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HONG KONG SOCIETY OF ACCOUNTANTs R ECEIVED ~ 1 APR 2004

{Incorporaled by the Professional Accountants Ordinance, Cap. 50)

Our Ref: C/CGC, M26683 31 March 2004

Hong Kong Exchanges & Clearing Limited,
11/F., One International Finance Centre,

1 Harbour View Street,

Central, Hong Kong.

Attn; Listing Unit

Dear Sirs,

Exposure of Draft Code on Corporate Governance Practices
And Corporate Governance Report

The Hong Kong Society of Accountants (“the Society”) has considered the above
exposure paper (“the Paper”), secking market views on the (i) timing of the proposed
implementation of the Code on Corporate Governance Practices {“the Code”) and Corporate
Governance Report, and on the (ii) detailed wording, with a view to removing ambiguities,
providing clarity and ensuring that the language adopted in the Code is clear and concise. The
Society’s comments on the Paper are provided below.

Implementation of the Revised Code

Q1. Do you support the proposed implementation timetable? If not, please specify those
Code provisions that you consider it would not be possible to comply with within the
expected timeframe for compliance, Please provide recommendations for alternative
implementation provisions.

In general, we support the proposed implementation timetable, i.e. the Code, with the
exception of C.2 on “Internal Controls” provisions, coming into effect for accounting
periods commencing on or after 1 January 2005. We believe that the proposed timetable
for the “Internal Controls” provisions and the proposed disclosure requirements in the
Corporate Governance Report relating to listed issuers’ internal controls (i.e.
mplementation by 1 July 2005) is also achievable.

Notwithstanding the formal implementation timetable, the intention of which is to allow
listed issuers sufficient time to put in place processes and make preparations to ensure
compliance with the Code, we consider that the Stock Exchange should encourage early
adoption of the Code Provisions and the Corporate Governance Report.

We acknowledge that the Stock Exchange has invited the Society to issue further
guidance, developed from the guidelines set out in “Internal Control: Guidance for
Directors on the Combined Code” (UK Turnbull Guidance) published in the UK in
September 1999, to help listed issuers understand the proposed Code provisions and
devise their internal control procedures (para. 17 of the Paper). The Society has
indicated to the Stock Exchange that, in principle, it is prepared to take up the Stock
Exchange’s invitation to develop guidance on internal controls, subject to clarification of
various issues regarding the scope and nature of the project.

4th Floor. Tower Two, Lippo Cenire. 89 Queensway, Hong Kong.
Tel: 2287 7228 Fax: 2865 66013 / 2865 64776
Web: hitp:/fwww. hksa.orghk  E-mail: hksa®@hksa.org hk

iz

11 m@. %

]

=

~
N I D S O mg P

o

FEERL



-

Presentation and Format
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Do you support the presentation and format of the draft Code and Corporate
Governance Report? If not, please provide details of your concerns and
recommendations.

We support the requirements for listed issuers to include a report on their corporate
governance practices (“Corporate Governance Report”) in their annual reports and
summary financial reports (if any). We consider that the Stock Exchange should also
make it clear that the Corporate Governance Report should be presented separately and
prominently in the annual report.

The Society has previously made this recommendation in its publication entitled
“Corporate Governance in Annual Reports” (March 2001) in which it is stated:

“In order to communicate to shareholders the strength of their corporate governance
structures, policies and practices, listed companies and public corporations sthould be
encouraged to include in their annual report a statement on corporate governance. Such
a statement on corporate governance should be presented separately in the annual report
with the same prominence as, for example, the directors’ report.” (Paragraph 3.3 (i)).

It is noted from the draft Appendix 17 (para. 1) that the Corporate Governance Report
should be prepared by the board of directors. However, there is no indication as to
whether the Report would need to be dated and signed off.

We believe that the Corporate Governance Report should clearly indicate which party is
responsible for it (i.e. the board of directors as a whole), and it should also be dated and
signed-off by a person, usually the chairman or the company secretary, who has been
formaily and properly delegated with the authority to sign on behalf of the board. This
was also one of the recommendations contained in “Corporate Governance in Annual
Reports” (at Appendix 1 of the publication).

In order to aid communication with the readers of the annual report, and to help listed
issuers to present a clear, overall picture of ifs corporate governance structure,
arrangements, policies and practices to sharcholders and investors, we consider that it
would be helpful to explicitly state in Appendix 17 (paragraph 1) of the Listing Rules that
all corporate governance related disclosures should be included or presented in a single
Corporate Governance Report.

We have some doubts about the proposal, contained in the preamble of the draft Appendix
14, that “[i]ssuers may devise their own codes on no less exacting terms”. This seems to
invite the proliferation of individual codes that may differ in tone and content from
Appendix 14, in relation to which arguments will arise as to whether or not they are as
exacting as Appendix 14. Who is to judge whether another code is “no less exacting”?
In our view it wounld be more appropriate to allow issuers to adopt their own codes only
if they either do not differ materially from or exceed the requirements of the draft Code.

Are there any ambiguities in the wording of the provisions of the Code? If so, how
could these ambiguities be clarified?

The Society considers that there are some areas of the Code where greater clarity is
needed. Our comments are set out, on a section-by-section basis, in the appendix to this
letter.



Other Matters

There appear to be no transitional arrangements in relation to matters such as the
provision of induction, covering the business, legal and regulatory requirements, for existing
directors who may not previously have undergone any induction process.

We note that the Stock Exchange has proposed, as one of the recommended best
practices, that an issuer should arrange appropriate insurance cover in respect of legal action
against its directors (A.1.9). We would suggest that in order to promote better corporate
governance in Hong Kong, the Exchange should consider making it a compulsory requirement
for issuers to arrange appropriate insurance cover for its directors, or, as a minimum, for this to
be incorporated into a Code Provision. This is of particular importance given that, with effect
from 31 March 2004 (with a transitionaf period of six months), every listed issuer is required to
have three independent non-executive directors (*INEDs”} on its board. We believe that the
requirement for insurance to be arranged would encourage more high-calibre, professional
people to act as INEDs.

As pointed out in the Paper, corporate governance best practice standards are constantly
evolving. Accordingly, the ongoing relevance and effectiveness of the Code provisions and
reporting requirements will need to be monitored and reviewed. We share the Stock Exchange’s
view that enhancement of corporate governance standards should be a progressive process, and
that as a longer term aim, Hong Kong’s standards should be brought into line with the best
market practices and international standards.

With this in mind, we hope that the Stock Exchange will conduct periodic reviews of the
Code after its implementation in an open and transparent way, with the objective, in the longer-
term, of conferring on the Recommended Best Practices a status similar to that currently
proposed for the Code Provisions.

We hope that you find our comments to be useful and constructive. If you have any
questions on them, please contact Peter Tisman, Technical Director (Business Members &
Specialist Practices) at the Society in the first instance.

Yours faithfully,

b

WINNIE C.W. CHEUNG
CHIEF EXECUTIVE & REGISTRAR
HONG KONG SOCIETY OF ACCOUNTANTS

WCC/PMT/ml
Enc.
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Appendix

Comments on the drafting of the provisions of the Code

Appendix 14 Code on Corporate Governance Practices

(1) 3" paragraph of the preamble, last line - “Any such failure to disclose will be regarded as a
breach of the Exchange Listing Rules.”

There seems to be some ambiguity in this statement. Presumably, failure to comply either is
or is not a breach of the Listing Rules. If it is a breach, it would be more appropriate to
make a clear and firm statement to the effect that any failure to disclose any deviation from
the Code Provisions, and the reasons for such deviations, in the Corporate Governance
Report will be a breach of the Listing Rules.

A. DIRECTORS
A.I  The Board
(2) Al2&A.13

We believe that the expression “exceptional circumstances™ is capable of a wide
interpretation. As such, for the sake of transparency, upon which the “comply or explain”
approach is premised, we propose that a listed issuer should be required to disclose any non-
compliance and to indicate the nature of the exceptional circumstances resulting in non-
compliance.

(3) A.1.1 and following

We suggest that provisions similar to those applicable to board meeting procedures or
arrangements, should be included as Recommended Best Practices for board committees.

A.2  Chairman and Chief Executive Officer
4y A27

We propose that the purpose of the chairman holding private meetings with the non-
executive directors should be specified, e.g. 1o ensure a free and frank exchange; listen to
any concerns that non-executive directors might have about the operation of the company, or
their role, etc.

A.4  Appointments, re-election and removal
(5 Adb

Note 1 states that “This requirement would be met by making it available on request and by
including the information on the issuer’s website.” s it intended that the nomination
commiitee’s terms of reference, role and authority should be made available to any
shareholder upon request? This could be onerous in practice. We are not convinced that a
“belt and braces” approach is needed here, rather than, say, allowing an issuer to choose
one channel or the other, provided that the issuer makes it known where the information can
be obtained.
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A.6

9

(10)

(1)

Responsibilities of directors
A5

This Provision states that “This code provision also applies to directors of new listing
applicant™ fsic). Tt is not clear whether this means all directors of a new listing applicant or
only newly-appointed directors. If it is the former, which seems likely, this should be made
clearer in the opening statement of the Provision, which currently states: “Every newly
appointed director of an issuer should receive a comprehensive, formal and tailored
induction....”. If, on the other hand, the intention in respect of new listing applicants, is
only to include newly-appointed directors, it needs to be clarified how “newly-appointed
directors of a new listing applicant” is to be defined; e.g., is it those directors appointed

within a certain period before the date of submission of the listing application?
A5.4

In addition to reminding directors that they must comply with their obligations under the
Model Code set out in Appendix 10 to the Listing Rules, we are of the view that directors
shouid also be reminded that they must also abide by the Code on Corporate Governance
Practices, as appropriate.

AS5.6

We consider that a director should notify the issuer whenever there are any changes in the
number and nature of offices he holds in other public companies or organisations and his
other significant commitments, rather than doing so only “ai the time of his appointment,
and on a periodic basis”.

Supply of and access to information
A.6.1t0 A6.3

We suggest that these Provisions should be applied to board committees as Recommended
Best Practices.

A.6.1

Please see our comments in relation to (2) above. An issuer should be required to disclose
any non-compliance and 1o indicate the nature of the exceptional circumstances resulting in
non-compliance.

A.6.3
Consideration should be given to suggesting, either in the Code or Recommended Best

Practices, that an issuer should designate an officer (e.g., the company secretary) to be
responsible for responding to directors’ queries.
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B.1

(12)

(13)

C.1

(14)

REMUNERATION OF DIRECTORS AND SENIOR MANAGEMENT
The level and make-up of remuneration and disclosure
B.1.4, Note 1

Please see our comments under item (5) above. If an issuer is reguired to make such
information available upon request as well as through the website this could be onerous in
practice. These should perhaps be alternatives provided that the issuer makes it clear how
the information can be obtained.

B.1.7

As regards disclosure of remuneration payable to members of senior management, it is
preferable to specify the details to be disclosed, e.g. to adopt a similar analysis to directors’
emoluments specified in paragraph 24 of Appendix 16 to the Listing Rules.

ACCOUNTABILITY AND AUDIT
Financial reporting
C.1.2

It is noted that “The directors should acknowledge their responsibility for preparing the
accounts, and there should be a statement by the auditors aboui their reporting
responsibilities.”

(i It is not entirely clear in what form the directors should acknowledge their
responsibility for preparing the accounts.

We note that paragraph 3(a) of Appendix 17 requires disclosure of an
acknowledgement from the directors of their responsibilities for preparing the accounts
and we suggest that it be specified in Appendix 14, C.1.2, that the following
disclosures shouid be made in the Corporate Governance Report:

»  An acknowledgement from the direciors of their responsibilities for preparing the
accounts; and

» any material uncertainties relating to events or conditions that may cast significant
doubt upon the issuer’s ability to continue as a going concern.

(i)  As regards a statement by the auditors about their reporting responsibilities, it is not
clear what kind of statement is envisaged here. The Statement of Auditing Standards
(SAS) 600 “Auditors” Reports on Financial Statements” already requires a statement to
be contained in the auditors’ report, that:

“Auditors should distinguish between their responsibilities and those of the directors
by including in their report:

a ..;aqnd



(I

C.3

(15

(16)

D.1

(17)

(18)

b. a statement that the auditors’ responsibility is to express an opinion onr the
financial statements. (SAS 600.3)”

We consider that the existing SAS 600.3 requiring a statement of auditors’
responsibility to be contained in the auditors’ report should suffice, and cannot see any
particular benefit to including a separate statement by the auditors about their
reporting responsibilities in the Corporate Governance Report, which is to be prepared
by the board of directors.

(iiiy The Provision states that “The directors should prepare the accounts on a going
concern basis ...”

We suggest prefacing this with “Unless it is not appropriate to presume that the
company will continue in business...”.

Audit Committee
C3z2

(k} Note, 8" line -~ “the reference to “that guide” may not be clear enough as reference is
made in the Note to two different sources of guidance.

C.3.3, Note 1

Please see our comments under items (5) and (12) above. The same point applies.

DELEGATION BY THE BOARD
Management functions

This Provision makes reference to delegation to the “management” generally. Elsewhere,
however, the Note to D.1.1 appears to further subdivide the management, where it refers to
delegating matters to “executive directors or management”. We would suggest that, if
distinctions of this kind are being made, these terms may need to be defined, so that it is
clear to whom different functions may be delegated, and so that those affected by the
corporate decisions are able to understand the respective accourntabilities and contributions of
the board and those exercising delegated authority.

Where the board has delegated the management and administration functions to the
management, it is important that the board should also maintain effective oversight and
monitoring of the management. The need for the board to ensure that an appropriate
oversight and monitoring structure and arrangements are in place should be brought to the
attention of the board.



Appendix 17 Corporate Governance Report

GENERAL

(19)  Paragraph 1, 14" line - “Any failure to disclose ... in their Corporate Governance Report
will be regarded as a breach of the Exchange Listing Rules.”

Please see our comments under item (1) above. The same point applies here.

MANDATORY DISCLOSURE REQUIREMENTS
20y 2(cKvi)

We would suggest that it might be clearer if the issue of a relationship between the chairman
and the chief executive officer, specifically, is covered under 2(d).

2ty 2(h)

The Corporate Governance Report requires the following information to be included
amongst the disclosures: “An analysis of {auditors’] remuneration in respect of audit, audit-
related and non-audit services provided by the auditors ...”

The HKSA's Professional Ethics Statement 1.203A “Independence for Assurance
Engagements™ contains a definition of “audit engagement” (paragraph 3{e)), as follows:

“An assurance engagement to provide a high level of assurance that financial statements are
free of material misstatement, such as an engagement in accordance with SASs and Auditing
Guidelines issued by the HKSA or Imernational Standards on Auditing. This includes a
Staturory Audit which is an audit required by legislation or other regulation.”

We believe that it would be appropriate to make reference to the above for a definition of
“audit service”. Accordingly, any other services provided by the auditors that do not fall
within the above definition should collectively be categorised as “non-audit services™.

Under the circumstances, we are not clear how (i) audit-related and (ii) non-audit services
can be further distinguished. In order to avoid confusion and increase the comparability of
the financial statements, we would like to know how the Stock Exchange intends to define or
distinguish audit-related services and non-audit services.

Other Matters

(22} We have noticed several minor typographical errors in the draft Code and Corporate
Governance Report, which will no doubt be identified and remedied in a further review of
the drafiing.



