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Financial Reporting Matters 
AUDIT 

Changes in auditing standards have resulted in more stringent 
requirements. Auditors need to obtain a broader 
understanding of the entity, its internal controls and to comply 
with stricter documentation standards. In this issue of 
Financial Reporting Matters, we take a look at how such 
changes have affected auditors’ work and their impact on you. 

After high profile accounting scandals like Enron and Worldcom broke news, 
regulators worldwide tightened their reins over corporate accounting. For 
example, the Sarbanes-Oxley Act (SOX) was passed in 2002 in the United States 
as a result. The International Federation of Accountants (IFAC) also released new 
auditing standards which are intended to enhance the auditor’s performance and 
audit quality. 

Both SOX and the changes to international auditing standards are aimed at 
restoring public confidence and protecting the public interest as well as improving 
the integrity of financial reporting. 

SOX imposes greater responsibility on management to establish and maintain an 
adequate internal control structure and procedures for financial reporting. At the 
same time, the auditor is also required to form an opinion on management’s 
assessment of the effectiveness of the company’s internal control over financial 
reporting. 

Major changes introduced by the IFAC require that auditors: 
• understand the entity and its environment, including the internal controls to the 

extent that they are relevant to the financial statements; 
• consider the possibility of fraud in the audit of financial statements; and 
• impose stricter requirements for audit documentation. 

The business environment is getting more complex and there is an increasing 
need for greater judgement in applying financial reporting standards. For example, 
the wider use of fair value in measuring assets and liabilities means the risk of 
material misstatement is now greater. 

There is also an international drive for greater cross-border consistency of 
application of International Financial Reporting Standards on which Singapore 
Financial Reporting Standards are based. Together with changes in auditing 
standards, auditors are now spending more time than before in understanding the 
entities that they are auditing and in considering more complex technical issues. 
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2 Financial Reporting Matters 

A. Changes in auditing standards 

Understanding the entity and its environment 
To provide reasonable assurance that financial statements taken as a whole are 
free from material misstatement, it is essential for auditors to understand the 
entity, its environment and components of its internal controls. The auditor 
obtains this understanding through: 
• inquiring with management, internal audit personnel and employees with 

different levels of authority; 
• observing the entity’s activities and operations; and 
• inspecting documents such as business plans and internal control manuals. 

The auditor then makes an assessment of the risk of material misstatement. This 
risk assessment provides a basis for the auditor to design and perform 
appropriate procedures. 

Based on the audit procedures performed, and the audit evidence obtained, the 
auditor would then conclude whether there are material misstatements in the 
financial statements taken as a whole. 

Considering the possibility of fraud 
In the half a century since the days of the Equity Funding case, auditors have 
increasingly grappled with the investing public’s increasing expectations of fraud 
detection. 

As fraud is usually carried out with the intention of deceit, it is more difficult to 
detect than error. 

There are inherent limitations in an audit. Since audit evidence tends to be 
persuasive in nature, auditors cannot be expected to be certain that material 
misstatements in financial statements will be detected. 

The auditor is responsible for an opinion on whether the financial statements are 
free from material misstatements. One of his concerns is whether 
misappropriation of assets or fraudulent financial reporting has resulted in 
material misstatements of financial statements. 

It must be recognised that the primary responsibility for the prevention and 
detection of fraud lies with the management and directors of an entity. 

Management must accept that it is their responsibility to create a culture of 
honesty and ethical behaviour by setting the proper tone, creating a positive 
workplace environment and taking appropriate action in response to actual, 
suspected or alleged fraud. There should also be proper and adequate internal 
controls to safeguard the entity’s assets and to maintain an orderly and efficient 
conduct of the entity’s business. 

All these have been spelled out in the revised auditing standard on the auditor’s 
responsibility to consider fraud in an audit. 

The main objective of this standard is to improve the effectiveness of audit 
procedures to address fraud risks in the context of a financial statement audit. 
Although it does not change the auditor’s responsibility with regard to fraud, the 
audit standard prescribes procedures that auditors have to perform. 



 

 

 

 

Financial Reporting Matters  3 

For example, auditors now need to have discussions with management and 
directors on how they manage the risk of fraud and their knowledge of actual or 
suspected fraud in the entity. 

The standard also requires certain mandatory procedures to be performed to 
address the risk of management override of control and the risk of fraudulent 
revenue recognition. 

New audit documentation requirements 

Who wants a good audit? 

An auditor documents the audit procedures performed in forming an opinion on 
the financial statements. However, till recently, there was no clear guidance on 
the level of documentation required. 

IFAC has now issued a standard which provides guidance on audit 
documentation. The auditor is now required to prepare documentation on a timely 
basis to provide sufficient and appropriate record of the basis of his report. In 
addition, the audit documentation should also provide evidence that the audit 
procedures performed were sufficient and appropriate given the circumstances 
and the applicable legal and regulatory requirements. 

A significant purpose of this standard, is to enable another experienced auditor 
with no previous connection with the audit, to conduct quality control reviews 
and inspections. This is especially important in today’s context where the work of 
auditors is subject to scrutiny by regulators in instances of corporate failure. 

At each stage of the audit, the auditor should document the results of his 
findings. These include discussions of significant matters with management, 
directors and other employees of the entity. For example, if the auditor identifies 
a material weakness in the design or implementation of internal controls that 
prevent and detect fraud, he should communicate such deficiencies to 
management and directors. 

In addition, the work performed by the auditor has to be clearly recorded. For 
example, when an auditor observed an inventory-count conducted by the 
company, the documentation would include the process being observed, the 
location and timing of the observation and the responsibilities of those involved in 
the inventory count. 

EVERYONE – including shareholders, management, regulators and analysts 
wants a good audit. The changes highlighted above are all directed towards 
achieving this result. 

Company officers are increasingly charged with greater corporate governance 
responsibilities. Add to this the recent changes in auditing standards; the greater 
need to consider fraud; and the requirements for new audit documentation, it is 
inevitable that companies will need more rigorous external audit procedures to 
achieve this good audit. 
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B. Developments in international standards and interpretations 

IASB’s project plan 
Refer to IFRS Briefing Sheet 48 for details 

Exposure Draft: Proposed 
Amendments to IAS 1 Presentation of 
Financial Statements – A Revised 
Presentation 
Refer to IFRS Briefing Sheet 47 for details 

IASB March 2006 Meeting 
Refer to IFRS in Brief 23 for details 

IASB April 2006 Meeting 
Refer to IFRS in Brief 24 for details 

This publication provides a summary of the IASB’s projects and the major areas 
of existing IFRS that may be affected by the project. The expected timing of the 
issuance of the exposure draft / final standards has also been included. 

The main change proposed by the Exposure Draft (ED) is to present all non-owner 
changes in equity in one or two statements. This can be a single statement of 
recognised income and expense; or a statement of profit or loss, plus a 
statement detailing other recognised income and expense. 

Non-owner changes in equity are those not resulting from transactions with 
owners, in their capacity as owners. 

Following the publication of this exposure draft, the Council on Corporate 
Disclosure and Governance issued an identical exposure draft in Singapore on 
30 March 2006, with comments due by 17 June 2006. 

At its March and April 2006 meetings, the IASB: 
• reaffirmed the proposal that acquisitions costs should be accounted for 

separately from the business combination, 
• decided that in addition to disclosure of the gain or loss recognised on 

remeasurement of a non-controlling equity investment after losing control of a 
subsidiary, the entity should also disclose the line item in the profit and loss 
account where this gain or loss is included, and 

• agreed to clarify that generally fair value cannot be approximated using book 
values in the exposure draft on financial instruments puttable at fair value. 

The KPMG International publications covered in this issue are: 
• IFRS in Brief: issues 23 & 24 
• IFRS Briefing Sheet: issues 47 to 49 

This section provides a highlight, particularly the relevance of international 
developments in the local context, of our international publication – IFRS in 
Brief and IFRS Briefing Sheet. You can access the electronic version as 
follows: 

IFRS in Brief: 
http://www.kpmg.com.sg/newsletters/ifrs_in_brief.html 

IFRS Briefing Sheet: 
http://www.kpmg.com.sg/newsletters/ifrs_briefing_sht.html 

Should you wish to discuss any matter highlighted in this This publication has been issued to inform clients of 
publication, please contact: important accounting developments. While we take care 

to ensure that the information given is correct, the 
Maria Lee nature of the document is such that details may be 
Partner - Professional Practice Department omitted which may be relevant to a particular situation or 
Tel: +65 6213 2579 entity. The information contained in this issue of 
mlee2@kpmg.com.sg Financial Reporting Matters should therefore not to be 

taken as a substitute for advice or relied upon as a basis 
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