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TERMS OF AUDIT ENGAGEMENTS

Introduction

1.

The purpose of this Hong Kong Standard on Auditing (HKSA) is to establish standards and
provide guidance on:

(@)  Agreeing the terms of the engagement with the client; and

(b)  The auditor’'s response to a request by a client to change the terms of an engagement
to one that provides a lower level of assurance.

The auditor and the client should agree on the terms of the engagement. The agreed
terms would need to be recorded in an audit engagement letter or other suitable form of
contract.

This HKSA is intended to assist the auditor in the preparation of engagement letters relating
to audits of financial statements. The guidance is also applicable to related services. When
other services such as tax, accounting, or management advisory services are to be provided,
separate letters may be appropriate.

In some countries, the objective and scope of an audit and the auditor's obligations are
established by law. Even in those situations the auditor may still find audit engagement letters
informative for their clients.

Audit Engagement Letters

5.

It is in the interest of both client and auditor that the auditor sends an engagement letter?,
preferably before the commencement of the engagement, to help in avoiding
misunderstandings with respect to the engagement. The engagement letter documents and
confirms the auditor's acceptance of the appointment, the objective and scope of the audit,
the extent of the auditor’s responsibilities to the client and the form of any reports.

Principal Contents

6.

The form and content of audit engagement letters may vary for each client, but they would
generally include reference to:

* The objective of the audit of financial statements;
«  Management’s responsibility for the financial statements?;

« The scope of the audit, including reference to applicable legislation, regulations, or
pronouncements of professional bodies to which the auditor adheres;

» The form of any reports or other communication of results of the engagement;

+ The fact that because of the test nature and other inherent limitations of an audit, together
with the inherent limitations of internal control, there is an unavoidable risk that even
some material misstatement may remain undiscovered; and

» Unrestricted access to whatever records, documentation and other information requested
in connection with the audit.

The auditor may also wish to include the following in the letter:
+ Arrangements regarding the planning and performance of the audit.

* Expectation of receiving from management written confirmation concerning
representations made in connection with the audit.

1 Under the Corporate Practices (Registration) Rules of the HKICPA, the engagement letter for a corporate practice shall

identify the director appointed by the corporate practice to be responsible for the performance of the audit engagement
contemplated by the audit report.

2 Under the Companies Ordinance, directors are responsible for the preparation of financial statements showing a true and

fair view.
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* Request for the client to confirm the terms of the engagement by acknowledging receipt
of the engagement letter.

« Description of any other letters or reports the auditor expects to issue to the client.
« Basis on which fees are computed and any billing arrangements.
When relevant, the following points could also be made:

* Arrangements concerning the involvement of other auditors and experts in some aspects
of the audit.

* Arrangements concerning the involvement of internal auditors and other client staff.

+ Arrangements to be made with the predecessor auditor, if any, in the case of an initial
audit.

*  Any restriction of the auditor’s liability when such possibility exists.
+ Areference to any further agreements between the auditor and the client.

* An example of an audit engagement letter is set out in the Appendix.

Audits of Components

9.

When the auditor of a parent entity is also the auditor of its subsidiary, branch or division
(component), the factors that influence the decision whether to send a separate engagement
letter to the component include the following:

*  Who appoints the auditor of the component.

*  Whether a separate auditor’s report is to be issued on the component.
* Legal requirements.

* The extent of any work performed by other auditors.

» Degree of ownership by parent.

» Degree of independence of the component’s management.

Recurring Audits

10.

11.

On recurring audits, the auditor should consider whether circumstances require the
terms of the engagement to be revised and whether there is a need to remind the client
of the existing terms of the engagement.

The auditor may decide not to send a new engagement letter each period. However, the
following factors may make it appropriate to send a new letter:

« Any indication that the client misunderstands the objective and scope of the audit.
* Any revised or special terms of the engagement.

* Arecent change of senior management or those charged with governance.

» A significant change in ownership.

« Asignificant change in nature or size of the client’s business.

* Legal or regulatory requirements.

Acceptance of a Change in Engagement

12.

13.

An auditor who, before the completion of the engagement, is requested to change the
engagement to one which provides a lower level of assurance, should consider the
appropriateness of doing so.

A request from the client for the auditor to change the engagement may result from a change
in circumstances affecting the need for the service, a misunderstanding as to the nature of an
audit or related service originally requested or a restriction on the scope of the engagement,
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14.

15.

16.

17.

18.

19.

19-1.

TERMS OF AUDIT ENGAGEMENTS

whether imposed by management or caused by circumstances. The auditor would consider
carefully the reason given for the request, particularly the implications of a restriction on the
scope of the engagement.

A change in circumstances that affects the entity’s requirements or a misunderstanding
concerning the nature of service originally requested would ordinarily be considered a
reasonable basis for requesting a change in the engagement. In contrast a change would not
be considered reasonable if it appeared that the change relates to information that is incorrect,
incomplete or otherwise unsatisfactory.

Before agreeing to change an audit engagement to a related service, an auditor who was
engaged to perform an audit in accordance with HKSAs would consider, in addition to the
above matters, any legal or contractual implications of the change.

If the auditor concludes, that there is reasonable justification to change the engagement and if
the audit work performed complies with the HKSAs applicable to the changed engagement,
the report issued would be that appropriate for the revised terms of engagement. In order to
avoid confusing the reader, the report would not include reference to:

(@)  The original engagement; or

(b)  Any procedures that may have been performed in the original engagement, except
where the engagement is changed to an engagement to undertake agreed-upon
procedures and thus reference to the procedures performed is a normal part of the
report.

Where the terms of the engagement are changed, the auditor and the client should
agree on the new terms.

The auditor should not agree to a change of engagement where there is no reasonable
justification for doing so. An example might be an audit engagement where the auditor is
unable to obtain sufficient appropriate audit evidence regarding receivables and the client
asks for the engagement to be changed to a review engagement to avoid a qualified audit
opinion or a disclaimer of opinion.

If the auditor is unable to agree to a change of the engagement and is not permitted to
continue the original engagement, the auditor should withdraw and consider whether
there is any obligation, either contractual or otherwise, to report to other parties, such
as those charged with governance or shareholders, the circumstances necessitating
the withdrawal.

Auditor of a company incorporated under the Companies Ordinance who resigns from the
office as auditor is required to comply with the requirements of section 140A of the
Companies Ordinance regarding the statement to be made by him in relation to his
resignation. If the auditor is removed from office, he may wish to exercise his rights under
section 132(6) of the Companies Ordinance to attend and be heard at the general meeting.

Effective Date

20.

This HKSA is effective for audits of financial statements for periods beginning on or after 15
December 2004.

Conformity and Compliance with International Standards on Auditing

21.

22.

As of [date of issue] (date of issue), this HKSA conforms with International Standard on
Auditing (ISA) 210, “Term of Audit Engagements”. Compliance with the requirements of this
HKSA ensures compliance with ISA 210.

Additional local guidance is provided in paragraph 19-1. Additional local explanations are
provided in footnotes 1 and 2. Example audit engagement letter is provided in Appendix 1 and
guidance on tax engagement letter and example tax engagement letter are provided in
Appendix 2.
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Public Sector Perspective

1.

The purpose of the engagement letter is to inform the auditee of the nature of the
engagement and to clarify the responsibilities of the parties involved. The legislation and
regulations governing the operations of public sector audits generally mandate the
appointment of a public sector auditor and the use of audit engagement letters may not be a
widespread practice. Nevertheless, a letter setting out the nature of the engagement or
recognizing an engagement not indicated in the legislative mandate may be useful to both
parties. Public sector auditors have to give serious consideration to issuing audit
engagements letters when undertaking an audit.

Paragraphs 12 to 19-1 of this HKSA deal with the action a private sector auditor may take
when there are attempts to change an audit engagement to one which provides a lower level
of assurance. In the public sector specific requirements may exist within the legislation
governing the audit mandate; for example, the auditor may be required to report directly to a
minister, the legislature or the public if management (including the department head) attempts
to limit the scope of the audit.
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APPENDIX 1
Example of an audit engagement letter

This form of letter has been drafted to apply to limited company clients which are incorporated in
Hong Kong under the Companies Ordinance. It is not necessarily comprehensive or appropriate to be
used in relation to every entity, and it must be tailored to specific circumstances - for example to the
special reporting requirement of regulated entities.

To the directors of

The purpose of this letter is to set out the basis on which we (are to)* act as auditors of the company
(and its subsidiaries)* and the respective areas of responsibility of the directors and of ourselves.

Responsibilities of directors and auditors

1.1

1.2

1.3

As directors of the above company, you are responsible for ensuring that the company
maintains proper books of account and for preparing financial statements which give a true
and fair view and have been prepared in accordance with the Companies Ordinance. You are
also responsible for making available to us, as and when required, all the company's books of
account and all other relevant records and related information, including minutes of all
management and shareholders' meetings.

We have a statutory responsibility to report to the members whether in our opinion the financial
statements give a true and fair view and whether they have been properly prepared in
accordance with the Companies Ordinance. In arriving at our opinion, we are required to
consider the following matters, and to report on any in respect of which we are not satisfied:

a. whether proper books of account have been kept by the company and proper returns
adequate for our audit have been received from branches not visited by us;

b. whether the company's balance sheet and profit and loss account are in agreement with
the books of account and returns; and

C. whether we have obtained all the information and explanations which we consider
necessary for the purposes of our audit.

In addition, there are certain other matters which, according to the circumstances, may need to
be dealt with in our report. For example, where the financial statements do not give details of
directors' remuneration or of loans to officers, the Companies Ordinance requires us to
disclose such matters in our report.

We have a professional responsibility to report if the financial statements do not comply in any
material respect with applicable accounting standards, unless in our opinion the non-
compliance is justified in the circumstances. In determining whether or not the departure is
justified, we consider:

a. whether the departure is required in order for the financial statements to give a true and
fair view; and

b. whether adequate disclosure has been made concerning the departure.
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Scope of audit

21

2.2

23

24

2.5

26

2.7

Our audit will be conducted in accordance with Hong Kong Standards on Auditing issued by
the Hong Kong Institute of Certified Public Accountants, and will include such tests of
transactions and of the existence, ownership and valuation of assets and liabilities as we
consider necessary. We shall obtain an understanding of the accounting and internal control
systems in order to assess their adequacy as a basis for the preparation of the financial
statements and to establish whether proper books of account have been maintained by the
company. We shall expect to obtain such appropriate evidence as we consider sufficient to
enable us to draw reasonable conclusions therefrom.

The nature and extent of our procedures will vary according to our assessment of the
company's accounting system and, where we wish to place reliance on it, the internal control
system, and may cover any aspect of the business's operations that we consider appropriate.
Our audit is not designed to identify all significant weaknesses in the company's systems but, if
such weaknesses come to our notice during the course of our audit which we think should be
brought to your attention, we shall report them to you. Any such report may not be provided to
third parties without our prior written consent. Such consent will be granted only on the basis
that such reports are not prepared with the interests of anyone other than the company in mind
and that we accept no duty or responsibility to any other party as concerns the reports.

As part of our normal audit procedures, we may request you to provide written confirmation of
certain oral representations which we have received from you during the course of the audit on
matters having a material effect on the financial statements. In connection with representations
and the supply of information to us generally, we draw your attention to section 134 of the
Companies Ordinance under which it is an offence for an officer of the company to mislead the
auditors.

In order to assist us with the examination of your financial statements, we shall request sight of
all documents or statements, including the chairman's statement, operating and financial
review and the directors' report, which are due to be issued with the financial statements. We
are also entitled to attend all general meetings of the company and to receive notice of all such
meetings.

The responsibility for safeguarding the assets of the company and for the prevention and
detection of fraud, error and non-compliance with law or regulations rests with yourselves.
However, we shall endeavour to plan our audit so that we have a reasonable expectation of
detecting material misstatements in the financial statements or books of account (including
those resulting from fraud, error or non-compliance with law or regulations), but our
examination should not be relied upon to disclose all such material misstatements or frauds,
errors or instances of non-compliance as may exist.

(Where appropriate - Note) We shall not be treated as having notice, for the purposes of our
audit responsibilities, of information provided to members of our firm other than those engaged
on the audit (for example information provided in connection with accounting, taxation and
other services).

Once we have issued our report we have no further direct responsibility in relation to the
financial statements for that period. However, we expect that you will inform us of any material
event occurring between the date of our report and that of the Annual General Meeting which
may affect the financial statements.
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(Group accounts

3.

As auditors of the holding company we are required to report, in similar terms to those outlined
in paragraph 1.2 above, on the group accounts, which comprise the financial statements of the
holding company and its subsidiaries. In order to express an opinion on group accounts which
include the financial information of subsidiaries, joint ventures or associated companies of
which we are not the auditors, it will be necessary for us to communicate directly with the other
auditors concerned to satisfy ourselves that:

a. so far as is practicable, there is uniformity within the group in the application of
accounting policies;

b. the group accounts give the information required by the Companies Ordinance,
applicable accounting standards and any other legislation or non-statutory requirements
affecting the presentation of financial statements; and

C. all material aspects of the group accounts have been subjected to an audit examination,
the nature and extent of which is adequate and reasonable, in our view, for the purpose
of forming an opinion on the group accounts.)*

(Other services

4.

Fees

You have requested that we provide other services in respect of ...... The terms under which
we provide these other services are dealt with in a separate letter.)*

Our fees are computed on the basis of the time spent on your affairs by the partners and our
staff and on the levels of skill and responsibility involved plus out-of-pocket expenses. Unless
otherwise agreed, our fees will be billed at appropriate intervals during the course of the audit
and will be due on presentation.

Agreement of terms

6.1

6.2

Once it has been agreed, this letter will remain effective, from one audit appointment to
another, until it is replaced. We shall be grateful if you could confirm in writing your agreement
to these terms by signing and returning the enclosed copy of this letter, or let us know if they
are not in accordance with your understanding of our terms of engagement.

Since the terms of our engagement as auditors of the subsidiaries listed in the attached
appendix are the same, we will not send separate letters to the board of directors of each
subsidiary. We would therefore be grateful if you would forward copies of this letter to the
boards of directors of each such subsidiary and confirm that these boards have also agreed
and confirmed their acceptance of this letter.)*

Yours faithfully,

ABC & Co.
Certified Public Accountants (Practising) [or Certified Public Accountants]

Date
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We agree to the terms of this letter.

Director, for and on behalf of the board of

Date

" Delete where not applicable.

Note

When accounting, taxation or other services are undertaken on behalf of an audit client, information
may be provided to members of the audit firm other than those engaged on the audit. In such cases, it
may be appropriate for the audit engagement letter to include this or a similar paragraph to indicate
that the auditors are not to be treated as having notice, for the purposes of their audit responsibilities,
of such information, to make it clear that a company would not be absolved from informing the
auditors directly of a material matter.
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APPENDIX 2

Tax engagement letter

The need for a tax engagement letter

1.

A tax engagement letter provides written confirmation of a member's acceptance and scope of
his appointment as a client's tax representative to provide taxation services (tax practitioner). If
a tax engagement letter is not sent to clients, both new and existing, there is scope for
uncertainty about the precise extent of the respective obligations of the client and the tax
practitioner in relation to the client's tax affairs.

Contents and form of a tax engagement letter

2.

When a tax practitioner prepares tax returns or tax computations for a client, he is acting in an
agency capacity. This has an important bearing on his responsibilities.

A tax practitioner ensures that every client understands that work can only be undertaken on
the basis that the client will supply all relevant information. This is usually best dealt with in a
tax engagement letter.

A member may undertake services for clients in addition to carrying out his responsibilities as
auditor. Some appointments may only require the handling of client's tax affairs and/or the
preparation of financial statements. It is recommended that the nature and scope of taxation
services should be adequately recorded in a separate tax engagement letter rather than as an
add-on to the audit engagement letter.

The letter should explain the respective responsibilities of the client and of the tax practitioner
in connection with returns of information to the Inland Revenue Department (IRD) in relation to
employees, the preparation of taxation computations and the submission of returns of the
business, dealing with enquiries from the IRD and agreeing the tax liability with the IRD.

Procedures

6.

The agreement of a tax engagement letter is in the interests of both the tax practitioner and the
client. Therefore the contents of a tax engagement letter should be discussed and agreed with
management (the sole trader, partners or directors as the case may be) before it is sent and
preferably before or at the same time as he accepts his appointment.

A tax practitioner also considers sending a tax engagement letter to existing clients to whom
no similar letter has previously been sent.

Where a tax practitioner is engaged by a client that has subsidiaries, it is preferable that a
separate letter is sent to the board of directors of each company for which he is acting.

A tax practitioner cannot normally treat his client's failure to respond to a tax engagement letter
as a binding acceptance of its terms. Accordingly, the letter should include a request to
management that they confirm in writing their agreement to the terms of the tax engagement
by counter-signing and returning a copy of the letter and every effort should be made to ensure
that the client responds. It should be clearly understood that when agreed the tax engagement
letter will give rise to contractual obligations and its precise content must therefore be carefully
considered. In the case of a company, the tax practitioner requests that the letter of
acknowledgement be signed on behalf of the board.

13 ED/HKSA 210



10.

11.
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Once it has been agreed by the client, a tax engagement letter will, if it so provides, remain
effective until it is replaced. However, the tax engagement letter should be reviewed regularly
to ensure that it continues to reflect the actual circumstances of the client. If a change has
taken place, including a significant change in management, which materially affects the scope
or understanding of the appointment, the tax practitioner discusses the matter with
management and where appropriate sends a revised tax engagement letter.

The following is an example of a tax engagement letter.
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An example of a tax engagement letter

Below is an example of a tax engagement letter where a member has been instructed to undertake
tax work in addition to his audit appointment. It is not intended to be used in relation to every client, as
tax engagement letters must be tailored to specific circumstances.

To the [proprietor/partners/directors]* of

The purpose of this letter is to set out the basis on which we are to act as tax representatives of the
[business/partnership/company]* and the respective areas of responsibility of the
[business/partners/company]* and of ourselves.

Taxation services

1.1 As the taxpayer, you have the primary responsibility to submit a correct and complete tax
return, profits tax computation and supporting schedules. Similarly, when any additional
information is provided, whether arising out of correspondence with the Inland Revenue
Department or otherwise, you are ultimately responsible for ensuring that to the best of your
knowledge and belief, after making appropriate enquiries, such information is correct and
complete.

1.2 We shall be responsible for preparing on your behalf for your consideration and agreement,
[your/the firm's/the company's]* tax computation and tax returns and for the proper
presentation and disclosure therein of all known relevant facts. We shall then submit the
computation and signed returns to the Inland Revenue Department and deal with the
agreement thereof [and the allocation of the adjusted profit/loss amongst the partners]** on
your behalf. In cases where additional correspondence or information is required this may
result in additional fees being charged.

1.3  We shall base our computation on the general interpretation and application of the relevant
provisions of the Inland Revenue Ordinance prevailing at the time of preparation of the returns.
It must be emphasised that in some cases a position has to be taken as regards deductibility or
chargeability of particular transactions. These will be fully discussed and decided with you.

1.4 In carrying out the above work, we must stress that we shall be dealing with your tax affairs on
your behalf as your agent, and on the basis that you make full disclosure to us of all relevant
information. There is no requirement for us to, and therefore we shall not, perform any audit or
independent verification work on any information provided by you to us for the purposes of
preparing the tax return and forwarding it to the Inland Revenue Department [except to the
extent required for the statutory audit. Our responsibilities as your auditors are already clearly
set out in the audit engagement letter. Our roles as your auditors and your tax representatives
are different. Therefore, the appointments should be treated as separate engagements]***.
You are responsible for ensuring that the accounting records faithfully reflect the nature of
transactions.

[Other assignment eg. tax planning, employer's returns, etc.]**

1.5 We shall be pleased to advise on any other taxation matters if requested. These will be
regarded as separate assignments.

15 ED/HKSA 210



1.6

1.7

1.8

Fees

TERMS OF AUDIT ENGAGEMENTS

The Inland Revenue Department has special procedures for the examination of business
accounts. Cases which exhibit certain characteristics may trigger a field audit examination or a
full investigation by the Inland Revenue Department. These examinations may not be restricted
to the books and records of the business.

You will appreciate therefore the necessity of maintaining accurate and complete records of all
your business transactions. Once a taxpayer is selected for this in-depth examination a
considerable amount of information will be requested by the Inland Revenue Department which
may involve us, and you, in substantial additional time and cost, unless the information is
readily available.

We should also emphasise that the due date for the submission for your Profits Tax Returns is
[1 May/31 July/31 October]**. If the returns are not submitted by this due date, penalties up to
three times the tax unpaid may be charged. Therefore, we urge that [the books and records of
the business, duly completed to include all transactions of the accounting year/draft financial
statements/audited financial statements]*, be made available to us at least months [period to
be agreed with the client]** before this due date.

Our fees are computed on the basis of the time spent on your affairs by the partners and our
staff, and on the levels of skill and responsibility involved plus out-of-pocket expenses. Unless
otherwise agreed, our fees will be charged separately for the basic taxation services described
above and any other assignments [each of the main classes of work described above]**, will
be billed at appropriate intervals during the course of the year and will be due on presentation.

Agreement of terms

Once it has been agreed, this letter will remain effective, from one tax year to another, until it is
replaced. We shall be grateful if you could confirm in writing your agreement to the terms of
this letter by signing and returning the attached copy, or let us know if they are not in
accordance with your understanding of our terms of appointment.

Yours faithfully,

(signed)

Agreed and accepted by

(signed)

(Date)

Footnotes:

*

*%

Delete as appropriate.
Insert as appropriate.

*** Only applicable where the member acts as both auditor and tax representative.
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