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Judicial Cooperation Spirit Heralded in Nuoxi
Capital Limited v Peking University Founder Group
Company Limited [2021] HKCFI 3817

On December 17, 2021, the Court of First Instance of
Hong Kong (Court) handed down the judgment for Nuoxi
Capital Limited v Peking University Founder Group
Company Limited [2021] HKCFI 3817, in which the
Court recognized the reorganization process in the
Mainland while it did not stay the writ actions in Hong
Kong.

Background

The case concerns the enforceability of the keepwell
deeds given by the defendant (Keepwell Deeds), Peking
University Founder Group Company Limited (PUFG), for
the bonds issued by the offshore subsidiaries of PUFG
in the British Virgin Islands, Nuoxi Capital Limited and
Kunzhi Limited (collectively, Issuers). The bonds were
guaranteed by two subsidiaries of PUFG in Hong Kong,
Hong Kong JHC Co Limited and Founder Information
(Hong Kong) Limited (collectively, Guarantors).

The Keepwell Deeds provide that PUFG shall cause
each of the Issuers and the Guarantors (1) to have a
consolidated net worth of at least US$1 at all times; and
(2) to have sufficient liquidity to ensure timely payment
of any amounts payable under the bonds. The Keepwell
Deeds are governed by English law and contain Hong
Kong exclusive jurisdiction clauses.

Subsequently, the Issuers have defaulted on their
payment obligations under their respective bonds and
the guarantees have not been honored. The Issuers and
Guarantors contended that as a consequence PUFG
defaulted on its obligations under the Keepwell Deeds
and failed to provide sufficient finance to permit the
Issuers to pay the bondholders.

On February 19, 2020, the Beijing No.1 Intermediate
People’s Court (Beijing Court) ordered PUFG to
commence reorganization on the application of a bank.
Administrator  (Administrator) was appointed to
supervise the reorganization. The Issuers and
Guarantors submitted claims in respect of the Keepwell
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Deeds in the reorganization but were rejected (other
than the claim of Hong Kong JHC Co Limited, which has
not yet been adjudicated) by the Administrator without
giving any reason. The Issuers and Guarantors lodged
an objection to the Administrator, pending determination.

Actions in Hong Kong and Application for a Stay

The Issuers and Guarantors then commenced writ
actions against PUFG in Hong Kong, seeking a
declaration of the rights under the Keepwell Deeds. The
Administrator sought a stay of actions on the following
grounds:

(1) the Issuers and Guarantors have elected to proceed
in the Mainland and submitted to the jurisdiction of
the courts in the Mainland and in respect of the
same cause of action to which the actions relate
when submitting a proof of debt to the Administrator;

(2) there is great uncertainty as to whether any
judgment obtained in the actions will be recognized
or enforced in the Mainland and this is a strong
reason for the Hong Kong courts to decline
jurisdiction;

(3) the actions should be stayed in view of the principle
of modified universalism;

(4) the Mainland courts are distinctly more appropriate
in view of the process in the Mainland and the issues
to be determined in the actions and, considering the
best interests and convenience of the parties to the
proceedings and the witnesses in the proceedings,
the proceedings should be conducted in the
Mainland.

Decision

The Court rejected the arguments of the Administrator
and dismissed the application to stay the actions.

No absolute bar to adjudication
After reviewing the English case law, the Court observed
that a claim in foreign insolvency proceedings would not

create an absolute bar to a creditor seeking adjudication
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of the claim in another jurisdiction, which is consistent
with the well-established English position that a
liquidation stay has no extra-territorial effect. What the
creditor cannot do is to attempt to use proceedings
outside the foreign insolvency jurisdiction to achieve a
result, which is inconsistent with that mandated by the
foreign insolvency regime. There is no evident principle
that by the minimum act of submission to the foreign
court supervising the foreign main proceedings,
exclusive jurisdiction is placed in the hands of that court
in respect of all possible issues concerning the
insolvency. There is no objection in principle to a creditor
invoking a purely adjudicatory jurisdiction.

The submission of the claims by the Issuers and the
Guarantors in the reorganization in Beijing, although
constituting submissions to the jurisdiction for the Beijing
Court for the purpose of proving in the reorganization,
would not alone constitute strong grounds for refusing to
enforce the exclusive jurisdiction clause and bar the
current proceedings.

Further, the Court observed that there is a number of
cases where the courts have coordinated the exercise
of a contractual jurisdiction before one court and an
insolvency jurisdiction exercised by another. One
example is the Lehman flip-clause litigation.

Modified universalism

The Administrator suggested that the writ actions would
undermine the collective nature of the PUFG's
restructuring and the principle of modified universalism.

While the Court recognized the reorganization process
in the Mainland, the Court distinguished between a
creditor seeking adjudication of a dispute only and a
creditor seeking to recover in a debtor's foreign
insolvency.

If a Mainland company subject to bankruptcy
proceedings has assets overseas and a foreign creditor
is seeking to obtain a judgment in order to enforce
against the foreign assets, there will be inconsistent
notions of modified universalism. However, the Issuers
and Guarantors are not seeking to obtain repayment
other than in the reorganization process in the Mainland
but to obtain a judgment from Hong Kong court to
advance a claim in reorganization or challenge the
decisions of Administrator in the Beijing Court. The
current legal proceedings are to establish contractual
rights but not to determine how much the Issuers and
Guarantors are entitled to prove for in a reorganization.

Weight of Hong Kong judgment and the appropriate
adjudicatory court

The Administrator suggested that any judgment of the
Hong Kong court would not be enforceable in Beijing. It

was also suggested that the Beijing Court has no
problem in applying English law and is well placed to
determine the issues in the case. The Court found the
suggestions unconvincing.

The issues of construction of the Keepwell Deeds and
whether failure to seek or obtain what was necessary
was a breach of Keepwell Deeds are matters of English
law and are potentially extensive and complicated. The
Court observed that Mainland judges often faced
difficulties in determining disputes governed by foreign
law due to their lack of familiarity with foreign legal
concepts.

On the other hand, the report from the Administrator’s
expert directed to the question of whether or not any
order of Hong Kong court would be enforceable in the
Mainland but did not address the question of the
evidential weight that might be given by the Mainland
court to a judgment from Hong Kong court. The Court
found that the letter of request from the Beijing Court did
not provide that the Beijing Court would not recognize a
judgment of the Hong Kong court. The common law of
contract in England and Hong Kong are generally the
same, the Court expected that the Beijing Court would
give weight to a decision of the Hong Kong court on a
contractual dispute under English law.

Communication and cooperation between the courts in
Hong Kong and the Mainland

Previously at the case management conference, Mr.
Justice Harris has requested the Administrator to
discuss with the Beijing Court the possibility of the two
courts cooperating in order that the Hong Kong court
could determine issues relating to the construction of the
Keepwell Deeds. His Lordship later wrote to the
Administrator’s solicitors in Hong Kong asking if this had
been done. From the carefully chosen language in the
answer, his Lordship found out that that the
Administrator did not inform the Beijing Court that the
Hong Kong court had suggested that consideration be
given to the Hong Kong court deciding issues relating to
construction of the Keepwell Deeds

There was also nothing to suggest in the evidence filed
by the Administrator in support of the application for
recognition and assistance that the Beijing Court had
explained to it the issues that the application would give
rise to in Hong Kong. There as also nothing in the letter
of request acknowledging that the Hong Kong court
would have to resolve the conflict between the rights of
the Issuers and the Guarantors to have a claim
determined in accordance with the jurisdiction and
governing law clauses in the Keepwell Deeds and the
priority given to the Beijing Court in determining whether
a claim should be admitted in the reorganization.
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Mr Justice Harris pointed out that cooperation between
courts requires at least some understanding of each
court’s substantive law and procedure and the matters,
which are likely to be of concern to them. The Mainland
and Hong Kong have materially different legal systems
and different economic models. Conscious and
sensitive cooperation and communication is necessary
in order to minimize misunderstandings and facilitate
effective assistance. It is necessary for the Administrator
and its lawyers in the Mainland to ensure that the
Mainland courts receive complete and balanced
information.

His Lordship pointed out that cross-border insolvency
and assistance of foreign proceedings does not involve
a contest between courts. The courts aim to work
together to implement fair and efficient insolvency
processes whilst respecting the substantive law and
procedure of each other’s jurisdiction.

The Hong Kong Court hopes that the decision would
assist the Beijing Court to understand that the
application for a stay is not as straight forward as it may
have been led to believe and to advance the
communication and cooperation between the courts. His
Lordship suggested that it may be possible for the courts
to agree the way in which the issues are to be
determined, with the Hong Kong Court dealing with
issues of construction of the Keepwell Deeds.

Remarks

Several incidents in this year illustrate the increasingly
close cross-border insolvency cooperation between the
Mainland and Hong Kong. On May 14, 2021, the
Supreme People’s Court in China and the Hong Kong
Government signed the Record of Meeting on Mutual
Recognition of and Assistance to Bankruptcy
(Insolvency) Proceedings between the Courts of the
Mainland and of the Hong Kong Special Administrative
Region (Record of Meeting). In September 2021, the
Hong Kong court recognized the reorganization
proceedings in the Mainland for the first time in Re HNA
Group Co Limited [2021] HKCFI 2897.

The decision in this case demonstrates the importance
of collaboration spirit and sufficient communication and
understanding between the courts in applying the mutual
recognition, assistance and cooperation arrangement
framework in the Record of Meeting. It also serves as a
direction as to what lawyers in cross-border dispute
resolution could do to minimize the misunderstandings
and facilitate the effective judicial assistance between
the courts. This decision would promote the confidence
of corporations and investors in the judicial systems.

Hong Kong is a popular venue for Chinese offshore
bond issuance. The continuous development in judicial
cooperation between the Mainland and Hong Kong will

bolster the onshore and offshore bondholder protection
and reinforce Hong Kong's position as the world’'s
premier international financial center and the dominant
gateway to the Mainland.
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Hong Kong Exchanges and Clearing Limited
Reaches Agreement with Mainland Partners on
Adding ETFs to Stock Connect

On December 24, 2021, Hong Kong Exchanges and
Clearing Limited (HKEX) announced that it has reached
an agreement with Shanghai Stock Exchange (SSE),
Shenzhen Stock Exchange (SZSE) and China
Securities Depository and Clearing Corporation (CSDC)
on the Stock Connect inclusion arrangements for eligible
ETFs.

The agreement is made in accordance with a previous
joint announcement by the Securities and Futures
Commission (SFC) and China Securities Regulatory
Commission (CSRC).

The agreement reflects the ongoing commitment by
HKEX and its Mainland partners to continue expanding
and enhancing the landmark mutual market access
program between the capital markets of Mainland China
and Hong Kong.

As a key enhancement of Stock Connect, the inclusion
of ETFs will provide investors with more options by
broadening the existing Connect product ecosystem as

well as support the continued development of both
markets.

ETFs are a low cost investment option and a popular
choice for diversification. Adding eligible ETFs into Stock
Connect will support the healthy development of ETFs
in both the Hong Kong and Mainland China markets by
expanding their investor base.

Next, HKEX, SSE, SZSE and CSDC will work closely on
the details of inclusion, including business and technical
preparations such as amendments to relevant rules. Itis
estimated that the preparation work will take
approximately six months to complete.
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The Financial Reporting Council of Hong Kong
Issues Guidelines for Effective Audit Committee and
Report on Assessment of the HKICPA's
Performance of the Specified Functions

On December 16, 2021, the Financial Reporting Council
of Hong Kong (FRC) issued Guidelines for Effective
Audit Committees — Selection, Appointment and
Reappointment of Auditors (the Guidelines) and the
FRC's second Report on its Assessment of the
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HKICPA's Performance of the Specified Functions (the
Oversight Report).

Dr. Kelvin Wong, Chairman of FRC remarked, “In
fulfilling our mission to uphold the quality of financial
reporting of listed entities so as to enhance protection
for investors, the FRC goes further than just effectively
discharging our statutory functions. Through our non-
statutory Policy and Governance functions, we aim to
identify key issues, share insights and make
recommendations about the pivotal role of good
governance in supporting high quality financial reporting
and audits of listed entities."

Key details of the Guidelines are set out below. The
Guidelines also set out the key questions to be asked by
audit committees in relation to each issue.

Areas of focus for evaluation of auditors

The Guidelines identified two main areas of focus for
evaluation of auditors, i.e. audit quality and audit fees.

Audit quality - The evaluation of an audit firm from the
perspective of audit quality provides audit committees
with the basis to make recommendations to the board
on auditor selection, appointment, and reappointment.

Audit fees - Audit committees play a pivotal role in
approving the remuneration of auditors. Audit
committees should ensure audit fees are not at a level
that compromises audit quality. Key factors in
considering the reasonableness of audit fees include the
nature, size, and complexity of the audit as well as
market competition.

Code provision D3.3(a) of the Corporate Governance
Code requires audit committees to make
recommendations on auditor appointment. It is
important for audit committees to make such
recommendations based on the ability of an audit firm to
deliver a high-quality audit at the engagement team and
firm levels. Audit quality should be the key determinant
when selecting an auditor for listed entities.

There are two key factors that the audit committees
should consider in selecting and appointing auditors —
audit quality and audit fees. The evaluation principles
can be applied to both the appointment of new auditors
and reappointment of incumbent auditors. To evaluate a
potential new auditor, audit committees should obtain
the necessary information through the public domain
and through requests to the audit firm. For an incumbent
auditor, audit committees can make their evaluations
through ongoing observations and information collected
throughout the audit.

Key considerations for evaluating audit quality

In selecting auditors, audit committees should consider
the following factors to evaluate a potential auditor from
an audit quality perspective: (a) governance and
leadership; (b) compliance with relevant ethical
requirements; (c) industry knowledge and technical
competence; (d) engagement performance; (e)
communication and interaction with the audit committee;
and (f) monitoring process.

(a) Governance and leadership

Audit committees must be satisfied that an audit firm is
committed to performing the audit in the interests of the
entity’s stakeholders and in the wider public interest. The
audit firm’s leadership is responsible and accountable
for quality, the organizational structure, and the
assignment of roles, responsibilities, and authorities to
ensure they are appropriate to enable partners and staff
of the audit firm to deliver quality audits.

(b) Compliance with relevant ethical requirements

Independence is required to safeguard individual
members of the audit engagement team or the audit firm
from influences that may compromise professional
judgements, and helps them to act with integrity, and
exercise objectivity and professional skepticism. Threats
to auditor independence may include:

* Financial interests that exist between the auditors
and the audited entity. Holding a financial interest in
an audited entity may create a self-interest threat to
independence.

e Business relationships between the auditor and the
audited entity. A close business relationship
between the audit firm, or a member of the
engagement team, or an immediate family member,
and the audited entity may create self-interest or
intimidation threats.

«  Provision of non-audit services to audit clients. Audit
firms have traditionally provided their audit clients
with a range of non-audit services that are
consistent with their skills and expertise. Providing
non-audit services may, however, create threats to
independence. The threats created are most often
related to self-review, self-interest, and advocacy.

e Partners and staff may believe that their
remuneration and, indeed, their ongoing careers
with the audit firm are dependent on retaining an
audit client, creating a familiarity or self-interest
threat.

e Situations where a former member of the
engagement team, or partner of the audit firm, has
joined the audited entity in a position that exerts
significant influence over the preparation of the

6



J M L

accounting records and financial statements. The
threats created are most often related to familiarity,
self-interest and intimidation.

Audit committees should obtain a description of the audit
firm's policies and procedures for monitoring and
complying with relevant ethical requirements to which
the firm and the audit engagement are subject, including
integrity, objectivity, and independence requirements,
and be satisfied with the effectiveness of the policies and
procedures. They should also obtain an understanding
of how the audit firm reviews compliance with these
requirements and the results of such reviews.

Listed entities must not appoint an auditor who is not
independent. Therefore, audit committees should:

(i) Obtain a confirmation, together with a detailed
independence assessment, from the audit firm that any
non-audit services, financial and business relationships
between the audit firm and the listed entity, and the
personal relationships (including financial, employment
and family relationships) between the audit engagement
team members (including their immediate family
members) and the listed entity, that may impair
independence will be completed or terminated before
the beginning of:

* The financial year that is subject to audit; and

 The auditor’s appointment.

(iiy Consider the reasonableness/effectiveness of any
safeguards proposed by the audit firm to mitigate the
independence threats of past non-audit services. Audit
committees should also be satisfied that both the prior
and current non-audit services provided by the audit firm
do not result in the auditors reviewing their own work or
decisions in the course of audit. For example, where the
potential auditor was involved in the design and
implementation of the listed entity’s financial reporting
system, whether another independent specialist will be
engaged to evaluate the said system.

(c) Industry knowledge and technical competence

Audit committees should obtain from the audit firm
information about audits of entities of similar size in the
same industry as the listed entity in the past 5 years for
evaluation of the firm’s experience.

Audit committees should be satisfied that the audit
engagement team has the necessary competence by
obtaining from the audit firm the composition of the audit
engagement team, the profiles of the audit engagement
partners, the engagement quality reviewer, and the key
audit engagement team members, and by considering:

* The years of audit and relevant industry experience
of the audit engagement partner, the engagement
quality reviewer and the key audit engagement team

members (including individuals from the audit firm’s
network);

e« The professional qualifications held by the audit
engagement partner, the engagement quality
reviewer and the key audit engagement team
members; and

e The ratio of qualified staff to students that will be
involved other than the audit engagement partner
and the engagement quality reviewer.

It is also important that the audit committee obtain the
succession planning and steps from the audit firm to
ensure that the audit firm has sufficient competent staff
to provide quality audits over many years.

(d) Engagement performance

Effective engagement performance is the essence of
audit quality. The effective performance of an audit
depends first on good audit planning as this helps
secure adequate resources to obtain sufficient
appropriate audit evidence to support the audit opinion.
Audit committees should therefore obtain from the audit
firm their overall audit strategy that sets out the scope,
timing, and direction of the audit. The audit strategy will
guide the auditor's development of the audit plan
specifying the nature, timing, and extent of audit
procedures to be performed in the course of the audit. It
is crucial that the audit committee is satisfied that:

e The audit engagement team has sufficient and
appropriate resources, including expertise and time
to perform quality audits;

e The nature, timing and extent of direction and
supervision of audit engagement teams and review
of the work performed is in line with the size and
complexity of the listed entity, the risks of material
misstatement, the technical competence and
experience of the audit engagement team members.

(i) Sufficient and appropriate resources

Audit committees should obtain information on the
selection of the engagement team, including profiles of
the audit engagement partner, engagement quality
reviewer, and the key audit engagement team members,
to assess whether the team comprises an adequate
number of staff with an appropriate mix of knowledge,
skills, and other competencies required for the audit.

Audit committees should also obtain the audit strategy
from the audit firm indicating the time to be spent:

e On different audit phases (i.e., planning, execution
and reporting);

e By staff members of different seniority (i.e., audit
engagement partner, engagement quality reviewer,
audit managers, specialists, and other team
members); and
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* On key risk areas for material misstatement;

to ensure the audit firm assigns sufficient and
appropriate resources to each audit phase and to
address key risk areas, and that the audit engagement
partner is actively involved in risk assessment, planning,
supervising and reviewing the work performed by the
engagement team, evaluating the evidence obtained,
and in reaching final conclusions.

(il) Scope and characteristics of the engagement

Audit committees should satisfy themselves that the
audit strategy covers/ addresses:

e Preliminary identification of significant components,
areas of higher risk that may lead to material
misstatement or are expected to be key audit
matters, the audit approach, and the extent to which
components are audited by other auditors (i.e.,
component auditors);

* The key audit matters of the listed entity identified
by the incumbent auditor, and common key audit
matters of entities in the same industry as the listed
entity;

* Industry-specific requirements;

* The need for specialized expertise; and

» The timetable and form of reporting of audit findings.

(d) Communication and interaction with the audit
committee

Audit committees should obtain the communication plan
between auditors and the audit committee and should
satisfy themselves that it will facilitate mutual
understanding of the audit progress and ensure effective
two-way discussion of significant financial reporting and
auditing matters in a timely manner.

(i) Communication plan

In evaluating the communication plan, audit committees
should assess:

e Whether the timing of the communication with the
audit committee on audit milestones (e.g., audit
planning, audit fieldwork, completion of fieldwork,
and reporting of audit results) meets the reporting
timeline of the listed entity; and

e Whether the communication plan includes the scope
of the audit engagement and focuses on the key
issues that may give rise to:

- Greater risks of material misstatement in the
financial statements; and

- Greater risks of compromising auditor
independence.

(i) Private meetings between the audit committee and
the auditor

Audit committees should hold private meetings with
auditors, in the absence of management, to review key
issues within their sphere of interest and responsibility.
These private meetings help audit committees maintain
their independence from management by allowing them
to ask questions that might not have been specifically
addressed during the audit. It also allows auditors to
provide candid and confidential comments to the audit
committees on such matters.

(e) Monitoring process

Audit committees should seek information from the audit
firm on whether the firm or any audit engagement team
members, including the audit engagement partner, the
engagement quality reviewer, and other key
engagement team members, are subject to regulatory
actions and evaluate whether such instances, if any,
might affect audit quality.

In addition, audit committees should check whether
there is any information from the public domain
indicating possible quality issues with the audit firm. The
sources of such information include:

¢ The annual and interim inspection reports issued by
the FRC;

e Information available on the websites of the FRC
and the HKICPA about investigations and/or
disciplinary actions concerning the audit firm; and

* Newspapers, magazines, databases, industry
publications, internet searches and other sources in
the public domain.

Audit committees should also obtain and evaluate
information from the audit firm on the results of
inspections by regulatory and professional bodies (e.g.,
the FRC and the HKICPA). In evaluating recent
inspection results, audit committees should consider:

e When was an engagement led by the audit
engagement partner and the engagement quality
reviewer last inspected;

e The results of engagement reviews of inspections
(e.g., satisfactory, or failed); and

e The summary of findings and remedial actions taken
by the audit engagement team or firm in response to
the findings.

Moreover, audit committees should obtain and assess
information from the audit firm on the results of recent
internal inspection of engagements completed by the
audit engagement partner and the engagement quality
reviewer in light of factors highlighted above.

Key considerations for assessing audit fees
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Under code provision D3.3 of the Corporate Governance
Code, audit committees are primarily responsible for
approving the remuneration and terms of engagement
of auditors. Auditor remuneration is the fee charged by
the auditor for the audit of a listed entity, i.e., the audit
fee.

Audit Committees should recognize that “various factors
affect audit fees, including the nature, size and
complexity of the audit, the reporting requirements for a
particular engagement or in the particular jurisdiction,
and market competition”. A reduction of the audit fee
may not generate significant savings for the listed entity
but may impair audit quality, which would go against the
interests of investors and other users of financial
statements.

(a) Size and structure of listed entities

The size and structure of listed entities generally has a
direct relationship with audit fees. Auditors are required
to perform additional audit procedures on larger entities
as they have more sophisticated operational and
financial processes, which entail higher audit risk.

Audit committees may also consider the
reasonableness of the proposed audit fees in light of the
size and structure of listed entities in terms of:

e Total assets, revenue and net income;

e The number and relative significance of subsidiaries
and associated entities;

e« The number of geographical locations where the
listed entity conducts business; and

e The lines of business operated by the listed entity

(b) Nature and complexity of listed entities’ businesses

Audit committees should evaluate the nature and
complexity of listed entities’ businesses when
considering the reasonableness of the audit fee level, as
those factors may affect the required audit resources
and audit fees. In general terms, the complexity of listed
entities’ businesses and their audits are directly related
to the amount of audit fees. Audit committees may
consider the reasonableness of the proposed audit fees
in light of the following:

* The nature of the listed entity’s principal activities,
and whether those activities involved are
specialized industries (e.g., banking, finance, or
information technology), that may increase the
complexity of audits.

 The effectiveness of the listed entity’s financial
reporting and findings of the internal audit function,
as well as its internal control over financial reporting.

 Whether the listed entity conducts complex
corporate transactions, such as mergers and

acquisitions, which increase the complexity of the
audits and may involve expensive technical
specialists.

e Whether the listed entity uses technologies such as
predictive analytics, robotic process automation,
blockchain, machine learning and artificial
intelligence and whether computer-aided audit tools
are expected to be used and technology specialists
should be involved.

*  Whether the listed entity’s business is diversified in
terms of the number of business segments.

Audit committees should also obtain a breakdown of
proposed audit fees from the audit firm and compare it
against competing firms so as to assess the
reasonableness of the proposed fees:

e By seniority of staff members (i.e. the number of
hours that the audit partner, audit managers,
specialists, and other team members will dedicate to
the audit);

e By geographical locations of the listed entity's
businesses (i.e. the amount of audit fees allocated
by the audit firm to component auditors at each
location); and ¢ By business segments of the listed
entity (i.e. the amount of audit fees allocated by the
audit firm to the audit of each business segment).

Audit committees may also compare the audit fees
proposed by the potential audit firms against:

e The audit fees charged by the incumbent auditor
(where applicable);

e The audit fees charged by the audit firm for entities
that operate in a similar industry; and

e The fees paid by other listed entities of similar size
and nature for audits of similar complexity as
disclosed in the Corporate Governance Reports of
their  Annual Reports; to consider the
reasonableness of proposed audit fees.

Reappointment of incumbent auditor

The key considerations to assess audit quality for the
appointment of new auditors are generally the same as
those for the reappointment of incumbent auditors.
Similar to the appointment of auditors, audit committees
should be satisfied that the audit fees are not at a level
that compromises audit quality. Audit committees should
follow the guidelines above in evaluating the
reasonableness of audit fees.

Timing and frequency of evaluating the incumbent
auditor

The FRC recommends audit committees to at least meet
with the auditor after the review of interim financial
statements and the audit of the full-year financial
statements to review their performance. Audit
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committees may also obtain an indicative audit fee for
the coming year to assess its reasonableness. This will
enable them to make an informed decision on
reappointment before the annual general meeting.

Additional considerations for the reappointment of the
incumbent auditor

Audit committees should consider the following
procedures and factors in developing their
recommendations on auditor reappointment: (a) audit
effectiveness; (b) relationship between the auditor and
management of the listed entity; (c) interaction with the
audit committee; and (d) other considerations

(a) Audit effectiveness

Audit committees should recommend reappointment of
the incumbent auditor to the board if they are satisfied
with the audit quality delivered. Audit committees should
evaluate the actual performance of the incumbent
auditor against the guidelines above in evaluating the
quality of the incumbent auditor’'s work.

(i) Handling of key audit issues

Audit committees should evaluate whether the audit plan
has appropriately identified the significant risks related
to the audit engagement, and whether the auditor has
explained clearly how it has addressed the issues in a
timely and effective manner. If there were changes in
assessed audit risks during the audit engagement, audit
committees should obtain an explanation from the
auditor of the reasons for the changes and how the
planned work was appropriately amended to address
the changes in assessed risks.

Audit committees should satisfy themselves that the
incumbent auditor has applied professional skepticism
appropriately by obtaining information from the auditor
and evaluating the procedures undertaken to challenge
management on:

e The reasonableness of key assumptions made by
management in determining estimates, e.g., cash
flow forecasts and discount rates used in going
concern and asset impairment assessments, and
whether sufficient appropriate evidence had been
collected to support the auditor’s position; and

e The business rationale and commercial substance
for complex and unusual transactions that might
indicate fraud or the misappropriation of assets
involving related parties.

In addition, audit committees should be satisfied that the
incumbent auditor has the necessary competence by
demonstrating that it has:

« Made appropriate professional judgements about
materiality, risks, significant audit issues and difficult
management judgements;

e Designed and carried out effective audit procedures;

e Understood and interpreted the evidence they
obtained appropriately;

e Made appropriate evaluations of evidence obtained;

e Applied professional skepticism appropriately and
challenged management throughout the audit
engagement; and

* Reported with clarity and candor.

(i) Timely completion of audit work

For every audit engagement, the audit firm should
provide the audit committee with an engagement plan
indicating the time to be spent on audit phases, by staff
members of different seniority and on key risks of
material misstatement at the planning phase of the audit.
Audit committees should obtain from the incumbent
auditor:

e« A comparison of budgeted hours against actual
hours spent on the various audit phases, by staff
members of each seniority level and on key risk
areas of material misstatement;

e« A comparison of actual completion time against
planned completion time for key milestones; and

« Reasons for significant variances so as to evaluate
whether the incumbent auditor has completed the
audit engagement according to the agreed timetable.

The audit committee should also evaluate whether the
incumbent auditor met the agreed timelines and
reporting deadlines and if not, whether there were good
reasons for the delays in the interest of audit quality.

(b) Relationship between the auditor and management
of the listed entity

Audit committees should obtain feedback from members
of management involved in the audit process in
considering the effectiveness of the incumbent auditor's
working relationship with management while being
satisfied that the auditors have remained skeptical and
objective and were prepared to challenge the reliability
of the information provided by management.

(c) Interaction with the audit committee

Audit committees should be satisfied that the incumbent
auditor has maintained open lines of communication
with themselves, and the relationship has operated on a
transparent and candid basis.

Moreover, the audit committee should evaluate whether

the timing and content of communications were in line
with what was set out in the communication plan.
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The audit committee should also evaluate whether the
auditor communicated with them as soon as practicable
when circumstances warranted timely reporting, for
example, a significant difficulty encountered during the
audit, significant deficiencies identified in internal
controls, or a possible modified opinion.

(d) Other considerations

There are other factors that may affect the audit
committees’ recommendation on the reappointment of
the auditor, such as when there are implications for the
auditor’s independence of the incumbent auditors.

() Independence of the incumbent auditor

Audit committees should consider the need for the listed
entity to mitigate the familiarity and self-interest threats
arising from the relationship, when an incumbent auditor
has served a listed entity for a considerable period of
time. Audit committees should also be satisfied that the
incumbent auditor has adequate plans for managing
mandatory changes of the audit engagement partner or
engagement quality reviewer to ensure there is no
undue disruption to the audit.
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China Securities Regulatory Commission Issues
Regulations on the Implementation of the System
for Parties’ Commitment to Administrative
Enforcement Regarding Securities and Futures

Recently, the State Council of the PRC announced the
Measures for the Implementation of the System for
Parties’ Commitment to Administrative Enforcement
Regarding Securities and Futures (the Measures). In
order to implement the Measures and fully achieve the
systemic value of the commitment of parties to
administrative enforcement upon conciliation, the China
Securities Regulatory Commission (CSRC) has further
refined and improved the relevant provisions of the
Measures and issued the Regulations on the
Implementation of the System for Parties’ Commitment
to Administrative Enforcement Regarding Securities and
Futures (the Regulations).

The drafting of the Regulations adheres to the following
principles: First, it should fully demonstrate the
characteristics of the commitment system for parties to
administrative enforcement to promptly compensate
investors for their losses and enhance the sense of
security and satisfaction of the investor community.
Through the application of the commitment of the parties
to administrative enforcement, the commitment money
paid by the parties can be used to compensate investors
for their losses, providing investors with a new way of
timely and effective relief, which is more conducive to
protecting the legitimate rights and interests of investors,
especially small and medium-sized investors; restoring
market order as soon as possible and stabilizing market
expectations. It should effectively improve the
effectiveness of law enforcement and resolve the
contradiction between the "difficulty of investigation and
punishment* and the "speed of investigation and
punishment" demanded by the market. It should also
form an effective supplement to administrative penalties
and better adapt to the complex regulatory situation.
Secondly, it should be steadily and prudently promoted.
In general, the new form of administrative law
enforcement, the commitment of the parties, is still being
promoted in accordance with the principle of steady and
prudent progress. On the basis of complying with the
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requirements of the higher law, the CSRC will carefully
summarize the practical experience, strictly limit the
scope of application, refine and improve the handling
procedures, and ensure that the new system will be
implemented smoothly. Thirdly, it should strengthen
supervision and constraints. The Regulations plan to
establish a strict system of internal and external
supervision and control and clarify the division of
responsibilities between the department handling the
parties' commitment and the departments handling the
investigation, adjudication, investor protection insurance,
the external agencies and other departments and units,
so as to enhance compliance and avoid conflicts of
interest.

The Regulations, which are not divided into chapters
and contain 23 articles, are based on the Securities Law
and the Measures. It mainly refines the processing
procedures and the management and use of the
commitment funds. The details are as follows:

First, it clarifies the coordination and interface
mechanism between the commitment processing
department and the investigation and adjudication
departments. The Regulations require that the
processing department should refer the case of
commitment-related matters to the investigation and
adjudication departments for consultation, the case
must still go through the necessary investigation, and
the investigation and adjudication would not be
suspended pending the commitment process. Secondly,
the department handling the commitment and the
department to assess the commitment amount should
work closely and fully cooperate with each other. The
insurance fund company should be responsible for
assessing the loss of the investors, the investigation
department, the trial department, with the securities and
futures exchanges, securities registration and
settlement houses, investor protection agencies and
other departments and units to provide necessary
support. Thirdly, it provides for arrangements for
investor payout mechanisms. The insurance fund
companies are required to formulate a plan for the
management and use of the commitment fund and
report it to the CSRC for record. It also clarifies the
procedures for the parties to compensate investors on
their own and encourages them to compensate
investors in advance. Fourthly, it clarifies the role of the
external agencies in the administrative enforcement of
the parties' commitment. On the one hand, it stipulates
that the external agency’s jurisdiction in verifying and
monitoring the commitment party's fulfilment of the
commitment recognition agreement; on the other hand,
it states that commitment procedures can apply to cases
investigated and handled by external agencies. At this

stage such commitment procedures should be handled
by the commitment processing department in a unified
manner. Fifthly, it requires the strengthening of
supervision to safeguard the integrity of the procedures.
A collective decision-making mechanism and an internal
supervision and control mechanism should be
established to reduce uncertainty in the exercise of
discretion in determining the amount of the commitment.
It strengthens the verification and supervision role of the
external agencies in the process of commitment
performance and requires timely announcement and
disclosure of relevant information.

In the next step, the CSRC will implement the
requirements of the Regulations, respond in a timely
manner to address new situations and issues arising in
the implementation of the commitment system for
parties involved in the administrative enforcement
regarding securities and futures, protect the legitimate
rights and interests of investors in accordance with the
law, maintain an open, fair and just capital market order
and promote the stable and healthy development of the
capital markets.
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Information in this update is for general reference only
and should not be relied on as legal advice.
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