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Important Disclaimer

The Audit Oversight Board Malaysia (“AOB”) is established under Part ities Commission Act 1993 (“SCA”)
which came into force on 1 April 2010 to promote and develop a i dit oversight framework and to promote

confidence in the quality and reliability of audited financial st

This Presentation is the property of the AOB and thed ed herein is confidential.

We wish to remind you that the presentatio e care, but cannot be construed to arise by virtue of any
contractual or fiduciary or any special re you and AOB. AOB shall not be responsible and/or liable in any

claim, loss, damage, cost or expens risi any way by you in relying or acting upon the presentation provided.
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Agenda &
 AOB Activities To-Date %

e AOB 2013 Inspection Findiggs

e Root Cause Analysis

 AOB Remediation Frg w

e Enforcement

e Conclusion an
e Other matt
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Profile of audit firms No. of Audit No. oi %o of Market
Firms Auditors Capitalisation

10 partners and above 7 883 95.13
5 — 9 partners 8 130 0.88
2 — 4 partners 35 127 3.77
Sole proprietors 7 0.01
Total 5 301 1,147 99.79

Recognition of ForelgwAuditor as at 30 September 2013

Profile of audit firms | No. of Audit No. of No. of PIE %0 of Market
Firms Auditors Capitalisation
10

Singapore 5 5 0.04
UK 1 2 1 0.02
Hong Kong 1 1 0.12
Total 7 14 4 0.18
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I1ISQC 1 Observations — Key Takeawsa

Areas Common observations Possihle measures to address

Leadership Weaknesses in the design stablish written communication amongst
responsibilities for implementation of poli e partners and with staff, defining the
guality within the Firm procedures that demons easures that may be imposed in the
the leadership’s e ' event that audit quality or professional
audit quality conduct is compromised
» Examples: Partnership Arrangement,
guality charter, KPI balance
scorecard, formal performance
appraisal
* Regular reminders and communication by
the leadership with staff to emphasise on
the importance of audit quality

© Securities Com i laysia
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I1SQC 1 Observations — Key Takeawsa

Areas Common observations Possible measures to address

Relevant ethical * Breach of partner rotation Know the MIA By-Laws on

requirements either due to insufficien : independence requirements and get the

interpretation right, otherwise consult

Establish proper monitoring mechanism

to track partners rotation and

independence declaration at both firm

level and engagement level

For smaller practice with limited number

of partners

» Consider merger with other firms

» Groom staff internally to become

dence declaration by partners

d staff particularly at » Otherwise, give up the engagement

ement level — tendency to where rotation is not possible

Il back on annual independence ¢ Advise clients to seek assistance from

claration another professional firm to provide
relevant accounting services

© Securities Com i laysia
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I1SQC 1 Observations — Key Takeawsa

Areas Common observations Possible measures to address

Acceptance and * Business consideration o Apply caution when deciding to accept
continuance of client » Acceptance decisiopfdriveg audit of PLCs — do you know why the
relationships and specific by motivation to grov previous auditor drop them?
engagements i » Decisions should prioritise on having
the right resource capacity (appropriate
knowledge of industry and technical
competencies and adequacy of staff of
time) to manage the audit

volved to carry out a
udit.

© Securities Com i laysia
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I1SQC 1 Observations — Key Takeawsa

Areas Common observations Possible measures to address

Human resources ¢ Lack of emphasis on training Uked training plan — internal and external
and development for partners ' levant topics of training and not merely
and staff, including identifying

relevant trainings and ing of resources amongst audit firms

monitoring of attend

Engagement
performance

EP to be involved throughout the job — get into
the field

Rebalancing of partners’ portfolio and workload
Updated audit methodology that complies with ISA
at all times AND emphasise on “THINKING AUDIT”
rather than checkilist filling exercise

Enhancing the consultation process and role of
EQCR

Raising the commitment to enforce compliance on
proper and relevant documentation

Understanding client industry and associated risks

© Securities Com i laysia 10
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I1SQC 1 Observations — Key Takeawsa

Common observations V/hat AOB expects

Monitoring » Set up a proper internal
monitoring process that is
adequately resourced with
dedicated experience and
technically sound personnel

 Internal monitoring review to
be based on substance of the

cie iIssues — focus on

r impact on the basis areas/matters that affect the

of audit opinion sufficiency of audit procedures

and audit evidence and may
have impact on basis of audit
opinion rather than the
administrative type of issues

© Securities Com i laysia 11
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Case Study 1: Assets Impairment
Common Observations:

» Lack of verification and challenge o S assumptions

» No basis to support conclusion m

> Inappropriate determina .@
comparison of reco aN

agement

ecoverable amount and incorrect
mount with carrying amount

‘ » Undue reliancefof lack of professional skepticism on management

representa

[Next Slide]
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Case Study 1: Assets Impairment (cont.)
Example: Investment in a subsidiary which has been loss-making an net'urrent liabilities position

Key assumption 1:
Increase in

Actual Projection Forecast Forecast Forecast F ast rminal

2012 2013 2014 2015 value revenue in FYE
Revenue 150 350 385 424 »| 2013 due to one
new customer
Cost of sales  (135) (245)  (270) (296)
Gross Profit 15 105 115
GP Margin 10% 30% 30%

Admin and 85 94 12
Other cost (65) ( ) ( ) ( ) Key assumption 2:
Constant growth
(LBT) /PBT  (50) 20 29 rate (g) of 10%
Tax (20%) - (4) (6) year on year
(LAT) / PAT (50) 20 22 23 1,300
— — ==+
Key assumption 4. 773 Key assumption 3.
WACC (r) of 13% Calculated based on a growth
ing amount of Sub A | 100 rate of 11%
il 500
_ 600 AUDIT CONCLUSION:
173 » NO IMPAIRMENT ON

© Securities Commissi laysia ASSETS AND GOODWILL [BACK] 14
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Case Study 1: Assets Impairment (cont.)
Example: Investment in a subsidiary which has been loss-making an ne

rrent liabilities position

Key assumption 1:

Actual Projection Forecast Forecast Forecast F rminal Inereasein
2012 M M 2015 Value revenue in FYE
Revenue 150 350 385 401 LS el i e
new customer
Cost of sales ~ (135) (245)  (262) (281) i
Gross Profit 15 105 112 ;ngoggtgf oafy’
GP Mafg/'n 10% 30% 30% Intent”
Admin and 85 91 111
other cost (65) (85) (1) (111) Key assumption 2:
Constant growth
(LBT) /PBT  (50) 20 27 rate (g) of 10%
Tax (20%) - (4) (5) ) year on year
(LAT) /PAT  (50) 18 : 20 > 549 i/ /7
—— _ = = Historical growt,
——
Key assumption 4. 178 Key assumption 3- of compin yO/asz‘
WACC (r) of 13% Calculated based on a growth f_ years - ;_ f
l ing amount of Sub A | 100 rate of 11% } ng)r(icg‘j/:ars o
Entire group’s aver, ill 500 EEEIE (D h/ghir Gl 7%
WACC, not specj fr=16%.,q9=7% 600 isica
Sub A which a T CO USION:
cost of capital IMPAIRMENT (422) » NO 1| RMENT ON
© Securities Com laysia — —_— ETS A OODWILL [BACK] 15
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Case Study 2: Estimates — Property Develop t
Common Observations:

» Understanding of the PIE’s process and ¢ counting estimates relating to

property development costs

» Rigor to challenge the manag ting process and basis or assumptions

or data used to support costs and allocation of common costs

Review of budge ing to actual cost incurred on a totality basis to

Professional skepticism on loss making projects on a continuous basis

[Next Slide] 16
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Direct Budgeted Actual Variance 4. Compare budget to
construction (RM’'m) (RM’m) (RM’m) total cost incurred to-
costs date = did not
Preliminary identiﬂ_ co§t overrun
at main building cost
expenses
. . 5. Contingency cost
2. gﬁ(:;g'][:g cost \I)\/I/g:’rilsbunde 40.3 (9.3) —>| " v 4m insuffcient to
between 5 . — cover co_st overrun in
phases using Architectural works 1.7 ma!n. bu||d|ng works. No
“land area” > revision of budgeted
no challenge M&E works - 6.2 JRM14.7m| cost > completeness
on the basis of budgeted cost not
of allocation ., Qs - 0.8 addressed
3. Contingency 55.0 g 6. Budgeted revenue =
estimated as ' RM65.0m > If
4% of cost > ‘ - budgeted cost revised
no challenge to RM69.7m,
on why 4% 55.0 foreseeable losses of
RM4.7m not
identified
audit procedures performed to understand the
management’s budgeting process
© Securities Com laysia [BACK] 17
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Case Study 3: Risk of Management Override

Collectively
holds 422

daughter and

son
Independent Executive
Non-Executive Directors
Directo (Run day to aay
(Audit Commaittee) operations)

© Securities Com i laysia

Con

AOB'’s identified deficiencies

® Risk of management override

not identified [ISA 200.15 & ISA
315.14]

» Did not apply appropriate
professional skepticism

® Risk of management override
was identified and considered a
risk, however no additional
procedures [ISA 240.33]
» Journal entry testing —
nature, extent, and timing

[BACK] 18
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Performance
materiality set by the
auditor

RM400,000

Revenue
population

RM15,275,800

Auditor’'s common

argument of no
deficiencies

Samples selected are material

items ed to provide audit

e concerning the
er of the remaining
tion [ISA 500.10 (A55)]

Untested population of

RM4,291,500 is > PM
[RM15,275,800 - RM10,984,300]

Samples coverage is &
high, ie. 72%
[RM10,984,300/RM15,2

® Materiality is based on PM and
not samples coverage

Basis of sampling |

Total amount for
samples samples selected

selected

What can auditors do differently
to avoid these audit deficiencies?

Extend samples until untested
population is < PM
Avoid pure targeted or key items
testing — includes random or some
other more appropriate means of
selecting samples
Key item testing, to be
supplemented by —
Test of controls — must be
relevant to assertions to be
addressed
Substantive analytical review
[Click here] 19
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Case Study 4: Analytical Procedures (AP) andd€ommeIY Deficiencies
Common Deficiencies

Type At what stage it is
performed and purpose

aropriately regarded as Substantive
out the 4 steps approach- not

Preliminary » At planning to assess Ris ,
adequately performed

Analytical of Material Misstatemen

Procedure (Para
6b, 1SA 315)

Questions on reliability of data used

= Accuracy including recording and
posting of underlying data in the
system not tested

= Source of data not verified

» Insufficient disaggregation of data

Final Analytical

Procedure -
(Para 6, ISA 520)

Substantive

ara 5, ISA 520) —

pAnaI()j/tical > the suitability Inapp{ot)_riate basis to develop the

roceaures - il expectation

(Para 4(ii), ISA Tl @l » Used of PY data not supported
330) = Source of data not verified

» Expectation not determine- simple
variance analysis

vestigate the
ifferences Inappropriate follow-through on
identified differences

= Basis of threshold not supported
= Differences not duly investigated

© Securities Commissi laysia [BACK] 20
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Case Study 5: Reliability of evidence provid

Example: Valuation of properties

Statement of Financial Position as at
31 December 2012 (in RM’ million)

PPE: AUDIT
CONCLUSION:
Factory and office building A 3 “Higher than
Carrying Amount,
Leasehold Land B (vacant) 15 Hence No
(lease expiring. Year 2025) Impairment”

Total

Land held for development: No evaluation to support the basis of comparison, ie.

comparing a factory cum office to condominium
Freehold Land C

Freehold Land D

Total 50
© Securities Com i laysia - 21
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Case Study 5: Reliability of evidence provid y management (cont.)

Example: Valuation of properties

Statement of Financial Position as at

Management’s basis
31 December 2012 (in RM’ million)

valuation an

Ssuppo
uditor

PPE:
Freehold Land and building A

3 AUDIT
(use as office and factory) fGe fax letter from the ~ SONGLUSION.
& ar's offices Higher than
Leasehold Land B (vacant) 15 ) ~ Ascribed Value:|RM16 million Carrying Amount,
(lease expiring: Year 2025) . ' Hence, no
Impairment”

Total

1. Fax copy signed by a clerk from the valuer’s office but not

Land held for development: evaluated by the auditor as to the quality and reliability

Freehold Land C 2. Contained limitation clause stating that “..provided lease

term is extended another 50 years...”.
Freehold Land D

Total 50

© Securities Com i laysia 22
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Case Study 5: Reliability of evidence provid

agement (cont.)
Example: Valuation of properties

Statement of Financial Position as at
31 December 2012 (in RM’ million)

PPE: _ AUDIT
Freehold Land and building A 3 erty website CONCLUSION:
(use as office and factory) sirrl?illlzﬁ IF;rr']%? fora "nghe;ﬂjgn(t:a”ymg
Leasehold Land B (vacant) 15 Hg & RM45 million - Hence No
(lease expiring. Year 2025) Impairment”

Total BUT

1. No justification of using iProperty to support the valuation

for Freehold Land C, particularly on the reliability of the
“asking price”

Freehold Land C

Freehold Land D

No evaluation if the property in iProperty was comparable
to Freehold Land C, for example, the physical condition and
—_— hence, no considering of adjusting the value to reflect such
Total 50

differences
© Securities Com i laysia
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Case Study 5: Reliability of evidence provid y management (cont.)

Example: Valuation of properties

Statement of Financial Position as at Management’s basis

suppo
31 December 2012 (in RM’ million) valuation an

uditor

PPE:
Freehold Land and building A
(use as office and factory) 3 t ific to thi AUDIT
y on report specific to this CONCLUSION-
v “Higher than
easehold Land B (vacant) 15 Date of report: 31.12. 2010 J

(lease expiring. Year 2025) Carrying Amount,

Abscribed value:|RM22 miIIionl Hence. no
Impairment”

Total

Land held for development:

Freehold Land C 1. No evaluation of the continue relevance of the outdated

valuation report
Freehold Land D

2. Contained limitation clause stating that “..commercial land
free from encumbrances...”, however Freehold Land D is an
riculture lan
Total 50 agriculture land

© Securities Commigsi laysia = [BACK] 24
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Why Root Cause Analysis?

e IFIAR 2012 Summary Report of Inspe gs —

> “many findings recur year afterye
theme areas, suggests tha rms’'should take steps to
develop a robust root caus alysis to gain a clearer
understanding of the f at underlie the inspection findings

In the same inspection

and take appropriaté act 0 remedjate those findings”

e Benefits of root ca lysis —

> Sustainable n & minimise recurrence

> Consise ult/performance
© Securities Cor@aysa 26
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Root Cause Analysis

e Owning up to actual root causes

e Correct identification of root — Effective
remediation plan to prev g findings

Symptom of the problem.
“The Weed”

Above the surface
(obvious)

The Underlying Causes
“The Root”
Below the surface
(not obvious)

© Securities Com i laysia 27
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Summary of Possible Root Cause

Common possible root causes Remediation plans taken by audit firms to address
root causes

* Performance not driven by audit gygovernance structure, tightening the
guality '

* Business consideration

» Lack of emphasis on ' structured communication plan on audit
monitoring/training/staff
development ‘ ent to performance evaluation of partners

e Qutdated audit methodology Fa

» Insufficient supervision/revi Rebalancing of partners’ portfolio and workload

by Engagement Partner
* Ineffective EQCR
* Documentation discip

Enhancing the role of the EQCR

Structured training plan and relevant changes to audit

methodology, policies and procedures

» Tighten the approach to professional skepticism

» Raising the commitment to enforce compliance on
proper and relevant documentation

© Securities Com i laysia 28
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AOB Remediation Framework

Introduction

accordance with Section 31

N nhancement of
nce’to mprove the reliability of

financial statement

 Objective and desired
overall audit perfor
the auditors’ opin

e Sanctions

© Securities Cor@aysa 30
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AOB Remediation Framework (c

e Firm Structure, Policy and omynunication

Procedures Monitoring quality™
* Audit Methodology™ ngagement Review
e Training* Deficiencies#

e Performance Measures for
cludes Remediation**

 Human resources
* Independence Revi
EQCR Role)

* To incorporate:
- how professional
- Engagement part

pticis sised
rs’ involvement
# To identify a ause offthe deficiencies noted

© Securities Com i [ 31
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- Appeal to Commission pursuant
n t Inquir :
S quiry to Section 31ZB of the SCA

—>» Case Close

N The Commission affirms
AOB’s determination

Issue Show
—> Cause

San

letter The Commission sets aside
Publish on —>  or substitutes AOB’s
SC’s website determination with its own

determination

© Securities Com i laysia 33
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Range of Sanctions

The range of sanctions available to AOB is set out in ?&Z(Z) and section (3)

of the SCA —

Section 317(2)

a) Directive to comply

b) Reprimand

c) Remedy the breach

d) Undertake relevant professional

e) Assign a reviewer to oversee

f) Prohibit the person concer
exceeding 12 months

g) Prohibit the person concer
permanently

h) Impose monet

ca prove audit quality
audigyth undertaken by the person concerned
frafnh accepting any PIE as its client for a period not
auditing of PIE not exceeding 12 month or
not exceeding RM500,000

Section 31Z(3)
a) Undert to

© Securities Com i laysia 34
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Enforcement Action on Audit Firms

Nature of action taken

Public Reprimand — failure to comply with auditi
and ethical standards in the performance of au
engagements

Public Reprimand and Fine — failure to cg 1 2
with auditing and ethical standards ingthe

performance of audit engagement

Total - 2 6

* As at 30 September 2013

e Br

required ky the MIA By-Laws

© Securities Com i laysia 35
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Conclusion@{y Messages
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Conclusion and Key Message

AOB is into its 5" year of inspection on
2014

Risk appetite in taking on PIE audits

diting technical competencies
g fees will make it more difficult to achieve audit

Accounting and auditing technical
competencies

Appropriate and up-to-date audit methodology — using on the
shelf auditing guide/template/checklist would requires
customization

Attend appropriate trainings to enhance on this aspects, both
partners and staff

Performing an audit Thinking audit — template and checklists are just tools, they do
not replace your professional judgment
* Be involved — Engagement partner need to get on field and

provide direction, supervision and review throughout the audit

© Securities Com i laysia 37
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Monitoring mechanism - EQCR

Monitoring mechanism — Internal quality ' mportant tool to enhance audit quality
review ire qualifi
Addressing audit deficiencies — whether ' e audit deficiencies if you truly want to improve

identified by AOB or through your

internal quality reviews ific and knowing the actual root causes — denial would not

help you to get the right remedial measures
Implement remedial measures in substance, not doing it for the
sake of “meeting regulator’s expectations”

* Observations which have impact on basis of audit opinion
 Not documentation issue — therefore do not hide behind the
documentation excuse

AOB's approach to enf

© Securities Com i laysia 38



Audit
Oversight
Board Malaysia






