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Message from the Editors %% ¢93%

Welcome to the ninth issue of
Hong Kong Edge!

We were deeply saddened by the passing of our exKPMG chairman,
Dr Marvin Cheung, in September. We feature a special tribute to him in
this edition.

This issue also features two interesting interviews. Mr Michael

Wu, chairman and managing director of Maxim's Group, discusses
succeeding in Hong Kong's competitive food and beverage industry,
while Dr Michael Chan, honorary chairman of the Legacy Academy,

shares his knowledge on family business succession. Tribute to Dr Marvin Cheung,

Our KPMG professionals continue to share their observations, ex-KPMG Chairman
insights and knowledge in areas such as banking, China securities, R AR R R LR
audit committee effectiveness, the finance function and fraud risk RAER L
management.

p.- 4

We hope these articles will be of interest to you and that you find this
issue informative. We welcome any feedback or topic ideas for future
issues.
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Tribute to Dr Marvin Cheung, ex-KPMG Chairman

Tribute to Dr Marvin Cheung,
ex-KPMG Chairman

Dr Marvin KinTung Cheung, GBS, OBE, JP

KPMG in 1969 and was made partner in 1974. He was chairman of KPMG China from 1996 to 2003. During that
time, Marvin steered the firm through a period of great change, from the turmoil of the Asian Financial Crisis to
paving the way for our considerable growth in China.

I t was with deep sadness that we learnt of the passing of our former chairman, Marvin Cheung. Marvin joined

Marvin decided at an early age that he wanted to become an accountant, and achieved his aim with the single-
minded determination for which he would later become legendary. After becoming partner at the age of just 27,
he went on to become the first Chinese senior partner at the Hong Kong firm, driving its development in the Asia
Pacific region. He was well known for being able to absorb large amounts of information very quickly and had an
incredible ability to focus only on the important areas of any content. Marvin also helped introduce the concept of
functional partners in charge, or PICs, as well as partner counselling.

Marvin made a huge contribution to the Hong Kong accounting profession as a whole. After joining the Hong
Kong Society of Accountants (now the Hong Kong Institute of Certified Public Accountants (HKICPA)) more than
40 years ago, he became president of the institute in 1990 and was chairman of numerous HKICPA working
committees. As a trustee of the International Accounting Standards Committee Foundation from 2006, Marvin
also represented Hong Kong in terms of global professional accounting issues.

In addition to his numerous roles in the accounting sector, he held various public service positions. He was
chairman of the Airport Authority, the Council of the Hong Kong University of Science and Technology, and the
Supervisory Committee of the Tracker Fund of Hong Kong. He was also a member of the Council of the Open
University of Hong Kong, and council member and honorary treasurer at St. Paul’s Co-educational College.
Additionally, Marvin held the unique distinction of being one of only four individuals in Hong Kong to have served
as a member of the Executive Council, Legislative Council, Urban Council and District Council, holding some of
these positions during his time as a partner at KPMG.

Other notable roles include his work as an independent non-executive director at Hong Kong Exchanges and
Clearing Limited, HSBC Holdings plc and Hang Seng Bank, and he was the inaugural chairman of Hang Seng
Bank's Risk Committee.

Marvin was admired for his leadership, resilience and strength of personality. His formidable intellect made him
hugely respected by all those who worked with him. Following his retirement in 2003, we looked on with pride

as he took on new roles in the Hong Kong community and received his Gold Bauhinia Star. His achievements at
KPMG will never be forgotten.

The partners and staff of KPMG China extend their deepest condolences to his wife, Sabrina, and two daughters,
Jennifer and Vanessa.
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Interview with Mr Michael Wu

ong Kong has long been recognised as a
H ‘gourmet paradise’, and its food and beverage
(F&B) industry has played a key role in the
local economy. Over the decades, the F&B industry
has evolved along with Hong Kong's palate as the
city continues to welcome cuisine and brands from
around the world. Amid the fierce competition,
Maxim’s Group (“Maxim's”) has firmly
established itself as a name that represents
Hong Kong food, and has reinvented itself and
the landscape of Hong Kong's F&B industry as
awhole.

We are delighted to feature an interview with :
Mr Michael Wu, chairman and managing A
director of Maxim'’s, in this issue of ; '“ )
Hong Kong Edge to share his thoughts Pe
on running and developing an F&B 4 '

corporation.

Interview with Mr Michael Wu

(Chairman & Managing Director of Maxim's Group)

IVI r Michael Wu is the chairman and managing director of Maxim's Group, one of Hong Kong's largest F&B
corporations and restaurant chains that operates over 860 outlets in Hong Kong, mainland China and Vietnam,
serving over 645,000 customers daily. Over the last decade, MrWu has successfully transformed the group into a
sophisticated and modern F&B corporation by introducing global brands and developing proprietary ones. The group'’s
Cakes and Bakery division recently won the Gold Quality Award from the Hong Kong Management Association.
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KPMG: Maxim’s has been an established F&B
company in the local market for decades and
has developed a well-known brand, recently
winning a Gold Quality Award from the Hong
Kong Management Association. Could you tell
us a bit about the background of this long-
established F&B group?

Maxim's was founded in 1956 when its first
restaurant, Maxim's Restaurant, was opened in
Central. This was followed by the opening of our
first Chinese restaurant and fast food outlet in
the 1970s, as well as our first Sino-foreign joint
venture in China in 1980. Maxim'’s has since also
introduced global brands including Starbucks
and Genki Sushi to expand our lines of business.
These now include Chinese, Asian and European
restaurants, Japanese restaurant chains, fast
food restaurants, bakeries, coffee shops, and
institutional catering. We are also the licensee
for several F&B brands. | am glad to see that
Maxim’s has gained a leading position across the
various F&B areas that we have been exploring
and developing for decades.

MrWu:

For five years, we worked towards winning the
Gold Quality Award, and we believe that by trying
to improve, we can make a lasting commitment
to the process of quality management.

[KPMG: The F&B industry in Hong Kong is ever-
changing and people are eager to try new
things and taste exotic foods.What challenges
do you think F&B operators have to overcome
in this market?

MrWu: Itis not easy to run an F&B business in Hong
Kong. Maxim's has more than 680 outlets in
Hong Kong and over 180 in mainland China, and

it aims to expand its total number of outlets to
more than 1,000 in the future. We cannot possibly
achieve this goal without excellent management
of our service and food quality, and our more than
22,000 employees. Moreover, Maxim's is also
faced with the common challenge all businesses
in Hong Kong face — spiralling rents.

However, the F&B industry is known for its

low entry threshold, as this sector does not
necessarily require the complex skills and capital
requirement needed in other industries. We do,
however, face fierce competition on all fronts, as
overseas peers enter the local market and open
branches in Hong Kong on a daily basis.

KPMVIG: How does Maxim’s stand out from its

competitors and build its brand?

MrWu:

KPMG:

MrWu:

Customers always have new preferences and
higher demands. It is therefore quite difficult

to secure customers’ loyalty in this industry.
The F&B industry needs to keep innovating to
avoid the risk of becoming irrelevant. Therefore,
developing outstanding talent and building an
excellent brand are some of the keys to our
success.

The brands we have developed are known for
their unigueness, scalability and sustainability,
and our goal is to be the leader in all our ventures.
To achieve this aim, we target the uppermiddle-
class market and the younger generation, as

they are more brand-conscious and drawn to a
nice lifestyle. We try to strike a balance between
brand, quality and price in addition to a pleasant
dining experience. The uppermiddle-class market,
which continues to grow, has great potential. We
therefore position ourselves in this market when
we introduce overseas brands or develop new
ones.

Maxim’s has introduced overseas brands and
has also been quick to develop well-known
proprietary brands over the years. Can you
share your experience with us?

One of our competitive edges is our ability to

act as the licensee for world-renowned brands,
and to develop proprietary brands. \We are
continuously in search of unique brands and
partners that share our ideas, such as Starbucks,
Genki Sushi and Ippudo. At the same time, we
are keen to learn from our foreign counterparts to
develop our own brands and bring our customers
new experiences.

Developing proprietary brands tends to go far
beyond marketing gimmicks. The key to a brand is
invoking an emotional connection for customers
so that they positively identify with the brand. A
successful brand requires paying attention to
many factors such as renovations, menus and
marketing campaigns. We do not tend to give

too much exposure to the Maxim’s brand, and
sometimes we leave it out completely because
customers need to feel the brand authenticity. For
example, when people dine at Dondonya, one of
our proprietary brand restaurants, we want them
to feel as if they are eating donburi (a traditional
Japanese rice dish) in Japan.

We continue to learn in terms of developing
brands. Take one of our proprietary brands,
‘simplylife’, as an example. Although the business
is doing well now, it was actually preceded by
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KPMG:

MrWu:

another brand, Simply Bread. This brand may not
have been successful, but it taught us a valuable
lesson. Simply Bread sold freshly baked pastries
and we targeted the slightly higher end of the
market; however, there was a mismatch between
the higher price and the less formal dining
ambience. We quickly changed our strategy and
reinvented ‘simplylife’ as a bakery cafe. The core
business of the cafe is now light dining service —
the bakery has become a showroom to exhibit
the quality and freshness of our products, and
projects an energetic and youthful image.

In addition to brand management, Maxim'’s
people are also an important asset. What is
your people management strategy?

We have more than 22,000 employees

and | manage a core team of about 200 key
management team members so that they can
excel in their respective roles. \We have tried hard
to identify, train and retain talented professionals,
and we believe this is how we have maintained
our standards across Hong Kong and mainland
China. At Maxim'’s, we believe in teamwork and
institutional management. Thanks to this talent
pool, we are able to second senior staff to new
outlets. They pass on their valuable experience,
which helps us ensure that junior staff learn the
ropes quickly and gives the new outlet a good
start. We try to achieve sustainable development
by maintaining the talent pool and creating room
for our people to do their best.

KPMG:

MrWu:

You just mentioned sustainable development.
We know that Maxim’s is taking action to
support corporate social responsibility (CSR)
initiatives such as environmental protection.
Can you tell us about this?

The two main CSR themes we are focusing on
are environmental protection and helping those
in need. One of our CSR projects is the Surplus
Bread Donation Programme, and we were the
first bakery chain in Hong Kong to launch this
initiative. On a daily basis, volunteers collect
unsold bakery products from Maxim's and Arome
Bakery at closing time and deliver them directly
to beneficiaries. Around 220 Maxim'’s Cakes

and Arome outlets are now donating bread to
underprivileged groups through 90 NGOs. We
hope this campaign will help reduce food waste
and provide food to the needy. Kiddy Heart
Canteen, another of our CSR projects with similar
goals, was the first of its kind to provide meals

to underprivileged children and families to help
relieve their financial burden.

Maxim'’s has collaborated with various
organisations to promote environmental
protection and waste reduction over the past
decade. We also place strong emphasis on eco-
packaging. For example, this year, we launched
new mooncake boxes which are made of eco-
friendly recyclable and compostable sugar cane
bagasse (the leftover pulp from sugar cane).
The simple, trendy box design has a handle,
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which means they do not need to be carried in
an additional carrier bag. Our target was to sell
250,000 boxes this year to reduce the use of
tin mooncake boxes. We have also partnered
with Swire Properties and Friends of the Earth
(HK) to promote the Mooncake Box Recycling
Programme at various housing estates and
residential buildings.

What is your view on the outlook for the F&B
industry in Hong Kong? What do you think
F&B operators should do to cope with future
changes?

The IT revolution has generally had a relatively
mild influence on the F&B industry compared

to other sectors, as food and drinks are daily
necessities that cannot be replaced by the click
of a mouse. E-commerce is very popular and
poses a real and imminent threat to the traditional
retail industry. On the flip side, if some traditional
retailers exit the market and instead opt for

an e-commerce strategy, this could increase

the supply of shops, which may be a positive
opportunity for the F&B industry.

L RaleolLEil
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Interview with Mr Michael Wu

Hong Kong is emerging as a testing ground for
F&B operators in Asia. This market has recently
attracted several global F&B operators, as

they may use restaurants in Hong Kong as a
showroom for mainland customers. This in turn
offers local customers greater choice and creates
a diversified environment for the local market to
grow and prosper.

At Maxim's, we are focusing our development
onTier 1 and 2 cities in mainland China as we
recognise the increasing purchasing power of
local residents and see the abundant supply
of shops in premium shopping malls as an
important opportunity. As a Hong Kong F&B
corporation, we are proud of local brands as
they represent higher food safety and quality
assurance standards, which has helped them
gain greater confidence from consumers in
mainland China. | think this is a great advantage
and one that Hong Kong enterprises should
leverage.
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task. For a family business to survive for
generations to come, both the rational side of
business and the emotional side of the family need
to be considered. The process is both a complex
science and an art. Currently, many companies
in different industries in Hong Kong are family
businesses. It is therefore worth looking into
how family businesses should manage their
succession to create long-lasting value.

F amily business succession is seldom a simple

In this issue of Hong Kong Edge, we are
delighted to feature an interview with Dr
Michael Chan, a pioneer in the research of
Chinese family business succession, who
has shared some valuable insights on the
legacy of family businesses.

¥ Interview with Dr Michael Chan

(Honorary Chairman, Legacy Academy) 'I

Dr Chan discusses family business succession

D r Michael Chan is the executive chairman of a major listed company in Hong Kong, and is also the honorary
chairman of the Legacy Academy, which is dedicated to research and consultancy services pertaining to family
business succession to help Chinese family businesses succeed for generations.

Dr Chan has extensive experience in business planning and management. He holds a bachelor’s degree in Sociology
and Political Science, and a master’s degree in City Planning from a university in Canada. He was conferred a
doctorate in Business Administration by an American university, and is an honorary fellow of Lingnan University.

The services he has rendered to the community are invaluable. Over the years, he has served on the Executive
Committee of the Hong Kong Retail Management Association, on the General Committee of the Employers’
Federation of Hong Kong, as an advisor at the Quality Tourism Services Association, and also as a fellow and council
member of the Hong Kong Management Association. He is currently the chairman of the Business Enterprise
Management Centre of the Hong Kong Management Association, the honorary chairman of the Hong Kong Institute
of Marketing, a member of the School of Business Advisory Committee of Hong Kong Baptist University, and an
advisor in the Department of Management and Marketing for the Hong Kong Polytechnic University.
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KPMG: You have recently been exploring issues
around the legacy of family business. What
has driven you to carry out this research?

Dr Family business succession is a difficult task,

Chan: and Chinese family business succession is even
more complicated. | have a habit of collecting
newspaper clippings, and have recently been
reading a lot of research on family business
succession. Since the opening up of China
some 30 years ago, many first-generation
entrepreneurs in the country are entering their
sixties and are faced with the issue of succession
planning. According to research by the Chinese
Academy of Sciences, over 3 million private
enterprises have to manage succession planning
in the next five to ten years. What we are
seeing now is the first wave of family business
succession in modern Chinese history.

Compared to many companies in the US and
Europe which have gone through five or six
generations of succession, mainland Chinese
businesses are unfamiliar with the topic and
have considerably less experience due to
historical and social reasons. A large number of
companies will soon have to manage business
succession, which is a challenge to both private
enterprises and the government. If it is not dealt
with properly, it may undermine the overall
development of the economy. The government
is therefore encouraging the private sector to
conduct research in this area.

An interesting observation: in Japan, there
are over 3,000 companies that are at least 200
years old, and there are several hundred such
companies in Europe. However, in China there
might only be a few, if any.

From what | have seen, a lot of entrepreneurs
and business owners do not even know where
to begin with business succession. They thought
they would pass on the fruit of decades of hard
work to their children, however, the younger
generation tends to be reluctant to take over
because it is often a burden — there is pressure to
perform and establish authority, especially among
veteran staff, and they are also under pressure

to keep up the good work their predecessor has
done. In addition, some members of the second
generation have become professionals and are
focused on pursuing their own careers rather
than taking over the family business.

KPMG: Itis a pity that some business succession

Dr
Chan:

plans fail or even end up in court. What do you
think are the problems in these cases?

The first key to business succession is to plan
early. Business succession often fails because
business owners do not plan for it and assume
that the next generation will inherit the business.
Perhaps the owners spend too much time and
effort on the business they hope to pass down,
and they do not communicate sufficiently with
the next in line. Therefore, nothing is ready
when the owners finally decide to hand over the
business after a few decades. In addition, early
planning exposes conflicts at an earlier stage,
allowing everyone more time to respond. | have
seen a lot of family estate disputes occur at

the bedside of an ill business owner. To avoid
situations like this, early planning is extremely
important.

On the other hand, | also empathise with the
second generation. They are lonely, particularly
those in mainland China who are usually the only
child in the family. When faced with the issue

of business succession, they often question
whether they can add value to the business. If
they cannot see their own value, they are hesitant
about taking over the business.

In the period TV drama For the Sake of the
Republic, the character Li Hongzhang, a politician
in the late Qing dynasty, delivers a catch phrase:
“There is only so much one generation can

do." Different generations have different social
environments, and they see things differently.
We cannot expect the new generation to follow
our way of thinking and share our values. Many
businessmen of my generation had to work very
hard to establish themselves in the business
world, but the next generation has not had to
worry about making ends meet, and many of
them want to follow their own pursuits. This
generation gap means that we have different
perspectives, and that is why | am keenly
interested in this particular subject of family
business succession.

There are also many constraints in Chinese
society. Why is business succession carried out
so differently in China compared to Europe or
Japan? Is it really because of Confucianism? One
example is that Confucianism values sons more
than daughters.




| came across an individual who insisted on KPMG: What issues have to be addressed in order
passing the family business to his son, even to ensure a smooth succession of the family
though he was still in primary school and he had business?

a daughter who was over 30. If this had been
approached more rationally, the owner would
have seen that it would have been perfectly fine
to pass his business to his daughter. Chinese
society is bound by too many other rules — social
and familial hierarchy, seniority, affinity, and

filial piety — that affect business succession
arrangements.

Dr | think family business succession can be divided
Chan: into two areas: the company itself and the family.
Many people tend to mix these together, but
company issues can be addressed in a rational
way, while you have to appeal to both the
rational and emotional sides for family matters.

Four generations of Dr Chan’s family
RsAEE—FOR R Z 4R
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So business succession involves carefully
managing both family relationships and business
governance. A business owner can achieve this in
both official and unofficial ways, but | think there
are three parties at stake — the company, the
family and the individual — all of which are closely
linked and should be taken into account.

Ideologically, business succession involves
passing down the genetic qualities of a family,
including corporate values, family teachings

and family mottos, so that the business can be
sustained and transformed over time. Perhaps

| can illustrate this with the "soya bean theory’.
Soya beans can be made into different things
such as bean curd, jelly, sheets, sweet soup or
soya sauce, but their essence remains the same
—they are still soya beans. However, the different
forms they take during the ‘transformation’
process add value to the food chain.

In business succession, an enterprise should
adapt to changing times. The successor should
receive appropriate training, and at the same
time, their interests should be acknowledged and
appreciated, so that they are confident that they
can bring value to the business. In my opinion,
business successors can start their training

at around the age of 12 or 13.The training can
include learning about financial and business
management, to help develop a stronger
awareness of working for their family business.
Bill Gates once said that it was not good to simply
pass his wealth to his children. He wanted them
to work their way up, so that they would have

the stamina to take over and pass on the family
business.

Family members should also maintain good
relationships so that everyone can use their
individual strengths to contribute to the family
business. In\Western countries, many family
businesses set up a family council as a platform
to discuss business. However, research has
shown that the best family communication takes
place over meals. Some Chinese businessmen
may have missed this opportunity because they
focused too much on their work and neglected
the importance of family. This is why | have
always emphasised the interconnection between
business, family and the individual.

T

KPMG:

Dr
Chan:

Currently, many professional firms merely
focus on areas such as wealth transfer, trusts,
tax planning and legal matters in their family
business succession practice, but there are
still considerable gaps in terms of family affairs.
However, if family relations are not handled
properly, estate disputes may soon follow
business succession.

Entrepreneurs are sometimes very eager to
pass their business to their children who may
not be that keen on taking over. What can
business owners do in such cases?

The simplest way is of course to bring in
professional managers as the governing and
decision-making body. But the successor
shareholder should also establish robust
corporate governance systems, a board charter
and relevant best practices to make sure that
the external management party can adhere to
the corporate values of the family business. The
business successor can also consider floating the
business publicly to separate its ownership and
management.

If business owners insist on passing the
business to their children, more has to be done
because the successors will need to assume
four roles. Firstly, the successors should be
wealth creators with the ability to preserve and
increase the family wealth. Secondly, they should
be outstanding business leaders. Thirdly, they
need to be excellent family leaders who can
maintain good relationships among the siblings
and other family members on financial and other
matters. | once witnessed an overseas family
fight over a philanthropic project — the fight got
so vicious that the siblings even dug up childhood
squabbles over toys. The last role of successors
is that of mentors, as they need to nurture the
next generation in line with their interests and
aspirations.

An entrepreneur once told me that he did not
really think business succession was feasible.
His grandfather passed the business to his
father, who was an engineer and reluctant to be
a successor. His father then passed the business
to him and he was also an engineer without any
interest in the family business. So why did he
finally give in?




Hong Kong Edge_October 2014

Interview with Dr Michael Chan

KPMG:

Dr
Chan:

Business succession is important to us because
we have a responsibility to pass the business on
to future generations. Some studies have looked
into why business owners are so concerned
about business succession: over 30 percent
indicated that they are eager to secure the future
well-being of their offspring; those with a desire
to create more wealth represented less than 10
percent. Many business owners do not need an
extravagant lifestyle — everything they do is for
their children’s benefit. This may explain why the
engineerturned-entrepreneur decided to give in
even though he was not interested in inheriting
the business — he may have understood the
importance of this role.

Professional intermediaries also play an important
role in family business succession. They can
analyse situations independently and objectively
to help ease tension among family members.

A smooth business succession cannot rely solely
on individual efforts by the business owner. It
needs to involve different professional parties,
particularly in areas such as the setting up of
trusts and tax planning.

The buoyant Chinese economy over the past
few decades has created many successful
entrepreneurs, but family business succession
is still rather new to the country. Is this a
result of the traditional Chinese culture or

is it a consequence of China’s historical
development?

InWestern societies, people tend to work with
structures and systems, whereas traditional
Chinese culture values the idea that “blood is
thicker than water” They would rather trust a
stranger from their hometown than a professional
manager who is an ‘outsider’. This kind of thinking
may limit the way family businesses are passed
down.

The opening up of China gave rise to many
first-generation, affluent entrepreneurs. And for
historical and social reasons, they do not have
much past experience to turn to when it comes
to business succession. | recently met with aYale
professor who gave me a book called Strangers in
Paradise. The book explains that many rich people
nowadays come from middle-class families, and
this is particularly true in mainland China. Most

of them have never dealt with such enormous
wealth before, so they have to learn how to

KPMG:

Dr
Chan:

manage and pass it down, or refer to relevant
Western studies. | have been looking into this
field in recent years and have put together 15
best practices for business succession that are
widely recognised by over 190 family businesses
around the world. | hope these practices can
help address the threefold relationship of family
business succession that | mentioned earlier.

Do you think Western concepts and best
practices of family business succession can
be applied in mainland China? Will there be
cultural incompatibility in adopting those
theories?

Indeed there are challenges. InWestern
countries, many family businesses set up a
family council where matters are discussed in

an informal and relaxed atmosphere, just as if
they were planning a holiday. Duties are assigned
to members and effective communication is
emphasised in order to strengthen family bonds.
| think this is quite a feasible idea. However, in
the case of Eastern cultures, people tend to
think that things are self-explanatory and do not
need explicit explanation. Family affairs are rarely
discussed openly, while conflicts or disputes are
left unresolved. At the end of the day, problems
just become more complicated.

In addition, Western family businesses take

pride in their family heritage, tradition and values.
Some family businesses instil values in the minds
of the next generation through writing letters

that address a variety of subjects, including
etiquette, business management skills and how
to choose a spouse. Traditionally in China, family
teachings and letters played a crucial role in family
education; some families even had their family
teachings framed and hung up on the wall. But
these traditions have been forgotten, especially in
the past decades, and | hope to do something to
fill the gap in this area.

When | began studying business succession,

| considered whether | should establish a set

of doctrines for my family. For this purpose, |
gathered all my family members to discuss what
they wanted to include in the teachings. Family
doctrines are the basis of the family's approach

to life across different generations, and they
should therefore adapt to the changing times. Old
sayings such as “be upright and proper” or “a
family of scholars” may sound like clichés and




may not be appealing to younger family members. companies are big or small. The challenges

Therefore, family doctrines should keep up with some SMEs face can sometimes be more
the spirit of the time and be written in a way that complicated than those of big family businesses.
people can relate to. A lot of them are not large enough to justify a

listing, and there are many strained relationships
among siblings that need to be smoothed out.
In any case, business owners should start their

KPMG: In your research on family business
succession, which types of enterprises do you

focus on? succession planning, train their heirs and develop
Dr | am most interested in the succession of an appropriate business development blueprint
Chan: SMEs and Chinese family businesses. We are as early as possible to help ensure a smooth
currently providing support to companies from succession.

different industries such as food and beverage,
manufacturing, and retail, among others. The
truth is that many family businesses are facing
the same succession issues, whether these

From left: Philip Wong, KPMG Partner, Dr Michael Chan, and James Wong, KPMG Director
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RitaWong

Continual growth in Hong Kong
banking profitability, operating
environment remains challenging

The Hong Kong banking sector continued to
show growth momentum in the first half of 2014
(TH 2014).The top 10 banks according to total
asset rankings as at 30 June 2014 (“the top 10 banks"”)
delivered sound profit results in 1H 2014 compared to
the first half of 2013 (1H 2013), achieving a combined
profit before tax growth of 7 percent compared to

1H 2013 (excluding HSBC's 1H 2013 gain on the sale of
Ping An and accounting gain on the reclassification of
Industrial Bank Company Limited). Total assets grew
by 4 percent, while investments (available-for-sale and
trading securities) recorded a growth of 36 percent
compared to 31 December 2013.

Notwithstanding the positive profit performance, the
results were achieved in a challenging environment,
with continued regulatory pressure, tightening margins
and uncertainties in the external markets.

Small improvements in NIM across the sector

Overall, the top 10 banks experienced a modest increase

in net interest margin (NIM) in 1H 2014, with average NIM
improving by 3 basis points compared to 1H 2013. Though
NIM performance was mixed across the top 10 banks, Wing
Lung Bank Limited (Wing Lung) recorded the highest increase
in NIM of 23 basis points. On the other hand, NIM forThe
Bank of East Asia, Limited (BEA) (00023), DBS Bank (Hong
Kong) Limited (DBS) and Standard Chartered Bank (Hong
Kong) Limited (SCB) decreased compared to 1H 2013.

The Hongkong and Shanghai Banking Corporation Limited
(HSBC) continued to have the highest NIM among our top 10
banks. This was mainly contributed by its subsidiary, Hang
Seng Bank Limited (Hang Seng) (00011), where NIM improved
by 13 basis points. This was mostly due to improved spread
on customer lending, notably term lending, offset by narrower
deposit spreads in Hong Kong’s competitive deposit market.
In Hong Kong, HSBC's NIM dropped from 1.36 percent to

1.21 percent, primarily because of the increase in its surplus
deposits deployed in lower yielding assets following the
transfer of the Global Private Banking business from HSBC
Private Bank (Suisse) SA in late 2013.

Our December 2013 analysis showed a double-digit yearon-
year growth in non-interest income for the top 10 banks. Our
1H 2014 survey reveals that non-interest income continues to
grow, though at a slower pace.

Top 10 banks ranked by total assets as at 30 June 2014:

HSBC
BOC (HK)
Hang Seng
SCB

BEA

ICBC (Asia)
CCB (Asia)
DBS
Nanyang
Wing Lung

Mixed performance in non-interest income

While the performance across the top 10 banks was mixed,
the average growth was 7 percent (excluding HSBC's gain on
the sale of Ping An and accounting gain on the reclassification
of Industrial Bank Company Limited). Growth in non-

interest income was mainly attributed to growth in fees and
commissions, and trading income. This was driven by the top
10 banks' continued focus on exploring and expanding the
cross-selling of products to customers, and also because of
general positive market sentiment.

Of the top 10 banks, SCB and China Construction Bank (Asia)
Corporation Limited (CCB (Asia)) recorded the highest growth
in fee and commission income of 44 percent and 27 percent
respectively compared to 1H 2013.

Similarly, for trading activities, the top 10 banks recorded
mixed performances. The overall growth in trading income
compared to TH 2013 was 72 percent. HSBC recorded
significant growth (107 percent). This was mainly due to
higher investment returns on assets held by the insurance
business in Hong Kong, driven by improved equity markets in
1H 2014, as well as the non-recurrence of adverse fair value
movements on the Ping An contingent forward sale contract
in 1H 2013.
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Banks continued to experience strong loan growth in 1H
2014.The loans and advances across the top 10 banks at the
end of TH 2014 increased by 6 percent over the amount at
the end of 2013, compared to the 7 percent increase in the
same period in 2013. We expect the growth rate of total loans
and advances to slow down in 2H 2014, as the banks tend to
have more growth in the first half of the year. While personal,
commercial and mortgage lending business reduced by 12
percent, 3 percent and 2 percent respectively, the growth
compared to 31 December 2013 mainly stemmed from
growth in trade finance and loans for use outside Hong Kong,
which grew by 17 percent and 16 percent respectively.

Continual growth in loan business

Of the top 10 banks, CCB (Asia) and DBS witnessed a fall in
their loans and advances balance of 10 percent and 5 percent
respectively compared to 31 December 2013, largely due

to a reduction in trade bills. On the other hand, Industrial

and Commercial Bank of China (Asia) Limited (ICBC (Asia))
recorded an 11 percent growth, primarily due to growth in its
commercial lending and trade finance portfolios.

At the end of 1H 2014, although the gross impaired advances
to customers for the top 10 banks increased by HKD 2.1 billion
compared to 31 December 2013, the overall asset quality of
the loan portfolio remained healthy, with the impaired loan
ratio fairly steady at a low level of 0.40 percent at the end of
1TH 2014 compared to 0.38 percent at the end of 2013.

While the mainland China economy sustained its growth
momentum, particularly in the second quarter of 2014, the top
10 banks' overall exposure to non-bank mainland China-related
business remained stable compared to 31 December 2013.
The total exposure witnessed a slight aggregate growth of 1
percent to HKD 2,262 billion at the end of 1H 2014 compared
to 31 December 2013.
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The Chinese version of this article was published in the ‘Hong
Kong Economic Journal” on 3 October 2014.
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Bonn Liu and Tony Cheung

Mainland securities companies:
Increased profit and greater
competition

PMG's recent publication, Mainland China Securities Survey 2014, shows that the mainland securities industry
rebounded in 2013 following a three-year slide, and recorded a marked profit growth compared to 2012.

Statistics show that the operating income and net profit of the securities industry reached RMB 159.3 billion (a year
on-year increase of 23 percent) and RMB 44 billion (a yearon-year increase of 34 percent) respectively. Of the 115 mainland
securities companies surveyed, 104 made a profit in 2013, a year-on-year increase of 2.73 percent. These figures clearly indicate

arise in profitability compared to the previous year.

Margin financing and securities lending business: a stable
source of income

The survey shows that although 2013 was a year of recovery
for China's securities industry, such a recovery was not

the result of growth in any single business, but rather a
combination of factors, such as a more active stock market,
the expansion of the margin financing and securities lending
business, and the explosive growth of the asset management
business in 2013.

A look into the income structure of the securities companies
reveals that traditional brokerage was still the industry’s

main source of income, accounting for 48 percent of the

total operating income, higher than the 39 percent in 2012. In
addition, the margin financing and securities lending business
has become a reliable source of income for the securities
industry, contributing 11.6 percent (2012: 4.1 percent) of the
total operating income of the industry.

Asset management was also playing an increasingly important
role in a securities company'’s business portfolio — assets
managed by domestic brokers amounted to RMB 5.2 trillion
by the end of 2013, almost tripling in size from the previous
year, and the net income from the asset management
business reached RMB 7.03 billion, accounting for 4.4 percent
of the total operating income for the year. Those statistics
show that traditional and innovative businesses have joined
together in driving the growth of securities companies’

profits. Although the securities industry is still considerably
dependent on traditional businesses, the overall trend of the
industry is that it will rely less heavily on traditional businesses
and more heavily on innovative businesses.

A wave of innovation, restructuring and market development
swept through the securities industry in 2013: many brokers
introduced internet finance strategies; the credit business
saw significant growth; securities companies competed

in the wealth management market as a result of the rapid

development of the asset management business; companies
specialising in quantitative investment, programme trading
and alternative investment entered a new era of proprietary
investment; the reform of the initial public offering (IPO)
registration mechanism started and the overthe-counter
market expanded; and broker mergers started to gather
momentum, resulting in ‘mega-brokers’ in the securities
industry.

Financial reform in the mainland accelerated business
innovation, pushing securities companies to change their
business model from traditional agency business to wealth
management and capital intermediary services. These new
innovative businesses have optimised the income structures
of securities companies.

More favourable policies, more business opportunities

Despite a rise in profitability, the securities industry also faced
challenges due to the pace of change. For example, online
account opening intensified competition among brokers

for commission, while the rapid growth of capital-intensive
business resulted in higher liquidity risk, which has become
one of the major risks facing the whole industry.

At the same time, the significant increase in asset
management business was under-contributing in terms of
profit, and certain unexpected risk events led to several wake-
up calls for the whole securities industry. Finding a way to
proceed steadily, safely and swiftly along the path of reform
and innovation will be an industry-wide challenge.

2014 is crucial for the innovation and transformation of China’s
securities sector. In terms of regulatory developments,

the Opinions of the State Council on Further Fostering
Robust Growth of the Capital Market released in early May
2014 has set the direction for the development of China’s
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capital market in the coming five to ten years. In addition,
the 2014 Seminar on Securities Institutions’ Innovation and
Development held on 16 May 2014 drew up a blueprint for
the industry’'s development. China will see an accelerated
roll-out of regulatory policy reform and implementation rules
in the future. These regulatory initiatives include: regulators’
streamlined administrative approval procedures, support
provided to securities companies in widening access to
finance through the use of equity and debts, as well as the
introduction of share-based compensation. The industry is
expected to have enormous potential with the support of

policy.

Securities companies have launched a series of reform and
innovation initiatives since 2012. To grow from strength to
strength, they have to adapt to deepening reform of the
market and fundamental systems. Securities companies need
to adjust their operating models under the registration-based
IPO reform, the increased varieties of financial derivative
products (e.g. stock options, foreign exchange forwards

and credit risk mitigation instruments), the innovative and
growing margin financing and securities lending business,
overthe-counter market expansion, and the internet securities
business.

For the capital market, more financial institutions from Hong
Kong andTaiwan have considered setting up fully licensed
securities companies in China, while some mainland
securities companies have chosen to list and operate in
Hong Kong. Securities companies from China, Hong Kong
and Taiwan will gradually find themselves competing against

Bonn Liu heads up KPMG's Securities practice in Hong Kong and China, and is the KPMG
ASPAC sector leader for Investment Management and Funds. Bonn has extensive knowledge
of the broking and investment management sectors in Hong Kong and China, as well as the
accounting, controls and operational aspects of brokerage and investment management
operations. He also has extensive experience working on internal control reviews, due
diligence and regulatory investigations for clients in this industry. Bonn is also actively
involved in a number of regulator commissioned task forces and workgroups.

Tony Cheung is the head of Financial Services Advisory at KPMG China, as well as the

hina securities

it X

each other in a much bigger market. Furthermore, the mutual
recognition of mutual funds and the Shanghai-Hong Kong
Stock Connect pilot programme have enabled cross-border
access to stock and fund markets, invigorating the two capital
markets.

To bolster the efforts in reform and innovation, some
securities companies have strengthened their enterprise
risk management capabilities. In this respect, special focus
is needed for risk appetite framework, risk quantification
management, risk reporting and analyses, liquidity
monitoring, and conflict of interest management. Against
the backdrop of continuous innovative business roll-

out, expanding business scale and fast-changing market
environments, risk management capability is critical to the
success of China's securities companies.

2014 will likely continue to see opportunities and challenges
arising from trends such as business diversification and
disintermediation, deepening innovation and transformation,
as well as more stringent regulatory requirements for risk
management.

With the impact of internet finance, competition between
securities brokers is no longer just about the number

of outlets or business size. Successful integration

must effectively bring together areas such as strategic
development, differentiated competitive advantages and core
teams.

The Chinese version of this article was published in the ‘Hong
Kong Economic Journal” on 23 July 2014.

Bonn Liu

Tony Cheung

partnerin-charge of Consulting for Central China. Tony has been with the firm for over 20
years, having worked at KPMG in Shanghai, Hong Kong and Los Angeles. He has extensive
experience in audit and advisory work for financial services clients, including market entry
and licensing assistance, due diligence, and internal control advisory, and has in-depth
knowledge of the regulations, operation and management of securities firms.
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LorenTang and Roy Leung

How to ensure audit
committee effectiveness

stricter than ever in recent years. Under such circumstances, board and audit committees are facing increasing

Affected by a complex and rapidly changing economic environment, regulatory policies in general have been getting

difficulties in their work. If you are a member of a board or an audit committee of a listed company, or work closely with

one, you will likely feel the same way.

As companies engage in different business in various countries, the structure and operation of their audit committees may also

vary.

Monitoring major risks

In its daily work, an audit committee needs to fulfil its core
duties which require a considerable time commitment (i.e.
overseeing the quality of financial reports and coordinating the
work of internal and external auditors), as well as monitor a
host of major risks that companies face, from cyber security,
emerging technologies and social media, to compliance
risks arising from governments’ moves to impose stronger
regulations and law enforcement. The current agenda of an
audit committee can therefore resemble the agenda of a
risk committee. As the importance of audit committees has
grown, their effectiveness has become an issue of common
concern.

KPMG recently released a global publication, Audit Committee
Effectiveness, which offers an in-depth analysis of companies’
practices and explores how an audit committee can maintain
its effectiveness in an economic environment that is
undergoing great changes and increasing in complexity.

Leaders’ skill sets and active involvement

KPMG's survey shows that the attitude, skill set and
involvement of an audit committee chairperson are the

key factors in ensuring the committee’s effectiveness.
Maintaining the integrity of the financial system is not only an
audit committee’s priority, but is also an important basis on
which audit committee members can be actively engaged to
discuss and deal with issues as they arise.

In addition, an audit committee can be most effective when its
work is fully integrated into the corporate governance system.

Active agenda arrangement

The agenda of an audit committee should not be confined to
‘compliance and box-ticking exercises’. The committee should
be able to take the initiative to set up its own agenda, rather
than being managed in a way that undermines its positive

contribution. Such an agenda should incorporate all topics
related to corporate governance.

In the midst of technological and regulatory changes as well
as changes in the global risk landscape, an audit committee
should understand the situation and focus on topics such as
cyber security, data theft, tax policies and compliance with
ethical rules when setting up its agenda.

Duties and internal risk management

Under the current provisions of the Corporate Governance
Code, an audit committee has the responsibility and right to
oversee a company'’s financial reporting system and internal
control. In addition, the committee is also responsible for
coordinating between internal and external auditors to
ensure that internal auditing is adequately resourced and fully
exercised, and that the effectiveness of internal auditing is
reviewed and controlled.

In June 2014, the Hong Kong Stock Exchange issued

a consultation paper with the aim of (i) enhancing the
accountability of the board and its committee so that the
internal control of a listed company is an integral part of its
risk management, and (ii) improving the transparency of a
company'’s risk management structure and internal control
through increased disclosure to shareholders.

In fulfilling its roles and duties, an audit committee should
think about its consultations on internal control/risk
management and consider:

(i) Whether a company has an existing risk management
framework

(i)  Whether a company'’s ‘risk matrix' is appropriate or needs
to be refreshed after reviewing the matrix

(iiiy Whether the reporting structure of the ‘risk management
matters/issues’ is in place and effective
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(iv) How management will report to the board with regard to
the effectiveness of risk management systems (and how
frequently/when).

It is important to allow enough time for each of these areas.
For instance, an audit committee should consider whether
there is enough time to discuss the internal audit plan and
annual reports in the same meeting before making the
decision to force those two equally important items into the
meeting.

Effective communication and informal meetings

An audit committee can be most effective if it gains a full
understanding of the company and sets up its agenda in
accordance with the company’s development goals.

According to KPMG's survey, the chairpersons of audit
committees and their members share the same view that
regular informal meetings with a company’s CEO can help
facilitate communication. In addition to providing insights into
the analysis of the company's business and transactions, such
communication can also assist in assessing management’s
ability to take remedial action in complex situations.

In order to improve corporate governance and find best
practices, an audit committee should establish and maintain
effective communication between the financial, internal audit,
legal and risk management departments, and the board.

Under the new statutory inside information disclosure
regime which came into operation on 1 January 2013, listed
companies are required to disclose inside information to the

Hong Kong Edge_October 2014
Audit committee effectiveness

public as soon as possible and practicable, except pursuant to
the exceptions from disclosure provided under Section 307D
of the Securities and Futures Ordinance.

Getting the right information at the right time

An audit committee’s priority is to ensure the integrity of

the financial system. A listed company should maintain
periodic financial reporting procedures, prepare financial

and performance results, and report to its board on time.
Corporate Governance Code Rule C.1.2 stipulates that
management should update board members monthly, and
give a fair and understandable assessment of the issuer’s
performance, financial status and prospects in sufficient detail
to enable directors to discharge their duties under Rule 3.08
and Chapter 13 of the Listing Rules.

Audit committee effectiveness hinges on a series of
fundamental factors and conditions, including the right
committee composition and dynamics, an up-to-date charter
providing well-defined responsibilities, a risk-based approach
to setting up the committee’s agenda, an understanding of
current and emerging issues, and proactive oversight of the
boardroom and beyond.

The Chinese version of this article was published in the ‘Hong
Kong Economic Journal’ on 7 August 2014.

LorenTang is a partner in our Property and Infrastructure Audit practice in Hong
Kong. Loren has extensive experience in the audit of companies listed in Hong
Kong, the PRC and the US. She has led a number of IPO engagements, including

providing advisory assistance. Loren’s portfolio includes engagements for listed
companies and conglomerates in the property and infrastructure, communications

and media industries.

Roy Leung is a partner specialising in providing audit and assurance services to

clients in the consumer and industrial markets, including those in the healthcare,

LorenTang Roy Leung

energy, manufacturing, retail, logistics and transportation sectors. Roy is also
experienced in advising companies on their IPO process. Included in his pipeline
are overseas companies seeking listings in Hong Kong, including companies with

major operations in Russia and South Africa.
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John Ip and Desmond Lai

Finance function transformed

to add value

can transform the finance function to add value. Corporates expect their finance executives to transform from traditional

Facing a complex external environment and internal pressure for growth, corporate executives are thinking about how they

‘bookkeepers’ to ‘value-adding finance and accounting professionals”.

Financial executives are exploring ways to improve the finance function and seize the opportunity for transformation in order to
make a successful shift and support business strategies and decisions.

The trend is for the finance function to go beyond its
traditional business-as-usual financial reporting and control
role to one that provides value-adding finance activities and
supports the business on its strategic decisions. KPMG's
recent survey on global CFOs found that many enterprises
have successfully transformed their finance functions. The
survey showed that 49 percent of senior finance executives
rate their ability to communicate effectively with their board of
directors as a strength.

Of the respondents, 44 percent say they are able to contribute
to the organisation’s long-term business strategies, with 56
percent expecting their finance teams to have a larger role

in developing and executing business strategy in the next

five years. Notably, in China and Hong Kong, 83 percent of
respondents believe that finance will play a more important
role. In addition, over 50 percent of respondents view the
support for business development as a great opportunity for
the finance function to add value. In contrast, reducing finance
function costs has the lowest priority, cited by only 17 percent
of respondents.

In fact, as global momentum to transform the finance function
continues to grow, an increasing number of enterprises are
willing to invest a large sum of money to improve their finance
operations. Compared to 2011, 25 percent more respondents
in the 2013 survey say their organisations are ‘very willing’ to
spend money on improving the finance function. In particular,
organisations in Hong Kong and China are more likely to invest
in transformation, with 63 percent saying their organisations
are 'very willing’ to invest in speeding up the transformation of
the finance function.

While there are many different ways to enable financial
transformation, respondents say the areas that matter
most are ‘improved decision support capabilities, skills
and methods’ and ‘talent management and retention’.

The finance pyramid illustrated shows that traditional finance
functions generally fulfil three fundamental and distinct roles:
financial operations (transaction processing and bookkeeping),
financial reporting (planning and control) and financial
performance (decision support and risk management). As

the role of finance functions is being redefined, CFOs are
being challenged to drastically change their traditional finance
responsibilities in an effort to provide faster, more accurate
and more insightful analysis and reporting, while at the same
time managing risk and reducing cost.

Building a world-class finance function

Historically, finance teams have devoted the bulk of their
time and attention to traditional transaction processing and
bookkeeping, and less time to more strategic, value-adding
finance activities. Finance function transformation, including
the deployment of lean finance principles and shared service
centres, have allowed finance teams to manage their basic
finance operations much more efficiently and effectively.

In the pyramid’s middle layer, efforts should be focused on
delivering professional duties in financial reporting, tax and
other more complex areas to improve financial reporting and
control activities.

The finance pyramid

50%
Financial performance

20%
Financial
performance 30%
Financial reporting
and control

30%
Financial reporting
and control

20%
Financial
operations

50%

Financial operations

Moreover, sophisticated Enterprise Performance
Management (EPM) tools enable finance teams to have
access to enhanced data analytical capabilities and to enjoy
closer communication with business units. This can lead to
the transformation of the finance function when more energy
and effort is devoted to making financial decisions.
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In short, the goal of transforming the finance function is to Defining a clear finance vision and strategy, and designing
turn the pyramid on its head. Many finance functions are a fit-for-purpose finance TOM that will deliver this vision
making or intending to make this shift. Respondents say that should be the first step of any major finance transformation
in the next two years, their finance function will focus more programme. Finance management teams need to clearly

on corporate strategy development and pay less attention to determine the scale and scope of the finance transformation.
transaction processing and bookkeeping. Finance executives can choose how far and fast they want

The finance target operating model (TOM) looks at the six
areas shown below, ranging from alignment of finance
services with the business strategy, and organisational and

o . function.
cultural needs, to specific process and system requirements.

Essential qualities of an exemplary finance function

Single version of the truth

to move the finance function, based on an assessment of
prioritised requirements and their expected benefits. The table
below lists the essential qualities of an exemplary finance

e Single finance vision and strategy aligned with the business e Strategic and operational decision support
¢ Finance as a business partner ® Proactive communication with

e Focus on value drivers stakeholders on performance

[ ]

(o] ENIEEG M ® Global finance function ¢ Global objectives setting

¢ Clear roles, responsibilities and obligations ¢ Global training and mobility
e High transparency ¢ Global governance framework

People e Global finance team competencies e Global talent management

¢ Highly motivated and enthusiastic staff

¢ Resilient to commercial challenges e Global succession planning

e Standardised policies, procedures and controls ¢ |Integrated performance management
e Integrated process and common data models and reference data ® Complex scenarios
e Standardised and automated processes e Scaleable and flexible

Technology

¢ Global systems governance framework

¢ Single ERP, GL, COA and data definition e Single sourcing strategy
e Common reports, data models and reference data e Scaleable and flexible

Location  Global sourcing governance framework
e Sufficient talent and skills

The finance function needs to acquire and develop new capabilities, knowledge and resources in each of the six operational
areas to integrate all the finance activities, and to upgrade and transform itself into a valuable and active component of the

business. By doing so, it will help the enterprise achieve its long-term strategic objectives.

The Chinese version of this article was published in the ‘Hong Kong Economic Journal” on 20 August 2074.

John Ip is the partnerin-charge of Business Performance services in Hong Kong. He has spent
the last 18 years delivering business process, technology and finance consulting services to
multinational clients in Europe and Asia. John specialises in assisting companies to transform
and optimise their business functions and manage risk in the use of complex technology. He has
substantial experience in target operating models, business process analysis and redesign, and
large-scale system design and integration, specifically as it relates to enterprise applications and
related technologies. John has significant Asia Pacific experience, having worked in countries
such as China, India, Singapore, Indonesia, Korea and Japan.

Desmond Lai is a director in KPMG's Management Consulting practice in Hong Kong.
Desmond has over 16 years' experience servicing large domestic and multinational companies
in Hong Kong, China and the UK. He has led many finance/back-office transformation and other
finance-related advisory projects. He primarily focuses on the entertainment & media and retail
& consumer product sectors, working closely with key industry players.
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Fraud risk management

KatyWong

Fraud risk management -
developing a strategy for

prevention, detection and response

i

the need to create policies, programmes and controls to address the risk of fraud and misconduct. Hong Kong Exchanges

I n the wake of high-profile corporate scandals and in light of new laws and regulations, executives are increasingly aware of

and Clearing Limited (HKEx) recently published the Consultation Paper on Risk Management and Internal Control: Review
of the Corporate Governance Code and Corporate Governance Report. The proposals in the consultation paper emphasise
the importance of integrating risk management and internal controls, and enhance the accountability of the board, board
committees and management by clearly defining their roles and responsibilities on risk management and internal control.

As organisations do their best to comply with new laws and regulations, their agenda for doing so increasingly centres on
management's ability to address the fraud and misconduct risks that can undermine increasingly complex and global business
objectives. Reducing exposure to corporate liability, sanctions and litigation, as well as achieving high levels of business
integrity through sound corporate governance, internal control and transparency, are considered key areas of focus.

While executives acknowledge that no single approach to risk management exists, the new KPMG publication, Fraud Risk
Management, highlights some leading practices that organisations have generally found to be effective when building
their compliance programmes and related anti-fraud programmes and controls. A summary of these leading practices and

observations is detailed below.

The key objectives

An effective fraud and misconduct risk management approach
is one that focuses on three objectives: establishing policies,
programmes and controls designed to reduce the risk of fraud
and misconduct from occurring; detecting it when it occurs;
and taking appropriate corrective action to remedy the harm
caused by integrity breakdowns. These objectives can be
summarised as three key elements: prevention, detection and
response.

1. Prevention
Preventive controls are needed to help reduce the risk of
fraud and misconduct arising in the first place. One of the
key points of focus in preventive controls is leadership
and governance, with the organisation’s board of directors
playing a critical role. In conjunction with management,
the board is responsible for setting the ‘tone at the top’
and ensuring that there are adequate programmes and
controls in place to address the risk of misconduct, and
that such controls are effective. Internal audits are also
key. They should be used by management to understand
the fraud risks involved, and these components should be
incorporated for testing into their regular evaluation and
testing of the controls.

2. Detection
Organisations have a better chance of detecting fraud and
misconduct when employees believe they have a stake in

the company and an obligation to report improper conduct.
Itis also important that an organisation establish different
ways for staff to report their concerns and that these are
robust and confidential. Some of the key concepts of a
well-designed means of reporting include anonymous
submission, confidentiality of reported incidents, ease of
access and ‘real-time’ assistance by a qualified individual.

Additionally, our modern digital environment has created
a world of big data. Within this big data are correlations,
patterns, trends and relationships that can provide insight
into the nature of organisational, employee and third-party
fraud and misconduct. Organisations can deploy forensic-
based data analytics to help uncover irregularities in the
data for subsequent investigation.

. Response

Response controls are designed to take corrective action
and remedy the harm caused by the fraud or misconduct.
When information relating to actual or potential fraud

and misconduct is uncovered, management should be
prepared to conduct a comprehensive and objective
internal investigation. By conducting an effective internal
investigation, management can address a potentially
troublesome situation and have the opportunity to avert a
potentially intrusive investigation.

© 2014 KPMG, a Hong Kong partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity.
All rights reserved. Printed in Hong Kong. The KPMG name, logo and “ cutting through complexity” are registered trademarks or trademarks of KPMG International.



dge_October 20
o=

1 l"‘.

An ongoing process

An entity’s fraud risk management approach should be an
ongoing process and not just a one-off exercise. An effective
fraud risk management approach provides an organisation
with tools to help manage risk in a manner consistent with
regulatory requirements as well as the entity's business
needs and marketplace expectations. Developing such an
approach can be achieved in the phases described below:

1. Assessment
An entity needs to assess the needs of the organisation
based on the nature of the fraud and misconduct risk
that controls are intended to mitigate, as well as the

responsibility and resources to a senior individual to lead
the overall effort. It is critical for senior management to
frequently communicate to staff regarding when, how
and by whom the controls will be rolled out, as well as the
manner in which compliance with the new controls will be
enforced.

4. Evaluation

The existence of a control is no guarantee that the control
is operating as intended. Controls should be reviewed

to determine whether they have been designed and
implemented in line with expectations, and whether

adequacy of existing controls. The nature of the fraud and optimal effectiveness has been achieved. An organisation’s
misconduct risks facing an organisation can be as diverse situation should be taken into account when conducting
as the business itself. No two organisations have the same an effectiveness evaluation, and management should
risk profile, and as such, anti-fraud measures should be continuously consider how its risk strategy and control
tailored to the unique risks of the organisation, the specific effectiveness are affected by changes in market
conditions that give rise to those risks, and the resources expectations, external scrutiny, and regulatory or legislative
required to balance risk and control. developments.

2. Design The Chinese version of this article was published in the ‘Hong

The goal of the control design phase is for management to Kong Economic Journal’ on 3 September 2014.
develop effective controls that will protect the organisation
from the risks of fraud and misconduct. To design effective
controls, an entity must tailor them to the risks it is facing,
as well as to the organisation’s business environment.
Management should seek to design controls that satisfy
not only legal requirements but also the organisation’s
business needs.

pa—

3. Implementation
Once controls have been designed, management should
establish a strategy and process for implementing the
new controls throughout the organisation, and assign

KatyWong is a Forensic partner at KPMG. She has over 13 years of experience conducting complex
financial investigations, involving misstatement of financial accounts, and bribery and corruption for both
private sector clients and listed companies across the ASPAC region. She also leads our Forensic Due
Diligence and Fraud Risk Assessment services, and has conducted numerous engagements for various
publicly held multinational companies and private equity firms on their investments in China.
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About KPMG

KPMG is a global network of professional firms providing Audit, Tax and Advisory services. KPMG
International operates in 155 countries and has more than 155,000 people working in member firms
around the world. The independent member firms of the KPMG network are affiliated with KPMG
International Cooperative ("KPMG International”), a Swiss entity. Each KPMG firm is a legally distinct and
separate entity and describes itself as such.

In 1992, KPMG became the first international accounting network to be granted a joint venture licence
in mainland China. KPMG China was also the first among the Big Four in mainland China to convert
from a joint venture to a special general partnership, as of 1 August 2012. Additionally, the Hong Kong
office can trace its origins back over 60 years. This early commitment to the China market, together
with an unwavering focus on quality, has been the foundation for accumulated industry experience,
and is reflected in the Chinese member firm’s appointment by some of China’s most prestigious
companies.

Today, KPMG China has around 9,000 professionals working in 16 offices: Beijing, Chengdu,
Chonggqing, Foshan, Fuzhou, Guangzhou, Hangzhou, Nanjing, Qingdao, Shanghai, Shenyang,
Shenzhen, Tianjin, Xiamen, Hong Kong SAR and Macau SAR. With a single management structure
across all these offices, KPMG China can deploy experienced professionals efficiently, wherever our
client is located.
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