidential to
that client;

(c) for an auditor or reporting accountant to provide independent advice to a client or its
professional advisers in connection with the issue or sale of shares or securities to
the public; or

(d) for an auditor or reporting accountant to fulfil the responsibilities of a sponsor

Where a member undertakes an engagement for a fee which is contingent upon the
successful outcome of a transaction such as a bid, offer, purchase, sale or raising finance,
the member should take particular care to ensure that the arrangements do not prejudice
his independence and objectivity with regard to any other role which the member may have,
notably as auditor or reporting accountant of either the bidder or the target.

In some circumstances, such as advising on a management buy-out, the raising of venture
capital, acquisitions search or sales mandates, fees cannot realistically be charged save on
a contingency basis; to require otherwise would, in certain cases, deprive potential clients of
professional assistance, for example where the capacity of the client to pay is dependent
upon the success or failure of the venture.

Where work is subject to a fee on a contingency, percentage or similar basis the capacity in
which a member has worked and the basis of the remuneration should be made clear in
any document prepared by the member in contemplation that a third party may rely on it.

Overseas Transactions

431.48

This section has been drafted with regard to the situation in Hong Kong. Members should
apply the spirit of the guidance, subject to local legislation and regulation, to overseas
transactions of a similar nature.
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ANNEX | TO SECTION 431
Definition of Corporate Finance Activities

In this section, corporate finance activities shall include any of the following matters:

1.

10.

11.

general corporate or general financial advice or assistance, in relation to the affairs of a
company or any of its associates, to the company or officers thereof, including in particular
advice or assistance as to borrowing profile, capital requirements and fund raising,
investment and foreign exchange policies, dividend policies, share incentive schemes,
investor relations, general meetings and proxy solicitation, board composition and
management structure;

a takeover, acquisition, management buy-out, management buy-in or disposal of a business
or a merger, de-merger, division, reconstruction or reorganisation:

(@) by or on behalf of the client; or
(b)  concerning any securities issued by any business carried on by or for the client;
the valuation or appraisal of any investment, asset, business or security;

(a) giving advice to any country or its central bank or other monetary authority or an
international banking or financial institution whose members are countries (or their
central banks or monetary authorities) with respect to financial matters including in
particular the management, restructuring and securitisation of external debt and the
promotion of inward investments; or

(b) any scheme for providing finance in connection with (a) above;

any kind of financing, refinancing or rescheduling or reorganisation of debt or any interest
rate or currency swap or comparable operation related to any financing, refinancing or
rescheduling or reorganisation of debt which has previously been effected or which is in
contemplation;

the financing of a construction or other commercial or industrial project or the establishment
of a new business or the expansion of a business;

the raising of borrowed moneys, whether by the issue of securitised debt instruments or
otherwise, and including the formation and management of a syndicate to provide such
finance;

(a) an offering or placement or other distribution of investments whether by the issuer or
any other person or group of persons to the public or privately for subscription or
purchase; or

(b) alisting of, or the admission of any securities to dealings on an investment exchange
or a suspension or discontinuance of, or other matters arising from, any such listing
or admission to dealings;

(a) an exchange, conversion, redemption, sale, purchase, re-issue or cancellation of any
securities; or

(b) an alteration in the terms of any securities; or

(c) a reduction of capital or share premium account or a scheme of arrangement or
similar operation involving or affecting any securities;

the underwriting of securities whether by the client himself or by a third party on behalf of
the client or making arrangements with a view to or in connection with any such
underwriting; and

provision of advice in relation to any transaction governed by the Listing Rules.
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ANNEX Il TO SECTION 431
Guidance Note

Compliance with the Hong Kong Takeovers and Share Repurchase Codes

(see paragraph 431.32 of Section 431)

1.

A member who provides takeover services for clients is required to comply with the Hong
Kong Takeovers and Share Repurchase Codes (the Codes), and with all rulings made and
guidance issued under them by the Takeovers and Mergers Panel (the Panel).

Accordingly a member proposing to provide takeover services to a client should at the
outset:

(a) explain that these responsibilities will apply; and

(b) include in the terms of the engagement recognition of the member’s obligation to
comply with the Codes including any steps which the member may be obliged to take
in performing those responsibilities. A specimen clause for the engagement letter is
set out in paragraph 10 below.

Note: For breaches of the Codes, members are referred to Chapter 1 “Introduction to the
Codes” and in particular paragraph 12 “Disciplinary proceedings”.

As regards contractual relationships existing at the date of publication of this Guidance Note,
members should seek to amend the relevant engagement letter to include such wording.
Where this does not prove possible, members should inform clients of their intention to
comply with the Codes. If the client objects to this, the member should carefully consider the
reasons given for such objection and then consider whether it is appropriate to continue to
act for the client. In such a situation it may be necessary for the member to take separate
legal advice.

In this Guidance, “takeover services” means any professional services provided by a
member to a client in connection with a transaction to which the Codes apply.

In the case of accountants, the kinds of activities most commonly relevant for this purpose
include:

(a) acting as financial adviser to one of the parties;

(b) reporting on profit forecasts and/or valuations for the purposes of takeover
documents;

(c) conducting acquisition searches for clients, and introducing clients to other parties
with a view to potential acquisitions; and

(d) advising in relation to acquisitions and disposals of securities to which the Codes may
apply.

Whilst the Codes do not define precisely the range of activities and transactions within its
scope, paragraph 4 “Companies to which the Codes apply” of Chapter 1 “Introduction to the
Codes” describes the companies which are subject to the Codes. In practice, those
engaging in providing takeover services rarely experience difficulty in determining whether
the Codes are or may be relevant to the activities proposed to be undertaken for any
particular client.

A member who has provided or is providing takeover services to a client should:

(@) supply to the Panel any information, books, documents or other records concerning
the relevant transaction or arrangement which the Panel may properly require and
which are in the possession or under the control of the member; and

(b) otherwise render all such assistance as the member is reasonably able to give to the
Panel,
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provided that in each case the relevant information, books, documents or other records
were acquired by the member in the course of the member providing the relevant takeover
services.

Except with the consent of the Panel, a member should not provide or continue to provide
takeover services for any person if the Panel has stated that it considers that the facilities of
the securities markets in the Hong Kong should be withheld from that person and has not
subsequently indicated a change in this view.

If members have included in the engagement letter agreed with their client a provision to
the effect of that recommended in paragraph 2(b) above, they will be able to discharge their
responsibilities under paragraphs 7 and/or 8 above, without any breach of confidentiality or
duty to the client. While members should include such a provision, it is recognised that, on
occasion, compliance with such responsibilities may still involve a breach of confidentiality
to a third party or a breach of some other duty owed to the client. In such circumstances
members should consider obtaining legal advice.

The client agrees and acknowledges that where the services provided by the firm relate to a
transaction within the scope of the Codes, the client and the firm will comply with the
provisions of the Codes and the firm will observe Section 431 issued by the Institute
relevant to such services or transactions. In particular, the client acknowledges that:

(a) if the client or its advisers or agents fail to comply with the Codes then the firm may
withdraw from acting for the client; and

(b) the firm is obliged to supply to the Panel any information, books, documents or other
records concerning the services or transaction which the Panel may properly require.
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SECTION 432
Integrity, Objectivity and Independence in Insolvency*?

This section should be read in conjunction with Section 200 “Introduction”to Professional Accountants
in Public Practice.

Introduction

432.1 The fundamental principles direct the attention of each member to the overriding
importance in his or her professional life of integrity and objectivity. These elements are as
important in the acceptance and conduct of insolvency work as in any other area of
professional life. In certain insolvency roles the preservation of objectivity needs to be
protected and demonstrated by the maintenance of a member's independence from
influences which could affect his or her objectivity.

432.2 This section provides specific guidance on members’ independence in insolvency
appointments. It should be read in conjunction with the provisions of the general guidance
on integrity, objectivity and independence in Sections 110, 120 and 290.

Scope

432.3 Insolvency appointments include appointments as liquidator, special manager,
administrative or other receiver, trustee in bankruptcy or trustee under a Deed of
Arrangement.

432.4 The following paragraphs refer to specific situations in relation to insolvency appointments
in which a member may not properly accept appointment. In situations other than those
dealt with, a member should only accept office in any insolvency role sequential to one in
which the member or his or her practice or a current employee of the practice has
previously acted after giving careful consideration to the implications of acceptance in all
the circumstances of the case and satisfying himself or herself that objectivity is unlikely to
be compromised by a prospective conflict of interest or otherwise.

Receivership Appointment

432.5 Where there has been a material professional relationship (as to which see paragraphs
432.8 to 432.11 below) with a company, no partner in or employee of the practice should
accept appointment as receiver or as receiver and manager of that company.

Appointment as Liquidator

432.6 Where there has been a material professional relationship (as to which see paragraphs
432.8 to 432.11 below) with a company, no partner or employee of the practice should
accept appointment as liquidator of the company if the company is insolvent. Where the
company is solvent such appointment should not be accepted without careful consideration
being given to the implications of acceptance in that particular case, and a member should
satisfy himself or herself that the directors’ declaration of solvency is likely to be
substantiated by events.

Appointment as Trustee in Bankruptcy or Trustee under a Deed of
Arrangement

432.7 Where there has been a material professional relationship (as to which see paragraphs
432.8 to 432.11 below) with a client, no partner or employee of the practice should accept
appointment as a trustee in bankruptcy or as a trustee under a Deed of Arrangement.

“a Additional guidance in relation to insolvency engagements can be found in Volume | of the Members' Handbook. More
information on the Restructuring and insolvency faculty is available on the Institute's website .
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Material Professional Relationship

432.8

432.9

432.10

432.11

A material professional relationship with a client, such as is referred to in paragraphs 432.5
to 432.7 above arises where a practice or a partner or employee of a practice is carrying out,
or has during the previous two years carried out, material professional work for that client.
Material professional work would include the following:

(@) where a practice or person has carried out, or has been appointed to carry out, audit
work for a company or individual to which the appointment is being considered; or

(b) where a practice or person has carried out one or more assignments, whether of a
continuing nature or not, of such overall significance or in such circumstances that a
member’s objectivity in carrying out a subsequent insolvency appointment could be or
could reasonably be seen to be prejudiced.

A material professional relationship with a company or individual (as referred to in
paragraphs 432.5 to 432.7 above) includes any material professional relationship with
companies or entities controlled by that company or individual or under common control
where the relationship is material in the context of the company or individual to whom
appointment is being sought or considered. A material professional relationship could also
arise where a practice or person has carried out professional work for any director or
shadow director of a company, of such a nature that a member’s objectivity in carrying out a
subsequent insolvency appointment in relation to that company could be or could
reasonably be seen to be prejudiced.

In forming views as to whether a material professional relationship exists, members should
have regard to existing or previous relationships with firms with which they are, or have
been, associated which might affect or appear to affect their objectivity, including
relationships whereby they or their firm are held out by name association or other public
statements as being part of a national or international association.

A member should take reasonable steps prior to his or her acceptance of any insolvency
appointment to ascertain whether any of the above work has been performed.

Appointment as Investigating Accountant at the Instigation of a Creditor

432.12

432.13

A material professional relationship would not normally arise where the relationship is one
which springs from the appointment of the practice by, or at the instigation of, a creditor or
other party having an actual or potential financial interest in a company or business to
investigate, monitor or advise on its affairs, provided that there has not been a direct
involvement by a partner or employee of the practice in the management of the company or
business.

If the circumstances of the initial appointment are such as to prevent the open discussion of
the financial affairs of the company with the directors, the investigating member or other
partners in the practice may be called upon to justify the propriety of their acceptance of the
subsequent appointment.

Conversion of Members’ Voluntary Winding Up into Creditors’ Voluntary Winding Up

432.14

Where a member has accepted appointment as liquidator in a members’ voluntary winding
up and is obliged to summon a creditors’ meeting under section 237A of the Companies
Ordinance, because it appears that the company will be unable to pay its debts in full within
the period stated in the directors’ declaration of solvency, the member’s continuance as
liquidator will depend on whether he or she believes that the company will eventually be
able to pay its debts in full or not.

(@) If the company will not be able to pay its debts in full and the member has previously
had a material professional relationship with the company such as is set out in
paragraphs 432.8 to 432.11 above, he or she should not accept nomination under the
creditors’ winding up.
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(b) If the company will not be able to pay its debts in full but the member has had no
such material professional relationship, he or she may accept nomination by the
creditors and continue as liquidator with the creditors’ approval, subject to giving the
careful consideration as to the implications, etc. referred to in paragraph 432.4 above.

(c) If the member believes that the company will eventually be able to pay its debts in full
he or she may accept nomination by the creditors and continue as liquidator.
However, if it should subsequently appear that this belief was mistaken the member
must then offer his or her resignation and may not accept re-appointment if he or she
has previously had a material professional relationship with the company.

A member should not appoint a principal or employee of his or her practice, or any close
connection of any of the above, or of the member as non employer, as independent trustee
of the pension scheme of a company of which he or she is the liquidator, or administrative
or other receiver. A member should be aware of the threat to objectivity if he or she were to
engage in regular or reciprocal arrangements in relation to such appointments with another
practice or organisation.

Insolvent Liquidation Following Receivership

432.16

Where a partner in or an employee of a practice is, or in the previous two years has been,
receiver of any of the assets of a company, no partner in or employee of the practice should
accept appointment as liquidator of the company in an insolvent liquidation. This restriction
does not apply where the appointment was sanctioned by the court.

Audit Following Receivership

432.17

Where a partner in or an employee of a practice has been receiver of any of the assets of a
company, neither the practice nor any partner in or employee of the practice should accept
appointment as auditor of the company, or of any company which was under the control of
the receiver, for any accounting period during which the receiver acted or exercised control.

Other Potential Conflicts of Interest

Group, associated and “family-connected” companies

432.18

Members should be particularly aware of the difficulties likely to arise from the existence of
inter-company transactions or guarantees in group, associated or “family-connected”
company situations. Acceptance of an insolvency appointment in relation to more than one
company in the group or association may raise issues of conflict of interest. Nevertheless, it
may be impracticable for a series of different insolvency practitioners to act. A member
should not accept multiple appointments in such situations unless he or she is satisfied that
he or she is able to take steps to minimise problems of conflict and that his or her overall
integrity and objectivity are, and are seen to be, maintained.

Relationships between Insolvent Individuals and Insolvent Companies

432.19

A member who, or a partner or employee of whose practice, is acting as insolvency
practitioner in relation to an individual may be asked to accept an insolvency appointment in
relation to a company of which the debtor is a major shareholder or creditor or where the
company is a creditor of the debtor. It is essential, if the member is to accept the new
appointment, that he or she should be able to show that the steps indicated in paragraph
432.18 above have been taken. Similar considerations apply if it is the company
appointment which precedes the individual appointment.

Transfer of Principals and Employees including Practice Merger

432.20

When two or more practices merge, partners and employees of the merged practice
become subject to common ethical constraints in relation to accepting new insolvency
appointments to clients of either of the former practices. However, existing appointments
which are rendered in apparent breach of the guidance by such merger need not be
determined automatically, provided that a considered review of the situation by the practice
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discloses no obvious and immediate conflict, such as a potential need to sue a new
colleague.

Where a partner or an employee of a practice has, in any former practice, undertaken work
upon the affairs of the company or debtor in a capacity which is incompatible with an
insolvency assignment of his or her new practice, he or she should not personally work or
be employed on that assignment, save in the case of an employee of such junior status that
his or her duties in the former practice did not involve the exercise of any material
professional judgement or direction.

Relationship with a Debenture Holder

432.22

A member should, in general, decline to accept an insolvency appointment in relation to a
company if he or she or a partner or employee of the practice has such a personal or close
and distinct business connection with the debenture holder as might impair or appear to
impair the member’s objectivity. It is not considered likely that a “close and distinct business
connection” would normally exist between an insolvency practitioner and, for example, a
clearing bank or major financial institution. However, such a close and distinct business
connection would exist where a member, or a partner or employee of the practice, holds an
insolvency appointment in relation to such a bank or financial institution.

Purchase of the Assets of an Insolvent Company or Debtor

432.23

A member appointed to any insolvency appointment in relation to a company or debtor
should not himself or herself acquire directly or indirectly any of the assets of the company
or debtor nor knowingly permit any principal or employee of his or her practice, or any close
relative of the member or of a principal or employee, directly or indirectly to do so, save in
circumstances which clearly do not impair his or her objectivity. For example, where the
debtor is a major chain store or similar retailer, a bank etc. it would be quite impractical for
the practitioner, his or her staff or their dependents to be banned from trading on normal
terms.
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SECTION 440
Changes in a Professional Appointment

This section should be read in conjunction with Section 210 “Professional Appointment”.

The Statement

Preamble

4401

440.2

Where a change of auditor is contemplated, the nominated auditor should write to the
existing auditor to obtain “professional clearance”. This is an important procedure to be
followed to protect the interest of the nominated auditor, such that he may be made aware
of any unusual circumstances surrounding the proposed change of auditor which may be
relevant in determining his acceptance of nomination.

The existing auditor should act promptly upon receipt of such written request from the
nominated auditor. Where it is the wish of a client to change auditor, the existing auditor
should not cause undue hindrance to such a change, and should co-operate with the client
and the nominated auditor to facilitate the flow of information and an effective change over.

Audit Appointments

440.3

440.4

440.5

440.6

440.7

440.8

A member who is asked to accept nomination as auditor should, save where the company
or organisation has not previously had an auditor:

(a) find out whether the change of auditor has been properly dealt with in accordance
with the Companies Ordinance or other legislation; and

(b) request the prospective client's permission to communicate with the auditor last
appointed.

If a member is aware that the change of auditor has not been properly dealt with in
accordance with the Companies Ordinance or other legislation by the company or
organisation, he should advise his prospective client of any remedial action.

A member should decline nomination if the prospective client:

(a) fails to properly deal with the change of auditor in accordance with the Companies
Ordinance or other legislation; or

(b) refuses permission for him to communicate with the auditor last appointed.

On receipt of permission to communicate with the auditor last appointed, a member should
request in writing of the latter if there are any unusual circumstances surrounding the
proposed change which he should be aware of, so that he may determine whether he
should accept nomination. An example of such written request is given in the Appendix.

A member receiving such written request should act expeditiously and:

(a) if there is no professional or other reason why the proposed nominee should not
accept nomination, reply accordingly without delay; or

(b) if he considers it appropriate to discuss the client’s affairs with the proposed nominee,
request permission of the client to do so freely. If this request is not granted the
member should report that fact to the proposed nominee who should not accept
nomination.

On receipt of permission from the client, the member should advise the proposed nominee
of his concern about the circumstances surrounding the proposed change and disclose fully
all information needed by the proposed nominee to enable him to decide whether to accept
nomination.
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Other Appointments

440.9

440.10

The same principles apply in respect of changes of appointment for all other recurring
professional work.

A member invited to undertake professional work additional to that already being carried out
by the auditor and/or another accountant, who will still continue with his/their existing duties,
should notify the auditor and/or the other accountant of the work he is undertaking. This
notification need not be given if the client advances a valid reason against it. The member
undertaking the additional work has the right to expect of the continuing auditor and/or
accountant full co-operation in carrying out his assignment.

Guidelines

General

440.11

440.12

Although the guidance which follows takes as its basis the replacement of an auditor of a
company, that basis is adopted as but one example of a change in a professional
appointment. It follows that the considerations arising on a change of auditor also apply, in
appropriate fashion, when a member is invited to undertake advisory work of a recurring
nature (including the provision of services such as, e.g. accountancy and taxation) in place
of another accountant. They apply whether the client is a company or any other corporate
body, an individual, a partnership or any other kind of association, and a member invited to
accept nomination or appointment as auditor of a body other than a company should be
guided by the same considerations as those indicated in relation to a company. In the case
of an audit client they apply in respect of non-audit work as they do to audit work. The
reasons for communication as set out in this guidance are equally applicable in all cases.

A member may be invited to undertake professional work which is additional to that already
being carried out by another accountant who will continue with his existing duties. In that
event, the member should notify the other accountant that he is undertaking the special
work unless the client gives a valid reason why such notice should not be given. The
reason for this notification is not merely to adhere to a pattern of common professional
courtesy, but to give the existing accountant notice of the scope of the new appointment
which may have an important bearing on the way he discharges his own continuing
responsibilities to the client and to enable him to meet the obligation placed on him under
paragraph 440.2 to offer full co-operation to the member carrying out the new assignment.

Audit Appointments

440.13

440.14

440.15

440.16

In this guidance the term “existing auditor” means the individual or firm currently filling or
who last filled the office. The term “member” is used to denote the individual member or firm
invited to accept appointment, whilst the term “proposed new auditor” is used when
referring to the obligations of an existing auditor to any prospective successor.

The client has an indisputable right to choose its auditors and other professional advisors
and to change to others if it so decides.

Auditors of a company are usually appointed to hold office until the conclusion of the next
general meeting at which accounts are submitted. Provided the relevant statutory
procedure is followed, the shareholders are entitled in general meeting to appoint an auditor
other than the existing auditor, just as, when the necessary notice of such an intention is
received, the existing auditor is entitled under the Companies Ordinance to make written
representations and to address the meeting.

A member who is invited to accept nomination in replacement of an existing auditor should
endeavour to ascertain the reasons for the proposed change. This he cannot effectively do
without direct communication with the existing auditor. The member, therefore, should not
accept nomination without first communicating in writing with the existing auditor to enquire
whether there is any reason for or circumstance behind the proposed change of which he
should be aware when deciding whether or not to accept nomination.
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When a member is first approached by a prospective client he should explain his duty to
communicate with the existing auditor and request authority to do so. If authority is refused
he should explain to the client that in that case he may not accept nomination and the
matter can proceed no further. He should, in any event, make it clear that he must not be
nominated until he has informed the client in writing that he is prepared to accept
nomination. The member should ask that the client inform the existing auditor of the
proposed change, making it clear that the member has not at that stage accepted
nomination, before he himself communicates with the existing auditor. He should also ask
that, at the same time, the client should give the existing auditor written authority to discuss
the client’s affairs with the member. The member should decline to accept nomination if he
is informed by the existing auditor that the client has refused to give the existing auditor
authority to discuss its affairs with him.

The initiative in the matter of communication rests with the member. The existing auditor
should not volunteer information in the absence of such communication and of authority
from the client.

The purpose of finding out the background to the proposed change is to enable the member
to determine whether, in all the circumstances, it would be proper for him to accept
nomination. In particular, members will wish to ensure that they do not unwittingly become
the means by which any unsatisfactory practices of the company or any impropriety in the
conduct of its affairs may be enabled to continue or may be concealed from shareholders or
other legitimately interested persons. Communication is meant to ensure that all relevant
facts are known to the member who, having considered them, is then entitled to accept the
nomination if he wishes so to do. The need to communicate exists whether or not the
existing auditor intends to make representations to the proprietors, including his statutory
right to make representations to the shareholders of a client company, and whether or not
he still holds office as auditor. Communication of the facts to a prospective successor
cannot relieve the existing auditor of his duty to continue to press on the client his views on
any technical or ethical matters which may have led him into dispute with the client, nor
does it affect the freedom of the client to exercise his right to a change of auditor.

The existing auditor should answer without delay the communication from a proposed new
auditor. If there are no matters of which the new auditor should be made aware, the existing
auditor should write to say that this is the case. Subject to what is said in paragraphs
440.13, 440.14 and 440.17, if there are such matters, he should inform the proposed new
auditor of those factors of which in his opinion the latter should be aware. The proposed
auditor may wish to confer with the existing auditor and the latter may explain why in his
opinion it is not advisable for the proposed auditor to accept nomination. He may prefer to
explain this orally.

The existing auditor should give information as to the professional considerations which
arise. This information may indicate, for example, that the reasons for the change which are
advanced by the client are not in accordance with the facts. It may disclose that the
proposal made to displace the existing auditor is put forward because he has stood his
ground and carried out his duties as auditor in the face of opposition or evasion on an
occasion on which important differences of principle or practice have arisen between him
and the client.

Should it be represented to the member, by the client or by the existing auditor, that the
desire to replace the existing auditor is prompted by disagreement over such matters as the
truth and fairness of the view shown by the client's accounts or the depth or methods of
audit work performed, the member should, after ascertaining the existing auditor’s views,
discuss with the client the areas of disagreement and satisfy himself either that the client’s
view is one which he can accept as reasonable, or that, if he does not accept it, the client
will accept his right to that contrary opinion, and, if appropriate, his duty to express it in his
audit report. Only if he is so satisfied should the member be prepared to accept nomination.
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Where an existing auditor believes but cannot be certain that the client or its directors or
servants may have been guilty of some unlawful act or default, or that any aspect of the
conduct of the client or its directors or servants which is relevant to the carrying out of an
audit ought to be investigated, he should impart his belief to a proposed new auditor who
communicates with him in accordance with this section.

Where there has been failure or refusal by the client to supply him with information properly
required by him for the performance of his duties, the existing auditor should so inform the
proposed new auditor.

It may be essential for the performance of his professional obligations defined in this
guidance or (if the member subsequently accepts appointment) for the proper discharge of
his duties as auditor, that the member should disclose information given to him by his
predecessor. For example, disclosure to officers or employees of the client may be
unavoidable if the matters brought to his attention by his predecessor are to be properly
investigated. However, such disclosure should be no wider than is necessary for the
performance of these obligations and duties. Unless the foregoing considerations apply, the
member should treat in the strictest confidence any information given to him by an outgoing
auditor. He should give due weight to the reply of that auditor and to any representations
which the latter may inform him he intends to make to the shareholders. Resentment on the
part of the existing auditor of the actions taken by those who propose a change or at the
possible loss of an audit is not a valid argument against the change.

If the member does not receive within a reasonable time a reply to his communication to the
existing auditor and he has no reason to believe that there are any unusual circumstances
surrounding the proposed change, he should endeavour to get into touch with the existing
auditor by some other means. If he is unable to do so, or is unable to obtain a satisfactory
outcome in this way he should send a further letter, preferably by recorded delivery service,
stating that unless he receives a reply within a specified time, he will assume that there are
no matters of which he should be aware before deciding whether to accept.

The Hong Kong Institute of Certified Public Accountants’ (the “Institute”) solicitors have
advised that an existing auditor who communicates to a proposed new auditor matters
damaging to the client or to any other individuals concerned with the client’s business, will
have a strong measure of protection were any action for defamation to be brought against
him, in that his communication would be protected by qualified privilege. This means that he
would not be liable to pay damages for defamatory statements, even if they turn out to be
untrue if they were made without malice. The chances of an existing auditor being held
malicious are remote provided that (i) he states only what he sincerely believes to be true,
and (ii) he does not make reckless imputations against the client or individuals connected
with it which he can have no reason for believing to be true. Moreover, although in making a
communication without authorisation the existing auditor might technically be in breach of
contract and although there could be circumstances in which the resulting damages were
substantial, the likelihood of an action being brought against him is small and in most cases
the damages awarded in such an action would be nominal.

The foregoing paragraphs indicate the general principles by which a member should be
guided when invited to act as auditor of a company. Additional considerations on matters of
detail are indicated below.

Appointment of a Joint Auditor

440.29

When a member receives an invitation to accept nomination as a joint auditor either with a
prospective new joint appointee or with an existing auditor he should be guided by similar
principles to those set out above in relation to nomination as sole auditor.
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Retirement of a Joint Auditor when the Fellow Joint Auditor Continues in Office

440.30

The appointment of joint auditors confers joint and several responsibility on all the joint
auditors appointed by a company. The proposed withdrawal or displacement of a joint
auditor creates a circumstance in which the nature of the appointment is substantially
changed so that a surviving joint auditor should communicate formally with his fellow joint
auditors as though he was being asked to undertake a completely new appointment.

Filling a Casual Vacancy

440.31

When a member is invited by the directors to accept appointment to fill a casual vacancy,
he should be guided by principles similar to those set out above in relation to an ordinary
nomination. He may, however, need to adapt his procedure in the light of the particular
circumstances, obtaining such information as he may need from the previous auditor’s
partners, if any, or the administrators of his estate or such other source as seems
appropriate.

Business Acquired by a New Company

440.32

When a member is asked to accept appointment as auditor of a new company formed to
acquire an existing business and the ownership of the company is substantially the same as
it was of the acquired business, the member should, in his own interest, communicate with
the auditor or accountant who acted for that business.

Unpaid Fees of Previous Auditor

440.33

The fact that there may be fees owing to the existing auditor is not of itself a reason why the
member should not accept nomination. If he does accept, it may be appropriate for him to
assist in any way open to him towards achieving a settlement of the fees outstanding;
whether or not he does so is entirely a matter for his own judgement in the light of all the
circumstances. He should not seek to interfere with the exercise of any lien which the
existing auditor may have (see Statement 1.301, paragraphs 29 et seq).

Transfer of Books and Papers

440.34

The existing auditor should transfer promptly to his successor after he has been duly
appointed all books and papers of the company which are in his possession, unless he is
exercising a lien thereon for unpaid fees. As to the exercising of a lien, see Statement 1.301
and, in particular, in relation to corporate clients, paragraphs 33 - 40 thereof.

Providing Information to a Successor

440.35

440.36

The new auditor will often need to ask his predecessor for information as to the client’s
affairs, lack of which might prejudice the client’s interests. Such information should be
promptly given and, unless there is good reason to the contrary, such as an unusual
amount of work involved, no charge should be made.

The existing auditor is under no legal obligation to make any of his working papers available
for review by the new auditor but he has an ethical obligation to respond to the new
auditor’s specific enquiries and, inter alia, should make available, in respect of those
specific areas, working papers relating to matters of continuing accounting significance,
including information which may assist the new auditor in determining consistent application
of accounting principles.

Statutory Provisions

440.37

By statute, an outgoing auditor or one whose replacement is proposed, is entitled and may
be obliged to communicate to shareholders or creditors matters connected with his ceasing
to hold office and which he considers should be brought to their notice. Nothing in this
section applies to the exercise of those statutory rights or duties. The relevant provisions
are:
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By section 141(7) of the Companies Ordinance the auditors of a company are entitled
to attend any General Meeting of the company and to be heard at such a meeting on
any part of the business of that meeting which concerns them as auditors. This right
may appropriately be exercised by an auditor whose removal or replacement is being
proposed or who has elected not to let his name go forward for re-appointment at the
conclusion of his term of office).

By section 132(3) of the Companies Ordinance where a resolution is proposed at a
General Meeting of the company for appointing as auditor a person other than a
retiring auditor or for removing an auditor before the expiry of his term of office, the
auditor whom it is proposed to replace may make written representations about his
proposed replacement, and those representations must be put before the members of
the company).

By section 140A(2) of the Companies Ordinance an auditor who resigns his office
before the expiry of its term must, if the resignation is to be effective, include in his
resignation a statement of any circumstances connected with his resignation which
he considers ought to be brought to the notice of members or creditors of the
company, or a statement that there are no such circumstances.

By section 132(6) of the Companies Ordinance, an auditor of a company who has
been removed shall be entitled to attend the general meeting at which his term of
office would otherwise have expired and any general meeting at which it is proposed
to fill the vacancy caused by his removal. Such an auditor is entitled to receive all
notices of, and other communications relating to any such meeting which any
member of the company is entitled to receive, and to be heard at any such meeting
which he attends on any part of the business of the meeting which concerns him as
former auditor of the company.

The Institute’s solicitors have advised that communications made by an auditor in any of
these circumstances would enjoy qualified privilege. The effect of that privilege as a
potential defence in an action for defamation is dealt with at paragraph 440.27.

151 COE



CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

APPENDIX
AN EXAMPLE OF A “CLEARANCE LETTER”
Dear Sirs,
We have been nominated to act as auditors of .................... Limited.

In order to assist us in determining whether to accept such nomination, we should be grateful
if you would advise if there are any circumstances surrounding the proposed change of which we
should be aware.

Yours faithfully,
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SECTION 441
Change of Auditors of a Listed Issuer of The Stock Exchange of Hong Kong

This section should be read in conjunction with Section 210 “Professional Appointment”.

4411

441.2

441.3

441.4

441.5

441.6

The Stock Exchange of Hong Kong Limited (SEHK) and the Securities and Futures
Commission (SFC) have raised concerns with the Hong Kong Institute of Certified Public
Accountants concerning announcements made by listed issuers of the SEHK of the
reasons for changes in auditors. In many cases, fee disputes are stated to be the reason for
the change. Concern has been expressed that certain auditors have been relying on
purported fee disputes to disguise the real reasons for the change. As a result, potentially
significant and fundamental matters about the listed issuer may not be disclosed to
investors and creditors and the market is not therefore being kept fully informed. It is
important that the situation concerning the change of auditors should be disclosed in full to
avoid the possibility of the market being misled.

The purpose of this section, which has been prepared in consultation with the SEHK and
the SFC, is to establish a framework to enhance communication by auditors with a listed
issuer where there is a change of auditors. The framework requires the outgoing auditors to
prepare a letter to the audit committee and the board of directors setting out the
circumstances leading to their resignation or termination.

This section deals with changes of auditors of a listed issuer including auditors who resign
before the expiration of their term of office, decide not to seek re-election at the Annual
General Meeting, are notified by the directors that they will not be nominated for re-
appointment, or are removed during their term of office.

This section should be read in conjunction with Section 210 “Professional Appointment” and
Section 440 “Changes in a Professional Appointment”.

Auditors of Hong Kong incorporated listed issuers are reminded that section 140A(2) of the
Companies Ordinance requires an auditor who resigns from office before the expiry of its
term must, if the resignation is to be effective, include in his resignation a statement of any
circumstances connected with his resignation which he considers ought to be brought to the
notice of members or creditors of the company, or a statement that there are no such
circumstances. However, auditors are to note that this section is not intended to provide
guidance regarding the requirements of section 140A(2) of the Companies Ordinance.

The terms “listed issuer”, “incoming auditors” and “outgoing auditors” are used throughout
this section and are defined as follows:

(@) “Listed issuer’ means a company listed on the Main Board or Growth Enterprise
Market (GEM) of the SEHK.

(b)  “Incoming auditors” means the auditors or the auditors to be nominated for the
current period who did not audit the preceding period’s financial statements.

(c) “Outgoing auditors” means the auditors who were previously the auditors and have
been or are to be replaced by any incoming auditors.

Duty to the Shareholders to Report on the Financial Statements

441.7

441.8

Auditors are reminded that once they are appointed, they have a duty to the shareholders to
report to them on the financial statements, and should make every reasonable effort to
discharge this duty. Auditors should not attempt to avoid the responsibility of reporting on
the financial statements by resigning.

The auditors’ proper course of action, once appointed, is to report on the financial
statements. If they are considering resigning during their term of office they should discuss
the contentious issues which may lead to their resignation with the audit committee and
seek the audit committee’s assistance to resolve the issues with management and to
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complete the audit. Having completed the audit, if they do not wish to be re-appointed, they
should decline to stand for re-appointment when their term of office expires.

Communication with the Audit Committee and the Board of Directors

441.9

441.10

441.11

441.12

441.13

441.14

441.15

This section requires the outgoing auditors to prepare a letter to the audit committee and
the board of directors of the listed issuer, whenever:

(a) the outgoing auditors resign or decline to stand for re-appointment (Resignation); or

(b) the listed issuer decides to propose to its shareholders that the outgoing auditors be
removed from office during the auditors’ term of office, or there is a proposal or
intention not to re-appoint them on the expiry of their term of office (Termination).

The outgoing auditors’ letter to the audit committee and the board of directors should set
out the circumstances leading to their Resignation or Termination, hereafter referred to as
“Letter of Resignation or Termination”. The circumstances to be disclosed in the Letter of
Resignation or Termination are all occurrences that, in the opinion of the outgoing auditors,
affect the relationship between the listed issuer and the outgoing auditors.

Occurrences that affect the relationship between the listed issuer and the outgoing auditors
include, but are not limited to, “disagreements” and/or “unresolved issues”, as discussed
below. The disagreements and unresolved issues to be disclosed will generally be those
that occurred in connection with:

(a) the audit of the listed issuer's most recently completed financial year;

(b) any period subsequent to the most recently completed financial period for which an
audit report has been issued up to the date of the Resignation or Termination.

Disagreements refer to any matter of audit scope, accounting principles or policies or
financial statement disclosure that, if not resolved to the satisfaction of the outgoing auditors,
would have resulted in a qualification in the audit report.

Disagreements include both those resolved to the outgoing auditors’ satisfaction which
affect the relationship between the listed issuer and the outgoing auditors, and those not
resolved to the outgoing auditors’ satisfaction. Disagreements should have occurred at the
decision making level, i.e., between personnel of the listed issuer responsible for the
finalization of its financial statements and personnel of the auditors responsible for
authorizing the issuance of audit reports with respect to the listed issuer.

The term disagreement is to be interpreted broadly. It is not necessary for there to have
been an argument for there to have been a disagreement, merely a difference of opinion.
The term disagreement does not include initial differences of opinion, based on incomplete
facts or preliminary information, that were later resolved to the outgoing auditors’
satisfaction, provided that the listed issuer and the outgoing auditors do not continue to
have a difference of opinion upon obtaining additional facts or information.

Unresolved issues refer to matters which come to the outgoing auditors’ attention and
which, in the outgoing auditors’ opinion, materially impact on the financial statements or
audit reports (or which could have a material impact on them), where the outgoing auditors
have advised the listed issuer about the matter and:

(a) the outgoing auditors have been unable to fully explore the matter and reach a
conclusion as to its implications prior to a Resignation or Termination;

(b) the matter was not resolved to the outgoing auditors’ satisfaction prior to a
Resignation or Termination; or

(c) the outgoing auditors are no longer willing to be associated with the financial
statements prepared by management of the listed issuer in relation to circumstances
described in HKSA 560 “Subsequent Events” when it becomes effective on “Facts
discovered after the financial statements are laid before the shareholders or
equivalent” resulting in the withdrawal of an audit report.
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The outgoing auditors should note that disclosing the circumstances leading to their
Resignation or Termination in the Letter of Resignation or Termination is the appropriate
method of discharging their responsibilities during a change in a professional appointment
without having to be concerned with the professional duty of confidentiality owed to the
listed issuer. In the event that the incoming auditors approach the outgoing auditors for
professional clearance and ask whether the outgoing auditors are aware of any unusual
circumstances surrounding the proposed change of auditors which may be relevant in
determining their acceptance of nomination, as required by Section 440 “Changes in a
Professional Appointment”, the outgoing auditors can refer the incoming auditors to their
Letter of Resignation or Termination.

The Incoming Auditors

441.17

441.18

Since the outgoing auditors are required to disclose the circumstances leading to their
Resignation or Termination in the Letter of Resignation or Termination, the incoming
auditors should request a copy of the Letter of Resignation or Termination and any
correspondence referred to in the letter directly from the listed issuer for consideration in
addition to requesting professional clearance from the outgoing auditors before accepting
the appointment.

If the listed issuer refuses to provide the incoming auditors with a copy of the Letter of
Resignation or Termination and any correspondence referred to in the Letter of Resignation
or Termination, the incoming auditors should decline to accept nomination.

Announcement Made by the Listed Issuer on the Change of Auditors

441.19

441.20

441.21

441.22

441.23

Auditors of a listed issuer should be cognizant of the provisions of the Main Board and GEM
Listing Rules (Listing Rules) regarding changes in audit appointments.

The outgoing auditors should note that the listed issuer is required to make an
announcement pursuant to the Listing Rules setting out the reason(s) for the change of
auditors and any other matters that need to be brought to the attention of holders of
securities of the issuer (including, but not limited to, circumstances set out in the outgoing
auditors’ Letter of Resignation or Termination in relation to the change of auditors). In the
Letter of Resignation or Termination, the outgoing auditors should remind the listed issuer
of this obligation and should give their express consent to the letter being supplied to the
SEHK.

The outgoing auditors should read and assess whether the circumstances as reported in
their Letter of Resignation or Termination, which, in their opinion, need to be brought to the
attention of the shareholders, are reflected in the announcement made by the listed issuer.
In the event that the outgoing auditors notice that the circumstances leading to their
Resignation or Termination as announced by the listed issuer are materially different from
the circumstances as reported by them in their Letter of Resignation or Termination in
respect of matters that need to be brought to the attention of the shareholders, they should
write to the audit committee and board of directors of the listed issuer regarding those
matters.

In practice, it is recommended that the listed issuer should agree with the outgoing auditors
the details relating to the circumstances in the announcement before its issuance. This is to
help avoid the situation described in paragraph 441.21 above. However, it should be noted
that such an approach should not unduly delay the listed issuer's announcement of the
change of auditors.

If the outgoing auditors write in accordance with paragraph 441.21 above and the listed
issuer takes no adequate action in response, they should consider whether the market has
been adequately informed as to the circumstances leading to their Resignation or
Termination. If not, the outgoing auditors should consider whether these should be brought
to the attention of the relevant regulatory authority.
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The outgoing auditors should note that if they were to report those matters to the SEHK,
there might be a breach of confidentiality.

Should the outgoing auditors decide it necessary to report those matters to the
SFC, they will be subject to the protection of sections 380 and 381 of the Securities and
Futures Ordinance. Sections 380 and 381 of the Securities and Futures Ordinance provide
immunity to a person who is or was an auditor of a company which is listed, or any
associated company of the company, who reports to the SFC matters which come to his
attention that suggest that at any time since the formation of the listed company, its
shareholders have not been given all the information with respect to its affairs that they
might reasonably expect. The outgoing auditors are advised to consult their lawyers before
communicating.
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SECTION 450
Practice Promotion

This section should be read in conjunction with Section 250 “Marketing Professional Services”.

Introduction

This section sets out the requirements for practice promotion activities, including all forms of publicity
and advertising. This section comprises four parts:

Scope
450.1

450.2

450.3

450.4

Part 1 deals with scope and responsibilities;

Part 2 sets out the general principles which must be observed in respect of all practice
promotion activities;

Part 3 sets out additional principles which apply to advertising; and
Part 4 sets out prohibited media.
Part 1 -

Scope and Responsibilities

This section applies to:

(a) Certified Public Accountants (Practising), including member practices, their affiliates
and, members who are employees of member practices; and

(b) members advertising themselves as professional accountants providing professional
and other services, whether as individuals, partnerships or through other entities over
which they exercise control.

For the purposes of this section, an affiliate of a Certified Public Accountants (Practising) is
deemed to be any individual or entity over which the Certified Public Accountants
(Practising) exercises control or significant influence, regardless of whether such control or
significant influence results from direct or indirect ownership, common ownership or other
arrangement.

The provisions of this section are applicable to all forms of practice promotion, including
publicity sought by members for their services, achievements and products and any
advertising thereof.

The principles set out in this section apply equally to all forms of communication by
members, e.g. letterheads, invoices, name cards and via electronic media.

Responsibilities

450.5

450.6

450.7

450.8

Members to whom this section applies will be held responsible for the form and content of
any advertisement, publicity, or solicitation, whether undertaken personally or by another
person or organisation on behalf of the member or his practice. Any practice promotion
activity or material relating to a member or member practice shall be presumed, subject to
proof by the member to the contrary, to have been issued (in the form in which it was issued)
with his authority.

Where members receive the benefits of promotional activities by third parties they are
reminded that they are not permitted to do through others what they are prohibited from
doing themselves by the Code of Ethics for Professional Accountants issued by the Hong
Kong Institute of Certified Public Accountants (the “Institute”).

Members are required to use their best endeavours to ensure that promotional activities in
Hong Kong by connected or associated individuals or entities outside Hong Kong, comply
with this section.

In the event of a complaint being received by the Institute relating to the promotion of
professional services, members will be required to justify their position or actions.
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450.10

450.11

450.12

450.13

Part 3 -
450.14

450.15
450.16
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General Principles Applicable to All Forms of Practice Promotion

The general principles set out in this Part must be observed in respect of any practice
promotion activities.

Where publicity, advertising or other forms of practice promotion are carried out, such
activities should:

(a) be aimed at informing the recipients or the public in an objective manner;

(b) conform to the basic principles of legality, decency, clarity, honesty and truthfulness;
and

(c) not project an image which is inconsistent with that of a professional person bound to
high ethical and technical standards.

In no circumstances should any promotional activities be conducted in such a way or to
such an extent as to amount to harassment or coercion of prospective clients.

Activities which are expressly prohibited include those which:
(a) create false, deceptive or unjustified expectations of favourable results;

(b)  imply the ability to influence any court, tribunal, regulatory agency or similar body or
official;
(c) make unjustified claims to be an expert or specialist in a particular field;

(d)  contain purported statements of fact which cannot be verified or which are misleading
by reason of the context in which they appear;

(e) make disparaging references to or disparaging comparisons with the services of
others;

(f)  contain testimonials or endorsements other than where:

(i) the prior consent has been obtained from the giver of the testimonial or
endorsement;

(i)  the giver of the testimonial or endorsement is clearly identified; and
(i)  the testimonial or endorsement has not been obtained for reward;

(g) contain any other representations that would be likely to cause a reasonable person
to misunderstand or be deceived.

Practising members should not give any commission, fee or reward to a third party, unless
he/she is either their employee or another professional accountant, in return for the
introduction of a client.

Principles Applicable to Advertising

This Part sets out additional principles which must be observed with regard to advertising or
other forms of promotional material which are widely circulated or on public display (subject
to the restrictions set out in Part 4).

An advertisement should be clearly identified as such.

Advertising and promotional material should not contain references to scale charges or
amounts of fees for professional and other services, nor should members make
comparisons between their fees and the fees of others. It is, however, permissible to make
reference to a free initial consultation at which levels of fees will be discussed. This Part of
the section refers to advertising and therefore does not preclude members from quoting
fees or a range of fees in proposals where they have been requested to do so by a
prospective client.
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As the “Homepage” of a website of a member or member practice is considered analogous
to a newspaper advertisement, it is not allowed to contain any references to scale charges
or amounts of fees. However information on scale charges or amounts of fees contained in
a separate file on the website which is linked to the “Homepage” is allowed as the user is
required to act to gain access to such information by clicking the relevant “icon” on the
“Homepage”.

Members should not make generalised claims as regards size or quality. A claim to be, for
example, the “largest” or “fastest growing” member practice in any area or field of practice is
likely to be misleading, as it is impossible to know whether such a claim refers to the
number of partners or staff, the number of offices or the amount of fee income. A claim to
be the “best” or the “leading” member practice is subjective and cannot be substantiated.

Signboards and other notices on public display should be maintained at all times to a high
standard and consistent with the dignity of the profession. Notices in the nature of handbills,
stickers, etc. are unacceptable.

Part 4 - Prohibited Media

450.20

450.21

This Part sets out prohibitions and restrictions on the use of certain media for practice
promotion activities including publicity and advertising.

The restrictions set out below do not apply to members standing as candidates for public
office. Such members are, however, required to ensure that they are not using their election
campaigns to advertise their professional services.

Direct Mailing

450.22

450.23

Except as permitted by paragraph 450.23 below, members should not mail, deliver or send
directly or indirectly (whether by mail, fax, electronic mail or other means) material
promoting their services.

The general exceptions to the above prohibition on direct mailing are:

(a) direct mailing of material to clients, close associates and other practising members or
upon receipt of an unsolicited request from the recipient;

(b) direct mailing of material in relation to seminars, provided that it is strictly relevant to
the seminar in question and should not be capable of being construed as an
advertisement for the general professional services of the member;

(c) a member may send a letter introducing his practice and its range of services to
another professional adviser, such as a solicitor or banker, provided that it is made
clear that this is not done with the aim of procuring the professional adviser itself as a
client.

Cold Calling

450.24

A member should not make or instigate an unsolicited approach to a non client for the
purpose of obtaining professional work, for example by making an uninvited visit or by
telephone either to solicit business or to make an appointment to visit.

Distribution of Leaflets, Promotional Gifts and Other Iltems

450.25

Leaflets, flyers, handbills, promotional gifts or other items advertising or promoting the
name of a member or member practice or its services may not be distributed in public
places. It is, however, acceptable for such items to be distributed at the location of events
sponsored by the member or member practice during that event.
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SECTION 460
Clients’ Monies

This section should be read in conjunction with Section 270 “Custody of Client Assets”.

The Statement

460.1

A member in practice is strictly accountable for all clients’ monies received by him. Such
monies should be kept separate from all other monies in his hands and be applied only for
the purposes of the client.

Guidelines

460.2

460.3

460.4

460.5

460.6

460.7

460.8

460.9

In this section, the term “clients’ monies” includes all monies received by a practice to be
held or disbursed by it on the instructions of the person from whom or on whose behalf they
are received.

Clients’ monies should under normal circumstances be paid within five working days into a
separate bank account, which may be either a general account or an account in the name
of a specific client but which shall in all cases include in its title the word “client”. Any such
bank account is referred to herein as “a client account”. It is desirable for a member to open
a general client account at the commencement of his practice.

Whenever a practice opens a client account appropriate notice of the nature of the account
should be given in clear terms to the bank at which the account is to be opened. Legal
advice has been received to the effect that if this is done no question will arise of set-off by
the bank against the member's other accounts or of sequestration by a trustee in
bankruptcy of a member of the amounts held in the client account for the benefit of the
general creditors of the bankrupt member.

Where a practice receives a cheque or draft which includes both clients’ monies and other
monies he should cause the same to be credited to a client account. Once the monies have
been received into such client account a practice may withdraw from that account such part
of the sum received as can properly be transferred to the office account in accordance with
the principles set out in paragraph 460.7 below.

Save as referred to in paragraph 460.5 above, no monies other than clients’ monies should
be paid into a client account.

Drawings on a client account may be made only:

(@) to meet payments due from a client to the practice for professional work done by the
practice for that client provided that:

(i) a bill has been rendered; and

(i)  the client has been informed in writing, and has not disagreed within a
reasonable period of time, that money held or received for him will be so
applied;

(b)  to cover disbursements made on a client’s behalf;
(c) to, oron the instructions of, a client.

A practice must be careful to differentiate, both in its records and, where appropriate, in its
use of client accounts, between monies held on behalf of a client in his personal capacity
and those, within the knowledge of the practice, held on behalf of the same client as trustee
for others. Save where the size of the fund does not, on grounds of expense, warrant it, a
separate client account should be opened to receive the trust monies of each separate trust.

In no circumstances should a practice permit any payment to be made to or on behalf of a
client from a client account, whether by transfer to office account of the practice or
otherwise, which will result in a drawing on the relevant client account exceeding the
balance held in that account on such client’s behalf.
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Interest on client account monies:

(@)

(b)

(c)

In the absence of express agreement to the contrary any interest received on a
client’'s monies may be retained by the practice.

Variations to sub-paragraph (a) above should be agreed between members and their
clients. Any such agreement might conveniently be recorded in the engagement letter,
or in any subsequent correspondence.

Where a practice receives monies of a client for retention and it is under instructions
from the client that the monies be deposited at interest, the practice shall so deposit
them in a designated client deposit account in respect of which notice shall have
been given as provided in paragraph 460.4. It may be appropriate for a practice to
charge a fee for this service. If monies belonging to more than one client are held in
the same client bank account, any interest arising thereon should be apportioned as
appropriate among the clients concerned.

Money held by a member as stakeholder should be regarded as clients’ money and should
be paid into a separate bank account maintained for the purpose or into a client bank
account. The disposition of interest arising from such monies should be the subject of an
agreement between the parties.

Every member in practice should at all times maintain records so as to show clearly the
money he has received, held or paid on account of his clients, and the details of any other
money dealt with by him through a client account, clearly distinguishing the money of each
client from the money of any other client and from his own money.

161 COE



CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

SECTION 470
Financial and Accounting Responsibilities of Directors

This section should be read in conjunction with Section 330 “Acting with Sufficient Expertise”.

Scope and Purpose

470.1

470.2

470.3

Directors of companies, whether public or private, have various responsibilities towards
their companies, breach of which may not only be detrimental to those companies and their
shareholders, but also may lead to civil and criminal liability of the individual director
concerned. The aim of this section is to provide guidance for directors who are members of
the Hong Kong Institute of Certified Public Accountants as to their responsibilities, in
particular in relation to their financial and accounting responsibilities.

In discussing these responsibilities, companies which are subject to the Companies
Ordinance are considered, differentiating between public and private companies as
appropriate. Special categories of companies are not dealt with in detail.

It is to be stressed that the aim is to guide directors and not to provide them with a detailed
analysis of the law on the topics under discussion. Interpretation of the law often depends
upon the particular circumstances and if directors are in difficulty over interpretation of their
duties they should seek legal advice.

Directors’ Status, Powers and Duties

Who is a Director

470.4

470.5

A director, by whatever title, is one who is in practice responsible for the management of
company affairs. There is no comprehensive definition of a director in statute, the only
guidance given being that the term “director” includes any person occupying the position of
director, by whatever name called (Companies Ordinance, section 2). Anyone who acts as
a director will thus bear the responsibilities of that position regardless of whether he carries
the title “director”.

Since August 1984, statute requires a minimum of two directors. The method of
appointment of directors will normally be governed by the company’s articles of association.
The first directors are chosen by the subscribers of the company’s memorandum and
thereafter by the company in annual general meeting (Companies Ordinance, Table A,
regulations 77 and 91). The appointment of each director must be voted on individually at
the annual general meeting of a public company unless a resolution that a single resolution
will suffice has been first agreed unanimously by the meeting (Companies Ordinance,
section 157A).

Nominee Directors

470.6

470.7

The fiduciary duties owed by nominee directors to act for the benefit of the company have
been modified by some courts in England, Australia and New Zealand. Nominee directors
are those persons who in the performance of their office act in accordance with some
understanding, arrangement or status which give rise to an obligation to the appointor.

On the traditional view, nominee directors are required to disregard the interests of their
appointors in favour of the shareholders as a whole. However if they do so, it is likely that
the appointor will take steps to remove them. The courts have therefore in some instances
taken an alternative approach which recognises the commercial requirement for directors to
be able to have regard to the interests of their appointors. In re Broadcasting Station 2GB
Ltd. [1964 - 65] NSWR 1648 it was said that a nominee is entitled to have in mind the
interests of his appointor, and to advance the interests of his appointor, provided that in so
doing he has a reasonable belief that he is acting consistently with the interests of the
company as a whole.
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Non-executive Directors

470.8

In law there is no such thing as an “executive” or “non-executive” director. Other than as
indicated at paragraph 470.23(d). below, all directors have the same responsibilities in law.
An “executive director” is merely a director who has separate responsibilities with the
company, as an executive. The role of the non-executive director is discussed further in
paragraphs 470.15 and 470.16 below.

Who cannot be a Director

470.9

Normally, the company’s articles of association (see Note 1 below) will deal with the
appointment and powers of the directors (Companies Ordinance, Table A, regulations 77 to
111), but there are certain statutory restrictions:

. In occasions where a thing has to be done by a director and a secretary, a person
cannot be a company’s director and its secretary at the same time (Companies
Ordinance, section 154B);

. Certain fraudulent persons or ex-directors of insolvent companies may not, without
leave of the court, act as a director (Companies Ordinance, sections 157E(1) and
157F(1));

. A body corporate cannot act as a director of a listed company or its subsidiary
(Companies Ordinance, section 154A);

. A person cannot be a company’s auditor and a director at the same time (Companies
Ordinance, section 140(2));

. Anyone below the age of 18 cannot be appointed as a director (Companies

Ordinance, section 157C).

Status of Directors

470.10

470.11

470.12

470.13

470.14

470.15

A director is an officer of the company but is not necessarily an employee. The status of an
employee is governed by the contract under which he serves the company. As indicated
above, an executive director is both a director and an employee.

A director may enter into a contract, other than a contract of service, with the company,
whereby the director undertakes the management and administration of the company. The
contract must be available for inspection at each AGM held during the period of the contract
(Companies Ordinance, section 162A).

A director owes fiduciary duties to his company. He is in some senses an agent and in
some senses a trustee but he is neither precisely one nor the other.

A director is regarded as acting as the company’s agent when entering into transactions on
behalf of the company (Great Eastern Railway v Turner [1872] LR 8 Ch. App. 149 ). This
imposes duties of loyalty and good faith.

A director is entrusted with the powers given to him in the articles of association and is said
to be a trustee of the company’s money and property (Great Eastern Railway v Turner).
Unlike trustees in other branches of the law however, a director is not subject to the Trustee
Ordinance.

A director may have executive status or operate in a non-executive capacity. The non-
executive director has a positive contribution to make in ensuring that the board fulfills its
main objectives. He can exercise an impartial influence and bring to bear experience gained
from other fields; executive directors would therefore be well advised to consider the
appointment of such directors to serve alongside them.

Note 1:

Throughout this section where it is considered appropriate to refer to articles of association, reference is made to
the relevant articles of the current version of Table A of the Companies Ordinance. It by no means follows that the
articles of association of any particular company will be in the same form.
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470.16  Professional accountants are well qualified for these positions because of the special skills
and experience which they have to offer. It is important therefore that, before accepting a
board appointment, prospective non-executive directors should be aware that, other than as
indicated at paragraph 470.23(d). below, their responsibilities in law are no different from
those of directors holding executive status. They should ensure that, because of their skills,
they are not acting as professional advisors to the board, and would be well advised to
satisfy themselves that the company has access to and gets all the outside professional
advice that it needs.

470.17 One consideration a board of directors might wish to bear in mind is the formation of an
audit committee from amongst their number. This committee, which may comprise both
executive and non-executive directors, can be used to liaise with the auditors and be the
main channel through which information, advice and suggestions may flow between the
board and the auditors. The duties of the committee may include a review of the company’s
internal controls, internal audit systems and procedures, the scope and result of the
external audit and the financial statements, and approval of the auditors’ remuneration.

Powers of Directors

470.18 Directors derive their power from the articles of association and they should study carefully
the articles of their particular company. Directors also should have regard to the powers
given to the company, which are to be found in the memorandum of association, in
particular the objects clause, for the company cannot do what is not authorised by its
objects clause (Ashbury Railway Carriage Co v Riche [1875] LR 7 H.L. 653 and Rolled
Steel Products (Holdings) v British Steel Corporation [1986] CH 246 ).

470.19 The company in general meeting may in certain circumstances exercise powers normally
vested in directors, for example, where there is deadlock on the board (Barron v Potter
[1914] 1 CH 895 ) or where there are no directors (Alexander Ward & Co v Samyang
Navigation Co [1975] 1 WLR 673), but these circumstances will be rare.

470.20 Directors must exercise their powers collectively and the majority decision will prevail. The
articles of association will govern how the directors are to proceed (Companies Ordinance,
Table A, regulations 100 - 108) and will often authorise directors to delegate the exercise of
their powers to a committee consisting of one or more directors, or to a managing director
(Companies Ordinance, Table A, regulations 104 and 111).

Duties of Directors

470.21 The duties of directors are owed to the company as a whole. Their duties and
responsibilities arise both out of status and out of common law and can be classified as
follows:

. fiduciary duty to act honestly and in good faith;
. duty to exercise skill and care; and
. statutory duty.

Fiduciary duty

470.22 Directors must act honestly and in good faith for the benefit of the company. In particular,
directors must:

(@) act in good faith in what they believe to be the best interests of the company.
Generally speaking, the interests of the company are to be equated with the interests
of its members as a whole. Directors must not act just for the economic advantage of
the majority of shareholders disregarding the interests of the minority. The position
and interests of creditors must be considered in any case where the company is not
fully solvent. The interests of the company’s employees must also be taken account
of;
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(b)

(c)

(d)

(e)
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act for a proper purpose, that is, directors must not abuse the powers given to them
by using those powers for purposes other than those for which they were granted
(Howard Smith Ltd v Ampol Ltd [1974]AC 821 PC);

not obtain a personal profit from transactions entered into by the company without the
prior approval of the shareholders; otherwise such profits will be regarded as being
held in trust for the company and they may have to account for them;

not agree to fetter their discretion. As the powers delegated to directors by the
memorandum and articles are held in trust by them for the company, they must not
restrict their exercise of future discretion; and

act in such a way that there is no possibility of conflict between personal interests and
company interests. Directors’ interests in contracts with the company are examined
later (see paragraphs 470.37 - 470.40 below). Directors should also avoid any conflict
of interest by not using corporate property, information or opportunity for any purpose
other than in the company’s interests.

The following particular responsibilities have been recognised in recited cases. In no sense
are these the sole responsibilities of directors:

(@)

(b)

(c)

(d)

Directors should ensure that the company’s moneys are properly invested, unless the
articles of association permit delegation of this duty (re City Equitable Fire Insurance
Co [1925] Ch. 407).

Directors should be satisfied that the company’s assets are physically safeguarded
and properly insured.

Directors should ensure that payments are properly made and supported by
adequate documentation.

In re City Equitable Fire Insurance Co, it was said that a list of cheques to be
authorised should be presented at each board meeting, but it is unlikely that this will
be feasible in most cases today. While it may not be possible for the board to
authorise all payments, directors should exercise care to ensure that only those
authorised may issue cheques and that all payments are supported by proper
documentation.

Directors ought to be satisfied that the company’s securities are kept in a safe place,
although day to day responsibility for this may be delegated to a responsible official (re
City Equitable Fire Insurance Co).

Duty of Skill and Care

470.24

470.25

A director must exercise reasonable care and skill in the performance of his duties. The
wide range of skills required of directors has meant that there have been no precise
standards of skill and care established in case law. In the past the courts have required that
directors display the degree of skill and care which may reasonably be expected from a
person with that director’'s knowledge and experience.

Using principles drawn from the law of agency, the following guidelines can be laid down:

(@)

Full-time executive directors should devote as far as possible their whole time and
energies to company matters during office hours. This does not preclude them from
acting as non-executive directors of other companies with the corresponding
responsibilities that such appointments bring, subject to the provisions of their
contract with the company (see paragraphs 470.8, 470.15 and 470.16 above).

If employed as having particular skills, for example, as being a professional
accountant, a director should display the skill or ability expected from a person of that
profession. A professional accountant may, depending on the circumstances, be held
professionally responsible if he should be found negligent in the discharge of his
duties as a director.
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(c) Having regard to the articles of association and the demands of business, certain
duties may properly be left to some other official, and directors are justified in trusting
that official to perform such duties honestly in the absence of grounds for suspicion
(re City Equitable Fire Insurance Co).

(d)  Non-executive directors do not need to give continuous attention to company affairs
but should acquaint themselves with the company’s financial situation and attend
board meetings and any committee of the board on which they sit when reasonably
able to do so (re City Equitable Fire Insurance Co).

Statutory Duty

470.26

470.27

470.28

470.29

470.30

470.31

470.32

Various company law statutes impose a number of duties on directors, such as the
preparation of annual accounts, and these are dealt with in the following paragraphs, under
subject title. However, one specific duty will be examined in the following paragraphs,
namely, duties in relation to auditors.

Duties in relation to auditors: it is the duty of the company at each general meeting to
appoint its auditors for the year. At any time before a company’s first general meeting, the
directors may appoint the company’s first auditors (Companies Ordinance, section 131(3)).

Auditors have a statutory right of access, at all times, to the company’s books and accounts
and vouchers and to require from officers of the company such information as the auditors
think necessary for the performance of their duties (Companies Ordinance, section 141(5)).
Directors must therefore ensure that the auditors have adequate information for the
performance of their duties. Further, the auditors of a holding company may require
information and explanations from subsidiary companies and their auditors. Any officer who
knowingly or recklessly makes a statement to the auditors in the course of their audit which
is misleading, false or deceptive in a material particular is guilty of a criminal offence
(Companies Ordinance, section 134).

The statutory rights of auditors cannot be restricted in any way (Newton v Birmingham
Small Arms Co [1906] 2 Ch. 378).

Directors may be asked by the company’s auditors to make written representations to
confirm information on which the auditors have placed reliance in forming an opinion. This
may be done by letters of representation or by board minutes. Such confirmations are
sought as part of the auditor’s duty to obtain audit evidence, and will arise when knowledge
of the facts is confined to management or where the matter is principally one of judgment
and opinion, and no independent corroborative evidence is available.

It is common practice for auditors to send a management letter to the board of directors
after an audit, drawing attention to any weakness in the company’s systems and making
suggestions for possible improvements. While there are no specific legal requirements
relating to management letters, directors should consider them with care, since such a letter
may contain information which should put the directors on enquiry as to inadequacies in
systems or personnel. The auditors may request a reply to the points raised in the
management letter and in certain cases, may request that the directors’ discussion of the
letter be recorded in the board minutes.

There are also occasions when directors need auditors’ reports on matters other than the
annual accounts, for example, when a payment out of a capital is being made for use by a
company in purchasing its own shares (Companies Ordinance, section 49K(5)) or when a
private company is giving financial assistance for the purpose of purchasing its own shares
(Companies Ordinance, sections 47E and 47F).
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Directors’ Relationship with Company

470.33

470.34

470.35

470.36

A director stands in a fiduciary relationship to his company. He should not therefore place
himself in a position where his personal interest or his duty to others could conflict with his
duty to the company (see paragraph 470.22 above). If such a conflict does arise, the
director will be personally liable to the company for any loss suffered by the company or will
have to account for any benefit which has accrued to him. This rule is strictly applied by the
courts (Regal (Hastings) Ltd v Gulliver [1942] 1 All ER 378).

Further, in the event of a director having an interest in a contract to which his company is a
party, at common law, the company may in certain circumstances avoid the contract. If,
however, the director discloses his interest in the contract to the board of directors and their
approval of his involvement is given, the contract will cease to be voidable and the director
may retain any profit he has received by virtue of his interest if so authorised by the articles.

The articles of association will usually contain provisions concerning contracts between the
company and its directors (Companies Ordinance, Table A, regulation 86) and lay down the
procedure to be followed. Directors should therefore study the particular provisions of their
company’s articles of association.

Statute has, however, increasingly intervened to lay down rules relating to various types of
contracts. These can be divided into:

. contracts in which a director is interested; -
. substantial asset disposals; -

. arrangements of a financial nature; -

. share transactions.

Contracts in which a Director is Interested

470.37

470.38

470.39

470.40

Where a director is directly or indirectly interested in a contract or a proposed contract with
the company, he must declare his interest at a meeting of directors at the first opportunity
(Companies Ordinance, section 162). His duty is to declare the nature of his interest, but a
general notice that a director is a member of a specific company or firm or that he is to be
regarded as being interested in any contract made with a specified person who is
connected with him, is deemed to be sufficient. This provision will not save a contract which
is voidable under common law; therefore the contract should also be authorised by the
articles of association or by the company in general meeting. Some articles provide that a
director interested in any contract may not vote or be counted in the quorum when matters
relating to that contract are resolved.

Where a director is materially interested in a contract, either directly or indirectly, disclosure
must be made in the accounts, whether individual accounts or group accounts. This
provision operates to catch not only contracts in the strict sense but also any transactions or
arrangements. The Companies Ordinance, section 129D should be consulted for the details.

Certain contracts are excluded from the above. Examples are transactions which are purely
intra-group and contracts of service between a company and one of its directors.

If a contract is one in which a director is materially interested, the following details must be
disclosed (Companies Ordinance, section 129D):

(a) whether the contract was made or subsisted during the financial year in question;

(b) the name of the person for whom it was made and, if that person was connected with
a director, the name of that director;

(c) the name of the director with the material interest and the nature of that interest; and

(d) the nature and value of the contract.
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Arrangements of a Financial Nature

470.41

470.42

470.43

470.44

470.45

A company shall not, directly or indirectly (Companies Ordinance, section 157H(2)):

(a)
(b)

(c)

make a loan to a director of the company or its holding company;

enter into any guarantee or provide any security in connection with a loan made by
any person to such a director; or

if one or more of the directors holds a controlling interest in another company, make a
loan to that other company or enter into any guarantee or provide any security in
connection with a loan made by any person to that other company.

In the case of a company which is listed on a recognised stock exchange or which is a
member of a group which includes a listed company, the definition of a director is extended
to include (Companies Ordinance, section 157H(9)):

(a)
(b)

(c)

his spouse, child or step-child;

a person acting as trustee (other than a trustee under an employees’ share scheme
or pension scheme) of any trust where the beneficiaries of which include the director,
his spouse, child or step-child;

a person acting as partner of that director, spouse, child, step-child or trustee.

Child or step-child shall include any illegitimate child but not any person who has attained
the age of 18 years (Companies Ordinance, section 157H(10)).

Different disclosure requirements apply to authorized institutions under the Banking
Ordinance.

Transactions which are excepted from the prohibition are:

(a)

(b)

(c)

where a company is a member of a group of companies and the loan, guarantee or
the provision of security is made to a company which is the member of the same
group (Companies Ordinance, section 157H(3)(a)).

anything done by a private company which has been approved by the company in
general meeting save where the company is member of a group which includes a
listed company (Companies Ordinance, section 157H(3)(b)).

those which provide a director with funds to meet expenditure incurred or to be
incurred for the purpose of the company or for the purpose of enabling him properly
to perform his duties as an officer of the company (Companies Ordinance, section
157H(3)(c)). The purpose of the expenditure and the amount of the loan or the extent
of the company’s liability under the guarantee or in respect of the security are
disclosed to the general meeting and approved prior to it being made or the provision
is made on condition that if the approval is not given at or before the next following
AGM, the loan shall be repaid or that liability discharged within six months from the
conclusion of that meeting (Companies Ordinance, section 157H(4)).

a loan for the acquisition or improvement of the whole of, or part of the director’s sole
or main residence (Companies Ordinance, section 157H(3)(d)) if:

(i) the company ordinarily makes loans of that description to its employees on
terms no less favourable than those on which the loan is made to the directors;

(i)  the loan does not exceed 80% of the value of the property as certified by a
professionally qualified valuation surveyor and the valuation was carried out
within three months prior to the loan being made;

(i) the loan is secured by a legal mortgage on the property (Companies Ordinance,
section 157H(5)).
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(e) where the ordinary business of the company includes the lending of money or the
giving of guarantees in connection with loans made by any other person. This
exception is allowed only if the loan or guarantee is no greater than the amount which
would normally be offered to an unconnected person of the same financial standing
and is granted on terms which are no more favourable (Companies Ordinance,
section 157H(6)).

Any director who knowingly and wilfully authorised or permitted the transaction, or was
himself a beneficiary of it, will be liable to account to the company for any gain which he
made either directly or indirectly as a result of the transaction, and to indemnify the
company for any loss or damage resulting from it (Companies Ordinance, section 1571).

Where a company enters into a transaction in breach of section 157H of the Companies
Ordinance, the following persons are guilty of a criminal offence:

(a) the company;

(b) any director who wilfully authorised or permitted the transaction to be entered into;
and

(c) any person who knowingly procured the company to enter into the transaction
(Companies Ordinance, section 157J).

The accounts which are to be laid before the company in general meeting must contain the
following particulars of every relevant loan:

(@) the name of the borrower;
(b) the terms of the loan including the rate of interest and the security for the loan;

(c) the amount outstanding on the loan, in respect of principal and interest, at the
beginning and at the end of the company’s financial year and the maximum amount
so outstanding during that financial year; and

(d) the amount of interest which has not been paid and the amount of any provision for
bad debts in respect of principal and/or interest (Companies Ordinance, section
161B(1)).

Group accounts must also disclose information concerning loans, guarantees and security
provided to an officer of a company by its subsidiary company (Companies Ordinance,
section 161B(4)).

It is the duty of the director to give notice in writing to the company of such matters relating
to himself as may be necessary for the purposes of section 161B. Any person who fails to
provide written notice shall be liable to a fine (Companies Ordinance, section 161C).

It should be noted that there are specific disclosure requirements for authorized financial
institutions (Companies Ordinance, section 161BA).

Disclosure of Share Transactions

470.52

470.53

Under the Securities (Disclosure of Interests) Ordinance (Cap. 396), a director, chief
executive or shadow director (as defined in section 2 of the Ordinance) of a listed company
has a duty to notify the company and The Stock Exchange of Hong Kong Limited (the
“Stock Exchange”) of his interest in shares or debentures of the listed company or any
associated corporation (as defined in the Ordinance).

Moreover, a director or chief executive or shadow director of a listed company is required to
notify the company and the Stock Exchange after the occurrence of any of the following
events within five days after the date on which the occurrence comes to knowledge of the
director or chief executive:

(@) any event in consequence of whose occurrence he becomes, or ceases to be,
interested in shares in, or debentures of, the listed company or any associated
corporation;
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(b) the entering into by him of a contract to sell any such shares or debentures;

(c) the assignment by him of a right granted to him by the listed company to subscribe for
shares in, or debentures of the company;

(d) the grant to him by another company, being an associated company, of a right to
subscribe for shares in, or debentures of that associated corporation, the exercise of
such right granted to him and the assignment by him of such a right so granted; or

(e) any event in consequence of which a company becomes an associated corporation
where he is immediately after the event interested in shares in, or debentures of the
company.

The notification must state the number or amount, and class of shares or debentures
involved (Securities (Disclosure of Interests) Ordinance).

A director or chief executive of a listed company is taken to be interested in any shares or
debentures in which his spouse, any child under the age of 18 or a company controlled by
him (in the manner specified in the Securities (Disclosure of Interests) Ordinance) is
interested.

The articles of association of a company may specify a share qualification for directors. A
director not already qualified is required to obtain his holding within two months of his
appointment, or such shorter time as may be fixed by the articles (Companies Ordinance,
section 155(1)).

Disclosure

470.57

470.58

Every listed company has a duty to keep a register of the holdings of directors and shadow
directors. The register is to be updated within three days after the receipt of the information.
If the company has granted a right to a director, chief executive or shadow director to
subscribe for shares in or debentures of the company, the register should also be updated
by the company with the details of the right within three days.

If the listed company is an authorized financial institution, it is also required to notify the
Commissioner of Banking of the information received by the next day.

Insider Dealing

470.59

470.60

470.61

470.62

470.63

The Securities (Insider Dealing) Ordinance 1990 has come into effect as from 1 September
1991, replacing Part XIIA of the Securities Ordinance, Cap. 333.

Under section 9 of the new Ordinance, insider dealing in relation to the listed securities of a
corporation takes place when, inter alia, a person who is “connected with the corporation”
(as defined in the Ordinance) and who is knowingly in possession of “relevant information”
(as defined in the Ordinance) deals in listed securities of the corporation or counsels or
procures another person to do so knowing or having reasonable cause to believe that such
person would deal in them. Relevant information is specific information about a corporation
which is not generally known to persons accustomed or likely to deal in the listed securities
of that corporation but which would materially affect the price of the securities if it were.

No transaction shall be void or voidable by reason only that it is an insider dealing
(Securities (Insider Dealing) Ordinance, section 14).

The Financial Secretary may require the Insider Dealing Tribunal, which is established
under this Ordinance to inquire into suspected insider dealing (Securities (Insider Dealing)
Ordinance, section 16).

Where a person has been identified in a written report by the Tribunal as an insider dealer,
the Tribunal may make any or all of the following orders:

(@) An order that the person shall not without the leave of the High Court, be a director or
a liquidator or a receiver or a manager of the property of a listed company or any
other specified company or in any way, whether directly or indirectly, be concerned or
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take part in the management of a listed company or any other specified company for
such period (not exceeding five years) as may be specified in the order;

(b)  An order that that person shall pay to the Government an amount not exceeding the
amount of any profit gained or loss avoided by that person as a result of the insider
dealing;

(c) An order imposing on that person a penalty of an amount not exceeding three times
the amount of any profit gained or loss avoided by any person as a result of the
insider dealing.

Stock Exchange

470.64 In addition to the statutory rules, The Stock Exchange of Hong Kong Limited in its Rules
Governing the Listing of Securities has produced a model code for directors of a listed
company as to directors’ dealings in their company’s shares.

Directors’ responsibilities
Fraudulent Trading

470.65 Directors, as persons involved in the carrying on of the company’s business, will be held
responsible should the company trade with intent to defraud creditors if they are knowingly
a party to such conduct, and may be liable to a fine, imprisonment or both (Companies
Ordinance, section 275).

Responsibilities of Directors of Holding or Subsidiary Companies

470.66 A subsidiary company’s directors should not act in accordance with the instructions of the
directors of the holding company unless they are satisfied that the act required to be done is
prudent and in the interests of the subsidiary: to act blindly in accordance with instructions
will expose those directors to liability in respect of breach of duty.

Theft Ordinance

470.67 Under the Theft Ordinance, criminal liability is imposed for obtaining property or pecuniary
advantage by deception and for false accounting. Where such an offence is committed by a
company with the consent or connivance of a director or other officer, that person will be
liable as well as the company. Also, an offence will be committed by an officer of a
company who, with the intention of deceiving members or creditors of the company,
publishes any written statement or account which he knows is or may be misleading, false
or deceptive in a material particular (Theft Ordinance, section 21).

Accounting Records
Contents

470.68 A company is required to keep accounting records, which are sufficient to show and explain
the company’s transactions (Companies Ordinance, section 121). More specifically they
must disclose:

(@) all sums of money received and expended and the matters in respect of which the
receipt and expenditure takes place;

(b) all sales and purchases of goods by the company; and
(c) the assets and liabilities of the company.

Proper books of account shall not be deemed to be kept if they do not give a true and fair
view of the state of the company’s affairs and explain its transactions (Companies
Ordinance, section 121(2)).

470.69 Failure to keep accounting records in accordance with section 121 may render a director of
the company liable to a fine, imprisonment or both (Companies Ordinance, section 121(4)).
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In addition to the statutory requirement to keep proper accounting records, the directors
have an overriding responsibility to ensure that they have adequate information to enable
them to discharge their duty to manage the company’s business.

The duty to manage the company’s business will involve ensuring that adequate control is
kept over its records and transactions, for example:

(@) cash;

(b)  debtors and creditors;

(c) stock and work in progress;
(d) capital expenditure; and
(e) major contracts.

The nature and extent of the accounting and management information needed to exercise
this control will depend upon the nature and extent of the company’s business.

Directors must also be aware of a company’s prospects. It may therefore be prudent to
prepare a plan against which the subsequent performance of the business can be
measured. Periodic management accounts assist in enabling the actual operating results
and cash position to be compared with the plan. Once again, the need for, the extent and
frequency of the preparation of such accounts and the level of management to which they
are presented will depend upon the size, scope and nature of the business.

Retention of Records

470.74

470.75

470.76

Accounting records are required to be kept at the company’s registered office or at such
other place as the directors think fit and such records must be open at all times to
inspection by the company’s directors. Special provisions apply where the records are kept
outside Hong Kong (Companies Ordinance, section 121(3)).

Subject to any directions in respect of the disposal of records in a winding up, the records
must be preserved for seven years from the end of the financial year to which the last entry
made or matter recorded therein relates (Companies Ordinance, section 121(3A)).

However, directors may feel that it is wise to keep documents for longer in view of the
periods which the law allows for legal actions to be brought. The main limitation periods are:

(a) in the case of actions founded on simple (ie. non specialty) contract or tort (except for
personal injury) six years from the date on which the cause of action arose;

(b) in the case of specialty contracts (ie. contracts under seal), 12 years from the date on
which the cause of action arose;

(c) in cases of damages in respect of personal injury, three years from the date the
cause of action became apparent;

(d)  where the facts relevant to a cause of action for negligence are not known at the date
on which the cause of action accrued, the time limit for an action for latent damage
not including personal injury, subject to a maximum limit of 15 years for the negligent
act (Limitation Ordinance, sections 31 and 32), will be the later of:

(i) six years from the date on which the cause of action accrued; or

(i)  three years from the earliest date on which the plaintiff, or any person in whom
the cause of action was vested before him, had the knowledge required to bring
an action and a right to bring such action.
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Every person (including companies) carrying on a trade, profession or business in Hong
Kong is required to keep sufficient records of his income and expenditure to enable the
assessable profit of such trade, profession or business to be readily assessed and shall
retain such records for a period of not less than seven years after the completion of the
transactions, acts, or operation to which they relate (Inland Revenue Ordinance, section
51C(1)).

Annual Accounts

470.78

Directors have a number of responsibilities in relation to the preparation and filing of annual
accounts and returns.

Shares and Dividends

Share Issues

470.79

Shares cannot be allotted by directors unless they are authorised to do so either by the
company in general meetings except in the case of an allotment to the subscribers to the
memorandum and an allotment under a pro-rata offer by the company to the members (ie. a
rights issue).

Financial Assistance

470.80

470.81

470.82

470.83

470.84

470.85

The Companies (Amendment) Ordinance 1991 (No. 77 of 1991) (the “Amendment
Ordinance”) has come into effect as from 1 September 1991.

The Ordinance makes substantial amendments to the Companies Ordinance as to the
giving of financial assistance for the purchase of its own shares. The Ordinance also
contains provisions for the redemption and purchase by a company of its own shares, and
provisions relating to distribution of profits as assets. Section 49 of the Amendment
Ordinance contains detailed provisions for the redemption or purchase by a company of its
shares. The redemption or purchase of shares must normally be made out of distributable
profits or out of the proceeds of a fresh issue of shares made for that purpose, but private
companies are in certain cases allowed to make the redemption or purchase out of capital.

Under the old section 48 of the Companies Ordinance, the company was prohibited either
directly or indirectly, from giving financial assistance to any person to acquire shares in the
company. Such assistance would represent an unauthorised reduction in capital.

Although section 47A of the Amendment Ordinance replacing the old section 48 of the
Companies Ordinance still generally prohibits financial assistance, certain transactions are
now permitted provided that the funds applied in the acquisition do not result in a reduction
of the net assets, or derive from distributable profits of the company. Distributable profits
are now defined by section 47B of the Amendment Ordinance. This provision is important
both for the purposes of financial assistance, and for the declaration of a dividend by the
company which can only be made out of profit (see Note 2 below).

Section 47D of the Amendment Ordinance permits listed companies to give financial
assistance only if either the net assets are not reduced or, if they are reduced, the
assistance comes from the distributable profits of the company. Sections 47E to 48 of the
Amendment Ordinance set up the conditions that are required for unlisted companies to
give assistance. The principle for unlisted companies is similar to that for listed companies,
ie. they may give financial assistance only if either the net assets are not reduced, or if they
are reduced, the assistance comes from the distributable profits of the company.

Detailed provisions contained in section 47 of the Amendment Ordinance must be
consulted to determine whether or not the company can use its funds in acquiring its own
shares.

Note 2:

“Distribution” is defined in section 79A and “Distributable profits” is defined in section 47B of the Amendment
Ordinance.
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Public Issues

470.86

470.87

470.88

470.89

470.90

When a company wishes to make a public issue of its shares for the first time, or to make
subsequent offering to the public, there are several methods that it may use. The purpose
of this section is to examine the duties placed upon the company’s directors with regard to
the issue of a prospectus or similar documents, rather than to attempt to provide guidance
on the methods of making a public offer. The marketing of public issues is controlled by,
inter alia, including the Protection of Investors Ordinance, the Securities Ordinance, the
Companies Ordinance and the Rules Governing the Listing of Securities made by The
Stock Exchange of Hong Kong Limited.

The Protection of Investors Ordinance provides that it is an offence by fraudulent or
reckless misrepresentation to induce another person, inter alia, to enter into an agreement
with a view to acquiring or subscribing securities. Equally it is an offence to issue an
advertisement or invitation to enter into an agreement with a view to acquiring or
subscribing for securities, subject to various exceptions, including the issue of a prospectus
which complies with or is exempt from compliance with Part Il of the Companies Ordinance.

The offering of shares to the public in a Hong Kong company is controlled by Part Il of the
Companies Ordinance. There are specific requirements controlling the form of prospectus
(Companies Ordinance, section 38 and the Third Schedule). In certain circumstances,
these requirements may be relaxed provided that an appropriate certificate of exemption
has been obtained from the Registrar (Companies Ordinance, section 38A). Furthermore no
extract or abridged version of the prospectus may be published, subject to certain
exceptions (Companies Ordinance, section 38B). A prospectus must be delivered to the
Registrar for registration prior to its issue. A prospectus may not be registered with respect
to an intended company (Companies Ordinance, section 38D(4)), and the Registrar retains
a general discretion to refuse a prospectus registration if it fails to comply in all respects
with the Ordinance or contains any information likely to mislead or is misleading in the form
and context in which it is included.

Directors may incur civil liability for any damage sustained as a result of any untrue
statements in a prospectus by a person who subscribes for shares or debentures
(Companies Ordinance, section 40(1)). A director may also face criminal liability for untrue
statements in a prospectus (Companies Ordinance, section 40A). Any document whereby a
company allots or agrees to allot any shares in or debentures of the company for sale to the
public is deemed to be a prospectus issued by the company (Companies Ordinance,
section 41). The provisions controlling the allotment of shares are also set out in detail
(Companies Ordinance, sections 42 to 45).

Public company directors must consider the provisions of the Securities Ordinance. Section
72 of the Securities Ordinance prescribes the way in which an offer may be made by a
dealer in securities and section 74 of the Securities Ordinance prohibits the hawking of
securities to any member of the public subject to certain exemptions. Under section 147 of
the Securities Ordinance if a corporation commits an offence under the Securities
Ordinance with the consent or connivance, or which is attributable to any neglect on the
part of a director, such director is guilty of an offence.

Stock Exchange Listing

470.91

470.92

The complex rules in relation to the public listing of shares on the Stock Exchange are
beyond the scope of this work and are set out in great detail in the Rules Governing the
Listing of Securities issued by The Stock Exchange of Hong Kong Limited pursuant to the
Stock Exchange Unification Ordinance.

Once listing has been granted, the company is required to prepare an interim report which
sets out specific information relating to the company’s activities and profit and loss during
the relevant six month period. The interim report must be either sent to shareholders or
advertised within four months at the end of the period to which it relates (Rules Governing
the Listing of Securities).
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Takeovers and Mergers

470.93

With respect to a listed company, relevant takeover, merger or offer transactions are
required to be notified to the Stock Exchange pursuant to Chapter 14 of the Rules
Governing the Listing of Securities and must comply with the provisions of the Hong Kong
Code on Takeovers and Mergers and Shares Repurchases which sets out rules of conduct
with respect of the making of a takeover offer.

Taxation

470.94

470.95

The directors are responsible for the maintenance and retention of the company’s tax
records (see paragraph 470.77 above). Normally the tasks of computing tax and making the
proper returns will be delegated. The fact that a task may be delegated will not relieve a
director of all responsibility. If it is delegated, a director must ensure that the person
concerned is suitable for the job and the director should reasonably monitor the work. In
any event, a director may, depending on all the circumstances, rely on co-directors and the
officers of the company but such reliance should not be totally unquestioning (re City
Equitable Fire Insurance Co).

The principal taxes with which directors will be concerned is the company’s profits tax.

Inspection of a Company’s Books and Papers

470.96

The Financial Secretary may at any time, if he thinks there is good reason to do so, order
the inspection of a company’s books and papers. This power includes the right to take
copies from any such documents, require an explanation of them from any past or present
officer or employee of the company and to obtain a warrant for the entry and search of
premises where the documents might reasonably be expected to be found (Companies
Ordinance, section 152A). Books and papers include all accounts, deeds, writings and
documents of the company. Any company or person who fails to comply with a requirement
to produce books or papers or to provide any explanations as to them is liable to criminal
penalties.

Investigation of a Company’s Affairs

470.97

The Financial Secretary must appoint inspectors to investigate and report on the affairs of a
company when ordered to do so by the Court and may make such an appointment in a
number of situations (Companies Ordinance, section 143). The situations of particular
relevance to directors are, if it appears that:

(a) the business of the company is being or has been conducted with the intent of
defrauding its own creditors, the creditors of any other person or for another
fraudulent or unlawful purposes;

(b)  the company was formed for a fraudulent or unlawful purpose;

(c) the promoters or officers of the company have been guilty of fraud, misfeasance or
other misconduct towards the company or its members; or

(d) the company’s members have not been given all the information which they might
reasonably expect.

The Financial Secretary may also appoint inspectors on the application of members of a
company if the company passes a special resolution declaring that affairs ought to be
investigated.
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It is the duty of all officers and agents of the company to give inspectors all assistance
which they are reasonably able to give, including the production of company books and
documents, and they may be examined on oath by the inspectors. An inspector may also
require a director, past or present, to produce any documents relating to his own bank
account, if the inspector has reasonable grounds for believing that receipts and payments
which should have been disclosed in the company’s accounts have been passed through
the director’s account. Any officer or agent of the company who fails to assist an inspector
may be reported to the High Court and punished as if he had been in contempt of Court.

The Financial Secretary has wide powers to investigate the ownership of a listed company
whenever he thinks there is good reason to do so for the purpose of determining the true
persons who are or have been financially interested in the success or failure (real or
apparent) of the company or able to control or materially to influence its policy (Securities
(Disclosure of Interests) Ordinance).

If it appears to the Financial Secretary that there have been breaches of the requirements
concerning directors’ share dealings or of the duty of directors to notify interests in shares
and debentures, he may investigate in order to establish whether or not such breaches
have occurred (Securities (Disclosure of Interests) Ordinance).

Personal Liability

470.101

470.102

470.103

470.104

Where a liquidator has been appointed, he will take over full control of the running of the
company from the directors until it is dissolved. However, directors should bear in mind that
they can be held personally liable for a variety of circumstances occurring both prior to and
after the commencement of winding up proceedings, including:

a) trading with intent to defraud creditors;

b misapplication of company money or property or other breach of duty or trust;

d

(
(b)
(c) concealing company property and falsifying its books;
(d) failing to keep proper accounting records;

(e)

e acting as a director or being involved in any way in the promotion, formation or

management of any company or business carried on under a prohibited name; or
(f)  failing to provide a statement of affairs.
These are discussed in paragraphs 490.102 to 490.105 below.

Trading with intent to defraud creditors: in addition to the criminal offence created by the
Companies Ordinance, section 275 (see paragraph 490.65 above), in the case of a
company in the course of winding up, the liquidator can apply to the court for a declaration
that persons knowingly party to trading with intent to defraud creditors be liable to make a
contribution to the company’s assets.

Misapplication of company money or property or other breach of duty or trust: the liquidator,
official receiver or any creditor or contributory may apply to the court for the examination of
a director or officer or past director, if it appears that he has misapplied or obtained or
become accountable for any money or other property of the company or been guilty of any
misfeasance or breach of duty in relation to the company. The court may then order a
delinquent director to repay or restore company money or property or make other
reparations.

Concealing or disposing of company property and falsifying its books: when a company is in
voluntary or compulsory liquidation, any past or present officer of the company (including a
shadow director), commits an offence and will be liable to a fine, imprisonment or both, if he
has:

(@) committed fraud in anticipation of winding up;
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(b) been involved in any transaction in fraud of creditors (Companies Ordinance, section
275);

(c) committed misconduct in the course of winding up (Companies Ordinance, section
271); or

(d) falsified company books (Companies Ordinance, section 272).

470.105 Failing to provide a statement of affairs: in a creditors’ voluntary liquidation the directors are
required to prepare and verify by affidavit a statement as to the affairs of the company in a
prescribed form, and to lay it before a meeting of creditors (Companies Ordinance, section
241). Directors failing to comply with their obligations under the above sections will be liable
to a fine and, for continued contravention, to a daily default fine.

177 COE



CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

DEFINITIONS

In this Code of Ethics for Professional Accountants the following expressions have the following
meanings assigned to them:

Acceptable level

Advertising

Assurance client

Assurance
engagement

Assurance team

A level at which a reasonable and informed third party would be likely to
conclude, weighing all the specific facts and circumstances available to the
professional accountant at that time, that compliance with the fundamental
principles is not compromised.

The communication to the public of information as to the services or skills
provided by professional accountants in public practice with a view to procuring
professional business.

The responsible party that is the person (or persons) who:
(a) Inadirect reporting engagement, is responsible for the subject matter; or

(b) In an assertion-based engagement, is responsible for the subject matter
information and may be responsible for the subject matter.

An engagement in which a professional accountant in public practice expresses a
conclusion designed to enhance the degree of confidence of the intended users
other than the responsible party about the outcome of the evaluation or
measurement of a subject matter against criteria.

(For guidance on assurance engagements see the Hong Kong Framework for
Assurance Engagements which describes the elements and objectives of an
assurance engagement and identifies engagements to which Hong Kong
Standards on Auditing (HKSAs), Hong Kong Standards on Review Engagements
(HKSREs) and Hong Kong Standards on Assurance Engagements (HKSAEs)

apply.)

(a) All members of the engagement team for the assurance engagement;

(b)  All others within a firm who can directly influence the outcome of the
assurance engagement, including:

(i) those who recommend the compensation of, or who provide direct
supervisory, management or other oversight of the assurance
engagement partner in connection with the performance of the
assurance engagement;

(i) those who provide consultation regarding technical or industry
specific issues, transactions or events for the assurance
engagement; and

(i) those who provide quality control for the assurance engagement,
including those who perform the engagement quality control review
for the assurance engagement.
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An entity in respect of which a firm conducts an audit engagement. When the
client is a listed entity, audit client will always include its related entities. When the
audit client is not a listed entity, audit client includes those related entities over
which the client has direct or indirect control.

A reasonable assurance engagement in which a professional accountant in public
practice expresses an opinion whether financial statements are prepared, in all
material respects (or give a true and fair view or are presented fairly, in all
material respects,), in accordance with an applicable financial reporting
framework, such as an engagement conducted in accordance with Hong Kong
Standards on Auditing. This includes a Statutory Audit, which is an audit required
by legislation or other regulation.

(a) All members of the engagement team for the audit engagement;

(b)  All others within a firm who can directly influence the outcome of the audit
engagement, including:

(i)  Those who recommend the compensation of, or who provide direct
supervisory, management or other oversight of the engagement
partner in connection with the performance of the audit engagement
including those at all successively senior levels above the
engagement partner through to the individual who is the firm’s Senior
or Managing Partner (Chief Executive or equivalent);

(i)  Those who provide consultation regarding technical or industry-
specific issues, transactions or events for the engagement; and

(i) Those who provide quality control for the engagement, including
those who perform the engagement quality control review for the
engagement; and

(c)  All those within a network firm who can directly influence the outcome of the
audit engagement.

A parent, child or sibling who is not an immediate family member.

A fee calculated on a predetermined basis relating to the outcome of a transaction or
the result of the services performed by the firm. A fee that is established by a court or
other public authority is not a contingent fee.

A financial interest:

. Owned directly by and under the control of an individual or entity (including
those managed on a discretionary basis by others); or

. Beneficially owned through a collective investment vehicle, estate, trust or
other intermediary over which the individual or entity has control, or the
ability to influence investment decisions.
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Those charged with the governance of an entity, or acting in an equivalent
capacity, regardless of their title, which may vary from jurisdiction to jurisdiction.

The partner or other person in the firm who is responsible for the engagement
and its performance, and for the report that is issued on behalf of the firm, and
who, where required, has the appropriate authority from a professional, legal or
regulatory body.

A process designed to provide an objective evaluation, on or before the report is
issued, of the significant judgments the engagement team made and the
conclusions it reached in formulating the report.

All partners and staff performing the engagement, and any individuals engaged
by the firm or a network firm who perform assurance procedures on the
engagement. This excludes external experts engaged by the firm or a network
firm.

A professional accountant in public practice currently holding an audit
appointment or carrying out accounting, taxation, consulting or similar
professional services for a client.

An individual (who is not a partner or a member of the professional staff, including
temporary staff, of the firm or a network firm) or organization possessing skills,
knowledge and experience in a field other than accounting or auditing, whose
work in that field is used to assist the professional accountant in obtaining
sufficient appropriate evidence.

An interest in an equity or other security, debenture, loan or other debt instrument
of an entity, including rights and obligations to acquire such an interest and
derivatives directly related to such interest.

A structured representation of historical financial information, including related
notes, intended to communicate an entity’'s economic resources or obligations at
a point in time or the changes therein for a period of time in accordance with a
financial reporting framework. The related notes ordinarily comprise a summary of
significant accounting policies and other explanatory information. The term can
relate to a complete set of financial statements, but it can also refer to a single
financial statement, for example, a balance sheet, or a statement of revenues and
expenses, and related explanatory notes.

In the case of a single entity, the financial statements of that entity. In the case of
consolidated financial statements, also referred to as group financial statements,
the consolidated financial statements.

180 COE



Firm

Historical
financial
information

Immediate family

Independence

Indirect financial
interest

Key audit partner

Listed entity

CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

(@) Asole practitioner, partnership or corporation of professional accountants;

(b)  An entity that controls such parties, through ownership, management or
other means; and

(c) An entity controlled by such parties, through ownership, management or
other means.

Information expressed in financial terms in relation to a particular entity, derived
primarily from that entity’s accounting system, about economic events occurring
in past time periods or about economic conditions or circumstances at points in
time in the past.

A spouse (or equivalent) or dependent.

Independence is:

(@) Independence of mind — the state of mind that permits the expression of a
conclusion without being affected by influences that compromise
professional judgment, thereby allowing an individual to act with integrity,
and exercise objectivity and professional skepticism

(b) Independence in appearance — the avoidance of facts and circumstances
that are so significant that a reasonable and informed third party would be
likely to conclude, weighing all the specific facts and circumstances, that a
firm’s, or a member of the audit or assurance team’s, integrity, objectivity
or professional skepticism has been compromised.

A financial interest beneficially owned through a collective investment vehicle,
estate, trust or other intermediary over which the individual or entity has no
control or ability to influence investment decisions.

The engagement partner, the individual responsible for the engagement quality
control review, and other audit partners, if any, on the engagement team who
make key decisions or judgments on significant matters with respect to the audit
of the financial statements on which the firm will express an opinion. Depending
upon the circumstances and the role of the individuals on the audit, “other audit
partners” may include, for example, audit partners responsible for significant
subsidiaries or divisions.

An entity whose shares, stock or debt are quoted or listed on a recognized stock
exchange, or are marketed under the regulations of a recognized stock exchange
or other equivalent body.
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A larger structure:
(@) Thatis aimed at co-operation; and

(b)  That is clearly aimed at profit or cost sharing or shares common ownership,
control or management, common quality control policies and procedures,
common business strategy, the use of a common brand-name, or a
significant part of professional resources.

A firm or entity that belongs to a network.

A distinct sub-group, whether organized on geographical or practice lines.

An individual who is a member of the Hong Kong Institute of Certified Public
Accountants.

A professional accountant employed or engaged in an executive or non-executive
capacity in such areas as commerce, industry, service, the public sector,
education, the not for profit sector, regulatory bodies or professional bodies, or a
professional accountant contracted by such entities.

A professional accountant, irrespective of functional classification (e.g., audit, tax
or consulting) in a firm that provides professional services. This term is also used
to refer to a firm of professional accountants in public practice.

Services requiring accountancy or related skills performed by a professional
accountant including accounting, auditing, taxation, management consulting and
financial management services.

(@) Alisted entity; and

(b)  An entity (a) defined by regulation or legislation as a public interest entity or
(b) for which the audit is required by regulation or legislation to be
conducted in compliance with the same independence requirements that
apply to the audit of listed entities. Such regulation may be promulgated by
any relevant regulator, including an audit regulator.

An entity that has any of the following relationships with the client:

(@) An entity that has direct or indirect control over the client if the client is
material to such entity;

(b) An entity with a direct financial interest in the client if that entity has
significant influence over the client and the interest in the client is material
to such entity;

(c) An entity over which the client has direct or indirect control;

(d) An entity in which the client, or an entity related to the client under (c)
above, has a direct financial interest that gives it significant influence over
such entity and the interest is material to the client and its related entity in
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(c); and

(e) An entity which is under common control with the client (a “sister entity”) if
the sister entity and the client are both material to the entity that controls
both the client and sister entity.

An entity in respect of which a firm conducts a review engagement.

An assurance engagement, conducted in accordance with Hong Kong Standards
on Review Engagements or equivalent, in which a professional accountant in
public practice expresses a conclusion on whether, on the basis of the
procedures which do not provide all the evidence that would be required in an
audit, anything has come to the accountant’s attention that causes the accountant
to believe that the financial statements are not prepared, in all material respects,
in accordance with an applicable financial reporting framework.

(@) All members of the engagement team for the review engagement; and

(b)  All others within a firm who can directly influence the outcome of the review
engagement, including:

(i)  Those who recommend the compensation of, or who provide direct
supervisory, management or other oversight of the engagement
partner in connection with the performance of the review engagement
including those at all successively senior levels above the
engagement partner through to the individual who is the firm’s Senior
or Managing Partner (Chief Executive or equivalent);

(i) Those who provide consultation regarding technical or industry
specific issues, transactions or events for the engagement; and

(i) Those who provide quality control for the engagement, including
those who perform the engagement quality control review for the
engagement; and

(c)  All those within a network firm who can directly influence the outcome of the
review engagement.

Financial statements prepared in accordance with a financial reporting framework
designed to meet the financial information needs of specified users.

The persons with responsibility for overseeing the strategic direction of the entity
and obligations related to the accountability of the entity. This includes overseeing
the financial reporting process.
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Effective Date

The Code is effective on 1 January 2011; early adoption is permitted. The Code is subject to the
following transitional provisions:

Public Interest Entities

1.

Section 290 of the Code contains additional independence provisions when the audit or review
client is a public interest entity. The additional provisions that are applicable because of the new
definition of a public interest entity or the guidance in paragraph 290.26 are effective on 1
January 2012. For partner rotation requirements, the transitional provisions contained in
paragraphs 2 and 3 below apply

Partner Rotation

2.

3.

For a partner who is subject to the rotation provisions in paragraph 290.151 because the
partner meets the definition of the new term “key audit partner,” and the partner is neither the
engagement partner nor the individual responsible for the engagement quality control review,
the rotation provisions are effective for the audits or reviews of financial statements for years
beginning on or after 15 December 2011. For example, in the case of an audit client with a
calendar year-end, a key audit partner, who is neither the engagement partner nor the individual
responsible for the engagement quality control review, who had served as a key audit partner
for seven or more years (i.e., the audits of 2003 — 2010), would be required to rotate after
serving for one more year as a key audit partner (i.e., after completing the 2011 audit).

For an engagement partner or an individual responsible for the engagement quality control
review who immediately prior to assuming either of these roles served in another key audit
partner role for the client, and who, at the beginning of the first fiscal year beginning on or after
15 December 2010, had served as the engagement partner or individual responsible for the
engagement quality control review for six or fewer years, the rotation provisions are effective for
the audits or reviews of financial statements for years beginning on or after 15 December 2011.
For example, in the case of an audit client with a calendar year-end, a partner who had served
the client in another key audit partner role for four years (i.e., the audits of 2002-2005) and
subsequently as the engagement partner for five years (i.e., the audits of 2006-2010) would be
required to rotate after serving for one more year as the engagement partner (i.e., after
completing the 2011 audit).

Non-assurance services

4.

Paragraphs 290.156-290.219 address the provision of non-assurance services to an audit or
review client. If, at the effective date of the Code, services are being provided to an audit or
review client and the services were permissible under the June 2005 Code (revised July 2006)
but are either prohibited or subject to restrictions under the revised Code, the firm may continue
providing such services only if they were contracted for and commenced prior to 1 January
2011, and are completed before 1 July 2011.

Fees — Relative Size

5.

Paragraph 290.222 provides that, in respect of an audit or review client that is a public interest
entity, when the total fees from that client and its related entities (subject to the considerations
in paragraph 290.27) for two consecutive years represent more than 15% of the total fees of the
firm expressing the opinion on the financial statements, a pre- or post-issuance review (as
described in paragraph 290.222) of the second year's audit shall be performed. This
requirement is effective for audits or reviews of financial statements covering years that begin
on or after 15 December 2010. For example, in the case of an audit client with a calendar year
end, if the total fees from the client exceeded the 15% threshold for 2011 and 2012, the pre- or
post-issuance review would be applied with respect to the audit of the 2012 financial statements.
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Compensation and Evaluation Policies

6. Paragraph 290.229 provides that a key audit partner shall not be evaluated or compensated
based on that partner’'s success in selling non-assurance services to the partner’s audit client.
This requirement is effective on 1 January 2012. A key audit partner may, however, receive
compensation after 1 January 2012 based on an evaluation made prior to 1 January 2012 of
that partner’s success in selling non-assurance services to the audit client.
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APPENDIX 1

Sample Code of Conduct under the Prevention of Bribery
Ordinance

Introduction

The (name of company) (hereafter referred to as the Company) regards honesty, integrity and
fair play as our core values that must be upheld by all directors and staff ®of the Company at all
times. This Code sets out the basic standard of conduct expected of all directors and staff, and
the Company’s policy on acceptance of advantage and handling of conflict of interest when
dealing with the Company’s business.

Prevention of Bribery

Prevention of Bribery Ordinance

2.

Under the Prevention of Bribery Ordinance (the Ordinance), any director or staff member who,
without the permission of his employer or principal (i.e. the Company), solicits or accepts an
advantage as a reward or inducement for doing any act or showing favour in relation to the
latter’'s business, commits an offence. The person offering the advantage also commits an
offence.

(The relevant provisions of Section 9 of the Ordinance and the definition of “advantage” are detailed at
Annex 1.)

Acceptance of Advantage

3.

It is the Company’s policy that directors and staff, in their private capacity, should not solicit or
accept an advantage from any person, company or organization having business dealings with
the Company, except that they may accept (but not solicit) the following advantages when
offered on a voluntary basis:

(a) advertising or promotional gifts or souvenirs of a nominal value; or

(b) gifts given on festive or special occasions, subject to a maximum limit of $
in value; or

(c) discounts or other special offers given by any person or company to them as
customers, on terms and conditions equally applicable to other customers in general;
or

(d) gifts or souvenirs of nominal value presented to them in official functions.

No director or staff member should, in his/her private capacity, accept any advantage from a
subordinate, except those mentioned in paragraphs (a) and (b) above.

Gifts or souvenirs described in paragraph 3(d) above are deemed as offers to the Company.
The directors and staff members concerned should report the acceptance to the Company and
seek direction as to how to handle the gifts or souvenirs from the approving authority 6 using
Form A (Annex 2). If a director or staff member wishes to accept any advantage not covered in
paragraph 3, he/she should also seek permission from the approving authority using Form A.

5

“Staff” cover full-time, part-time and temporary staff, except where specified.

6 Specify the post of the approving authority in the Code and the Form.
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5. However, a director or staff member should decline an offer of advantage if acceptance could
affect his/her objectivity in conducting the Company’s business or induce him/her to act against
the interest of the Company, or acceptance will likely lead to perception or allegation of
impropriety.

6. If a director or staff member has to act on behalf of a client in the course of carrying out the
Company’s business, he/she should also comply with any additional restrictions on acceptance
of advantage that may be set by the client.

Offer of Advantage

7. Directors and staff are prohibited from offering advantages to any director or staff of another
company or organization, for the purpose of influencing such person or company in any
dealings, or any public official, whether directly or indirectly through a third party, when
conducting the Company’s business.

Entertainment

8. As defined in Section 2 of the Ordinance, “entertainment” refers to food or drink provided for
immediate consumption on the occasion, and any other entertainment provided at the same
time. Although entertainment is an acceptable form of business and social behaviour, a director
or staff member should avoid accepting overly lavish or frequent entertainment from persons
with whom the Company has business dealings (e.g. suppliers or contractors) or from his/her
subordinates to avoid placing himself/herself in a position of obligation.

Records, Accounts and other Documents

9. Directors and staff should ensure that all records, receipts, accounts or other documents they
submit to the Company, give a true representation of the events or business transactions as
shown in the documents. Intentional use of documents containing false information to deceive
or mislead the Company, regardless of whether there is any gain or advantage involved, may
constitute an offence under the Ordinance.

Compliance with Laws of Hong Kong and in Other Jurisdictions

10. Directors or staff must comply with all local laws and regulations when conducting the
Company’s business, and also those in other jurisdictions when conducting business there.

Conflict of Interest

11.  Directors and staff should avoid any conflict of interest situation (i.e. situation where their private
interest conflicts with the interest of the Company) or the perception of such conflicts. They
should not misuse their position or authority in the Company to pursue their own private
interests which include both financial or personal interests and those of their family members,
relatives or close personal friends. When actual or potential conflict of interest arises, the
director or staff member should make a declaration to the management through the reporting
channel using Form B (Annex 3).

12.  Some common examples of conflict of interest are described below but they are by no means
exhaustive:

(a) A staff member involved in a procurement exercise is closely related to or has

financial interest in the business of a supplier who is being considered for selection by
the Company.
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(b) One of the candidates under consideration in a recruitment or promotion exercise is a
family member, a relative or a close personal friend of the staff member involved in
the process.

(c) A director of the Company has financial interest in a company whose quotation or
tender is under consideration by the Board.

(d) A staff member (full-time or part-time) undertaking part-time work with a contractor
whom he is responsible for monitoring.

Use of Company Assets

13. Directors and staff in charge of or having access to any Company assets, including funds,
property, information, and intellectual property, should use them solely for the purpose of
conducting the Company’s business. Unauthorized use, such as misuse for personal gain, is
strictly prohibited.

Confidentiality of Information

14. Directors and staff should not disclose any classified information of the Company without
authorization or misuse any Company information (e.g. unauthorized sale of the information).
Those who have access to or are in control of such information, including information in the
Company’s computer system, should at all times protect the information from unauthorized
disclosure or misuse. Special care should also be taken in the use of any personal data,
including directors’, staff's and customers’ personal data, to ensure compliance with the
Personal Data (Privacy) Ordinance (Cap. 486).

Outside Employment
15.  Any full time staff who wish to take up employment outside the Company, must seek the prior
written approval of the approving authority. The approving authority should consider whether

the outside employment would give rise to a conflict of interest with the staff's duties or the
interest of the Company.

Relationship with Suppliers, Contractors and Customers

Gambling

16. Directors and staff are advised not to engage in frequent gambling activities (e.g. mahjong) with
persons having business dealings with the Company.

Loans

17. Directors and staff should not accept any loan from, or through the assistance of, any individual
or organization having business dealings with the Company. There is however no restriction on
borrowing from licensed banks or financial institutions.

[The Company may wish to include other guidelines on the conduct required of directors and staff in

their dealings with suppliers, contractors, customers, and other business partners as appropriate to
specific trades.]
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Compliance with the Code

18.

19.

20.

It is the responsibility of every director and staff member of the Company to understand and
comply with this Code, whether performing his company duties in or outside Hong Kong.
Managers and supervisors should also ensure that the staff under their supervision understand
well and comply with this Code.

Any director or staff member in breach of this Code will be subject to disciplinary action,
including termination of appointment. In cases of suspected corruption a report should be made
to the ICAC and other criminal offences, to the appropriate authority.

Any enquiries about this Code or reports of possible breaches of this Code should be made to
(post of designated senior staff).

(Name of Company)
Date:
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Annex 1

CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

Extracts of the Prevention of Bribery Ordinance

Section 9

(1) Any agent who, without lawful authority or reasonable
excuse, solicits or accepts any advantage as an
inducement to or reward for or otherwise on account of
his —

(a) doing or forbearing to do, or having done or
forborne to do, any act in relation to his
principal’s affairs or business; or

(b) showing or forbearing to show, or having
shown or forborne to show, favour or disfavour
to any person in relation to his principal’s
affairs or business,

shall be guilty of an offence.

(2) Any person, who, without lawful authority or
reasonable excuse, offers any advantage to any agent
as an inducement to or reward for or otherwise on
account of the agent’s —

(a) doing or forbearing to do, or having done or
forborne to do, any act in relation to his
principal’s affairs or business; or

(b) showing or forbearing to show, or having
shown or forborne to show, favour or disfavour
to any person in relation to his principal’s
affairs or business,

shall be guilty of an offence.

3) Any agent who, with intent to deceive his principal,
uses any receipt, account or other document —

(a) in respect of which the principal is interested;
and

(b) which contains any statement which is false or
erroneous or defective in any material
particular; and

(c) which to his knowledge is intended to mislead
the principal,

shall be guilty of an offence.

(4) If an agent solicits or accepts an advantage with the
permission of his principal, being permission which
complies with subsection (5), neither he nor the person
who offered the advantage shall be guilty of an offence
under subsection (1) or (2).

(5) For the purpose of subsection (4) permission shall —

(a) be given before the advantage is offered,
solicited or accepted; or

(b) in any case where an advantage has been
offered or accepted without prior permission,
be applied for and given as soon as reasonably
possible after such offer or acceptance,

and for such permission to be effective for the purpose of
subsection (4), the principal shall, before giving such
permission, have regard to the circumstances in which it is
sought.

Section 2

‘Advantage’ means :

(a)

(b)
()

(d)

(e)

®

any gift, loan, fee, reward or commission
consisting of money or of any valuable security or
of other property or interest in property of any
description;

any office, employment or contract;

any payment, release, discharge or liquidation of
any loan, obligation or other liability, whether in
whole or in part;

any other service, or favour (other than
entertainment), including protection from any
penalty or disability incurred or apprehended or
from any action or proceedings of a disciplinary,
civil or criminal nature, whether or not already
instituted;

the exercise or forbearance from the exercise of
any right or any power or duty; and

any offer, undertaking or promise, whether
conditional or unconditional, of any advantage
within the meaning of any of the preceding
paragraphs (a), (b), (c), (d) and (e),

but does not include an election donation within the meaning of
the Elections (Corrupt and lllegal Conduct) Ordinance (10 of
2000), particulars of which are included in an election return in
accordance with that Ordinance.

‘Entertainment’ means :

The provision of food or drink, for consumption on the occasion
when it is provided, and of any other entertainment connected
with, or provided at the same time as, such provisions.

Section 19

In any proceedings for an offence under this Ordinance, it shall
not be a defence to show that any such advantage as is
mentioned in this Ordinance is customary in any profession,
trade, vocation or calling.
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Annex 2
CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS Form A

(Company Name)
REPORT ON GIFTS RECEIVED

Part A —To be completed by Receiving Staff
To: (Approving Authority)

Description of Offeror :
Name & Title of Offeror :

Company :

Relationship (Business / Personal) :

Occasion on which the Gift
was / is to be received :

Description & (assessed) value of the Gift :

Suggested Method of Disposal : Remark
Retain by the Receiving Staff

Retain for Display / as a Souvenir in the Office

Share among the Office

Reserve as Lucky Draw Prize at Staff Function

Donate to a Charitable Organization

()
()
()
()
()
()

Return to Offeror

() Others (please specify) :

(Name of Receiving Staff)
(Date) (Title)

Part B — To be completed by Approving Authority
To: (Name of Receiving Staff)

The recommended method of disposal is *approved / not approved. *The gift(s) concerned should be
disposed of by way of :

(Name of Approving Authority)
(Date) (Title)

* Delete as appropriate.
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CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS Annex 3
Form B
(Company Name)
Declaration of Conflict of Interest
Part A — Declaration (To be completed by Declaring Staff)

To: (Approving Authority) via (supervisor of the Declaring Staff)

| would like to report the following actual/potential* conflict of interest situation arising during the
discharge of my official duties:-

Persons/companies with whom/which | have official dealings

My relationship with the persons/companies (e.g. relative)

Relationship of the persons/companies with our Company (e.g. supplier)

Brief description of my duties which involved the persons/companies (e.g. handling of
tender exercise)

(Name of Declaring Staff)
(Date) (Title / Department)

Part B — Acknowledgement (To be completed by Approving Authority)
To: (Declaring Staff) via (supervisor of the Declaring Staff)

Acknowledgement of Declaration

The information contained in your declaration form of (Date) is noted. It has been decided

that:-

a You should refrain from performing or getting involved in performing the work, as described
in Part A, which may give rise to a conflict.

a You may continue to handle the work as described in Part A, provided that there is no
change in the information declared above, and you must uphold the Company’s interest
without being influenced by your private interest.

(N Others (please specify) :

(Name of Approving Authority)
(Date) (Title / Department)

* Delete as appropriate.
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CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS

APPENDIX 2

Comparison with
The IESBA Code of Ethics for Professional Accountants

Since 2005, the Institute has adopted the IESBA Code of Ethics for Professional Accountants (IESBA
Code) as the ethical requirements for its members. Additional guidance has been incorporated to
reflect local or legal requirements in Hong Kong. This version of the Code of Ethics for Professional
Accountants is based on the IESBA Code issued in July 2009.

This comparison appendix, which was prepared as at June 2010 and deals only with significant
differences in the Code of Ethics for Professional Accountants with the IESBA Code, is produced for
information only and does not form part of the Code of Ethics for Professional Accountants.

The following sets out the major textual differences between the Code of Ethics for Professional
Accountants and the IESBA Code of Ethics for Professional Accountants and the reasons for the
differences.

Differences Reasons for the Differences
1. Paragraph 240.7A, Footnote la and The paragraph reflects the legal
Appendix 1 requirement in Hong Kong and

additional guidance on the application of
the Prevention of Bribery Ordinance.

2. Paragraph 290.25, Footnote 1b Additional guidance on the definition of
"public interest entity" under the
legislation of Hong Kong.

3. Paragraph 290.26 of the IESBA Code is The Institute is a member body of IFAC
modified by deleting or revising certain words. |and the authority in issuing the Code of
Ethics for Professional Accountants.
There are no other member bodies
within the Institute.

The Institute takes the view that, instead
of being encouraged to do so under the
IESBA Code, firms shall determine with
reference to the factors listed in
paragraph 290.26 whether a non-listed
client is a public interest entity.

4, Paragraphs 290.107 of the IESBA Code is  |The Institute takes the view that the
modified by deleting or revising certain threats created in the specified
safeguards. circumstances would be so significant
that the safeguards should be tightened
or no safeguard could reduce the threat
to an acceptable level.

5. Paragraph 290.148 of the IESBA Code is The modification reflects the legal

modified. requirement in Hong Kong.
6. (a) Part D on additional ethical requirements |Part D sets out the additional ethical
is added. requirements on specific areas which

are primarily derived from local legal or

(b) Paragraphs 100.2 and 100.3 of the regulatory requirements.

|IESBA Code are modified to refer to Part
D.
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EXTERNAL CONFIRMATIONS

Introduction

Scope of this HKSA

1. This Hong Kong Standard on Auditing (HKSA) deals with the auditor’'s use of external
confirmation procedures to obtain audit evidence in accordance with the requirements of
HKSA 330" and HKSA 500.% It does not address inquiries regarding litigation and claims,
which are dealt with in HKSA 501°.

External Confirmation Procedures to Obtain Audit Evidence

2. HKSA 500 indicates that the reliability of audit evidence is influenced by its source and by its
nature, and is dependent on the individual circumstances under which it is obtained.* That
HKSA also includes the following generalizations applicable to audit evidence:®

Audit evidence is more reliable when it is obtained from independent sources outside
the entity.

Audit evidence obtained directly by the auditor is more reliable than audit evidence
obtained indirectly or by inference.

Audit evidence is more reliable when it exists in documentary form, whether paper,
electronic or other medium.

Accordingly, depending on the circumstances of the audit, audit evidence in the form of
external confirmations received directly by the auditor from confirming parties may be more
reliable than evidence generated internally by the entity. This HKSA is intended to assist the
auditor in designing and performing external confirmation procedures to obtain relevant and
reliable audit evidence.

3. Other HKSAs recognize the importance of external confirmations as audit evidence, for
example:

HKSA 330 discusses the auditor’s responsibility to design and implement overall
responses to address the assessed risks of material misstatement at the financial
statement level, and to design and perform further audit procedures whose nature,
timing and extent are based on, and are responsive to, the assessed risks of material
misstatement at the assertion level.’ In addition, HKSA 330 requires that, irrespective
of the assessed risks of material misstatement, the auditor designs and performs
substantive procedures for each material class of transactions, account balance, and
disclosure. The auditor is also required to consider whether external confirmation
procedures are to be performed as substantive audit procedures.7

HKSA 330 requires that the auditor obtain more persuasive audit evidence the higher
the auditor’s assessment of risk.? To do this, the auditor may increase the quantity of

' HKSA330
2 HKSA 500
¥ HKSA501
4 HKSA500
®  HKSA500
®  HKSA330

T HKSA 330
8 HKSA 330
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EXTERNAL CONFIRMATIONS

the evidence or obtain evidence that is more relevant or reliable, or both. For example,
the auditor may place more emphasis on obtaining evidence directly from third parties
or obtaining corroborating evidence from a number of independent sources. HKSA 330
also indicates that external confirmation procedures may assist the auditor in obtaining
audit evidence with the high level of reliability that the auditor requires to respond to
significant risks of material misstatement, whether due to fraud or error.’

HKSA 240 indicates that the auditor may design confirmation requests to obtain
additional corroborative information as a response to address the assessed risks of
material misstatement due to fraud at the assertion level."

HKSA 500 indicates that corroborating information obtained from a source independent
of the entity, such as external confirmations, may increase the assurance the auditor
obtains from evidence existing within the accounting records or from representations
made by management."’

Effective Date

4, This HKSA is effective for audits of financial statements for periods beginning on or after 15
December 2009.

Objective

5. The objective of the auditor, when using external confirmation procedures, is to design and
perform such procedures to obtain relevant and reliable audit evidence.

Definitions

6. For purposes of the HKSAs, the following terms have the meanings attributed below:

(@)

(c)

(e)

External confirmation — Audit evidence obtained as a direct written response to the
auditor from a third party (the confirming party), in paper form, or by electronic or other
medium.

Positive confirmation request — A request that the confirming party respond directly to
the auditor indicating whether the confirming party agrees or disagrees with the
information in the request, or providing the requested information.

Negative confirmation request — A request that the confirming party respond directly to
the auditor only if the confirming party disagrees with the information provided in the
request.

Non-response — A failure of the confirming party to respond, or fully respond, to a
positive confirmation request, or a confirmation request returned undelivered.

Exception — A response that indicates a difference between information requested to be
confirmed, or contained in the entity’s records, and information provided by the
confirming party.

®  HKSA 330, paragraph A53.

10

HKSA 240, “The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements,” paragraph A37.

" HKSA 500, paragraphs A8-A9.
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EXTERNAL CONFIRMATIONS

Requirements
External Confirmation Procedures

7. When using external confirmation procedures, the auditor shall maintain control over external
confirmation requests, including:

(a) Determining the information to be confirmed or requested; (Ref: Para. A1)

(b)  Selecting the appropriate confirming party; (Ref: Para. A2)

(c) Designing the confirmation requests”a, including determining that requests are properly
addressed and contain return information for responses to be sent directly to the
auditor; and (Ref: Para. A3-A6)

(d) Sending the requests, including follow-up requests when applicable, to the confirming
party. (Ref: Para. A7)

Management’s Refusal to Allow the Auditor to Send a Confirmation Request
8. If management refuses to allow the auditor to send a confirmation request, the auditor shall:

(a) Inquire as to management’s reasons for the refusal, and seek audit evidence as to their
validity and reasonableness; (Ref: Para. A8)

(b)  Evaluate the implications of management’s refusal on the auditor’s assessment of the
relevant risks of material misstatement, including the risk of fraud, and on the nature,
timing and extent of other audit procedures; and (Ref: Para. A9)

(c) Perform alternative audit procedures designed to obtain relevant and reliable audit
evidence. (Ref: Para. A10)

9. If the auditor concludes that management’s refusal to allow the auditor to send a confirmation
request is unreasonable, or the auditor is unable to obtain relevant and reliable audit
evidence from alternative audit procedures, the auditor shall communicate with those charged
with governance in accordance with HKSA 260."2 The auditor also shall determine the
implications for the audit and the auditor’s opinion in accordance with HKSA 705."

Results of the External Confirmation Procedures
Reliability of Responses to Confirmation Requests

10. If the auditor identifies factors that give rise to doubts about the reliability of the response to a
confirmation request, the auditor shall obtain further audit evidence to resolve those doubts.
(Ref: Para. A11-A16)

11.  If the auditor determines that a response to a confirmation request is not reliable, the auditor
shall evaluate the implications on the assessment of the relevant risks of material
misstatement, including the risk of fraud, and on the related nature, timing and extent of other
audit procedures. (Ref: Para. A17)

"a Additional local guidance is provided in Appendix 1.

HKSA 260, “Communication with Those Charged with Governance,” paragraph 16.
HKSA 705, “Modifications to the Opinion in the Independent Auditor’s Report.”

12

13
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EXTERNAL CONFIRMATIONS

Non-Responses

12.

In the case of each non-response, the auditor shall perform alternative audit procedures to
obtain relevant and reliable audit evidence. (Ref: Para A18-A19)

When a Response to a Positive Confirmation Request Is Necessary to Obtain Sufficient Appropriate
Audit Evidence

13.

If the auditor has determined that a response to a positive confirmation request is necessary
to obtain sufficient appropriate audit evidence, alternative audit procedures will not provide
the audit evidence the auditor requires. If the auditor does not obtain such confirmation, the
auditor shall determine the implications for the audit and the auditor’s opinion in accordance
with HKSA 705. (Ref: Para A20)

Exceptions

14.

The auditor shall investigate exceptions to determine whether or not they are indicative of
misstatements. (Ref: Para. A21-A22)

Negative Confirmations

15.

Negative confirmations provide less persuasive audit evidence than positive confirmations.
Accordingly, the auditor shall not use negative confirmation requests as the sole substantive
audit procedure to address an assessed risk of material misstatement at the assertion level
unless all of the following are present: (Ref: Para. A23)

(@) The auditor has assessed the risk of material misstatement as low and has obtained
sufficient appropriate audit evidence regarding the operating effectiveness of controls
relevant to the assertion;

(b)  The population of items subject to negative confirmation procedures comprises a large
number of small, homogeneous account balances, transactions or conditions;

(c) Avery low exception rate is expected; and

(d)  The auditor is not aware of circumstances or conditions that would cause recipients of
negative confirmation requests to disregard such requests.

Evaluating the Evidence Obtained

16.

The auditor shall evaluate whether the results of the external confirmation procedures provide
relevant and reliable audit evidence, or whether further audit evidence is necessary. (Ref:
Para A24-A25)

Conformity and Compliance with International Standards on Auditing

17.

18.

As of June 2010 (date of issue), this HKSA conforms with International Standard on Auditing
(ISA) 505 “External Confirmations”. Compliance with the requirements of this HKSA ensures
compliance with ISA 505.

Additional local requirement and guidance are provided in Appendix 1. A standard bank
confirmation request form is reproduced in Appendix 2.

**k*
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EXTERNAL CONFIRMATIONS

Application and Other Explanatory Material

External Confirmation Procedures

Determining the Information to Be Confirmed or Requested (Ref: Para. 7(a))

Al

External confirmation procedures frequently are performed to confirm or request information
regarding account balances and their elements. They may also be used to confirm terms of
agreements, contracts, or transactions between an entity and other parties, or to confirm the
absence of certain conditions, such as a “side agreement.”

Selecting the Appropriate Confirming Party (Ref: Para. 7(b))

A2.

Responses to confirmation requests provide more relevant and reliable audit evidence when
confirmation requests are sent to a confirming party the auditor believes is knowledgeable
about the information to be confirmed. For example, a financial institution official who is
knowledgeable about the transactions or arrangements for which confirmation is requested
may be the most appropriate person at the financial institution from whom to request
confirmation.

Designing Confirmation Requests (Ref: Para. 7(c))

A3.

A4.

AS5.

The design of a confirmation request may directly affect the confirmation response rate, and
the reliability and the nature of the audit evidence obtained from responses.

Factors to consider when designing confirmation requests include:

. The assertions being addressed.

. Specific identified risks of material misstatement, including fraud risks.

. The layout and presentation of the confirmation request.

° Prior experience on the audit or similar engagements.

° The method of communication (for example, in paper form, or by electronic or other
medium).

° Management’s authorization or encouragement to the confirming parties to respond to

the auditor. Confirming parties may only be willing to respond to a confirmation request
containing management’s authorization.

o The ability of the intended confirming party to confirm or provide the requested
information (for example, individual invoice amount versus total balance).

A positive external confirmation request asks the confirming party to reply to the auditor in all
cases, either by indicating the confirming party’s agreement with the given information, or by
asking the confirming party to provide information. A response to a positive confirmation
request ordinarily is expected to provide reliable audit evidence. There is a risk, however, that
a confirming party may reply to the confirmation request without verifying that the information
is correct. The auditor may reduce this risk by using positive confirmation requests that do not
state the amount (or other information) on the confirmation request, and ask the confirming
party to fill in the amount or furnish other information. On the other hand, use of this type of
“blank” confirmation request may result in lower response rates because additional effort is
required of the confirming parties.

© Copyright 8 HKSA 505



EXTERNAL CONFIRMATIONS

A6. Determining that requests are properly addressed includes testing the validity of some or all
of the addresses on confirmation requests before they are sent out.

Follow-Up on Confirmation Requests (Ref: Para. 7(d))

A7. The auditor may send an additional confirmation request when a reply to a previous request
has not been received within a reasonable time. For example, the auditor may, having re-
verified the accuracy of the original address, send an additional or follow-up request.

Management’s Refusal to Allow the Auditor to Send a Confirmation Request
Reasonableness of Management’s Refusal (Ref: Para. 8(a))

A8. Arefusal by management to allow the auditor to send a confirmation request is a limitation on
the audit evidence the auditor may wish to obtain. The auditor is therefore required to inquire
as to the reasons for the limitation. A common reason advanced is the existence of a legal
dispute or ongoing negotiation with the intended confirming party, the resolution of which may
be affected by an untimely confirmation request. The auditor is required to seek audit
evidence as to the validity and reasonableness of the reasons because of the risk that
management may be attempting to deny the auditor access to audit evidence that may reveal
fraud or error.

Implications for the Assessment of Risks of Material Misstatement (Ref: Para. 8(b))

A9. The auditor may conclude from the evaluation in paragraph 8(b) that it would be appropriate
to revise the assessment of the risks of material misstatement at the assertion level and
modify planned audit procedures in accordance with HKSA 315. " For example, if
management’s request to not confirm is unreasonable, this may indicate a fraud risk factor
that requires evaluation in accordance with HKSA 240."

Alternative Audit Procedures (Ref: Para. 8(c))

A10. The alternative audit procedures performed may be similar to those appropriate for a non-
response as set out in paragraphs A18-A19 of this HKSA. Such procedures also would take
account of the results of the auditor’s evaluation in paragraph 8(b) of this HKSA.

Results of the External Confirmation Procedures
Reliability of Responses to Confirmation Requests (Ref: Para. 10)

A11. HKSA 500 indicates that even when audit evidence is obtained from sources external to the
entity, circumstances may exist that affect its reliability.16 All responses carry some risk of
interception, alteration or fraud. Such risk exists regardless of whether a response is obtained
in paper form, or by electronic or other medium. Factors that may indicate doubts about the
reliability of a response include that it:

. Was received by the auditor indirectly; or

. Appeared not to come from the originally intended confirming party.

HKSA 315, “Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and Its
Environment,” paragraph 31.

HKSA 240, paragraph 24.
HKSA 500, paragraph A31.
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EXTERNAL CONFIRMATIONS

A12. Responses received electronically, for example, by facsimile or electronic mail, involve risks
as to reliability because proof of origin and authority of the respondent may be difficult to
establish, and alterations may be difficult to detect. A process used by the auditor and the
respondent that creates a secure environment for responses received electronically may
mitigate these risks. If the auditor is satisfied that such a process is secure and properly
controlled, the reliability of the related responses is enhanced. An electronic confirmation
process might incorporate various techniques for validating the identity of a sender of
information in electronic form, for example, through the use of encryption, electronic digital
signatures, and procedures to verify web site authenticity.

A13. If a confirming party uses a third party to coordinate and provide responses to confirmation
requests, the auditor may perform procedures to address the risks that:

(@) The response may not be from the proper source;
(b) A respondent may not be authorized to respond; and
(c) The integrity of the transmission may have been compromised.

A14. The auditor is required by HKSA 500 to determine whether to modify or add procedures to
resolve doubts over the reliability of information to be used as audit evidence."” The auditor
may choose to verify the source and contents of a response to a confirmation request by
contacting the confirming party. For example, when a confirming party responds by electronic
mail, the auditor may telephone the confirming party to determine whether the confirming
party did, in fact, send the response. When a response has been returned to the auditor
indirectly (for example, because the confirming party incorrectly addressed it to the entity
rather than to the auditor), the auditor may request the confirming party to respond in writing
directly to the auditor.

A15. On its own, an oral response to a confirmation request does not meet the definition of an
external confirmation because it is not a direct written response to the auditor. However, upon
obtaining an oral response to a confirmation request, the auditor may, depending on the
circumstances, request the confirming party to respond in writing directly to the auditor. If no
such response is received, in accordance with paragraph 12, the auditor seeks other audit
evidence to support the information in the oral response.

A16. Aresponse to a confirmation request may contain restrictive language regarding its use. Such
restrictions do not necessarily invalidate the reliability of the response as audit evidence.

Unreliable Responses (Ref: Para. 11)

A17. When the auditor concludes that a response is unreliable, the auditor may need to revise the
assessment of the risks of material misstatement at the assertion level and modify planned
audit procedures accordingly, in accordance with HKSA 315." For example, an unreliable
resp%nse may indicate a fraud risk factor that requires evaluation in accordance with HKSA
240.

7 HKSA 500, paragraph 11.
'®  HKSA 315, paragraph 31.
' HKSA 240, paragraph 24.
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Non-Responses (Ref: Para. 12)

A18.

A19.

Examples of alternative audit procedures the auditor may perform include:

. For accounts receivable balances — examining specific subsequent cash receipts,
shipping documentation, and sales near the period end.

. For accounts payable balances — examining subsequent cash disbursements or
correspondence from third parties, and other records, such as goods received notes.

The nature and extent of alternative audit procedures are affected by the account and
assertion in question. A non-response to a confirmation request may indicate a previously
unidentified risk of material misstatement. In such situations, the auditor may need to revise
the assessed risk of material misstatement at the assertion level, and modify planned audit
procedures, in accordance with HKSA 315.° For example, fewer responses to confirmation
requests than anticipated, or a greater number of responses than anticipated, may indicate a
previ2<1)usly unidentified fraud risk factor that requires evaluation in accordance with HKSA
240.

When a Response to a Positive Confirmation Request Is Necessary to Obtain Sufficient
Appropriate Audit Evidence (Ref: Para. 13)

A20.

In certain circumstances, the auditor may identify an assessed risk of material misstatement
at the assertion level for which a response to a positive confirmation request is necessary to
obtain sufficient appropriate audit evidence. Such circumstances may include where:

. The information available to corroborate management’s assertion(s) is only available
outside the entity.

. Specific fraud risk factors, such as the risk of management override of controls, or the
risk of collusion which can involve employee(s) and/or management, prevent the
auditor from relying on evidence from the entity.

Exceptions (Ref: Para. 14)

A21.

A22.

Exceptions noted in responses to confirmation requests may indicate misstatements or
potential misstatements in the financial statements. When a misstatement is identified, the
auditor is required by HKSA 240 to evaluate whether such misstatement is indicative of
fraud.? Exceptions may provide a guide to the quality of responses from similar confirming
parties or for similar accounts. Exceptions also may indicate a deficiency, or deficiencies, in
the entity’s internal control over financial reporting.

Some exceptions do not represent misstatements. For example, the auditor may conclude
that differences in responses to confirmation requests are due to timing, measurement, or
clerical errors in the external confirmation procedures.

20

21

22

HKSA 315, paragraph 31.
HKSA 240, paragraph 24.
HKSA 240, paragraph 35.
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Negative Confirmations (Ref: Para. 15)

A23.

The failure to receive a response to a negative confirmation request does not explicitly indicate
receipt by the intended confirming party of the confirmation request or verification of the
accuracy of the information contained in the request. Accordingly, a failure of a confirming party
to respond to a negative confirmation request provides significantly less persuasive audit
evidence than does a response to a positive confirmation request. Confirming parties also may
be more likely to respond indicating their disagreement with a confirmation request when the
information in the request is not in their favor, and less likely to respond otherwise. For example,
holders of bank deposit accounts may be more likely to respond if they believe that the balance
in their account is understated in the confirmation request, but may be less likely to respond
when they believe the balance is overstated. Therefore, sending negative confirmation requests
to holders of bank deposit accounts may be a useful procedure in considering whether such
balances may be understated, but is unlikely to be effective if the auditor is seeking evidence
regarding overstatement.

Evaluating the Evidence Obtained (Ref: Para. 16)

A24.

A25.

When evaluating the results of individual external confirmation requests, the auditor may
categorize such results as follows:

(@) A response by the appropriate confirming party indicating agreement with the
information provided in the confirmation request, or providing requested information
without exception;

(b)  Aresponse deemed unreliable;

(c) A non-response; or

(d)  Aresponse indicating an exception.

The auditor’s evaluation, when taken into account with other audit procedures the auditor may

have performed, may assist the auditor in concluding whether sufficient appropriate audit

evidence has been obtained or whether further audit evidence is necessary, as required by
HKSA 330.%

23

HKSA 330, paragraphs 26-27.
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Appendix 1

(Ref: Para. 7(c))

Additional Local Guidance on Bank Confirmation Requests

1.

2.

10.

This local guidance sets out the additional local guidance on bank confirmation requests.

While this local guidance deals specifically with communications with members of The Hong
Kong Association of Banks (HKAB), the guidance is to be applied to confirmations requested
of other financial institutions, for example, deposit-taking companies.

"Bank confirmation request” means a request of a bank to provide independent confirmation
for audit purposes of such information as the entity’s account balances, securities, treasury
management instruments, documents and other related information held by the bank on
behalf of the entity.

Information obtained from bank confirmation requests assists the auditor in discharging his
responsibilities to obtain sufficient appropriate audit evidence by providing external evidence
in relation to such matters as the existence, completeness and valuation of assets and
liabilities.

Through knowledge of the entity's business and audit planning, the auditor gains an
understanding of the nature and extent of the entity's banking and treasury operations. Based
on this understanding, the auditor would determine the significance of banking activities to the
audit by reference to materiality and audit risk.

The auditor should send bank confirmation requests when the entity's banking activities,
including treasury operations, are significant to the audit.

The use of a standard bank request form is considered to be of benefit to both the banks and
the auditor for the confirmation or provision of information which is customarily held by banks.
Accordingly, a standard bank confirmation request form is reproduced in Appendix 2.

When the auditor requires information of matters not covered by the standard request form, a
separate letter would be sent to cover the particular matter. The letter to the bank would
clearly identify the details of the matter for which confirmation is required and would carry the
entity's authorization for the bank to provide the confirmation to the auditor.

The auditor will review the bank's reply. The auditor may need to carry out additional tests on
matters relating to the entity's banking relationship, for example when other audit procedures
indicate doubt as to completeness of the information provided, a separate letter would be sent
to the bank enquiring specifically about potential matters of concern.

The entity is to complete and sign the authorization on the bank confirmation request
requesting its completion by the bank.

© Copyright 13 HKSA 505
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11. The following has been agreed with the HKAB:
(a) Standard form

All requests for confirmation of balances/outstandings sent to banks by the auditor will
be in the standard request form as reproduced in Appendix 2. The only deviation which
will be permitted is that the form may be reduced to A4 size (but no smaller); banks will
be entitled to reject forms which deviate from the standard in any other way.

(b) Timing

The auditor is required where possible to send the form to banks well in advance of the
confirmed balance date, which will enable a much more prompt response to be given.
Where the auditor submits forms after the confirmed balance date, he would expect
banks to charge more for the service. Any charges will be for account of the entity and
not the auditor.

(c) Submission of blank form
The form is to be submitted to the banks in blank.
(d) Authorization

The auditor would need to ensure that entities sign the authorization with chops and
signatures corresponding to those required by their account mandate.

(e) Computer listings

Where an entity has outstandings in any category, it is acceptable for a bank to attach a
computer or type-written listing, providing this is suitably identified and authenticated.
Where a bank wishes to have the entire form printed by computer, including the
headings, this will also be acceptable providing that the print-out is substantially in the
column order of the form.

© Copyright 14 HKSA 505



Appendix 2

EXTERNAL CONFIRMATIONS

To The Manager In set of 5 pages

(Name of bank)

Office Date

Dear Sir,
REQUEST FOR BANK CONFIRMATION OF INFORMATION FOR AUDIT PURPOSES
AIC (Customer’s Name)

For the purposes of our annual audit please complete the attached form to show the following information relating to our affairs
with your bank as at the close of business on .............ccoocoiiiiiiinn. For each item, please state any factors which may
limit the completeness of your reply; if there is nothing to report, state “none”.

Please confirm the position by completing the section headed “Bankers’ Confirmation” on the final page of this request.

You are hereby authorised to return this request after completion and together with any remarks you may have to our auditors,
MESSIS. ot e Of o

You are hereby authorised to debit any charge for this service to our account NUMbEr ...........ccoooiiiiiiiieie e
It is understood that your reply to this request will in no way prejudice your rights in respect of your General Lien as Bankers.

Yours faithfully,

(Authorised Signature/s and Chop)

Item 1 Deposits, Fixed or at Call held in your books

Receipt No. Date Amount Interest Rate Due Date

Local
Currency

Foreign
Currency

Item 2 Savings Accounts held in your books

Account No. Balance

Local
Currency

Foreign
Currency

Item 3 Current Account Balance/s held in your books. Please state whether in credit (Cr) or overdrawn (Dr).

Account No. Balance

Local
Currency

Foreign
Currency

© Copyright 15 HKSA 505
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Page 2
Iltem 4 Facilities granted to us. Please state by types of facilities.*
Types of Facilities |Reference No. |Interest Rate [Amount Maturity Date |Guarantor
Local
Currency
Foreign
Currency
ltem 5 Loan Account Debit Balance/s (excluding Loans in connection with Inward cargoes) in your books
Account No. Balance
Local
Currency
Foreign
Currency
Item 6 Accounts closed during the year to confirmation date
Account No. Account Type Date Closed
Local
Currency
Foreign
Currency
Item 7 Advances to Manufacturers and/or Packing Credits Account and/or Exports Loans granted Outstanding in your
books
Balance
Item 8 Acceptances Outstanding in your books
Reference No. Amount Issue Date Maturity Date

Bills Receivable by you (Banker)

of which, goods released
against Trust Receipt

Bills held by you for Collection

included in such letters should be separately included above.

© Copyright
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Page 3

Item 9 Partial payments held by you

Reference No.

Amount

On account of Item 8

Item 10 Irrevocable Letters of Credit Outstanding in your books

Reference No.

Balance Unutilized

Expiry Date

Iltem 11 Bills receivable by us (customer)

Bills purchased by you (and Reference No. Amount
outstanding at this date)
Bills held by you for Collection
Item 12 Margin deposit held by you
Reference No. Amount

On account of Item 8 and
Iltem 10

On account of Item 11

Item 13 Loans granted in connection with Inward Cargoes Outstanding in your books

Reference No.

Amount

Details of Cargo

© Copyright
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Page 4

Item 14  Guarantees?

Given by you on our behalf To whom Issued

Reference No.

Notional Amount

i) Shipping Guarantees

i) Others (specify the type
of guarantee
e.g. financial guarantee,
performance bond, etc)

Received by you on our behalf

Item 15 Derivative Contracts/ Structured Product Contracts® Outstanding

Contract No.

Notional Amount

Contract Rate Maturity Date

i) Exchange Rate Contracts

ii) Interest Rate Contracts

iii)Other derivative contracts/ structured
product contracts

Item 16 Other direct or contingent liabilities to you

2 Common examples of guarantees include financial guarantees, advance payment guarantees, shipping guarantees and
performance bond, bid bond and retention bond guarantees. Banks are recommended to provide additional explanatory
notes for the items or terms used in the bank confirmation, where the nature of the guarantee is not readily apparent.

8 Common examples of derivative contracts/ structured product contracts include forward rate agreements, option
contracts, futures contracts, swap arrangements, option contracts, bullion contracts, commodity contracts and structured
products. Banks are recommended to provide additional explanatory notes for the items or terms used in the bank
confirmation, where the nature of the derivative contract / structured product contract is not readily apparent.

© Copyright
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Page 5

Item 17 Securities and other documents of title held by you

Against Facilities granted

For Safe Custody

BANKERS’ CONFIRMATION

We confirm that the balances and information which we have inserted under items 1 to 17 above are correct and complete.

This information is given in strictest confidence, for the purposes of your audit, without any responsibility for error or
omission on the part of this Bank, its employees, agents or informants.

Authorised signatory for and on behalf of the Bank

© Copyright 19 HKSA 505
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PRACTICE NOTE
710
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(Issued May 2002; revised September 2004 (name change); revised June 2010)
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The scope of the auditors' work 9-13
The auditors' procedures 14 -23

24 - 27

The auditors' statement

Appendix 1 - Extracts of the relevant sections of the Companies Ordinance and the
Companies (Summary Financial Reports of Listed Companies)
Regulation, effective as at 4 January 2002, on the form and contents of
summary financial reports

Appendix 2 - Example auditors' statement on the summary financial report

1. This PN710 is applicable for engagements for periods beginning before 15 December
20009.

2. For engagements for periods beginning on or after 15 December 2009, HKSA 810
(Clarified) "Engagements to Report on Summary Financial Statements” is applicable.
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