Chapter 18 Communication with Management and Those Charged with Governance
	LEARNING OBJECTIVES

1.
Explain the matters required to be communicated to those charged with governance.
2.
Advise the content of reports to those charged with governance in a given situation.
3.
Functions and benefits of audit committee.

4.
Matters to be communicated to audit committee.
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1.
Audit Committee
1.1
Introduction
1.1.1
Under HKSA 260, it is necessary for an auditor to communicate audit matters of governance interest arising from the audit of financial statements with those charged with governance of an entity.

1.1.2
The auditor’s communication with those charged with governance may be made orally or in writing.

1.2
What is?

1.2.1
Audit committee is a committee consisting primarily of non-executive directors, which is able to view a company’s affairs in a detached (分開) and independent way and to liaise (保持聯絡) effectively between the main board of directors and the external auditors.

1.3
Purposes and objectives of establishing audit committee

1.3.1
The purposes and objectives are:

(a)
provide an independent review, on behalf of the Board, of the effectiveness of the financial reporting process and internal control system of the company.

(b)
provide advices and recommendations to the Board regarding the effectiveness of financial reporting and internal control system.

(c)
increase public confidence in the credibility and objectivity of published financial information.

(d)
assist directors, in particular the non-executive directors, in meeting their responsibilities in respect of financial reporting.

(e)
serve as a means to increase the effectiveness, accountability, objectivity and transparency of the Board.

(f)
strengthen the external auditors’ independent position.

1.4
Structure of audit committee

1.4.1
Constitution – should be established as a Committee of the Board with terms of reference (職權範圍). The terms of reference should be normally approved by the full board.

1.4.2
Membership

(a)
Size:

(i)
minimum three members with a quorum (選出) of two.

(ii)
comprises 3 to 5 members, depending on the size of the company.

(iii)
under listing rules, each listed company should have at least two independent non-executive directors.

(b)
Non-executive directors

(i)
Duties and responsibilities – same as executive directors

(ii)
Independence

1.4.3
Chairman and secretary

(a)
The chairman should have the confidence and ability to direct discussion and follow-up actions and recommendations with the full board.

(b)
The company secretary facilitates communications between the Board and the Committee.

1.4.4
Commitment – members of the audit committee should:

(a)
be commit sufficient time and effort to the job.

(b)
act in the best interest as committee members.

(c)
insist on adequate information being supplied to them by management.

1.4.5
Remuneration – should be remunerated to reflect the time, commitment and responsibility involved in serving the committee.

1.5
Functions of audit committee
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1.5.1
The functions of an audit committee could include the following:

(a)
Review of a company’s internal control procedures.

(b)
Review of the internal audit function – the audit committee providing an independent reporting channel.

(c)
Review of the company’s current accounting policies and possible changes resulting from the introduction of new accounting standards.

(d)
Review of regular management information, such as monthly management accounts.

(e)
Review of the annual financial statements presented to shareholders.

(f)
Review of the results of the external auditors’ examination to ensure that the auditors have performed an effective, efficient and independent audit.

(g)
Procedures for reviewing published interim statements, draft prospectus, profit forecast etc.

(h)
Dealing with external auditors’ criticisms of management, and ensuring those recommendations of internal and external auditors have been implemented.

(i)
Recommending nomination and remuneration of the auditors.

1.6
Benefits derived from audit committee

1.6.1
It may have the following potential benefits:

(a)
Improve the quality of financial reporting.

(b)
Increase public confidence in the credibility and objectivity of financial statements and of the Board.

(c)
Assist the finance director by raising the issues of his concern.

(d)
Strengthen the position of external auditors by providing them a communication channel and forum for issues of their concern.

(e)
Provide a framework to assist the external auditors in maintaining independence where there are disputes with management.

(f)
Strengthen the position of internal audit function by providing a greater degree of independent from management.

(g)
Create a climate of discipline and control that will reduce fraud.

(h)
Enable the non-executive directors to contribute an independent judgement and play a positive role.

2.
Communicating Deficiencies in Internal Control

2.1
Responsibilities of the external auditor

2.2.1
The audit opinion – the auditors’ main responsibility is to form an opinion on whether the company’s financial statements give a true and fair view.

2.2.2
HKSA 315 “Understanding the Entity and its Environment and Assessing the Risks of Material Misstatement” states that an auditor should make management or those charged with governance aware of material weaknesses in the design or implementation of internal control which have come to the auditors’ attention.
2.2.3
When material weaknesses in the accounting and internal control systems are identified during the audit, the auditor would provide a written report to the directors, management of appropriate levels or the audit committee on a timely basis. To be effective, the report to directors or management should be issued as soon as possible after the completion of the audit procedures giving rise to comment. Such report is also called letter of weaknesses, management letter.

2.2.4
What the auditors are not responsible for (they are the responsibilities of management):

(a)
preparing the financial statements.

(b)
choosing accounting policies.

(c)
implementing systems and controls.

(d)
establishing the mechanisms for ensuring that good standards of corporate governance are maintained.

2.2
Purposes and content of a management letter (致企業管理人員信函)

2.2.1
Reasons for issuing management letter

(a)
give his comments on the design and operations of accounting records and system and internal controls that he has examined during the course of his audit;

(b)
provide management with other constructive advice on the design and operation of the control system; and

(c)
communicate matters that have come to the auditor’s attention during the audit that might have an impact on future audits.

2.2.2
Content of a management letter

(a)
Weaknesses in the structure of accounting system and internal controls.

(b)
Deficiencies in the operation of accounting systems and internal controls.

(c)
Unsuitable accounting policies and practices and non-compliance with accounting standards and legislation.

(d)
Recommendations for rectifying the deficiencies and for improvements.

(e)
Management’s response, if any.

2.2.3
Presentation of the report

(a)
Address to the board of directors or those charged with governance.

(b)
Contain matters of varying levels of significance that can be presented in tiered structure.

(c)
Include replies from directors or management to the points raised in the report, indicating the actions that the directors or management intended to take.

2.2.4
An example of a typical letter is shown below; there is no prescribed format. There are other acceptable layouts which you may have seen in practice; columnar formats with the headings “weakness”, “implication” and “recommendation” are common.

	PRIVATE AND CONFIDENTIAL

The Directors

Upper Crust Limited

Lower Court

Mongkok, Kowloon

15 May 2009

Dear sirs,

Upper Crust Limited

Audit for the year ended 31 December 2009

In accordance with our normal practice, we are writing to you with regard to matters arising out of our audit for the year ended 31 December 2009 which we consider should be brought to your attention.

Our responsibilities as auditors are governed by company law and principally require us to report on the accounts laid before the company in general meeting.

This report has been prepared for the sole use of the directors of Upper Crust Limited. None of its contents may be disclosed to third parties without our written consent. Bloggs & Co assumes no liability to any other persons.

The matter detailed in this report reflect matters coming to draw out attention during the course of audit. They are not intended to be a comprehensive statement of all weaknesses that may exist or of all improvements that could be made. We set out below those matters which we consider to be of fundamental importance. Other matters of lesser significance, but which nevertheless require your attention, are dealt with in note form in the attached Appendix.

(a)
Management reporting

A fundamental requirement to allow proper control over your business is the regular and timely preparation of accurate management accounts. Preferably these should be prepared monthly, compared with budgets and submitted for formal consideration and adoption by the full board of directors. At the moment no such system exists.

(b)
Internal control – accounting system

(i)
The company exercises no control over the input, processing or output of information processed by the computer bureau. Reliance is placed on the computer bureau to ensure complete and accurate processing of accounting information. In our opinion the directors should ensure that the company effects proper control over the completeness and accuracy of information processed.

(ii)
There are other areas covering aspects of inventory, non-current assets and receivables where control is lacking or inadequate which are dealt with in the Appendix attached.

(iii)
Our audit work was made considerably more difficult by the absence of care in filing supporting documentation which was therefore difficult to trace. The proper maintenance of records is not only a requirement of company law but is also necessary for the efficient running of your business.

(c)
Preparation of accounts

The quality of the draft statutory accounts submitted to us for audit was poor.

(i)
The accounts were produced late without proper support. When support was provided in some cases it failed to agree with the amounts stated in the draft accounts.

(ii)
A number of items required to be disclosed were omitted. Extensive discussions were necessary with you to ascertain the information to be disclosed in respect of directors’ interests and capital expenditure.

To reduce the time spent on the audit, and thus the cost to you, all supporting documentation should agree with the accounts and statutory disclosure information should be assembled prior to out examination.

We would be pleased to discuss these points with you at your convenience.

Yours faithfully,

Bloggs & Co.


	Appendix

Upper Crust Limited – year ended 31 December 2009

(a)
Computer processing

Weakness:

Lack of control exercised over computer processing.

Implications:

The completeness, accuracy and validity of the accounting records may be undermined.

Recommendations:

(i)
Authorisation of input especially journals not arising from books of prime entry.

(ii)
Batch controls using registers over all input in terms of value and number of documents/transactions processed.

(iii)
Use of hash totals.

(iv)
Management control over master file amendments.

(v)
Reconciliation to control accounts.

(vi)
Clear audit trail for the correction and resubmission of any rejected transactions.

(vii)
All financial information processed at one location.

(viii)
A back-up system should be available if the bureau is unable to process the input.

(b)
Payroll

Weakness:

No evidence of approval.

Implications:

Unauthorised changes may occur.

Recommendations:

Management should evidence their approval of the payroll, changes in rates of pay and the employment of new staff.

(c)
Inventory

Weakness:

Lack of physical and financial control over inventory.

Cut-off errors were discovered for widgets despactched prior to the year end but uninvoiced.

Overhead allocation in valuation of widgets lacked support.

Implications:

Inventory could be misappropriated.

The year end inventory figure could be misstated.

Recommendations:

(i)
A simple system of perpetual inventory should be implemented at each location. This should be used to check for the dispatch and receipt of inventory and would provide good overall control to enable a comparison of:

· Expected use to actual by comparison with orders, and

· Book inventory to actual after regular inventory checks.

(ii)
Improvements should be made to the system of control to facilitate a review of the despactches at the year end to ensure that a proper cut-off is achieved.

(iii)
The valuation of widgets depends on the estimated throughout during the year. It is important that the number of widgets produced is properly recorded and that consideration is given to normal production levels to allow compliance with HKAS 2.

(d)
Non-current assets

Weakness:

Lack of physical control.

Lack of clear capitalization policy.

Assets with nil net book value were subject to a depreciation charge.

Implications:

Portable assets could be misappropriated.

Items could be incorrectly capitalized.

The depreciation figures in the accounts could be overstated.

Recommendations:

(i)
A register should be introduced to record all assets at cost together with associated depreciation.

(ii)
In previous years capital additions, notably the improvements to the leasehold premises, have been written off. Also, assets scrapped have not been written off. The effect of these cancel out and therefore we have not proposed an adjustment to opening figures. A capitalization policy should be laid down and adhered to.

(iii)
A register would enable the identification of fully depreciated assets and allow them to be excluded from the depreciation calculations.


2.3
Confidentiality of the report to management

2.3.1
When the directors or management of the holding company of a group of companies may wish to be informed of significant points arising from the report, permission is needed from the directors or management of the subsidiary to disclose the contents of any reports to directors or management to the holding company or the principal auditors.

2.3.2
The auditor should not normally reveal the content of the report to any third party without prior written consent of the management of the company.
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