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Audit Requirements for Foreign Invested Companies in China

Background

As the world's second largest economy, China has attracted a large amount of foreign capital to
conduct business in China through the establishment of foreign-invested companies. In view of the
current complex and sophisticated investment environment in China, the supervision of foreign
investment by local governments is becoming much stricter.

In order to track the financial performance of these companies, foreign invested companies are
required to submit audited financial statements to related authorities for annual inspection and tax
filing.

In addition to the statutory requirement, the need for companies’ financial statements to be audited
by an independent external auditor has been a cornerstone in a world’s financial systems. With the
separation of ownership and management rights, the owners no longer need to participate in the
daily operation and company management, which produces the problem of how the owners know
and control the behavior of the operator. Thus, the operator needs to report the financial status and
operating results to the owners periodically through the financial statements. The annual audit report
or quarterly and monthly reporting could well help to report the financial position and performance
to the owners.

This article illustrates what a proper financial statement audit entails and the value and how it can
benefit businesses in China.

Definition of financial statement audit

In general, an audit consists of evaluation of subject matter with a view to expressing an opinion on
whether the subject matter is fairly presented.

As for financial statements audit, audits are undertaken to form an independent opinion on the
financial statements of a company to assure whether the financial statements are free from material
misstatements.

Materiality is a concept used by both preparers and auditors of financial statements to help determine
what information is important, what information should be disclosed in the financial statements, and
to evaluate misstatements.

Information is material if its omission or misstatement could influence the economic decisions of users
taken on the basis of the financial statements. Materiality depends on the size and nature of the item
or error judged in the particular circumstances of its omission or misstatements. When determining
whether a matter is material, the auditors also evaluate qualitative considerations, such as the impact
of misstatements on debt covenants, key ratios, etc.

Purpose of a financial statement audit

Companies produce financial statements that provide information about their financial position and
performance. This information is used by a wide range of stakeholders in making business decisions.
Typically, the owners or the shareholders of a company are not executives. Therefore, the owners of
these companies take comfort from independent assurance that financial statements fairly present, in

all material respects, the company’s financial position and performance for a specific historical period.
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To enhance the degree of confidence in the financial statements, a qualified external party (an
audit firm) is engaged to audit the financial statements, including related information disclosed
by management, to give their professional opinions on whether they fairly present, in all material
respects, the company’s financial performance over a given periods and financial position as of a
particular date in accordance with relevant General Accepted Accounting Principles (“GAAP”), known
as Accounting Standards for Business Enterprise (“PRC GAAP”) in China.

In addition, an audit of financial statements is required as a statutory requirements. In China, the
statutory requirement is that the Foreign Invested Company (“the FIC”) is required to submit its
audited financial statements to related authorities for annual reporting and tax filing. The related
authority would mainly focus on whether financial statements comply with PRC GAAP, local tax
regulations and etc. A proper financial statement audit would help the company avoid the risk of any
violations in these regulations.

Benefits of a financial statement audit

Not only the financial statement audit mainly focuses on the assurance of compliance with applicable
reporting standards, there are important additional value aspects of the audit process. A rigorous
audit process will, almost invariably, also identify insights about some areas where management
may improve their controls or processes. In certain circumstances the auditor may be required
to communicate control weakness to management and those charged with governance. These
communications add value to the company and enhance the overall quality of business process. Audit
issues as such involved in these communications would be reported to the management and the
directors of the company through annual audit report together with management letter (if necessary)
which lists the audit issues or weaknesses identified and related recommendations.

How fraud affects financial statement audit

Fraud has a corrosive effect on the trust necessary for companies to do business. Management is
responsible for running the company and preventing and detecting fraud. Preventing and detecting
fraud is difficult because fraud is internationally hidden and may involve collusion by multiple
participants.

Even though audits are properly performed in accordance with relevant auditing standards, they may
not detect material fraud. However, auditors are responsible for obtaining reasonable assurance that
the financial statements are not materially misstated as a result of fraud.

Importantly however, if the auditors form suspicions of fraud in the course of their work a number
of things will change, including their risk assessment (see below), the nature and extent of
communications with those charged with governance, and the evaluation of the effectiveness of the
relevant internal controls and processes. The knowledge that an independent external audit will be
conducted generally has a deterrent effect against fraud.
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What a proper annual audit entails

Broadly, the audit process can be summarized in five phases:

Risk Audit Strategy Gathering

Planni
Ll Assessment and Plan Evidence

Finalization

Planning — Initial planning activities include formal acceptance of the client by the audit firm,
verifying compliance with independence requirements, building the audit team and performing other
procedures to determine the nature, timing and extent of procedures to be performed in order to
conduct the audit in an effective manner.

Risk assessment — Auditors use their knowledge of the business, the industry and the environment in
which the company operates to identify and assess the risks that could lead to a material misstatement
in the financial statements. Those risks often involve a high degree of judgment and require a
significant level of knowledge and experience by the auditor, particularly on large and complex
engagements. This requires a good understanding of the business and its risks, which is typically built
up over a number of years as part of the audit firm’s and auditor’s knowledge. It also means that the
auditors need to be well informed about the industry and the wider environment in which the company
operates, and about what its competitors, customers, suppliers and where relevant-regulators are
doing.

Audit strategy and plan — Once the risks have been assessed, auditors develop an overall audit strategy
and a detailed audit plan to address the risks of material misstatement in the financial statements.
Among other things, this includes designing a testing approach to various financial statement items,
deciding whether and how much to rely on the company’s internal controls, developing a detailed
timetable, and allocating tasks to the audit team members. This audit strategy and plan are continually
reassessed and adjusted to respond to new information obtained about the business and its
environment throughout the audit process.

Detailed processes involved in the first three procedures can be shown graphically as follows.

Independence Testing Inhernt & Audit Strategy Fraud Risk
Confirmation Thresholds Control Risk & Procedures

Gathering evidence — Auditors apply professional skepticism and judgment when gathering and
evaluating evidence through a combination of testing the company’s internal control, tracing the
amounts and disclosures included in the financial statements to the company’s supporting books and
records, and obtaining external third party documentation. This includes testing and management’s
material representations and the assumptions they used in preparing their financial statements.
Independent confirmation may be sought for certain material balances such as cash.
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Normally, procedures conducted by auditors in the process of gathering evidence are controls testing
and substantive testing.

(1) Controls testing

As businesses have grown more complex and sophisticated, and the costs of labor have risen,
automated systems and processes have necessarily become much more prevalent. A well-run business
will have its own systems and controls in place to operate efficiently, safeguard its assets, and to
provide reasonable and assurance that its transactions are properly reported and that its financial
statements are complete and accurate. The auditors assess the effectiveness of these controls in
preventing and mitigating the possible risk of material misstatement in those areas where the auditor
plans to use such controls to adjust the nature, timing and extent of their testing. If they believe the
controls are effective, and they have tested that they operated reliably throughout the year, then the
level of substantive audit evidence needed to give an opinion may be reduced. Even if the controls are
reliable, varying degrees of substantive audit evidence will still always need to be gathered.

(2) Substantive testing

In addition to testing controls, the auditors is required to perform further procedures to gather
evidence from substantive procedures, which can include a combination of the following:

e Physically observing or inspecting assets (such as inventory or property, plant and
equipment);

e Examining records to support balances and transactions;

e Obtaining confirmations from third parties the company does business with (such as its
suppliers, customers and in particular the banks it uses);

e Checking elements of the financial statements by comparison to relevant external information
and investigating any differences (for example, using an external market index to check pricing
and valuations);

e Checking calculations.

Details process involved in the procedure of gathering evidence can be shown graphically as follows.

Errors Noted on Timely Sign Off
Sample Testing & Exact Dating

Summary of Audit
Difference

Finalization — Finally, the auditors exercise professional judgment and form their overall conclusion,
based on the tests they have carried out, the evidence they have obtained and the other work they
have done. This conclusion forms the basis of the audit opinion.
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Auditors interact with the company during all the phases of the audit process listed above. There will
be continuing discussions and meeting with management, both at operational and senior executive
levels, and with those charged with governance. Using their professional skepticism and judgment,
auditors challenge management’s assertions regarding the numbers and disclosures in the financial
statements.

Details process involved in the procedure of finalization can be shown graphically as follows.

Financial o Internal  Communicate
 Timely R Performance
Statement Archiving Control y ‘“ﬁ‘“}iﬁ ' Evaluation
Review ; Y Matters - Commitee.

How we can help

LehmanBrown is a licensed China-focused accounting, auditing, taxation and business advisory firm,
operating in Beijing, Shanghai, Hong Kong, Macau, Shenzhen, Guangzhou and Tianjin. The firm also
manages an extensive affiliate network, providing service throughout China.

We have rich experience in audit service for FIEs, and offer comprehensive audit services for both
local and overseas reporting requirements including restatement of financial accounts for Generally
Accepted Accounting Principles (GAAP), International Financial Reporting Standards (IFRS), US GAAP
compliance, China Statutory Audit, Hong Kong Statutory Audit and other special audits as requested.

Any enquiries, please contact LehmanBrown by enquiries@lehmanbrown.com

LehmanBrown International Accountants is a licensed China-focused accounting, taxation and business
advisory firm, operating dedicated offices in Beijing, Tianjin, Shanghai, Shenzhen, Guangzhou, Hong
Kong and Macau, and with an extensive affiliate network throughout China and in over 100 countries

worldwide.




About Us

Founded in 2001, LehmanBrown is a China-focused accounting, taxation and business advisory firm, operating in Beijing,

Shanghai, Hong Kong, Macau, Shenzhen, Guangzhou and Tianjin. Our firm also manages an extensive affiliate network, providing

service throughout China and reach across the globe.

Combining years of international expertise with practical Chinese experience and knowledge, LehmanBrown offers expert advice
and support to both local and international clients. Within the mid - tier, we are regarded as a market leader and our clients

enjoy access to a combination of senior and experienced counsellors from both China and abroad.

At LehmanBrown we recognise that you are unique, that you have unique requirements and we are committed to providing
individually tailored financial solutions. LehmanBrown is dedicated to providing personalised service by working closely with our

clients to understand your individual business needs. This enables us to offer the most up-to-date and expert advice.
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Professional Services

Audit & Assurance External Audit
China Statutory Audit

US GAAP Audit

IFRS Audit

Hong Kong Statutory Audit

Internal Audit
Fraud Investigation

Forensic Accounting

Special Purpose Audit
Foreign Currency Audit
Royalty Audit

Capital Verification Audit

Valuation Services

Corporate Valuation

Damage Assessment Valuation Intellectual
Property Valuation Asset Valuation

Special Purposes Valuation

Corporate Finance
Debt Restructuring

Acquisition, Disposal & Financing

Mergers & Acquisitions
Transaction Advisory
M&A Divesture

M&A Integration

Financial Due Diligence

Business Services

Company Registration & Maintenance
Cash Flow Management

Chop Custodian Services

Market Entry Advisory

Updating Company Certificates

Annual Inspection & Reporting

Company Secretarial Services

Company Ownership Transferring/Corporate
Restructuring Background/Credit Checking

Company Deregistration & Bankruptcy

HR Support Services

China Visa Services for Expatriates

Social Welfare Structures

Outsourcing Services

Accounting & Bookkeeping
Budgeting & Forecasting Financial Statement

Preparation Head Office Reporting

Financial Management
Interim Financial Management Finance
Manager Function

CFO Function

Treasury Management
Set-up of Bank Account

Payroll Services
Payroll Processing Setup
Expatriate Employees

Local Employees

Secondment & Temping Service

Taxation Services

Individual Tax Planning (IIT)

Tax Immigration & Investment Review

US & Overseas Personal Income Tax Planning
& Filing IIT Tax Payment Facilitation
Application for Individual Income Tax Refund
Expatriate Staff Individual Income Tax Staff

Filing Local Staff Individual Income Tax

Company Taxation (CIT)

Tax Consulting

Corporate Tax Planning
Business Restructuring

Value Chain Review

Onshore / Offshore Investment

Transfer Pricing

Tax Compliance

Tax Due Diligence

Tax Deregistration

Negotiation of Tax Penalties

Tax Refund Application

Tax Representatives for Tax Audit
VAT & Customs Duty Clearance
PRC Tax Receipt Verification

VAT Application

VAT & Sales Tax Filing

Corporate Income Tax Reporting

Specialist Accounting & Risk Management

Internal Controls
Systems
Risk Management

Sarbanes - Oxley (SOX 404)

GAAP, SEC & IFRS Compliance

US GAAP

US GAAP Financial Statement Preparation
US GAAP Conversion

Other GAAP
GAAP Conversion
Public Company Compliance

Financial Statement Preparation

IFRS
IFRS Accounting Repackaging
IFRS Financial Statement Preparation

IFRS Public Company Compliance

SEC
SEC Public Company Compliance

Legal Services

Legal Advisory

Labour Legal Advisory

Workforce Downsizing Advisory
Labour Tribunal Assistance & Advisory
Labour Law Review & Audits

Review & Preparation of Employment Contracts

Corporate Legal Advisory

Legal Due Diligence

Corporate Restructuring Advisory

Review & Preparation of Articles of Association (AoA)
Review & Preparation of JV Contracts

Review & Preparation of Repatriation Agreements

Other Legal Services

Dispute Mediation & Advisory

Trademark & Intellectual Property Advisory
Debt Collection Assistance

Litigation Support
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For further information about how we can add value and support your individual or business needs, please contact us.
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Beijing dbit

6/F, Dongwai Diplomatic Building, 23 Dongzhimenwai Dajie,
Beijing 100600, China

AR AT X AR B TAMRA 23 5 AR AN I AR 602
Tel: +86 10 8532 1720

Fax: + 86 10 8532 2746

E-mail: beijing@lehmanbrown.com

Shanghai &

Room 1501 & 1504, WanTai International Building, No. 480 North
Urumgi Road, Shanghai 200040, China

R E BTG K SRS ILEE (i) 480 5 HREFRRA
i 1501 & 1504

Tel: +86 21 6249 0055

Fax: +86 21 6288 1636

E-mail: shanghai@lehmanbrown.com

Guangzhou J M

Room 3317, China Shine Plaza, 9 Lin He Xi Road, Guangzhou
510610, China

RN AR TS 9 ST 3 3317 =

Tel: + 86 20 2205 7883

Fax: +86 20 2205 7880

E-mail: guangzhou@lehmanbrown.com

Shenzhen &

Room 3206, News Building 2, Shennan Middle Road, Shenzhen
518027, China

HERYI T R U 2 5T K 3206

Tel: +86 755 8209 1244

Fax: + 86 755 8209 0672

E-mail: shenzhen@lehmanbrown.com

Tianjin K

Unit 2901-04, The Exchange Tower 2 189 Nanjing Road, Heping
District Tianjin 300051, China

| G P T 1 50 189 955 2 1 29 /2 2901-

104 %5

Tel: + 86 22 2318 5056

Fax: + 8622 2318 5001

E-mail: tianjin@lehmanbrown.com

Hong Kong 7tk

Unit 1902, 19/F, Asia Orient Tower, 33 Lockhart Road,
Wanchai,HongKong

P TS AT IR SE il 33 5 I IURE 19 #1902 5
Tel: + 852 2426 6426

Fax: + 852 2426 6427

E-mail: hongkong@lehmanbrown.com

Macau 7]

No. 367, Avenida da Praia Grande, “Keng Ou” Commercial
Building #16, A & B, Macau

FRIENER TR TS K T 367 5 Rl K 16 1 AB Ji
Tel: + 853 2835 5015

Fax: +853 2837 1884

E-mail: macau@lehmanbrown.com




