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Attention: The Audit Committee

Dear Sirs

Asia Fashion Holdings Limited (*“AFHL”)
Internal Audit Report

We are pleased to provide our findings in connection with the scope of work set out in our engagement
letter dated 23 May 2014 on the two key subsidiaries, namely Fujian Qianfeng Textile Technology Co.,
Ltd (“Qianfeng”) and Fujian Jiamei Textile Co., Ltd (“Jiamei™), both incorporated in the People’s
Republic of China (“PRC”) (collectively, the “Key Subsidiaries™).

We have carried out our work through interviews with certain officers of the Key Subsidiaries (as
identified in our findings) and review of documents made available to us by the Key Subsidiaries. We
have relied on but we have not verified the truth and accuracy of all information or material provided or
made available to us during our engagement. We do not assume any responsibilities and make no
representation with respect to the accuracy or completeness of any information provided to us by the Key
Subsidiaries. Accordingly, our findings may not have identified all matters that might be of concern to

you.

Our findings are based on relevant documents and information made available to us up to the date of this
report. Documents or information provided to us after this date may have an impact on our findings. We
reserve our right to amend or update any part of our findings as and when such documents or information

are made available to us.

Our engagement does not constitute either an audit or a review made in accordance with Singapore
Standards on Auditing or Singapore Standards on Review Engagements and, consequently, we do not
express any assurance on the Report. Had we performed additional procedures or had we performed an
audit or a review in accordance with Singapore Standards on Auditing or Singapore Standards on Review
Engagements, other matters might have come to our attention that would have been reported to you.

Our report is solely for the use and benefit of the Company and is not to be used, quoted or referred to, in
whole or in part, for any other purpose or to be made available to any other party without our prior written
consent. We do not accept responsibility and we expressly disclaim liability for loss occasioned to any
other party acting or refraining from acting as a result of our report.

If you require any clarification or further information, please do not hesitate to contact Braven Tan at (65)
6323 1928.

Yours sincerely

a\u_g Medx LLO

20 Peck Seah Street #05-00
Singapore 079312

t: +66 6323 1928
f. +65 6225 3884

UEN T12LL07821

hT_‘Epf/h“)alrede,com HLB Atrede LLP is a member of International A world-wirde network of independent accounting firms and business advisers
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Executive Summary

1.

1.1

1.2

Introduction

Background
Asia Fashion Holdings Limited and its subsidiaries is a manufacturer of functional knitted fabrics
applicable in a wide variety of products including casual wear, sportswear, shoes and bags.

The Key Subsidiaries are located in Fujian Province, one of the largest fabric producing
provinces in PRC. They are principally engaged in the knitting, dyeing and post-processing
treatment of synthetic knitted fabrics. Their customers are mainly PRC companies from the
sportswear and fabric trading industries.

We are requested to provide our findings in connection with the scope of work set out in our
engagement letter dated 23 May 2014 on the two Key Subsidiaries.

Key Management and Officers Interviewed
The key management and officers of the Key subsidiaries that we have interviewed comprise:

Name Appointment

Lin Dao Qin (PRIEEK) Managing director of the Key Subsidiaries

Lin Xiu Jin (P75 H) (“Xiu Jin”) General manager (“GM”) (resigned on 2 June 2014)
and Legal representative of both Qianfeng and Jiamei

Su Chiho(75 7 ) General manager (“GM”) of both Qianfeng and
Jiamei

Jimmy Ng Poh Khoon (5= % ) CFO of the Company (appointed on 1 January 2014)

Tang Qiao Qin (JEI5%) (“Tang”) Finance manager of both Qianfeng and Jiamei

Zheng Yong (K{5) (“Zheng”) Sales manager of Qianfeng

Lin Shao Mei (#£/>3%) (“Shao Mei”) | Purchasing officer of both Qianfeng and Jiamei

Zhang MaoLiang (7K/% ) (“Zhang”) | Quality control technical director

Xiu Jin, Tang and Zhang are collectively referred to herein as the “Management” of the Key
Subsidiaries.

On 30 May 2014, Mr Lin Daoqgin resigned as Executive Director and Chief Executive Officer of
the Company.

On 2 June 2014, Mr Su Chiho was appointed as General Manager of both Fujian Qianfeng
Textile Technology Co., Ltd and Fujian Jiamei Textile Co., Ltd.
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Objective, Scope and Approach

We have carried out our internal audit work on Fujian Qianfeng Textile Technology Co., Ltd
(“Qianfeng”) and Fujian Jiamei Textile Co., Ltd (“Jiamei”) in accordance with our letter of
engagement dated 23 May 2014.

The key objectives for this engagement are to:

e Evaluate the effectiveness and efficiency of existing internal controls and operational
procedures;
Identify opportunity for improvement in operational efficiencies; and
Determine compliance with policies and procedures.

The key areas covered are as follows:

Area Reviewed Details

Legal Claims from Customers e Restricted to the 8 companies involved
in the compensation case.

e Delivery of products are in accordance
with Court requirements and Qianfeng
policies

e Status of compensation

Production and Delivery e Compliance with production procedures
Quality control review in accordance
with the quality control policies and
procedures

Payment Authorisation Limit e Payment authorisation limit in
accordance with payment control policy
approved by the Board of AFHL

Company Seal Usage e Compliance with policy relating to the
usage of the Key Subsidiaries’ Seals

We have carried out our work to assess the adequacy of the existing controls as identified in the
above areas. We have performed walk-through tests based on randomly selected transactions that
were mainly extracted from records provided to us for the period from April 2014 to May 2014.
We have not ascertained the completeness of the records provided and we are also informed that
the accounting system has not been updated since February 2014. To test the effectiveness of the
existing controls identified, we relied on inquiries and validations of randomly selected
transactions.

The approach used to carry out this engagement and the scope of work performed is summarised
as follows:

» Interview Management and the process owners to understand and document the process,
control and key issues;

Identify the process risks, evaluate the strengths and weaknesses of existing controls;

Analyse the impact of control weakness within the internal control system which might be
exploited;

Test the effectiveness of key controls in place by verifying relevant supporting documents;
conducting observations of the operations and interviewing relevant personnel; and

Assess and make recommendations to address noted weakness and/or improvement
opportunities.

YV YV VYV
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Conclusion

Based on the samples selected and the work performed, we are not aware of any material
weakness; however, areas of improvement are noted and we have summarised our observations in
the table below:

Legal Claims from

Customers A
Production and

Delivery B.i, B.ii
Payment

Authorisation Limit C
Company Seal Usage D

Details of our findings and recommendations are detailed under “Detailed Observations and
Recommendations™ of this report. The issues raised are prioritised as “Critical Issue”, “Important
Issue” and “Areas of Improvement”. Management should prioritise their attention in resolving
the reported issues and/or implementing the recommendations based on the following priorities:

Critical Issue Refers to issues where key controls are not in place or

not operating effectively.

Important Issue Refers to issue where key controls are adequate but

compensating controls are weak.

Areas of Improvement Refers to issue require improvement as minor
deficiencies exists in key controls but appropriate

compensating controls are in place.

This engagement is performed solely to assist management in identifying whether there are any
material control weaknesses or opportunities to enhance the controls. The responsibility for
establishing and maintaining an effective internal control including systems designed to ensure
compliance with policies, procedures, applicable laws and regulations solely rests with
management.

We would like to emphasise that internal audit work and improvements to internal controls are
on-going process. The recommendations set forth in this report may not be exhaustive and other
suggestions for further enhancement/refinement may be proposed to management from time to
time.



Asia Fashion Holdings Limited
Internal Audit Report
11 August 2014
It should be borne in mind that all internal control systems contain inherent limitations. These
include errors of human judgement in decision-making, breakdowns due to human failure and
control circumvented by collusion of two or more people overriding the internal control system.
Accordingly, material error or loss may still occur when internal control systems are evaluated to
be adequate and sound.

Acknowledgement

We wish to thank the management and staff of Asia Fashion Holdings Limited and its
subsidiaries who have assisted us during our work.
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Detailed Observations and Recommendations

A.

Legal claims from customers

Background

On 2013, Qianfeng has received claims amounting to RMB 461,500,000 from 8§ customers for
delivered products that allegedly failed to meet customers’ specified requirements. These
customers comprise the followings:

)
i)
iii)
iv)
v)
vi)
vii)
viii)

AN AR R EEA AT BR 22 7]

AT RO A IR 7]
TR AR AT
RSETH A A PR AT
RFETTFEAC B IR A A
A T AR R IR JUE A FR 2 =]
HILIEH Y19 PR A H
REETT IR GTRA R A ]

Qianfeng had entered into settlement agreements with the Claimants and on 13 March 2014,
Qianfeng received the court’s arbitration to deliver the remaining compensation (herein known as
the Compensation) to the 8 Claimants from March 2014 in the following manner:

IR A i £ HIRRAST $US iG]

AR i/ Jo/T 7% H
A AR SR A PR A 7 13,568,280 10 30 60
IR R D6 A R A 20,145,140 12 30 60
TR YI LA TR A 7,218,356 5 30 60
REei M A IR A A 6,670,736 5 30 60
R FE AR A R A A 2,382,588 5 30 60
HREE AR T H TR e IR SUE A PR A A 10,113,136 6 30 60
THLIEH SR H R A H] 7,942,722 5 30 60
RETRBESGSERAR 18,459,994 10 30 60
Total 86,500,952
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Observation

)

ii)

iiif)

Based on information provided by management of the Key Subsidiaries, the table below
summarises the status of the compensation to the 8 Claimants as at 31 May 2014:

HEEEAS
AR et £ 25 LR R & R RN i
AR AR i AR s

FEMNAR R SR PR A 7 13,568,280 877,233 28.79 12,691,047 (1.21)
HEIGH ROOIEMAEIRAF 20,145,140 1,128,408 36.74 19,016,732
B TR R A F 7,218,356 484,034 15.60 6,734,322
LT AL R A A PR A 7 6,670,736 431,593 14.99 6,239,143 (0.01)
REEMTMEE AT R H R A
i 2,382,588 523,629 15.11 1,858,959
A28 T H T RE R R i
ARRAH] 10,113,136 571,012 18.42 9,542,124
THLIEHFREF R A H] 7,942,722 538,302 16.65 7,404,420
RETREGLARAF 18,459,994 1,054,955 31.35 17,405,039
Total 86,500,952 5,609,166 80,891,786

It was noted that the Key Subsidiaries had not delivered the required minimum quantities to
FENAR SR MG BR A 7] and AR 5ETH 5 EA A PR A F]. The shortage is 1.21 tons and 0.01 tons
respectively. Management had represented that quantities delivered to these customers are
based on written orders (See Appendix A) received from the customers for the period from
March 2014 to September 2014. Additionally, & M4 SR ¥ A FRA 7 and 78 58 17 5 E
P PR A 7] had provided a letter to Qianfeng exempting Qianfeng from the need to supply

the minimum quantity. Accordingly, the Company will not be held liable for failure to meet
the minimum committed quantities.

It was also noted that deliver orders where issued for deliveries made to the 8 Claimants (to
fulfill the Key Subsidiaries’ obligation under the Compensation). We understand that the
transport companies were tasked with ensuring that delivery orders were acknowledged by
the claimants when the goods were delivered. From the samples selected, we noted
acknowledgement.

Discrepancies were also noted between finance department’s monthly consolidated records
and the delivery orders issued. The differences were as follows:

F 45368 H 25%f
A i HA. oy FER
Mifi el Ml
B TRRGENAIRAF 15.60 15.58 0.02
AR SR EEM A IR A F 28.79 28.78 0.01
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Risk

On observation iv), inaccurate recording of goods delivered may result in inaccurate fulfilment of
orders. Future compensation may arise for failure to meet ordered qualities.

Recommendation

Qianfeng should update its records to determine the correct quantities fulfilled to-date. Any
differences should immediately be investigated and adjusted.

Action Priority

Areas of Improvement

Management Response

The Company had implemented additional control procedure. Finance department will perform
daily reconciliation of delivery orders issued against stock records, this will enable the Company
to follow up immediately for any discrepancy found during reconciliation and to rectify any error.

Action by

Zhang Maoliang (Technical director)

Target Completion Date

End of August 2014



Asia Fashion Holdings Limited
Internal Audit Report
11 August 2014

Production and Delivery

Observation

i) It is stated in section 5.2.9.4 of P~ hikiz, 4%, {71 T B3 & H|F£)7 that all final products
checking records (i 7745 21 5% %) must be authorised by the warehouse manager and
quality control manager. However, we understand from Mr Zhang that this document is no
longer in use as the products were checked before they are transferred to and stored in the
warehouse (pending delivery to customers).

ii) Section 5.2.9.5.2 of P= b #kiz, BL4%, 17l B & HIFET states that all delivery order must
be acknowledged by the sales department and checked and signed by the security department
before the products are loaded to the transport vehicle. Of the 30 random samples selected,
one delivery order has not been acknowledged by the security department and four delivery
orders have not been acknowledged by the sales department.

Risk

i) There may be a risk that products may be damaged while they are stored in the warehouse.
Failure to perform a final inspection before delivery may result in rejection of goods
delivered.

ii) There may be a risk that the wrong products (and/or quantity) are delivered to the wrong
customers.

Recommendation

i) Management should review their policies and procedures to determine if a final inspection
should be carried out before the products are delivered to the customers. If such procedure is
not considered necessary, management should revise the policy and procedures manual.

ii) Management should ensure that the policies and procedures stipulated in the manual are
adhered to.

Action Priority

Items 1 and 2 are classified as “Areas of Improvement”

Management Response

(i) The recommendation is noted and will implement.
(i1) The recommendation is noted and will reinforce compliance.

Action by
Zhang Maoliang (Technical director)

Target Completion Date

End of August 2014
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Payment Authorisation Limit

Observation

)

At the Board meeting held on 26 March 2014, the Board had approved the following payment
control policy:

i.  Payments of RMB 0.5millon and below: Requestor —Department head — Finance
Manager (“FM”) — General Manager (“GM”)— Cashier processes

ii. Payments of RMB 0.5 to 1 million: Requestor —Department head — FM
—CFO—GM— Cashier processes

iii. Payments of RMB 1 to RMB 5 million: Requestor —Department head —FM—
CFO—GM— Chairman — Cashier processes

iv. Payments of RMB 5 million and above: Requestor —Department head -FM— CFO—
GM— Chairman —Board— Cashier processes

However, the payment control policy provided by the Key Subsidiaries differs from those
approved by the Board. The payment control policy of the Key Subsidiaries is as follows:

i.  Payments of RMB 1 million and below: Requestor —Department head — Finance
Manager (“FM”) — General Manager (“GM”)— Cashier processes

ii. Payments of RMB 1 to RMB 5 million: Requestor —Department head -FM— GM—
Chairman — Cashier processes

iii. Payments of RMB 5 million and above: Requestor —Department head -FM— GM—
Chairman —Board— Cashier processes

We noted that there were two payments of RMB 1million and RMB 0.5 million made to
vendor 7K 7% and #£4%, respectively, for purchases made in April 2014. No supporting
documents were attached with the payment vouchers. We had confirmed with Jimmy Ng that
the supporting documents were misplaced by previous accountants who had left. He also
confirmed that he had sighted all the related supporting documents when he approved the two
payments.

Based on the selected samples, we noted that Board’s payment control policy has being
followed although the policy manual was not updated to include the Board’s approved
additional control steps.

Recommendation

It is recommended that the Key Subsidiaries align the payment control policy with those
approved by the Board.

It is recommended that the Key Subsidiaries should exercise more care in the handling of all
documents.

Action Priority

Areas of Improvement
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Management Response

In implementing the revised payment authorisation matrix, upon the approval sought from the
Board, the CFO had sent email to all finance staff of the Key Subsidiaries informing them on the
new requirements as well as a meeting was held on-site to further reinforce the same. However,
during the period from April and May 2014, these accounting staffs resigned one after another,
and as a result, the policy manual was not updated. The policy manual will be revised to include
the additional control steps to ensure all finance staff are fully aware and comply with these
procedures.

Nevertheless, despite the administrative oversight, the revised payment authorization matrix had
been strictly enforced and adhered to.

Action by

Tang Qiaoqin (Finance manager)

Target Completion Date

Immediate

10
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Company Seal Usage

Observation

We noted that management had implemented a logbook to record usage of the Key Subsidiaries
Seal and Finance Seal which the two seals each of the Key Subsidiaries are in the custody of CFO
Jimmy Ng now. There were no entries logged as we understand that these two seals have not been
used since April 2014. The logbook was not implemented for the other relevant seals (including
the Legal Representative Seal).

Recommendation

It is recommended that a logbook be kept for each seal so that proper audit trail can be kept for
the usage of each seal.

Action Priority

Areas of Improvement

Management Response

The recommendation is noted and will be rectified.

Action by

Su Chi-ho (General manager)

Target Completion Date

End of August 2014

11
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Disclaimers

HLB Atrede LLP’s findings are based on relevant documents and information made available to us up to
the date of this report. Documents or information provided to us after this date may have an impact on our
findings. We reserve our right to amend or update any part of our findings as and when such documents
or information are made available to us.

HLB Atrede LLP’s findings are intended only for the benefit of the Audit Committee and for no other
purpose. We do not accept or assume responsibility for our work, and our findings thereof, to anyone.

Our work will not be planned or conducted in contemplation of reliance by any third party. Therefore,
items of interest to a third party have not been specifically addressed and matters may exist that may be
assessed differently by a third party.

You shall not make copies of our findings available to other persons without our prior written consent.
We do not owe any duty of care (whether in contract, tort (including negligence) or otherwise) to any
person, except under the arrangements described in the Letter of Engagement and Term of Business.

HLB Atrede LLP has not been asked to (and it has not) commented on, reviewed or assessed the validity,
authenticity or enforceability of the documents provided to HLB Atrede LLP. The procedures that HLB
Atrede LLP performed under this engagement do not constitute an audit or review in accordance with
generally accepted auditing or attestation standards. HLB Atrede LLP has not audited or otherwise
verified the information supplied to it in connection with its work from whatever source.

In addition, our comments do not represent legal advice/interpretation. You should consult with your legal
counsel with respect to any legal matters or items that require legal interpretation. As a result of our
restricted access to information and/or documents, we have also not been able to undertake a full review
of the Key Subsidiaries’ compliance with other relevant rules and regulations.

12
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Appendix A

Appendix
R AR SR AT A PR 2 =] 1T T B A-1
T R ML SRR AT BR 22 71T T A-2
TR YT S AT IR 7] R K 75 [ A-3
R 5E T B A AT BR 24 717 dh A 5 R A-4
IRZE TR FEAL LT R PR 2 =] 0T L A-5
A A T R e e AR 23 A PR 2 =) 1T B A-6
HALIEH 952347 IR 7] 1T T # A-7
IRSETT IR YT BR 2 =] it 1T T 5 A-8
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