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Change is inevitable in the pursuit of a 
better future, and Budget 2015 is a recent 
reminder of the importance of forward 
planning. Two years ago, the Institute’s 
own Jubilee celebrations also marked the 
start of a major transformation which 
included a new brand name and identity. 
Today, ISCA continues to advance its 
vision to be a globally-recognised 
professional accountancy body serving 
its members, the profession and the 
wider community.

One of the ways ISCA serves its 
members is through training and 
education, equipping members with 
relevant new skills and knowledge to 
navigate an increasingly complex global 
landscape. The cover story presents 
the changes and implications of the 
new and revised Auditor Reporting 
standards released by IAASB in January 
2015. Although they are effective 
for audits of financial statements for 
periods ending on or after 15 December 
2016, it is crucial to be apprised of the 
developments as they unfold as the 
changes will have a profound impact 
on the accountancy sector and on your 
work. With an eye on the future, the 
Institute had started engaging members 
about these changes more than two 
years ago with a series of articles and 
events aimed at changing mindsets 
(opening hearts and minds), so as to ease 
members into new ways of doing things.

Dear members,

what ISCA is doing to help SMPs address 
those challenges. As Singapore continues 
in its restructuring efforts, we urge 
members to consider improving various 
aspects of their operations to boost 
productivity. These include harnessing IT, 
enhancing processes, upgrading business 
infrastructure, upskilling manpower and 
establishing networks and mergers, to 
name a few. 

To help our members benefit from 
the different national schemes aimed 
at driving productivity and innovation, 
the Institute organises regular seminars 
and workshops, and has also facilitated 
several collaborations among our SMPs. 
If you have not participated in any of 
these activities, I encourage you to open 
your heart and mind to new possibilities 
– possibilities which may just give you 
the leg-up to your next level of growth.  

As businesses improve, they want 
an effective and conducive reporting 
environment to reach out to existing 
and potential stakeholders. A corporate 
report which provides clarity and 
transparency can engender stakeholder 
trust and confidence, and 
help to attract financial 
investments. In this 
respect, an integrated 
report is suitable for 
SMEs as it articulates an 
organisation’s strategy 
and how it creates 
value over time. 
Within these 
pages is an article 
on integrated 
reporting, as well 
as other updates 
and information 
that add value to 
your professional 
development.

Have a  
good read. 

The new standards require auditors 
to provide new information in their 
auditor reports that will give users of 
financial statements more insights into 
what they did, while the expanded scope 
of the audit will reveal how risk was 
addressed, and what was discovered 
during the audit. The additional 
requirements reflect an improvement in 
the nature and extent of communication 
by auditors as they increase 
transparency, deepen understanding 
of corporate governance and decision-
making, and potentially enhance audit 
quality. ISCA considers this development 
as being vital to the value of audits.

In Singapore, the Companies 
(Amendment) Act 2014 introduced a 
slew of changes that will have an impact 
on ISCA members and their clients. The 
key changes were highlighted in the 
March issue, and in this issue, we provide 
more clarity on the “small company” 
concept for audit exemption using 
various scenarios. As the changes are 
the most extensive since the Companies 
Act was enacted in 1967, we will extend 
the discussion into the May issue for the 
benefit of our members.

The recent ISCA Pre-Budget 
Roundtable highlighted that SMEs have 
different business needs that require 
differentiated policies and schemes. 
In this issue, we look at the challenges 
SMPs face both locally and globally, and 
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members), Indonesia (30), Thailand (23) 
and the Philippines (21). 

The survey found that 40% of 
AC members in ASEAN think it is 
“increasingly difficult” to oversee 
the major risks on the AC’s agenda 
in addition to its core oversight 
responsibilities. These responsibilities 
have expanded beyond the traditional 

remit of financial reporting to include 
oversight of the risk management 
process and other areas of risk such 
as compliance, anti-bribery and 
corruption, and operational risks.  
As a result, the time required for  
ACs to carry out their responsibilities 
has increased, particularly in 
Singapore, where over half of ACs  
now spend significantly more time 
fulfilling their responsibilities.

The top three issues AC members 
cited as requiring “significantly more” 
attention in 2015 include adequacy and 
effectiveness of controls around both 
financial reporting and operational 
risks, and oversight of the risk process. 

The full report, 2015 Global Audit 
Committee Survey, is available for 
download at the KPMG website.

Global Uncertainty and 
Regulatory Change 
are Top Challenges in 
ASEAN: KPMG Survey   

G 
lobal uncertainty, regulatory 
change, and operational 
risk pose the greatest 
challenges for companies 

in ASEAN, according to a recent KPMG 
survey of over 1,500 Audit Committee 
(AC) members in 36 countries. Among 
the AC members surveyed, 106 were 
from ASEAN – Singapore (32 AC 

PIT Software.indd   1 15/07/2013   17:01
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I 
n line with the enhanced 
requirements contained in the 
Ethics Pronouncement (EP) 200  
Anti-Money Laundering 

and Countering the Financing 
of Terrorism – Requirements 
and Guidelines for Professional 
Accountants in Singapore issued by 
ISCA in October 2014, accountants 
are expected to improve their 
existing systems and controls and 
implement new measures, where 
applicable, by 1 May 2015 to mitigate 
money laundering and terrorist 
financing risks. 

EP 200 is benchmarked against 
international standards for anti-
money laundering (AML) and 
countering the financing of terrorism 
(CFT) set by the Financial Action 
Task Force (FATF). EP 200 sets out 
new requirements and guidelines on 
the AML and CFT systems, controls 
and measures that professional 
firms should have in place, such as 
mandatory customer due diligence 
(CDD) and records-keeping measures 
that accountants have to implement 
when they perform designated high-
risk services for their clients. EP 200 
is also adopted by the Accounting 
and Corporate Regulatory Authority 
(ACRA) and is applicable to public 
accountants and accounting entities 

registered under the 
Accountants Act.

In its outreach 
efforts to raise 
awareness of EP 200, 
ISCA held a seminar 
last November to 
discuss the enhanced 
requirements of the 
pronouncement and 
issues relevant to the 
accountancy sector. 
The session also  
cited real-life 
case studies and 
emphasised the 
AML and CFT regulations affecting 
accountants, as well as the steps  
to take when dodgy transactions  
are suspected. 

An upcoming ISCA initiative is an 
e-learning course on AML and CFT, 
which aims to reiterate the essential 
points and requirements of EP 200 and 
provide examples to aid professional 
accountants in better understanding 
how the pronouncement would be 
applicable to them.

There will also be another  
seminar later this month on April 20 
to introduce the CDD implementation 
toolkit that ISCA has developed to 
help accountants implement the 
CDD measures required by EP 200. 

The CDD implementation toolkit 
includes additional guidelines, a risk 
assessment questionnaire as well as 
useful templates. 

Register for the April 20 seminar  
by scanning the QR code below. 

  

For more ISCA initiatives in the area 
of AML and CFT, please visit the ISCA 

website at http://goo.gl/DaT20x.

Anti-Money Laundering  
and Countering the 
Financing of Terrorism 
Systems and Controls:  Have 
You Met the Expectations?
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O 
n February 16, ISCA 
welcomed an official 
delegation from the 
Tokyo Chapter of the 

Japanese Institute of Certified Public 
Accountants (JICPA). Leading the 
courtesy visit was Giichi Yanagisawa, 
President of Chapter and concurrently 
Deputy President of JICPA 
Headquarters. He was accompanied 
by five officials from the Chapter and 
three officials from Headquarters. 

Managing partners and Japanese 
desk representatives from six Singapore 
audit firms took part in the briefing-

cum-networking session to mingle 
with the Japanese delegates. 

There was a fruitful exchange and 
sharing of experiences among the 
organisations as they discussed areas 
such as qualification programmes, 
and initiatives for public accounting 
firms. In particular, the visitors 
showed a deep interest in the 
Singapore Qualification Programme. 

Our members were glad to have 
the opportunity to network with 
their foreign counterparts. They 
also informed the Institute that they 
wanted to be kept posted on other 
similar activities. Said Ravinthran 
Arumugam, Managing Partner and 
CEO of RT, “It was an insightful 
exchange of ideas and building 
of friendship. I found the session 

JICPA Delegation 
Visits ISCA informative and was proud to see 

ISCA showcase our local  
CA (Singapore) qualification. The 
interest shown, and questions 
asked, by the JICPA delegates 
were encouraging. It speaks well of 
ISCA’s international standing when 
a professional institute of a major 
economic power is interested to visit 
us and learn from our experience.” 

The Singapore Institute of 
Accredited Tax Professionals (SIATP) 
played host to the JICPA delegates 
in a separate session. Led by board 
member Prof Sum Yee Loong, SIATP 
and JICPA engaged in a productive 
and open discussion on a wide array 
of issues with the aim of providing 
even greater value to members in 
the tax profession. The meeting also 
strengthened the cross-border links 
between the organisations. 

 ISCA President Gerard Ee (7th from left), 
and ISCA CEO Lee Fook Chiew (1st from right),  
joined JICPA Tokyo Chapter President 
Giichi Yanagisawa (6th from left), delegates 
and participating ISCA members for a 
group photo.

 SIATP board member Prof Sum Yee 
Loong (2nd from left), together with SIATP’s 
secretariat team, hosted JICPA’s Tadashi 
Sekikawa, Kazutoshi Ishii (3rd and 4th from 
left) and Tomoe Watashiba (2nd from right).
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T 
he Singapore Institute 
of Accredited Tax 
Professionals’ calendar  
has been accentuated  

with the word “cross-border” in 
recent months.

A Tax Excellence Decoded (TED) 
session facilitated by Accredited Tax 

Advisor Goh Bun Hiong, Director of 
Taxes, PKF-CAP Advisory Partners, 
highlighted tax matters that 
businesses should be aware of in 
the due diligence process and drew 
the participants’ attention to the tax 
issues that are often overlooked in 
the process.

 Accredited Tax 
Advisor (Income 
Tax) Goh Bun Hiong, 
Director of Taxes,  
PKF-CAP Advisory 
Partners, highlighted 
the oft-overlooked 
aspects in the due 
diligence process  
for M&A.

Cross-Border Tax. 
Cross-Border Links.

Clarity on cross-border planning, 
holding structures and debt financing 
was attained with Loh Eng Kiat, 
Tax Partner, Baker Tilly TFW, at a 
separate TED session. Participants 
better understood the key parameters  
for holding company planning and 
why companies are structured in a 
certain manner.

For more insights on gaining 
greater clarity in tax matters, visit 
www.siatp.org.sg for information  
on becoming an accredited  
tax professional. 

The session concluded with what 
is in store for corporate treasury, 
and the top currencies to watch in 
2015. Members valued the insights 
shared by Dr Malick, and look forward 
to more enriching and informative 
topics in the upcoming sessions.

T
he number of participants 
remained high for the 
monthly ISCA Breakfast Talk, 
with about 80 members 

attending the session on February 25. 
At the helm was Professor Dr Malick SY,  
Managing Director, IBC Holdings, 
who shared on “Managing Foreign 
Exchange Risk in Current Volatile 
Market, Best Practice”.  

 In the current turbulent world 
economy, one of the biggest challenges 
faced by finance, investment and 
accounting professionals is managing 
foreign exchange (FX) volatility.  
Dr Malick shared on how businesses 
are affected by currency fluctuations, 
and how best to reduce exposure 
to currency risks. He highlighted 

that inappropriate strategies and 
techniques may result in significant 
financial damage, and cited a recent 
case where a former group finance 
director was imprisoned for falsifying 
accounts to hide $300 million in FX 
trading losses.  

Managing Foreign Exchange Risks 
in Current Volatile Market,  
Best Practice

ISCA BreAkfASt tAlk 

IBC Holdings  
Managing Director  
Prof Dr Malick SY 

shared valuable insights 
on managing foreign 

exchange risks. 

 Participants were all ears at a  
complex-made-comprehensible TED 
session facilitated by Loh Eng Kiat,  
Tax Partner, Baker Tilly TFW.
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A
whopping 93% of 
respondents agreed 
that the IS Chartered 
Accountant journal kept 

them informed of the latest industry 
news; this fi gure is up from 87% 
a year ago. A similarly large 
proportion (93%) said the journal 
kept them up-to-date on member 
events at the Institute.

These are some of the fi ndings 
of the latest ISCA Membership 
Survey. Conducted in December 2014, 
the annual survey aims to better 
engage and cater to the needs of our 
members by seeking their feedback 
on the journal so that we can serve 
them better. Almost 1,600 members 
shared their views.   

The fi ndings reveal that the journal 
continues to showcase its relevance 
as “one of the major sources of 
information on accounting”, with 77% 
of respondents choosing Strongly 
agree/Agree. This is further evidenced 
by the 9% year-on-year increase 
to 86% (up from 77% in the 2013 
readership survey) among members 
who found the current articles even 
more relevant to their work or business. 

Some 82% of the respondents 
said the articles were interesting, 
up 13% from 69% in the 2013 survey. 
This is testament to the editorial 
team’s ongoing member engagement 
activities to seek their feedback, 
as well as its continuous efforts to 
raise the bar on editorial standards. 
Readers have responded positively 
to the hard work.

The editorial team wishes to say 
a big thank you to the members who 
have participated in the survey. We 
will strive to enhance the journal 
content further, and include more 
thought leadership, insights, and 
practical guidance that add value 
to our members’ careers.  

ISCA Journal 
Remains One of 
the Major Sources 
of Accounting 
Information: 
Survey Findings

How would you rate 

the following attributes 

of the journal? 

READERS' 
RESPONSES

Articles keep me 
updated on 

ISCA-related news

93%
85%
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ISCA journal is one 
of the major sources  

of information 
on accounting

2014
Strongly agree/

Agree

2013
Strongly agree/

Agree

Legend:

Articles keep me 
updated on 

industry developments

Articles are relevant 
to my work Articles are 

interesting

86%
77%

93%
87%87%

77%
Strongly agree/

Agree

82%
69%



FOCUS
NEW AND REVISED AUDITOR REPORTING STANDARDS

IS Chartered Accountant 12

Enhancing Communicative Value

NEW AND 
REVISED 
AUDITOR 
REPORTING 
STANDARDS

BY  

SHARIQ BARMAKY AND 
KAIZAD J. MEDORA

FOCUS
NEW AND REVISED AUDITOR REPORTING STANDARDS
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nhanced auditor reporting 
is viewed as critical to 
the perceived value of 
the financial statement 
audit and thus to the 
continued relevance of the 
auditing profession. The 
new and revised Auditor 
Reporting Standards lay 
the foundation for the 
future of global auditor 

reporting and improved auditor 
communications.” ~International 
Auditing and Assurance Standards 
Board (IAASB).

On 15 January 2015, IAASB 
released the New and Revised Auditor 
Reporting Standards, effective 
for audits of financial statements 
for periods ending on or after 
15 December 2016; early adoption 
is permitted. These new and revised 
Standards, seen as a first step towards 
enhanced reporting, are expected 
to have a profound impact on the 
accounting sector and corporate 
governance in the years to come.  

BAcKgrOUnD
The world, and indeed the 
requirements of the accounting 
standards, has become more 
complicated over time, leaving some 
stakeholders and shareholders out of 
their depths when it comes to analysing 
financial statements. The 2008 global 
financial crisis heightened the scrutiny 
on corporate governance practices and 
fuelled further impetus to gain greater 
insights into the audited financial 
statements of listed companies and 
other public interest entities. 

The auditor’s report is the auditor’s 
primary means of communication with 
an entity’s stakeholders, and as such, 
it has to be meaningful and be of value 
for them. The current auditor’s report 
is often perceived by the users of the 
financial statements as not providing 
meaningful insights or information of 
value. Despite changes to the nature 
of business and corporate governance 
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best practices, the auditor’s report 
has not changed for decades and, for 
most companies, a standard format 
is used, with no noticeable difference 
over time.  

Change was essential and, as 
a result, IAASB started looking at 
enhancing auditor reporting back 
in May 2011 with the release of a 
Consultation Paper, Enhancing the 
Value of Auditor Reporting: Exploring 
Options for Change, to consult on the 
topic of auditor communications as a 
“call for action”.  

In June 2012, IAASB unanimously 
approved the consultation 
document entitled Invitation to 
Comment: Improving the Auditor’s 
Report (ITC). ITC set out IAASB’s 
indicative direction proposed for 
the future auditor’s report. The 
ultimate objective of this project 
was to appropriately enhance the 
communicative value and relevance  
of the auditor’s report. 

The Exposure Draft (ED), 
Reporting on Audit Financial 
Statements: Proposed New and 
Revised International Standards on 
Auditing (ISAs), was released on  
25 July 2013 and the comments received 
were discussed in March 2014. 

s
“Enhanced auditor reporting 

is viewed as critical to 
the perceived value of the 
financial statement audit 
and thus to the continued 
relevance of the auditing 
profession. The new and 

revised Auditor Reporting 
Standards lay the foundation 

for the future of global auditor 
reporting and improved 

auditor communications.” 
~International Auditing and 
Assurance Standards Board
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In wIth the new
Users of financial statements have 
long called for deeper insights and 
greater transparency as to the key 
matters that are discussed by the 
auditors with those charged with 
governance (TCWG), that is, the 
Board and the Audit Committee (AC). 
These discussions are mandated 
by auditing standards and as such, 
users wanted to be privy to these 
discussions and their outcomes.

Of particular focus are the areas 
of significant auditor attention in 
performing the audit. These are 
the areas that are communicated 
to TCWG at the planning meeting 
at the outset of the audit, where 
the scope of the audit engagement 
is discussed and agreed on. These 
can also be areas which, while not 
initially planned for, become areas of 
significance during the performance 
of the audit. The auditor’s 
conclusions regarding these areas 

are presented to TCWG at the end of 
the audit. Often, these areas relate to 
significant management judgement 
areas in the preparation of the 
financial statements, and significant 
judgements made by the auditor in 
forming an opinion on the financial 
statements as a whole. The key 
enhancements to the auditor’s report 
lie mainly in the following areas:
+ For audits of financial statements  

of listed entities:
1. Key Audit Matters
2. Disclosure of the name of  

the engagement partner

+ For all audits:
3. Opinion section required to  

be presented first, followed by 
a Basis of Opinion section

4. Enhanced auditor reporting 
on Going Concern

5. Affirmative statement about 
the auditor’s independence 
and fulfilment of relevant 
ethical responsibilities

6. Enhanced description 
of the responsibilities of 
management and the auditor

As a result, the new and revised 
standards are:
+ ISA 700 (Revised)

Forming an Opinion  
and Reporting on  
Financial Statements

+ ISA 701 (New)
Communicating Key Audit 
Matters in the Independent 
Auditor’s Report

+ ISA 705 (Revised) 
Modifications to the  
Opinion in the Independent 
Auditor’s Report

+ ISA 706 (Revised) 
Emphasis of Matter  
Paragraphs and Other  
Matter Paragraphs in the 
Independent Auditor’s Report

+ ISA 260 (Revised) 
Communication with Those 
Charged with Governance

+ ISA 570 (Revised)
Going Concern
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s
Studies show that the 

most valuable aspect of 
the enhanced reports is 
the discussion of risks; 

the studies also show that 
stakeholders recognise that 
enhanced reports represent 
a good start, and welcome 
more insightful reporting. 

Further, IAASB goes on to say that 
care may be necessary so that the 
language used in the KAM description: 
+ Relates the matter directly to 

the specific circumstances of the 
entity, while avoiding generic or 
standardised language; 

+ Does not imply that the matter has 
not been appropriately resolved by 
the auditor in forming the opinion; 

+ Takes into account how the 
matter is addressed in the related 
disclosure(s) in the financial 
statements, if any;

+ Does not contain or imply discrete 
opinions on separate elements  
of the financial statements 
(piecemeal option).

Brevity and materiality are 
pivotal when reporting KAM.  
Auditors should be concise and  
laser-focused. The language used 
should be easy to understand for 
the users. Auditors should exercise 
professional scepticism and refrain 
from “watering down” their reports 
or resorting to generic boilerplate 
or template reporting which would 
negate the value of the new audit 
reporting. Care would need to be 
taken and adequate time spent on 
the description of KAM by senior 
members of the audit team as it is 
observed that to write something 
that is succinct and yet communicate 
the essence of the matter can be 
challenging and painstaking. As  
Mark Twain famously said, “I didn't 
have time to write a short letter, so  
I wrote a long one instead.” 

As we all would appreciate, 
more time will be spent on clear 
communications of KAM, ensuring 
that they satisfy the auditor’s 
responsibilities under the auditing 
standards, as well as on the 
responsibilities of TCWG regarding 
matters of sensitivity. Time will also 
need to be spent by senior management 
and TCWG to ascertain that KAM 
reflect the facts and circumstances 
relating to matters most significant to 
the audit and auditors.

Accordingly, a decision framework 
was devised for auditors using their 
currently-required communications 
with TCWG as a starting point. 
From the matters communicated to 
TCWG, the auditor determines those 
matters that required significant 
auditor attention. In fulfilling this 
requirement, the auditor is required 
to explicitly consider:
+ The areas of higher assessed 

risks of material misstatement, or 
“significant risks” identified in 
accordance with the International 
Standards on Auditing; 

+ Significant auditor judgements 
relating to areas in the financial 
statements that involved significant 
management judgement, including 
accounting estimates that have been 
identified as having high estimation 
uncertainty; 

+ The effect on the audit of significant 
events or transactions that occurred 
during the year. 

KAM that are to be reported in the 
auditor’s report are expected to cover 
a description of KAM and how the 
matter was addressed in the audit.

While these New and Revised 
Auditor Reporting Standards are 
not yet effective, TCWG, specifically 
members of the AC, and external 
auditors should start having 
discussions now as to what KAM 
are expected to be included in the 
auditor’s report and align those KAM 
to those areas of risks reported by the 

auditors in their report 
to the AC on conclusion 
of their audit. Key 
implementation issues 
include how long or 
how short the narrative 
should be, as well 
as how “layman” or 
technical it should be to 
be understandable yet 
professional, and not 
lose the importance of 
the key message that 
the auditor is trying  
to convey. 

A new perspectIve
While all the Standards and 
enhancements have their own value, 
undoubtedly, the new report section 
communicating on key audit matters 
(KAM) is expected to be the most 
impactful and insightful. This will be 
applicable to all listed entities.

KAM are those matters that, 
in the auditor’s judgement, are of 
most significance in the audit of the 
current-period financial statements. 
IAASB acknowledged the importance 
of achieving an appropriate balance 
between the need for prescription in 
the standard to promote consistency 
in which matters are determined and 
communicated as KAM, and the need 
to allow for auditor judgement to 
ensure that KAM communicated in the 
auditor’s report are as entity-specific 
and relevant as possible. 
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s
The changes made to the 
auditing standards bring 

increased transparency and 
enhanced informational value 

to the users of the financial 
statements. They also serve 
to enhance communications 
between the auditor and the 

users of financial statements, 
as well as between auditors 

and TCWG.

rAIsIng the flAg
According to IAASB, investors and 
others have often requested for an 
early warning of potential issues 
that may exist with respect to an 
entity’s ability to continue as a going 
concern, and in particular in a “close 
call” situation. 

These are 
situations where 
events or conditions 
were identified that 
may cast significant 

doubt on the entity’s ability to 
continue as a going concern, but after 
considering management’s plans to 
deal with these events or conditions, 
management and the auditor conclude 
that no material uncertainty exists. 

In the past, issues relating 
to going concern, specifically, 

communications and disclosures, 
were primarily left to management 
and TCWG as that is where the 
responsibility lies. International 
Accounting Standard (IAS) 1 
Presentation of Financial Statements 
requires management to make an 
assessment of the entity’s ability to 
continue as a going concern when 
preparing financial statements.

IAASB believes that there is 
a role here for auditors to play, 
in considering the adequacy of 
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disclosures relating to going concern.
There is now a new requirement 

for auditors to evaluate the adequacy 
of these going concern disclosures in 
“close call” situations with guidance 
to support this evaluation. The 
auditor’s report will have a new 
section specifically on going concern, 
where the auditor will draw the user’s 
attention to the disclosures around 
the existence of material uncertainty 
related to going concern. 

The new separate section in the 

auditor’s report, with the header 
“Material Uncertainty Related 
to Going Concern”, is intended 
to highlight the existence of any 
materiality uncertainties. It will 
include either one of the following: 
+ If the disclosures are adequate, 

draw attention to those disclosures, 
or 

+ If the disclosures are inadequate, 
 a modified opinion will be  
included in the first section of  
the auditor’s report. 

Management’s responsibility 
on going concern will be reiterated 
in the auditor’s report together 
with the auditor’s responsibility to 
conclude on the appropriateness 
of management’s use of the going 
concern basis of accounting, and 
based on the audit evidence obtained, 
whether a material uncertainty 
exists related to events or conditions 
that may cast significant doubt on 
the entity’s ability to continue as a 
going concern. 
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Other enhAncements
Other than the key enhancements to 
the auditor’s report around KAM and 
Going Concern, there were other key 
enhancements to the auditor’s report 
arising from this project:
+ Independence and ethical 

responsibilities  
The auditor’s report will include 
an affirmative statement about 
the auditor’s independence and 
fulfilment of relevant ethical 
responsibilities, with disclosure of 
the jurisdiction of origin of those 
requirements or reference to the 
International Ethics Standards 
Board for Accountants’ Code of 
Ethics for Professional Accountants; 

+ Auditor’s responsibilities  
Certain components of the enhanced 
description of the responsibilities 
of the auditor, as discussed earlier, 
together with the key features of 
an audit that are included in the 
“Auditor’s Responsibility” section, 
can be presented in the main body 
of the auditor’s report or a separate 
appendix to the report; 

+ Name of partner  
Disclosure of the name of the 
engagement partner.

whAt next?
In the United Kingdom, elements of 
enhanced reporting have already 
been effective for listed companies 
for a couple of years now, and 
various studies, more notably the 
Citi Research report on the New 
UK Audit Reports in March 2014, 
have been undertaken to measure 
the effect of these changes and how 
continuous improvement can better 
meet the objective of enhancing these 
standards. However, one thing is clear 
– investor reactions have generally 
been positive. Studies show that the 
most valuable aspect of the enhanced 
reports is the discussion of risks; the 
studies also show that stakeholders 
recognise that enhanced reports 
represent a good start, and welcome 
more insightful reporting. 
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Shariq Barmaky is Partner, and Kaizad J. 
Medora is Senior Manager, Deloitte Singapore.

The changes made to the 
auditing standards bring increased 
transparency and enhanced 
informational value to the users of 
the financial statements. They also 
serve to enhance communications 
between the auditor and the users 
of financial statements, as well as 
between auditors and TCWG. At the 
same time, they also increase the 
attention by management and TCWG 
to the disclosures in the financial 
statements to which reference is 
made in the auditor’s report. For the 
accounting profession, the renewed 
focus of the auditor on matters to be 
reported could indirectly result in an 
increase in professional scepticism.

For Singapore, which follows the 
International Standards on Auditing, 
the changes are currently being 
reviewed – in particular to determine 
which organisations they should 
apply to – before an exposure period 
for comments from stakeholders. 

While the new report will  
be applicable, in the main, for  
31 December 2016 year-ends, auditors, 
company management and TCWG 
need to familiarise themselves with 
the changes and begin to prepare now. 
As expected, there will be increased 
costs involved in complying with these 
new and revised standards both by the 
auditors and the companies affected.

One thing is clear for all parties – 
the key is to start planning now and 
get ahead of the curve.  ISCA

s
While the new report will  
be applicable, in the main, 

for 31 December 2016  
year-ends, auditors, 

company management and 
TCWG need to familiarise 

themselves with the 
changes and begin to 

prepare now.
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here are about 
640 small and 
medium-sized 
practices (SMPs) 
in Singapore. 
Although statutory 
audit services 
constitute the 
main business line 
for SMPs, some 

of them also offer other professional 
services, such as bookkeeping, corporate 
secretariat services, tax planning and 
business advisory. 

These SMPs serve the small and 
medium-sized enterprises (SMEs), largely 
in the area of statutory audits. In addition, 
SMPs are often called upon to advise 
SMEs on accounting & finance matters 
that relate to business operations and 
regulatory aspects; this is because SMEs 
have limited resources to establish and 
maintain a comprehensive accounting & 
finance function. 

In recent years, SMPs in Singapore 
are experiencing more challenges due 
to the business environment, as well as 
from changes within the profession. 

T
eXternal factors
The business environment has evolved 
to become more complex as cross-
border commerce grows in number and 
product lines expand. This is especially 
so for businesses operating in Singapore 
as the city-state is a key stop along 
major trade routes, a launching-pad into 
the region, and a global financial hub. As 
such, businesses can no longer operate 
solely within the local context; instead, 
they will be impacted by changes in the 
world economies.

Clients of SMPs, mainly SMEs, 
have become more sophisticated and 
educated, and are now more demanding 

of the types of services required. 
SMPs have responded to the new 
expectations by providing value-added 
services, such as business advisory 
services and guidance on budget 
forecast and analysis, on top of their 
statutory audit services. 

Recent events such as the high 
profile financial criminal prosecutions 
and lapses in accounts management 
have led to a closer scrutiny on auditors’ 
expectations and responsibilities which 
has in turn led to the enhancement of 
audit quality.

The Accounting and Corporate 
Regulatory Authority (ACRA) has 
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ISCA is Committed and Proactive

helpIng smps 
oVercome 
challenges 
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announced legislative changes to the 
Companies Act pertaining to increasing 
the audit exemption threshold for small 
companies. Taking effect from the 
second quarter of 2015, the change will 
impact the main business line of SMPs, 
particularly if their clients are SMEs, 
and may also lead to a decrease in the 
size of the clientele. 

Internal factors
Fresh accounting graduates are 
attracted to large public accounting 
firms with international networks and 
a broad range of established business 
lines because of the potential depth and 

width of work exposure; for example, 
they have the opportunity to work on 
projects across various industries and 
sectors. Coupled with the government 
initiative to tighten the foreign labour 
inflow, there is a limited supply of fresh 
graduates for SMPs.

As a result, SMPs have to undertake 
two pertinent roles – first, to train 
and develop these newly-recruited 
staff, and second, to retain them. SMPs 
will then require inhouse human 
resource capabilities, such as training 
infrastructure and career progression 
planning, in order to execute these 
two roles effectively. However, many 

SMPs lack the necessary resources and 
expertise to establish these capabilities.

In addition to talent acquisition 
and retention issues, rising business 
costs, such as higher office rentals, are 
another challenge that SMPs face.   

s
SMPs can expand 

their business 
lines in addition to 
providing statutory 

audit services, as 
well as increase 
capacity through 

venturing overseas. 
Internally, SMPs 

have to look at 
ways to incorporate 

innovation in  
their practices  
so as to raise  

their productivity. 
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raIsIng capaBIlItIes, 
capacIty of 
accountancy sector
SMPs face many internal and external 
challenges. To maintain business 
momentum and to project growth, 
they must change the way they 
operate. SMPs need to embrace the 
dynamism of the current business 
environment and simultaneously, 
work hard to be future-ready.

A key objective of ISCA’s Industry 
Development department is to raise 
the capabilities and capacity of the 
Accountancy sector, especially for SMPs. 

 ISCA works closely with relevant 
government agencies, such as SPRING 
Singapore, Infocomm Development 
Authority of Singapore (IDA) and 
Singapore Workforce Development 
Authority (WDA), to design and 
contextualise government assistance 
schemes such that they are applicable 
to the SMP sector. Costs are thus 
defrayed as the initial financial outlay 
is decreased and made more affordable, 
lowering the barrier of adoption by 
SMPs. Some of these schemes include 
SPRING Singapore’s Capability 
Development Grant (CDG), Collaborative 
Industry Projects (CIP) scheme, and 
IDA’s Enhanced iSPRINT.

aWareness creatIon 
and educatIon
ISCA organises regular events and 
activities to create awareness and 
educate SMPs on relevant government 
assistance schemes and ISCA initiatives 

that can help SMPs to firstly, utilise and 
adopt them to increase productivity 
and quality level, and secondly, achieve 
operational efficiency.

One example is the SMP Dialogue 
held on October 17 last year. The main 
thrust of the event was to promote 
and encourage SMPs to adopt best 
practices, highlight challenges and 
embrace relevant programmes and 
initiatives to uplift their capabilities 
and capacity. Other examples include 
the Human Capital Seminar, Technology 
Showcase and Productivity Seminar. 
These seminars complement existing 
efforts to raise productivity. ISCA 
also organises regular technical clinic 
sessions to share and discuss audit-
related issues so that the quality of audit 
can improve over time.

focus on human 
capItal deVelopment
Recognising that the talent pool 
is limited, ISCA promotes various 
initiatives to strengthen human 

capital development capabilities. 
One significant example is the launch 
of Practical Audit Workshop (PAW) 
programmes that help to raise the 
competency of audit professionals 
through structured, practice-oriented 
training sessions. The PAW initiative 
is supported by ACRA and Singapore 
Accountancy Commission (SAC), and 
PAW – Audit Working Paper 1 qualifies 
for WDA funding. 

ISCA is expanding its range of CPE 
courses in response to the growing 
demand from members. The Institute is 
also looking at ways to be more effective 
in delivering high quality courses, 
and one such way is to provide online 
learning. To date, we have launched two 
e-learning modules to support the class-
based Ethics programmes.

ISCA introduced WDA’s Enterprise 
Training Support (ETS) Scheme to the 
SMP sector in early 2014. The aim of 
the ETS Scheme is to help lower the 
costs of SMPs in setting up inhouse 
human resource infrastructure as 
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The ETS Scheme 
funded our human 

capital management web 
solutions that include 
auto-analysis of training 
needs for staff 
career progression 
planning. It 
also funded the 
customisation of 
OJT Blueprints.”

ROWLAND KEW
CEO, CA PRACTICE

auto-analysis of training 
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Chiang Fock Pong is Deputy Director, 
Industry Development, ISCA.

session, ISCA, working with a solution 
provider, demonstrated the efficacy 
of an e-file archival system which can 
archive mounds of hardcopy materials 
electronically. Such a system enables 
ease of retrieval and referencing, and 
gives a boost to productivity. 

BusIness capaBIlItIes 
BuIldIng
One initiative for business capabilities 
building is to support overseas 
business mission trips. Since 2013, 
ISCA has led trips to Beijing, China, and 
Iskandar, Malaysia. In 2014, ISCA and 
the Association of Chartered Certified 
Accountants (ACCA) co-organised 
a business mission trip to Yangon, 
Myanmar; the trip was supported 
by SPRING Singapore. It is the first 
time that the three parties have come 
together to organise an overseas trip, 
which attracted 20 delegates from 16 
PA firms. 

 The objective of overseas business 
mission trips is to allow participants 
to better understand the business 
environment of other countries and 
explore the potential for collaboration 
with their counterparts. The trips also 
encourage the sharing of best practices 
and learning from one another.

Isca: commItted to 
helpIng smps
SMPs need to stay ahead of the game 
in the current business landscape. 
SMPs can expand their business lines 
in addition to providing statutory 
audit services, as well as increase 
capacity through venturing overseas. 
Internally, SMPs have to look at 
ways to incorporate innovation in 
their practices so as to raise their 
productivity. 

ISCA is committed to helping and 
working with SMPs to journey through 
the challenging times. ISCA will also 
continue to look for means and ways to 
help lighten the burden on SMPs, and 
highlight the impending obstacles so 
that SMPs can be prepared.  ISCA

ISCA encourages SMPs to adopt a cloud-
based Practice Management System 
(PMS). To date, with the support of IDA’s 
Enhanced iSPRINT funding, 67 PA firms 
have adopted this solution with many 
already reporting positive results.

At a January Breakfast Talk 

well as for staff training. Ever since 
the introduction, we have seen SMPs 
coming forward to apply for ETF. 

“The ETS Scheme funded our 
human capital management web 
solutions that include auto-analysis 
of training needs for staff career 
progression planning. It also funded 
the customisation of OJT Blueprints,” 
said Rowland Kew, CEO, CA Practice. 

ISCA conducted the Employee 
Engagement Survey (EES) in 2014. The 
study provided useful information to 
Public Accounting (PA) firms about how 
they engage their employees, how they 
compare with their peers in the sector 
as well as with the overall Singapore 
workforce. It also highlighted the 
areas they should focus on to better 
engage their employees, thus increasing 
retention rate. 

focus on technology 
adoptIon
Harnessing technology is one approach 
to address the challenges faced by SMPs. 

s
SMPs have 

responded to the 
new expectations 

by providing value-
added services, 

such as business 
advisory services 
and guidance on 
budget forecast 

and analysis, on top 
of their statutory 

audit services. 
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n IS Chartered Accountant, 
March 2015, the key 
changes in the Companies 
(Amendment) Act 2014, 
including the introduction 
of new criteria for 
qualification as a 
“small company” for 
audit exemption, were 

discussed in the article titled “Recent 
Legislative Changes to the Companies 
Act”. To recap, in order to qualify as a 
“small company”, a company must be 
a private company that fulfils at least 
two of the following three quantitative 
criteria in each of the immediate past 
two financial years (FYs): 
(a)  Total annual revenue of not more 

than $10 million; 
(b)  Total assets of not more than 

$10 million;
(c)  Number of employees of not more 

than 50.

Practical Application (Part 1)

NEW 
“SMALL COMPANY” 
CONCEPT FOR 
AUDIT EXEMPTION

By 

KANG WAI GEAT, ZOEY XIE
AND LAW REFORM 
DEPARTMENT, ACRA

I
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This replaces the current audit 
exemption for exempt private 
companies with annual revenue of $5 
million or less for the FY.

The “small company” criteria 
recognise a broader group of 
stakeholders (for example, 
creditors, employees, customers, 
etc) who may have an interest in the 
financial statements, other than just 
shareholders. Similar criteria are used 
for differentiated financial reporting 
in other countries such as the United 
Kingdom and Australia. While audits 
can be useful, they cost time and money. 
The new audit exemption is intended to 
help reduce regulatory costs for smaller 
companies that do not have wide market 
impact, and would result in a reduction 
in compliance costs for at least 25,000 
small companies which currently do not 
qualify for audit exemption. Existing 
safeguards will however be retained, 
such as requiring all companies to 
keep proper accounting records, and 
empowering shareholders with at least 
5% voting rights to require a company 
to prepare audited accounts.

In this article, we illustrate the 
application of the new “small company” 
concept in three scenarios, assuming 
these companies are not part of a group 
of companies:
1) Transitional provisions for the first 

two FYs after the commencement of 
the “small company” criteria;

2) General applicability;
3) New companies incorporated after 

the commencement of the “small 
company” criteria.

1) TransiTional Provisions
The transitional provisions are 
applicable to companies that are 
incorporated before the date of the 
commencement of the new “small 
company” criteria.

Such a company can qualify as a 
“small company” if it is a private company 
and meets the quantitative criteria in 
the first or second FY commencing on or 
after the date of commencement of the 
“small company” criteria.
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A company which has qualified as a 
“small company” in the first or second 
FY commencing on or after the date of 
commencement of the “small company” 
criteria continues to be a “small 
company” until it is disqualified as a 
“small company”. Disqualification would 
occur if it:
a) Ceases to be a private company  

at any time during the FY, or
b) Does not meet the quantitative 

criteria for the immediate past  
two consecutive FYs.
Figure 1 illustrates the transitional 

provisions.

s
The new audit exemption is intended  

to help reduce regulatory costs for 
smaller companies that do not have 

wide market impact, and would result  
in a reduction in compliance costs  

for at least 25,000 small companies 
which currently do not qualify for  

audit exemption.

Scenario 1a FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020

Meets quantitative 
criteria

√ X √ X X √

Qualifies as a  
“small company”

√ √ √ √ √ X

Remarks FY 2015 is the 
first FY after the 
commencement of 

the “small company” 
criteria. The company 
qualifies as a “small 

company” as it is 
a private company 

and meets the 
quantitative criteria 

in FY 2015.

As the company 
already qualified as a 
“small company” in  

FY 2015, it continues 
to be a “small 

company” despite 
not meeting the 

quantitative criteria 
in FY 2016. It will 

only be disqualified 
when it fails to meet 

the quantitative 
criteria for two 
consecutive FYs 

preceding FY 2016.

The company already 
qualified as a “small 

company” in  
FY 2015 and is not 
disqualified. It is 

not disqualified as 
it has only failed to 

meet the quantitative 
criteria for one of the 

two preceding FYs 
(that is, FY 2016).

As the company already qualified as a “small 
company” in FY 2015, it continues to be a 
“small company” despite not meeting the 
quantitative criteria in the current FY and 

for one of the two preceding FYs.

Although the 
company meets the 
quantitative criteria 

in the current FY, 
it is disqualified 

because it fails to 
meet the quantitative 

criteria for two 
consecutive FYs 

preceding the current 
FY (that is, FY 2018 

and FY 2019).

Scenario 1b FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020

Meets quantitative 
criteria

X √ √ X X √

Qualifies as a  
“small company”

X √ √ √ √ X

Remarks FY 2015 is the 
first FY after the 
commencement of 

the “small company” 
criteria. The company 
does not qualify as a 
“small company” as 
it does not meet the 
quantitative criteria 

in FY 2015.

FY 2016 is the 
second FY after the 
commencement of 

the “small company” 
criteria. The company 
qualifies as a “small 

company” as it is 
a private company 

and meets the 
quantitative criteria 
in FY 2016 (that is, 

FY 2015 is not taken 
into consideration).

The company 
continues to be a 
“small company” 
as it qualified as a 

“small company” in 
FY 2016 and is not 
disqualified. It is 

not disqualified as 
it has only failed to 

meet the quantitative 
criteria for one of the 

two preceding FYs.

As the company 
already qualified as  

a “small company” in  
FY 2016, it continues to 
be a “small company” 
despite not meeting 

the quantitative 
criteria in the current 

FY. It will only be 
disqualified when 

it fails to meet the 
quantitative criteria 
for two consecutive 
FYs preceding the 

current FY.

As the company 
already qualified as a 
“small company” in 

FY 2016, it continues 
to be a “small 

company” despite 
not meeting the 

quantitative criteria 
in the current FY and 

for one of the two 
preceding FYs.

Although the 
company meets the 
quantitative criteria 

in the current FY, 
the company is 

disqualified because 
it fails to meet the 

quantitative criteria 
for two consecutive 
FYs preceding the 

current FY (that is,  
FY 2018 and  

FY 2019).

Figure 1 Two scenarios to illustrate transitional provisions
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Scenario 2a
(i) Company meets the quantitative criteria in FY 2015 and FY 2016;
(ii) Company is a “small company” in FY 2016. 

FY 2017 FY 2018 FY 2019 FY2020 FY2021 FY 2022

Meets quantitative 
criteria

√ X √ X X √

Qualifies as a  
“small company”

√ √ √ √ √ X

Remarks The company  already 
qualified as a “small 
company” and is not 

disqualified.

As the company 
already qualified as 
a “small company”, 
it continues to be 

a “small company” 
despite not meeting 

the quantitative 
criteria in the current 

FY. It will only be 
disqualified when 

it fails to meet the 
quantitative criteria 
for two consecutive 
FYs preceding the 

current FY.

The company is not 
disqualified as it has 
only failed to meet 
the quantitative 

criteria for one of the 
two preceding FYs 
(that is, FY 2018).

Although the company does not meet the 
quantitative criteria in the current FY, it 
continues to be a “small company” as it 

is not disqualified. It is not disqualified as 
it has only failed to meet the quantitative 
criteria for one of the two preceding FYs.

Although the 
company meets the 
quantitative criteria 

in the current FY, 
it is disqualified 

because it fails to 
meet the quantitative 

criteria for two 
consecutive FYs 

preceding the current 
FY (that is, FY 2020 

and FY 2021).

Scenario 2b
(i) Company does not meet the quantitative criteria in FY 2015 and FY 2016;
(ii) Company is not a “small company” in FY 2016.

FY 2017 FY 2018 FY 2019 FY2020 FY2021 FY 2022

Meets quantitative 
criteria

√ √ √ X X √

Qualifies as a  
“small company”

X X √ √ √ X

Remarks As the company 
does not meet 

the quantitative 
criteria in the two 

consecutive preceding 
FYs (that is, FY 2015 

and FY 2016), it 
does not qualify as 
a “small company” 

in FY 2017 even 
though it meets the 
quantitative criteria 
in the current FY.

As the company 
only meets the 

quantitative criteria 
in one of the two 
preceding FYs, it 

does not qualify as a 
“small company” in 

FY 2018.

The company 
qualifies as a “small 

company” as it meets 
the quantitative 

criteria in the two 
consecutive FYs 

preceding the current 
FY (that is, FY 2017 

and FY 2018).

As the company already qualified as a “small 
company”, it continues to be a “small 

company” despite not meeting quantitative 
criteria in the current FY. It will only 

be disqualified when it fails to meet the 
quantitative criteria for two consecutive FYs 

preceding the current FY.

Although the 
company meets the 
quantitative criteria 

in the current FY, 
it is disqualified 

because it fails to 
meet the quantitative 

criteria for two 
consecutive FYs 

preceding the current 
FY (that is, FY 2020 

and FY 2021).

Scenario 2c
(i) Company meets the quantitative criteria in FY 2015 and FY 2016;
(ii) Company is a “small company” in FY 2016

FY 2017 FY 2018 FY 2019 FY2020 FY2021 FY 2022

Meets quantitative 
criteria

X X √ √ √ √

Qualifies as a  
“small company”

√ √ X X √ √

Remarks As the company already qualified as a “small 
company”, it continues to be “small company” 
despite not meeting the quantitative criteria in 
the current FY. It will only be disqualified when 
it fails to meet the quantitative criteria for two 

consecutive FYs preceding the current FY.

The company is 
disqualified because 
it fails to meet the 

quantitative criteria 
for two consecutive 
FYs preceding the 

current FY (that is,  
FY 2017 and FY 2018).

As the company 
does not meet the 

quantitative criteria 
in the immediate past 
two consecutive FYs 
(that is, FY 2018 and 
FY 2019), it does not 
qualify as a “small 

company” in FY 2020.

The company 
qualifies as a 

“small company” 
as it meets the 

quantitative criteria 
in the immediate past 
two consecutive FYs 

(that is, FY 2019  
and FY 2020).

The company 
continues to be a 

“small company” as 
it qualified as  

a “small company”  
in FY 2021 and is  
not disqualified.

Figure 2 Three scenarios to explain the applicability of the new “small company” criteria
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This article was jointly developed by  
Kang Wai Geat, Assistant Director, and 
Zoey Xie, Manager, Technical Standards 
Development and Advisory Department, ISCA, 
and the Law Reform Department, Accounting 
and Corporate Regulatory Authority. 

2) General aPPlicabiliTy
A company qualifies as a “small 
company” in a particular FY if the 
company is a private company and 
meets the quantitative criteria in the 
previous two consecutive FYs.

The illustrations in Figure 2 are 
designed to explain the applicability 
of the new “small company” criteria 
in general circumstances, and are 
provided based on the assumption 
that the company is a private 
company throughout the periods 
covered in the illustrations.

  
3) comPanies incorPoraTed 
afTer commencemenT 
daTe of “small comPany” 
criTeria
For companies incorporated after 
commencement date of the “small 
company” criteria, the assessment for 
qualification as a “small company” 
mirrors the aforementioned transitional 
provisions. A company would qualify as 
a “small company” in its first or second 
FY after incorporation if the company 
is a private company and meets the 
quantitative criteria in the FY for which the 
financial statements are being prepared.

summary
Readers can see from the various 
scenarios in the illustrations that 
different principles of assessment for 
qualification as a “small company” 
would apply during the transitional 
period immediately after the 
commencement of the “small company” 
criteria and for the first two FYs of 
a new company, as compared to the 
general applicability of the criteria. In 
addition, the key point to note is that 
disqualification as a “small company” 
only occurs when a company fails to 
meet the quantitative criteria for two 
consecutive preceding FYs. 

In the next issue of the IS Chartered 
Accountant, we will delve into the 
applicability of the “small company” 
criteria on a consolidated group basis.  ISCA
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VIEWPOINT
MERGERS & ACQUISITIONS

As the world becomes increasingly 
globalised, more and more 
companies are looking to 

restructure through cross-border 
mergers & acquisitions (M&As) to 
enhance shareholder value. 

At a well-received Tax Excellence 
Decoded session organised by the 
Singapore Institute of Accredited Tax 
Professionals (SIATP), Accredited Tax 
Advisor (Income Tax and GST) Goh 
Bun Hiong, Tax Director, PKF-CAP 
Advisory Partners, explained how 
companies may unlock value through 
M&As. Mr Goh also shared his practical 
experiences on due diligence exercises 
and highlighted the oft-overlooked 
aspects of tax issues in M&As. 

UNLOCKING VALUE 
THROUGH M&As
Companies typically have different 
motivations and drivers going into 
their restructuring projects. Some may 
be seeking to enter new markets while 
others may be increasing market share 
or intending to carve out non-core 
businesses to focus on key strengths; 

UNLOCKING 
VALUE THROUGH 
CROSS-BORDER 
M&As
Tax Considerations the 
Linchpin to Success

yet others may be consolidating 
for survival. Regardless of their 
motivations, the shared thread is that 
each company is trying to unlock value 
through its restructuring project. 

Restructuring comes in many 
forms, and initial public offering, 
merger, acquisition, reverse takeover, 
consolidation, management buyout, 
spinoff and demerger are just some 

BY  

FELIX WONG

s
The reality in 

many businesses is 
that group holding 

structures are 
driven by business 
needs and not by 

tax considerations. 



Accredited Tax Advisor (Income Tax and GST) 
Goh Bun Hiong, Tax Director, PKF-CAP 
Advisory Partners, explained how companies 
may unlock value through M&As.
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liabilities of the target company, other 
than the speci�ic assets being acquired. 

In addition, share acquisition and 
asset acquisition often have different 
tax implications and consequences. 
For example, stamp duty is applicable 
for the transfer of shares in private 
companies in Singapore but is not 
applicable for the transfer of assets. 
This gets much more complicated in 
cross-border M&A transactions. While 
a successful M&A can unlock value 
for an acquirer, its bene�it may easily 
be eroded if the acquirer does not 
consider carefully the pros and cons 
of using a share acquisition versus 
using an asset acquisition prior to the 
actual M&A. 

In addition to choosing the right 
types of acquisition (that is, shares 
or assets), it is also vital that the 
acquirer has a proper plan on how 
to hold the newly-acquired shares or 
assets. The acquirer should strategise 
and decide on a tax-ef�icient holding 
structure before effecting the M&A. 
In determining the ef�icient holding 
structure, the acquirer should have 
considered and be able to answer 
questions such as how many entities 
should be created to hold the newly-
acquired shares or assets, what legal 
forms these entities should take, where 
these entitles should be created and 

of the fancy terms associated with it. 
However, if we ignore the forms and 
go back to the basics, there are really 
only two types of transactions in 
restructuring projects – acquisition of 
shares and acquisition of assets.

The fundamental difference 
between acquiring the shares and 
the assets of a target company is that 
for the former, the target company 

continues to exist under the acquiring 
company (acquirer). In a share 
acquisition, the acquirer will inherit 
the existing licences and incentives of 
the target company which are often 
essential to the business, but it will also 
inherit any existing litigation and tax 
exposure of the target company. In an 
asset acquisition however, the acquirer 
will not inherit any other assets or 

cross-borders         
      mergers

restructure

business 
needs
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VIEWPOINT
MERGERS & ACQUISITIONS

what the �inal group holding structure 
should be. If the acquirer rushes into 
an M&A without a suitable holding 
structure in mind, it is likely that 
the potential value to be generated 
will be eroded even before the M&A 
is completed. 

In a classic example, an acquirer 
purchases the shares of the target 
company before it has decided on the 
�inal holding structure. Subsequent to 
the purchase, the acquirer decides that 
the newly-acquired company is held 
under the wrong line of business, and 
hence carries out an internal sale to 
transfer the newly-acquired company 
to another line of business. The 
additional step of the internal sale may 
potentially trigger a taxable event and 
erode the value generated by the M&A. 

The reality in many businesses 
is that group holding structures are 
driven by business needs and not by 
tax considerations. Notwithstanding 
this, an acquiring company should, as 
much as possible, take a global view 
and put in place an ef�icient group 
holding structure prior to an M&A. 

DUE DILIGENCE
Before undertaking an M&A, an 
acquiring company will typically 
perform due diligence to evaluate 
the real value of the target company. 
To avoid unnecessary surprises at 
the advanced stages of the M&A, it 
is recommended that the acquiring 
company identify potential deal-killers 
early in the due diligence exercise.

Mr Goh shared that in his 
experience, a due diligence exercise 
involving the acquisition of shares is 
generally more time consuming than 

one involving the acquisition of assets. 
As discussed earlier, an acquirer will 
inherit any litigation and tax exposure 
of the target company in a share 
acquisition. In this regard, to minimise 
the risks, the acquirer should typically 
review multiple years of the target 
company’s documents to identify 
possible issues and tax exposures. If 
any issue or tax exposure is identi�ied, 
its potential impact will be quanti�ied 
and factored in the sale price and/or 
the terms in the sale contract. 

Conversely, due diligence exercises 
involving the acquisition of assets 
are generally less risky because 

the acquirer does not inherit the 
target company. For this reason, it 
is recommended that the acquirer 
consider acquiring the assets instead 
of the shares of the target company if 
it has limited time to complete its due 
diligence exercise. 

OFT-OVERLOOKED ASPECTS 
OF M&As
Be prepared for the sale before 
it happens
As M&A deals are often completed 
within a short timeframe, a company 
looking to sell part of its business should 
be prepared. This will ensure that the 

s
... there are really 
only two types of 
transactions in 

restructuring projects – 
acquisition of shares and 

acquisition of assets.

acquisition of shares
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Felix Wong is Tax Manager, SIATP. This 
article is based on SIATP’s Tax Excellence 
Decoded session facilitated by Accredited 
Tax Advisor (Income Tax and GST) 
Goh Bun Hiong, Tax Director, PKF-CAP 
Advisory Partners. For more tax insights, 
please visit www.siatp.org.sg.

company will not have to “scramble to 
disentangle” and potentially miss the 
window of opportunity.

To prepare itself for the sale, a 
company may carve out part of its 
business where the company transfers 
the assets and/or shares that it wishes 
to sell to a speci�ic group of entities. 
Through this process, the tax impact 
should be reviewed in totality with 
other business considerations. This is 
akin to an internal M&A process that 
takes place before the actual sale to 
the third-party buyer. This will ease 
the process for the potential buyer to 
acquire the speci�ic part of the business.

Defending the group 
holding structure
Since the start of the Base Erosion 
and Pro�it Shifting (BEPS) project by 
the Organisation for Economic Co-
operation and Development (OECD), 
companies around the world are 
increasingly being scrutinised by tax 
authorities over the legitimacy of their 
holding structures. In trying to reduce 
their taxable incomes, it is no longer 
enough for companies to create paper 
companies in exotic tax havens. Instead, 
the expectation now is for businesses 
to align their global holding structures 
with their global value chains.

Substance versus form
To avoid unnecessary disputes with 
local tax authorities, companies should 
be aware that different tax authorities 
may have different interpretations 
on business transactions. In some 
countries, the tax authorities may 
place emphasis on the form of the 
transactions where the focus is on the 
actual contracts, while tax authorities 
in other jurisdictions may be more 
concerned with the substance of the 
transactions. Due to this difference in 
interpretation, companies performing 
cross-border M&As should try to 
align the form and the substance of 
their transactions.  

Regulatory approval
An acquiring company should also 
take note of the regulatory approvals 
such as foreign investment quotas, 
especially in developing countries. 
A target company in a particular 
sector may have previously entered 
into the local market when it was 
an encouraged industry. If there is 
a change in direction, the acquiring 
company may, for example, no longer 
be able to obtain a new licence to 
operate in the local market; thus, 
acquiring the assets of the target 
company may not be an option for 
the acquirer.

As the world continues to shrink 
and become increasingly globalised, 
it is now up to companies to adapt 
and continue unlocking value through 
cross-border M&As. One thing is 
certain – there are tax implications 
galore. An awareness and review of 
possible hidden and overlooked tax 
considerations may just be the linchpin 
to a successful M&A.  ISCA

assets
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BY 

LIM AI LEEN, ZOEY XIE AND MAGNUS YOUNG

The Singapore Perspective

COMMUNICATING 
STRATEGIES FOR 
VALUE CREATION 
FOR SMEs

Some 99% of all enterprises in 
Singapore are small and medium-
sized entities (SMEs).1 SMEs are 

therefore significant contributors to 
value creation for the economy and the 
society of Singapore.

To fully appreciate value 
creation, we need to first debunk 
the myth that value equates profit. 
As the world embraces the concept 
of social capitalism and social 
entrepreneurship, value creation 
goes beyond maximising profits for 
external shareholders. Improvements 
in human and environmental well-
being have increasingly become the 
focus of market participants. SMEs 
which have chosen this path should 
be duly rewarded with good quality 
investments from long-term investors.

Two questions loom large: How 
does the market know which SMEs 
are creating value? And how do the 
SMEs themselves know that they have 
created value for their stakeholders?

Integrated reporting (<IR>) may 
well be the answer – an answer that 

1 www.spring.gov.sg
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EQUITY

is no doubt surprising to some. <IR> 
helps SMEs identify their business value 
drivers, measure their performance, 
link them to their missions, and then 
communicate this value creation story 
in a coherent manner.

IntEGRatED thInKInG 
anD REPoRtInG: 
not so alIEn aftER all
<IR>, regarded as the most innovative 
corporate reporting concept in the 
last decade, stems from evidence 
that financial reporting alone cannot 
sufficiently satisfy the information 
needs of heterogeneous stakeholders. 
The International Integrated 
Reporting Council (IIRC) believes 
that <IR> provides businesses 
with a reporting approach that 
drives common understanding and 
articulation of their value creation 
strategy over time, which then helps 
to drive performance internally and to 
attract investment.

Hence, <IR> is not merely a 
reporting tool – it is also a strategic 
tool for management, providing 
directors and managers with a 
comprehensive view of the entire 
ecosystem the entity operates in, 
and how it creates value in the short, 
medium and long term. The eventual 
integrated report produced would 
represent the final step in the whole 
adoption chain of integrated thinking, 
execution and reporting. 

s
<IR> is not merely a 
reporting tool – it is 

also a strategic tool for 
management, providing 
directors and managers 
with a comprehensive 

view of the entire 
ecosystem the entity 

operates in, and how it 
creates value in the short, 

medium and long term.
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from competitors. How is this possible? 
This is because <IR> is premised on 
integrated thinking of the people 
in an organisation. Integrated 
thinking helps break down the silo 
mentality within each organisation. 
It also helps organisations improve 
performance management through the 
identification of key value drivers and 
the measurement of the corresponding 
performance indicators. Given the 
lean resources available to an SME, 
integrated thinking enables the 
SME to identify key focus areas and 
initiatives that will create most value, 
and then measure the achievement of 
these initiatives. 

<IR> is therefore not another 
compliance exercise, unlike financial 
reporting. The Framework itself is a 
principles-based document, which can 
be applied by SMEs to their respective 
industries and business objectives. 
However, in order to extract 
maximum value out of adopting <IR>, 
SMEs are encouraged to plan for and 
follow the thinking-cum-reporting 
framework and processes.

SMEs need to connect closely 
with their stakeholders in order to 
thrive and grow. At some point in 
their business life cycle, SMEs would 
need to convince their suppliers 
to extend credit, or to compete for 
funding from venture capitalists or 
obtain loans from banks for business 
expansion. This would require 
SMEs to communicate their mission, 
business model, governance, risks 
and opportunities, how they intend 
to use the funds obtained and most 
importantly, how these various 
elements are integrated to achieve the 
desired performance and create value 
for the various stakeholders. Hence, 
SMEs may already be applying many 
elements of <IR> without realising it, 
and without using the label.

Is <IR> foR sMEs too?
The International Integrated 
Reporting Framework (Framework) 
was originally intended for public 
companies to demonstrate value 
creation to providers of capital. SMEs 
therefore doubt the applicability of 
the Framework to their businesses. 
Many of them continue to think that 
the Framework is meant for the 
big boys only. This section seeks to 
address this doubt, premised on the 
following points.

First and foremost, an SME 
continues to be accountable to its 
fund providers, including but not 
limited to credit suppliers, banks 
and financial institutions, for how it 
manages its resources. In cases where 
an SME operates with the help of 

public grants or subsidised loans, the 
fund providers would want to know 
the resource allocation strategies of 
the SME. If instead of just providing 
periodic financial information, the 
SME also reports on its integrated 
value creation strategy and the links 
to its financial performance, it would 
certainly put the SME in good light 
and may even lead to a reduction in 
the cost of funding.

Secondly, improved 
communication on how the SME 
is able to achieve its financial and 
non-financial objectives in the short, 
medium and long term can set an SME 
apart from its peers, and may make 
the SME more attractive to investors 
and suppliers. This is especially so for 
SMEs at the growth and expansion 
stages which require significant 
funding. An integrated report may 
form an integral part of the overall 
document which an SME can use for 
its fund-raising exercise.

Lastly but importantly, <IR> 
helps SMEs to channel their precious 
resources into initiatives that will 
grow the SMEs in a sustainable 
manner and differentiate themselves 

2 www.theiirc.org/resources-2/other-publications/
emerging-integrated-reporting-database/

s
... improved communication 
on how the SME is able to 
achieve its financial and 
non-financial objectives 

in the short, medium and 
long term can set an SME 
apart from its peers, and 
may make the SME more 

attractive to investors  
and suppliers.
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To this end, it is worth observing 
that conciseness is a fundamental 
principle of integrated reports. One 
of the most common complaints 
in recent years about financial 
reports is that they are too long and 
too complex. The IIRC maintains a 
database of integrated reports,2 which 
offers illustrative examples that SMEs 
and SMPs can refer to.   

The task force should be given 
ample opportunity to review and 
comment on the draft integrated 
report, and any necessary 
amendments should be incorporated 
before presentation to the directors 
for their final review and approval. 
It is expected that the directors have 
been actively involved throughout 
the adoption process. The directors 
have the prerogative to decide which 
stakeholders they want the integrated 
report to be distributed to.

<IR> Is a jouRnEy
Any time is a good time to embark 
on the <IR> journey. It is after all a 
“journey”, so continuous tweaks and 
improvements are expected along the 
way. SMEs should therefore not be too 
preoccupied with getting the processes 
and integrated report perfect. They 
should view the adoption as a means 
towards an improved business  
model, resource allocation decisions  
and communication.

To fully extract value from 
the adoption, SMPs must advocate 
integrated thinking as an integral 
part of <IR>. This is to ensure that 
<IR> is not just another reporting tool 
but a strategic exercise that can help 
SMEs achieve sustainable growth. ISCA

Lim Ai Leen is executive Director, technical 
knowledge centre and Quality Assurance; Zoey 
Xie is Manager, technical Standards Development 
& Advisory, and Magnus Young is Manager, 
research, IScA. 

this article is adapted from an original 
article published by IFAc, “Is Integrated 
reporting Suitable for SMes” by Giancarlo 
Attolini, chair, International Federation of 
Accountants (IFAc) SMP committee, and Matteo 
Pozzoli, technical Advisor, IFAc SMP committee 
and cNDcec Staff Member, with permission. 
the article is available at www.ifac.org/global-
knowledge-gateway/business-reporting/
integrated-reporting-suitable-smes. 

PRactIcal IMPlEMEntatIon 
stEPs foR sMEs; how 
sMPs can hElP
The key to successful adoption of 
integrated thinking and reporting is 
the tone at the top. The Chief Executive 
Officer should champion the adoption, 
supported by his senior management 
team. The Chief Financial Officer or 
equivalent, given his/her intimate 
knowledge of the business, processes 
and data of the organisation, coupled 
with the skill-sets in analytics and 
reporting, would be best placed to lead 
the adoption.

As a start, the SME should set 
up a small task force comprising 
representatives from its various 
functions (including sales, operations, 
finance, information technology and 
human resources) in order to get the 
buy-in of all the functions within  
the entity.

The next step would be to get 
the task force to agree on a common 
understanding of the “philosophy” of 
the organisation. This will be done 
through meetings with the functional 
representatives both individually 
and collectively, where they get to 

share their views and perspectives on 
the organisational, operational and 
reporting processes. SMEs should take 
this opportunity to break down the silo 
mentality of the respective functions, 
and enhance communication among 
the departments.

The small and medium-sized 
practices (SMPs), being trusted 
business advisors of SMEs, can come 
in at this stage to facilitate such 
meetings. This exercise can produce 
benefits for the SME itself as the 
meetings are an excellent platform to 
identify and address existing issues 
faced by the SME; among others, these 
issues could span misunderstanding 
of the SME’s strategic priorities, 
misalignment of organisational 
value drivers and key performance 
indicators (KPIs), and breakdown in 
inter-departmental communication. 

The next step would be for the 
SME to describe how it creates value 
in the short, medium and long term in 
line with its vision and mission. The 
aim of this step is threefold – one, to 
map (or formalise) the value creation 
strategy of the entity; two, to review 
its existing resource allocation 
strategies, value drivers and KPIs to 
fix any misalignment to the SME’s 
value creation strategy, and finally, 
to determine which data is readily 
available and which information 
needs to be produced or refreshed in 
order to communicate how it creates 
value. SMPs can step in here to help 
SMEs document their value creation 
processes, develop a measurement tool 
for KPIs, address any information gap 
and provide templates to help SMEs 
link their strategic priorities to KPIs.

Once the required data has been 
collected, which could take some 
months from the start of the journey, 
the SME can then prepare a first 
provisional draft of an integrated 
report, linking the various pieces of 
relevant information in a coherent 
manner to tell its value creation story. 
SMPs may provide the support to 
prepare the first draft and to refine 
the subsequent drafts, as appropriate.
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Economic Determinants and 
Corporate Governance Play a 
Big Part

THE HOWS 
AND WHYS OF 
CEO SALARIES 
IN ASIA 
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How much should a chief executive 
be paid? CEO compensation is a 
topic that draws much interest, 

even contention, not least because of 
the brow-raising numbers that hog the 
headlines. While salary is generally 
accepted as a reasonable incentive for 
head honchos to run the organisation 
well, a common question often 
arises: Are chief executives helping 
themselves to a larger slice of the pie 
than they deserve?

From a survey of 536 CEOs at 
402 listed firms in East Asia over 
an eight-year period, I found that 
corporate governance is a crucial 
determinant of how much CEOs get 
paid above the “industry average”; 
it also plays an important role in 
linking CEO compensation with firm 
performance. The study, which was 
published last year in the International 
Journal of Business,1 covered the 
region's key markets of Hong Kong, 
Indonesia, Malaysia, the Philippines, 
Singapore, Taiwan and Thailand. 
Compensation data were provided by 

1 International Journal of Business, 19(3), 2014
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EQUITY

a large international human resources 
consulting firm.

Economic dEtErminants 
of cEo compEnsation
CEO salaries are highly varied. From 
fiscal year 2000 to 2007, the mean CEO 
compensation was US$2.9 million, yet 
the median was just US$1.6 million. 
This is to be expected, of course, given 
different industry characteristics, and 
varying CEO attributes, such as age and 
tenure, and time trends. Crucially, CEO 
compensation is systematically tied to 
the economic attributes of the firm. 

Firstly, CEO compensation 
is positively associated with 
organisational complexity. CEOs in 
larger firms, those operating in many 
geographic segments, and diversified 
operations, are paid more because 
their organisations are more complex 
and require higher managerial 
expertise and experience.

Secondly, CEOs in higher growth 
firms receive greater compensation, 
especially when the realisation of 
profitable future growth opportunities 
depends heavily on managerial 
capability and talent. For example, 
companies with a high level of 
intangible assets, such as research 
and development, and firms in high-
technology industries, where human 

s
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ownership tend to compensate their 
CEOs less. A 30% rise in the percentage 
of equity held by external shareholders 
decreases CEO compensation by 5% to 
8%. This result suggests that external 
shareholders play an important role in 
curbing excessive CEO compensation. 

Overall, strong governance 
structures appear to constrain the 
ability of the CEO to dominate the pay-
setting process for his personal benefit.

Ensuring pay matchEs 
pErformancE
Of course, curbing excesses is but part 
of the wider objective of fairness that 
good CEO compensation governance 
aims to achieve. In general, I found 
that changes in CEO pay are sensitive 
to changes in firm performance. For 
example, the percentage increase in 
CEO compensation across successive 
years tends to correspond with the 

capital is a major driver of firm 
valuation, tend to provide higher levels 
of CEO compensation.

Thirdly, firms operating in more 
volatile business environments are 
typically riskier, and thus tend to pay 
their CEOs more. 

Finally, CEO compensation tends to 
be linked with company performance, as 
a proxy for the chief executive’s efforts. 

In the study, I found that CEO 
compensation is positively associated 
with two widely-used corporate 
performance measures – profitability 
and stock return performance. Of 
course, companies are likely to use 
other performance measures including 
non-financial indicators, such as 
branding, environmental pollution 
and customer satisfaction, in assessing 
their CEO's performance.

corporatE govErnancE 
and cEo compEnsation
After controlling for these economic 
determinants, it turns out that CEOs 
in companies with weaker corporate 
governance structures get paid more. 
For example, all things being equal, 
firms that did not separate the CEO and 
Chairman positions, those with lower 
board independence, and those where 
a higher percentage of directors were 

appointed during the CEO's tenure, 
paid their CEOs about 9% to 17%  
more than firms with stronger 
governance structures.

Furthermore, CEO compensation is 
lower in firms with a higher proportion 
of independent directors on their 
compensation committee. A 40% 
increase in independent directors 
on the compensation committee 
is associated with a decline in CEO 
compensation by between 6% and 9%, 
relative to the median CEO pay. Thus, 
CEOs are paid less when more effective 
compensation committees monitor the 
CEO compensation-setting process. 
This result is noteworthy because the 
monitoring effects arising from greater 
independence of the compensation 
committee is distinct and separate from 
that arising from board independence.

Moreover, companies with a 
higher proportion of external equity 

s
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conclusions
Excessive CEO compensation is a 
channel for shifting wealth from 
shareholders to managers. In firms 
with strong corporate governance 
structures, CEOs tend to receive 
compensation that is more in line with 
their companies' economics. Effective 
compensation committees, especially 
those with greater independence, 
constrain the CEO's influence over 
his salary. External shareholders also 
play an important governance role in 
promoting an effective compensation-
setting process such as increasing pay-
for-performance sensitivity. ISCA

Lee kin Wai is Associate Professor of Accounting, 
Nanyang Business School, Nanyang technological 
university. An edited version of this article was 
published in the Business times, 6 January 2015. 
the article is based on his paper, “compensation 
committee and executive compensation in Asia”,  
published in the International Journal of Business,  
19(3), 2014.

increase in operating profitability, or 
stock return, during the same period. 
But companies with stronger corporate 
governance structures tune their CEO 
compensation levels more closely with 
changes in their performance, be it 
profitability or stock returns. Indeed, 
CEO pay-performance sensitivity was 
found to be higher in firms with higher 
external shareholder ownership and 
firms with more independent directors 
on the compensation committee.

doEs it mattEr to pay 
thE cEo morE?
The issue of CEO compensation is 
more than a matter of how the pie 
is shared between the CEO and 
shareholders. Excessive CEO pay may 
well be a symptom of deeper issues 
that hamper a company's future 
performance. Intuitively, if excessive 
CEO compensation associated with 

weak corporate governance reflects 
unresolved conflicts of interest 
between managers and shareholders, 
we would expect a negative 
relationship between excessive  
CEO compensation and subsequent 
firm performance. 

Indeed, the study found that 
excessive CEO compensation arising 
from weak corporate governance 
structure was associated with lower 
subsequent operating profitability 
and lower future stock returns. The 
decline in subsequent operating 
profitability ranged between 7% 
and 12% from the median return on 
assets. Stock returns were 5% to 8% 
lower than the median. This effect, 
however, is mitigated in firms with 
a higher proportion of independent 
directors on their compensation 
committee and those with a higher 
proportion of external shareholding.
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Proactively Manage Your PE Exposure 

A TAXING 
“PERMANENT 
ESTABLISHMENT” 
PROBLEM

BY  

CHUNG-SIM SIEW MOON 
AND CHESTER WEE 

To ambitious and growth-hungry 
companies, the world is their 
oyster. Companies which harbour 

global aspirations or which already 
have an established international 
footprint often have to deal with the 
concept of “permanent establishment” 
(PE), also known as a taxable presence. 

In general, PE means a “fixed place 
of business” through which a company 
conducts some or all of its operations. 
Triggering a PE would invite a visit 
from the taxman in the foreign 
jurisdiction and possibly, a tax bill.  

For some time now, there have 
been concerns that multinational 
companies, especially those operating 
in the digital sphere, have been 
taking advantage of loopholes in the 
traditional definition of PE to avoid 
paying taxes. 

Introduced as a mechanism for 
allocating taxing rights between 
the source and resident states when 
a company of one country derives 
business profits from another, the 
concept of PE allows each tax authority 
to collect its fair share of taxes. In 
the context of a tax treaty, this has 
facilitated global trade and relieved 
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companies from double taxation on 
their overseas profits. 

Profits derived by companies are 
subject to tax in the source state only 
where a sufficient “taxable nexus” 
between the economic activities and 
the source state is established. In other 
words, a certain amount and degree  
of business activity must take place  
in that country. 

Over time however, some 
companies have designed arrangements 
to limit or circumvent PE status, 
leaving profits untaxed in the country 
where the economic activities took 
place. These schemes may involve 
the fragmentation of a cohesive 
operating business into smaller 
operations in order to argue that each 
is merely engaged in preparatory 
or auxiliary activity, splitting up 
of contracts into several parts so 
that each part does not exceed the 
period test for PE. They could also 
involve the use of commissionaire 
and similar arrangements (that is, 
an arrangement through which a 
company sells products in a given 
country in its own name but on behalf 
of a foreign enterprise that is the 
owner of such products). 

The initial development of the PE 
concept had also not anticipated the 
rise of the “stateless” digital economy. 
Relevant provisions and guidance 
were not adequately provided for in 
the Organisation for Economic Co-
operation and Development (OECD)’s 

s
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income “accruing in or derived from 
Singapore”, or commonly referred to 
as the sourcing rule. Be that as it may, 
a business is more likely than not to be 
regarded as having income accruing 
in or derived from Singapore if it is 
established that the business has a 
PE in Singapore. There are specific 
provisions in the Act that deem certain 
income to be derived from Singapore. 
Hence, foreign companies should 
be mindful of Singapore’s sourcing 
principle, in addition to the concept 
of PE. 

To take an example, notwithstanding 
that Singapore’s domestic definition 
of PE includes a warehouse, it was 

to information which will provide a 
bigger picture of a company’s state 
of affairs. They will be better able 
to understand a company’s global 
operations and identify artificial 
avoidance of PE status. Inevitably, 
international companies will face 
higher PE challenges and incur higher 
compliance costs than before.

SINGAPORE’S PERSPECTIVE
Though the definition of PE is 
provided in the Singapore Income 
Tax Act, it is not referred to in the 
charging section. Instead, the relevant 
test for determining tax liability in 
Singapore is whether a business has 

Model Tax Convention and the United 
Nation’s Model Tax Convention, which 
many tax administrations take their 
cue from. 

These developments have led to tax 
leakages. Whether intentional or not, 
companies which have out-finessed 
governments of revenue through their 
arrangements have raised the ire of tax 
administrators and politicians globally.

REDEFINING PE 
The OECD has taken up the mantle 
to bring up-to-date the definition of 
PE, as part of its crusade against base 
erosion and profit shifting (BEPS). It 
has unveiled a series of Action Plans 
with the aim of aligning international 
tax standards with global business 
developments. Here, Action Plan 7 on 
Preventing the Artificial Avoidance of 
PE Status is of particular relevance. 

Under the OECD’s draft discussion, 
proposed amendments to the PE 
definition are more restrictive 
in application. This will reduce 
opportunities for PE threshold abuses. 
Additionally, a country-by-country 
reporting template – intended 
to improve transparency – was 
recommended under Action Plan 13. 

If these proposals come to fruition, 
tax administrators will have access 

s
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jurisdictions, being VAT-registered 
inherently creates a PE for the 
company as well. 

Additionally, having a PE 
also implies that the company is 
mandated to comply with the laws 
and regulations of the foreign 
jurisdiction. The employer may also 
have to comply with immigration 
requirements and report the income 
derived by employees making 
frequent business trips to the foreign 
jurisdiction. Non-compliance may 
lead to the revocation of licence 
to operate, monetary penalties or 
possibly criminal prosecution.

DEALING WITH PE RISK
To avoid falling prey to the pitfalls of 
having a PE, companies should adopt 
a proactive approach in evaluating 
and managing their PE exposure. 
Reviewing the operational models 
from the macro perspective on a 
regular basis is a good place to start, 
especially if the business is heavily 
involved in offshore activities or has 
employees who are frequent business 
travellers. Where possible, companies 
should also quantify their PE exposure 
to provide an indication of the urgency 
in addressing the risk.

Companies should also develop 
operational guidelines to ring-fence 
the risk of having a PE exposure. For 
example, employees who travel abroad 
to carry out promotional activities 
should be prohibited from carrying 
out certain activities such as the 
substantial negotiation of sales or 
conclusion of contracts to prevent a 
taxable presence from being created.

Lastly, companies ought to 
keep themselves abreast of the PE 
developments, particularly the OECD’s 
BEPS Action Plans, to avoid being 
caught offguard. Mitigating the impact 
from these developments should be a 
priority. Otherwise, the bottom line 
will take a hit.  ISCA

chung-Sim Siew Moon is Partner and head of tax, 
and chester Wee is Partner, International tax 
Services, eY in Singapore. the views refl ected are 
their own and do not necessarily refl ect the views 
of the global eY organisation or its member fi rms. 

previously clarified in the 1977 press 
statement issued by the Ministry of 
Finance that a mere storage of goods 
in a warehouse without carrying on a 
business in Singapore would not give 
rise to any tax liability in Singapore. 
With the proposed narrowing of the 
scope of specific activity exemptions 
from PE status in OECD’s discussion 
draft on BEPS Action 7, we need to wait 
and see if Singapore will rethink its 
position in light of the digital economy. 
It needs to carefully balance revenue 
collection and the possible impact 
on warehousing activities – a key 
component of Singapore’s international 
logistics hub status.        

GROWING PE RISK
Clearly, PE risk – the risk of creating 
a taxable presence – has heightened 
as companies today become more 
globalised and business operations 
become more centralised. Government 
initiatives that actively encourage 
companies to venture overseas 
have driven international trade and 
operations. The increased mobility of 
employees, use of agents and business 
presence abroad may trigger PE 
exposure, if not properly managed.

Further, the growth of e-commerce 
has fuelled uncertainty in assessing 
PE risk. What type of activities carried 
out on the digital platform is likely to 
trigger PE exposure? That question 
has left companies perplexed. Tax 
administrators in various countries 
have different positions on the issue. 
This has added to the complexity, 
and raised the PE risk for companies 
operating through digital platforms. 

Recently, tax administrators have 
adopted a more aggressive stance in 
assessing companies’ PE exposure. 
Activities that may be permitted 
without triggering any PE exposure in 
the past may no longer be acceptable 
today. Tax authorities are leaning 
towards a holistic and comprehensive 
approach in assessing whether 
companies have a PE exposure 
by examining operating models, 
conducting field audits and inspecting 
employees’ immigration records. 
These measures create greater PE risk 
for companies.

The presence of a PE in a country 
increases the likelihood of a company 
having a source of taxable income 
there. Once a PE is established, an 
appropriate basis for attributing 
profits to the PE needs to be developed. 
If avoidance of double taxation 
agreements are not in place, the 
company may face double taxation in 
both the source and resident states. 

The company could also be 
exposed to indirect tax implications 
as foreign business activities may 
fall within the ambit of value-added 
tax (VAT) or similar indirect tax 
registration requirements. In some 
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Technical excellence 
Technical highlighTs

FINANCIAL REPORTING

ISCA ISSueS Comment Letter on unIt 
of ACCount for meASurIng Quoted 
InveStmentS At fAIr vALue
ISCA agrees with IASB that the unit of account shall be 
the investment as a whole for the respective quoted 
investments in subsidiaries, joint ventures and associates. 
However, we do not agree that the fair value of these 
investments should be measured as the product of 
the quoted price multiplied by quantity of financial 
instruments held, without adjustments.

For more information, please visit
http://isca.org.sg/media/776067/isca-comment-letter-on-
unit-of-account.pdf 

AmendmentS to fInAnCIAL 
reportIng StAndArdS
The Accounting Standards Council (ASC) has issued the 
following amendments:
• Disclosure Initiative (FRS 1)

The amendments are designed to further encourage 
companies to apply professional judgement in 
determining the appropriate disclosures in their 
financial statements. 

• Investment Entities  (FRS 110, FRS 112 and FRS 28)
The amendments introduce clarifications to the 
requirements when accounting for investment entities, 
and provide relief in particular circumstances.
These amendments are effective for annual periods 
beginning on or after 1 January 2016.
For more information, please visit

www.asc.gov.sg

IASB puBLISheS propoSALS  
to CLArIfy the WAy In WhICh 
LIABILItIeS Are CLASSIfIed
IASB has published for public comment ED Classification of 
Liabilities (Proposed amendments to IAS 1), which clarifies 
how entities classify debt, particularly when it is coming up 
for renewal. Comments are requested by 10 June 2015.

For more information, please visit
www.ifrs.org/Alerts/PressRelease/Pages/IASB-publishes-
proposals-to-clarify-the-way-liabilities-are-classified-
February-2015.aspx

AUDITING AND ASSURANCE

IAASB propoSeS ChAngeS for 
reportIng on SpeCIAL purpoSe 
fInAnCIAL StAtementS
IAASB has released proposals to enhance auditor reporting 
on special purpose financial statements. The ED includes 
proposed changes to ISA 800 Special Considerations – Audits 
of Financial Statements Prepared in Accordance with Special 
Purpose Frameworks, and ISA 805 Special Considerations – 
Audits of Single Financial Statements and Specific Elements, 
Accounts or Items of a Financial Statement.

For more information, please visit
www.ifac.org/news-events/2015-01/iaasb-proposes-changes-
reporting-special-purpose-financial-statements     

ETHICS

ISCA provIdeS CommentS to IeSBA  
on ImprovIng the StruCture of 
the IeSBA Code of ethICS for 
profeSSIonAL ACCountAntS 
ISCA generally supports IESBA’s proposals, including the 
suggestion to issue the provisions in the IESBA Code as 
separate standards as it would facilitate the current revision, 
as well as future updates, of the provisions in the Code. ISCA 
also supports the suggestion to rebrand the Code.

For more information, please visit
http://isca.org.sg/media/776010/comment-letter-for-
improving-the-structure-of-the-code.pdf 

REGULATORY

ACrA ISSueS revISed Code of 
profeSSIonAL ConduCt And ethICS 
The effective date of the ACRA Code has been revised to 1 July 
2015. The ACRA Code serves as a vital set of guiding principles 
for public accountants to rely on and enable them to make the 
right decisions when faced with conflicting choices between 
economic interests and ethical considerations.

For more information, please visit
www.acra.gov.sg/components/templates/newsDetails.
aspx?id=22316a9a-3c94-47d6-87b7-a1fd06a20e5a 
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TECHNICAL EXCELLENCE 
NON-CONTROLLING INTEREST MEASUREMENT REVIEW

FRS 103 Business Combinations 
requires non-controlling interest 
(NCI) at acquisition date to be 

measured based on either (a) its 
acquisition-date fair value, or (b) its 
proportionate share of the acquisition-
date fair value of the identifiable net 
assets of the subsidiary (paragraph 19). 

This paper evaluates the two 
measurement bases provided for 
in FRS 103, and proposes another 
measurement basis which is arguably 
more superior conceptually.

 
THE MEAsuREMEnT BAsEs 
The merits and demerits of the 
measurement bases may be assessed 
in the context of consolidation theories 
and principles.

There are two consolidation 
theories that affect the measurement 
of NCI, namely, the “parent” theory 
which asserts that NCI is not involved 
in the transaction where the parent 
acquires the subsidiary, and the 
“entity” theory which asserts that NCI 
is involved in that transaction. There 
are also two consolidation principles 
that affect measurement of NCI, namely 
the “full consolidation” principle 
which requires 100% of subsidiary’s 
assets and liabilities to be recognised 
regardless of parent’s equity interest, 
and the “proportionate consolidation” 
principle which requires only parent's 

BY 

NG ENG JUAN

DoN’S coLuMN

NON-CONTROLLING 
INTEREST
A Review of Measurement Bases
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proportionate share of subsidiary’s 
assets and liabilities to be recognised. 

For purposes of illustration, 
assume the following case: P Ltd 
acquires 90% of S Ltd for $360 million.  
At acquisition date, S Ltd’s balance 
sheet comprises Land carried at  
cost of $200 million, Share capital of  
$100 million issued at $1.00 per share, 
and Bank loan of $100 million. However, 
on this date, S Ltd has a Brand with 
fair value of $100 million and non-
identifiable net assets (Goodwill) of 
$100 million, and its land has a fair 
value of $300 million.

(A) Acquisition-date fair value  
Measuring NCI based on its acquisition-
date fair value is justifiable under  
the “entity” theory. Thus, NCI should 
be measured at its acquisition-date 
fair value. 

The acquisition-date fair value 
of NCI may be determined based on 
the quoted price for the subsidiary’s 
equity shares. Where the quoted 
price is not available, the fair value of 
NCI may be determined using other 
valuation techniques. It may be noted 
that the fair values of the parent’s 
interest in the subsidiary and the  
NCI on a per-share basis may differ  
(due to, for example, “control premium”  
or “NCI discount”).

Based on the above illustration 
and assuming that the fair value of the 
shares held by NCI is $3.50 each, NCI 
at acquisition date will be $35 million 
(10 million shares x $3.50).

Goodwill on consolidation will 
be $95 million, being parent’s share 
of Goodwill of $90 million (parent’s 
cost of investment of $360 million 
less parent’s share of the fair value of 
identifiable net assets of subsidiary of 
$270 million [90% x ($300 million for Land 
+ $100 million for Brand - $100 million  
for Bank loan) = $270 million]) plus  
NCI share of Goodwill of $5 million  
[NCI of $35 million less NCI’s share of 
the fair value of identifiable net assets 
of $30 million (10% x ($300 million for 
Land + $100 million for Brand - $100 
million for Bank loan) = $30 million)]. 
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(B) Fair value of identifi able 
net assets of subsidiary 
Measuring NCI based on its 
proportionate share of the “fair 
value of identifiable net assets of 
subsidiary” is justifiable under the 
“entity” theory. Since NCI is involved 
in the acquisition transaction, NCI 
is affected by the fair value of the 
assets and liabilities at the acquisition 
date. Thus, NCI at acquisition date 
should be measured based on its 
proportionate share of the fair value 
of identifiable net assets of subsidiary.

However, under this measurement 
basis, NCI will not have any interest 
in the non-identifiable net assets 
(Goodwill) of the subsidiary. 

Based on the above illustration, NCI 
at acquisition date will be $30 million, 
being its proportionate share of the 

fair value of identifiable net assets 
[10% x ($300 million for Land + 
$100 million for Brand - $100 million 
for Bank loan) = $30 million)].

Goodwill on consolidation will 
be $90 million (parent’s cost of 
investment of $360 million less 
parent’s share of the fair value of 
identifiable net assets of $270 million).

Brand will be recognised at 
$100 million, Land at $300 million 
and Bank loan at $100 million, as in 
(A) above.

It may be noted that, under this 
measurement basis, all the identifiable 
assets and liabilities of subsidiary 
are accounted for at 100% of the fair 
values, which is consistent with the 
“full consolidation” principle, whereas 
Goodwill on consolidation (a non-
identifiable asset) is accounted for 

s
The “fair value of net 
asset” measurement 

basis is most 
conceptually sound. 
It is consistent with 
the “entity” theory of 
consolidation and the 

“full consolidation” 
principle, and it is also 
internally consistent.

Brand will be $100 million, being 
the parent’s 90% and NCI’s 10% of the 
fair value of the brand. Land will be 
$300 million (cost of $200 million + 
parent’s 90% and NCI’s 10% of the fair 
value surplus of $100 million). Bank 
loan will be $100 million.

It may be noted that this 
measurement basis results in all 
the identifiable assets and liabilities 
of subsidiary being accounted for 
at 100% of the fair values, which is 
consistent with the “full consolidation” 
principle. However, Goodwill on 
consolidation (a non-identifiable asset) 
is accounted for based on parent’s 
share plus NCI’s share which may not 
be proportionate to each other. For 
example, in the above case, parent’s 
90% equity interest gives rise to 
Goodwill of $90 million, while NCI’s 
10% equity interest gives rise to 
Goodwill of only $5 million (instead 
of $10 million). It is also conceivable 
that, in specific cases, while parent’s 
investment gives rise to positive 
Goodwill, the NCI measurement may 
result in negative Goodwill. 

One major drawback of this 
measurement basis is therefore that 
Goodwill on consolidation is not 
consistent with “full consolidation” 
principle and may not be subject to 
easy interpretation. 

Further, a conceptual issue 
arises as to whether NCI, being part 
of shareholders’ equity, should be 
accounted for at fair value.
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Further, measuring NCI based on its 
proportionate share of the “fair value 
of net assets of subsidiary” will ensure 
that all the assets and liabilities of 
subsidiary (including Goodwill) are 
consistently accounted for using the 
“full consolidation” principle.

Based on the above illustration, NCI 
at acquisition date will be $40 million, 
being its proportionate share of the fair 
value of net assets [10% x ($300 million 
for Land + $100 million for Brand + 
$100 million for Goodwill - $100 million 
for Bank loan) = $40 million].

Goodwill on consolidation will be 
$100 million, being parent’s share of 
the Goodwill of $90 million plus NCI 
share of Goodwill of $10 million  
(NCI of $40 million less NCI’s share of 
fair value of identifiable net assets  
of $30 million [10% x ($300 million  

for Land + $100 million for Brand -  
$100 million for Bank loan) =  
$30 million]). 

Brand will also be recognised at 
$100 million, Land at $300 million, 
and Bank loan at $100 million, as in 
(A) and (B) above.

It may be noted that, under this 
measurement basis, all the assets and 
liabilities (both identifiable and non-
identifiable) of subsidiary are accounted 
for consistently in accordance with 
the “full consolidation” principle. 

This measurement basis was, 
in fact, considered in the Exposure 
Draft to IFRS 3. It was rejected mainly 
because of the argument that, in using 
this measurement basis, NCI will be 
measured as a residual of a residual 
(NCI being measured based on 
Goodwill which in itself is a residual 
figure). However, it may be argued 
that being “a residual of a residual” is 
in itself not a major conceptual flaw.

ConClusion
It may be noted that the different 
measurement bases will result in 
different amount of NCI at acquisition 
date, and different amount of Goodwill 
on consolidation. 

One major drawback of the 
“acquisition-date fair value” 
measurement basis is that it may 
result in recognising an amount of 
“Goodwill on consolidation” which is 
not subject to easy interpretation, and 
the “fair value of identifiable net asset” 
measurement basis suffers from the 
fact that it is internally inconsistent. 

The “fair value of net asset” 
measurement basis is most conceptually 
sound. It is consistent with the “entity” 
theory of consolidation and the 
“full consolidation” principle, and 
it is also internally consistent. 
Given its conceptual superiority, 
this measurement basis should 
be considered for adoption in the 
financial reporting standard.  ISCA

Ng eng Juan is Associate Professor of 
Accounting, Nanyang Business School, 
Nanyang technological university.

based on parent’s interest only, which 
is consistent with the “proportionate 
consolidation” principle. 

Thus, one major drawback of 
this measurement basis is that it 
is internally inconsistent, namely, 
identifiable assets and liabilities 
are accounted for using the “full 
consolidation” principle, but non-
identifiable assets are accounted 
for using the “proportionate 
consolidation” principle.

 
(C) The alternative 
measurement basis 
An alternative measurement basis is to 
measure NCI at acquisition date based 
on its proportionate share of the “fair 
value of net assets of subsidiary”.

This measurement basis is 
justifiable under the “entity” theory. 
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During an out-of-court 
restructuring or a formal 
bankruptcy process,2 official 

assignees and restructuring 
professionals not uncommonly 
will utter the statement (or think 
to themselves), “Where were the 
auditors?” or “If only we could have 
gotten involved sooner.” Oftentimes, 
business managers who ignore signs of 
impending distress, apply short-term 
fixes, or delay restructurings only 
succeed at “digging a deeper hole”, 
destroying value for stakeholders and 
jeopardising the enterprise. 

Inefficiencies and losses only tend 
to compound over time, “shortening 
the runway” to achieve a turnaround 
by draining resources and diminishing 
credibility of the managers (critical 
currency in any distress environment). 
In such an environment, where 
cash reserves and time horizons (or 
lack thereof) can dictate success or 
failure, commencing a restructuring 
process later, rather than sooner, 
can greatly diminish the likelihood 
of rehabilitation. In this regard, the 
author believes that auditors may 
be uniquely positioned to serve as 
sentries who alert managers to issues 
faced by the company, to facilitate the 
difficult conversations that may follow, 
and to perhaps suggest the need to 
bring in a restructuring attorney or 
other outside professional advisor.

BY 

DR BARRY 
JAY EPSTEIN

CANARIES 
GONE AWOL
Why Aren’t Auditors Helping their Clients by 
Flagging the Need for Restructurings?1 (Part 1) 
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Auditors in prime 
position to identify 
risk of business fAilure
The role of an auditor is to express 
an opinion on whether the reporting 
entity’s financial statements are 
fairly presented in accordance with 
Singapore’s financial reporting 
standards (FRS). Fundamental to 
the expression of this opinion is an 
assessment of whether the entity is 
likely, as of the date of the financial 
statements, to remain a “going 
concern.”3 This is generally defined 
to mean that the reporting entity is 
expected to continue in business for at 
least a year from the balance sheet date.

There are multiple reasons for 
this concern. First, of course, users 
of the financial statements – who are 
assumed to be economic decision-
makers external to the enterprise’s 
management ranks, such as outside 
investors, lenders, employees, 
vendors and customers – want to 
know if the company they have or are 

1 In the US in the 1800s, coal miners would bring live 
canaries into mines to serve as warnings of fatal 
concentrations of carbon monoxide gas, which albeit 
odourless, is deadly. Canaries, being more sensitive than 
humans to this gas, would expire first, giving the miners 
time to escape safely. Likewise, auditors are expected 
to provide early warnings of impending company 
failures. Critics have argued that these canaries have 
long been AWOL, a military term for being absent 
without official leave.
2 For example, under Singapore’s Bankruptcy Act as 
revised in 2009; procedures and requirements vary in 
other jurisdictions.
3 Singapore FRS 1 Presentation of Financial Statements, 
states that, “[W]hen preparing financial statements, 
management shall make an assessment of an entity’s 
ability to continue as a going concern. An entity shall 
prepare financial statements on a going concern 
basis unless management either intends to liquidate 
the entity or to cease trading, or has no realistic 
alternative but to do so. When management is aware,  
in making its assessment, of material uncertainties 
related to events or conditions that may cast significant 
doubt upon the entity’s ability to continue as a going 
concern, the entity shall disclose those uncertainties. 
When an entity does not prepare financial statements 
on a going concern basis, it shall disclose that fact, 
together with the basis on which it prepared the 
financial statements and the reason why the entity is 
not regarded as a going concern.

In assessing whether the going concern assumption 
is appropriate, management takes into account all 
available information about the future, which is at least, 
but is not limited to, 12 months from the end of the 
reporting period. The degree of consideration depends 
on the facts in each case. When an entity has a history 
of profitable operations and ready access to financial 
resources, the entity may reach a conclusion that 
the going concern basis of accounting is appropriate 
without detailed analysis. In other cases, management 
may need to consider a wide range of factors relating 
to current and expected profitability, debt repayment 
schedules and potential sources of replacement 
financing before it can satisfy itself that the going 
concern basis is appropriate.”
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considering investing in, or otherwise 
engaging with, is going to remain 
viable for at least the intermediate 
term. Second, the classification of 
assets and liabilities in the financial 
statements, for example, as either 
current or non-current, would be 
affected by an expectation of the 
enterprise not remaining a going 
concern. For example, long-term 
debt subject to acceleration clauses 
would become current liabilities 
once the enterprise actually fails, and 
indeed, should often be so classified 
even before that terminal event. And 
third, many of the measurements 
applied in determining amounts 
to be presented in the financial 
statements would dramatically 
vary under alternative assumptions 
of continuity. Thus, inventories 
normally reported at historical cost 
or lower of cost or market would be 
written down to liquidating value; 
plant and equipment, carried at 
amortised historical cost, would be 
valued at salvage value, and certain 
other assets, such as goodwill, would 
probably have zero value under a non-
going concern hypothesis.

It may have become a cliché 
that auditors serve as the “trusted 
advisors” to their clients, but it 
is undeniably true that auditors 
typically have more frequent contact 
with, and much greater familiarity 
regarding the financial and operating 
conditions of, their clients than 
do other parties external to the 
organisation, such as bankers and 
attorneys. It is thus only logical 
that auditors be alert to the risk of 
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4 The term going concern dates from at least 1620, 
having been used in an English lawsuit (Jollife v. Brode) 
regarding asset valuation. It was subsequently employed 
by academic writers on the subject of auditing beginning 
in the late 1800s, and by those discussing accounting 
and financial reporting by the early decades of the 20th 

century. The concept was cited as a formal assumption 
underlying financial reporting rules set forth in various 
jurisdictions by the early 1950s.
5 For example, in the US, the standard-setting body first 
charged auditors with addressing going concern only 
when certain indicia of possible failure came to their 
attention (for example, the auditee’s declining revenues 
or working capital deficit), and only later mandated that 
a review of survivability be made in all instances, for 
even the most solidly positioned of their clients, during 
each audit.
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business failure, not only to fulfil their 
professional obligations, detailed in 
the following section, but also – and 
perhaps even more importantly – to 
better serve their clients by giving 
them the precious gift of time to 
resolve the financial and operating 
problems that could otherwise 
adversely seal their fate.

Auditors Are ActuAlly 
required to identify 
risk of business fAilure
Because the so-called “going concern 
assumption” has been a basic 
postulate of financial reporting 
under FRS (IAS/IFRS) and various 
national GAAP standards for over 
60 years, the legitimacy of financial 
reporting has always depended, at 
least implicitly, on the preparers’ and 
auditors’ assertions and conclusions 
that the reporting entity was indeed 
a going concern.4 However, it was 
not until somewhat later that it was 
explicitly made a responsibility of 
the auditors to assess the veracity 
of that assumption, at least in those 
circumstances in which there were 
indicia suggesting imminent failure.5  
More recently, consideration of going 
concern uncertainty has become de 
rigueur in the conduct of every audit.

As the international standards 
on auditing (ISA 570) note, some 
financial reporting frameworks (such 
as Singapore FRS and recently-revised 
US GAAP) require that management 
explicitly assess the propriety of 
reporting under the going concern 
assumption, while other national 
standards do not impose that 
requirement. Regardless of the extent 
of management’s obligation, however, 
ISA 570 requires that, “The auditor’s 
responsibility is to obtain sufficient 
appropriate audit evidence about the 
appropriateness of management’s 
use of the going concern assumption 
in the preparation of the financial 
statements and to conclude whether 
there is a material uncertainty about 
the entity’s ability to continue as a 
going concern. This responsibility 
exists even if the financial reporting 
framework used in the preparation 
of the financial statements does 
not include an explicit requirement 
for management to make a specific 
assessment of the entity’s ability 
to continue as a going concern.” 
(Emphasis added.) 

Notwithstanding this requirement 
however, academic studies have 
documented that auditors accurately 
predicted failures (that is, rendering 
opinions expressing doubts about 
the reporting entities’ ability to 
continue as a going concern) only 
about 40% to 54% of the times that 
companies failed within a year under 
the weaker, early standard, and that 
this rate of successful prediction 
improved only marginally under 
the strengthened requirements for 
universal going concern assessments. 
This record has understandably led 
to dissatisfaction with auditors’ 
performances and, in jurisdictions 
where suits against accountants 
have become commonplace, to 
efforts by investors to recoup their 
losses through litigation when 
the companies in which they have 
invested later fail, without a  
warning being registered in the 
auditor’s report.

s
... auditors may be 

uniquely positioned 
to serve as sentries 
who alert managers 

to issues faced by 
the company, to 

facilitate the difficult 
conversations that 
may follow, and to 

perhaps suggest the 
need to bring in a 

restructuring attorney 
or other outside 

professional advisor.
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Why Are Auditors 
unsuccessful in 
predicting business 
fAilures?
It has been a too-common 
misperception that auditors (and, 
more generally, all accountants) 
are “numbers people”, who can 
divine their clients’ futures 
by clever analysis of their 
current financial positions 
and performances. In truth, 
accountants are often untrained 
in, and predisposed to not make 
use of, the more sophisticated 
analytical tools that other 
business observers and advisors 
(for example, financial analysts, 
practitioners of operations 
research) commonly deploy in 
their work. One glaring example 
of the validity of this observation 
has been the almost complete 
failure of the auditing profession 
to make use of statistical 

sampling methodologies in selecting 
audit evidence, evaluating that 
evidence, and extrapolating sample 
findings to the full populations from 
which they were scientifically drawn. 
All the major firms attempted to instil 
the discipline of these techniques 
beginning in the 1960s, and virtually 
all have abandoned their use in recent 

decades. While the decision to revert 
to non-statistical (judgemental) 
sampling has several causes, to the 
author, the most surprising revelation 
has been the auditors’ widespread 
reluctance to utilise mathematical or 
statistical procedures.6 

This same lack of confidence has 
seemingly also retarded auditors’ 
embrace of more effective tools in 
assessing their auditees’ abilities to 
survive. In practice, auditors have 
relied upon subjective assessments, 
too often coloured excessively 
by management’s optimistic 
assertions, and the employment of 
the well-known and useful “Z-score” 
calculation, to meet their professional 
obligations. However, as the data 
confirm, these have been only 
moderately useful, leaving clients 
bereft of the early warnings that 
could salvage the companies and their 
shareholders’ financial interests.  ISCA

Barry Jay epstein, PhD, cPA, cFF, is a 
Principal at epstein + Nach LLc, located  
in chicago, uSA. he is the author or  
co-author of over 60 editions of three 
standard reference works on uS GAAP 
and IFrS, and on auditing, as well as over 
50 published articles in leading legal and 
professional accounting journals.

6 Another likely major reason for abandoning the 
superior statistical sampling alternatives was related 
to litigation risk: It is more difficult (presumably) for 
an opposing expert witness to attack one auditor’s 
use of judgement, for which wide latitude is offered 
in the professional standards, than it is to cite a 
failure to follow a statistical methodology’s precise 
requirements. Importantly, even when auditors choose 
samples consistent with what would have been done had 
statistical sampling been employed, the results obtained 
provide less information for the auditors in the absence 
of using a strict statistical sampling plan, thereby 
negatively affecting the quality of the audit. 

s
It has been a too-

common misperception 
that auditors  

(and, more generally, 
all accountants) are 
“numbers people”, 

who can divine their 
clients’ futures by clever 
analysis of their current 

financial positions 
and performances. In 

truth, accountants are 
often untrained in, 

and predisposed to not 
make use of, the more 

sophisticated analytical 
tools that other 

business observers and 
advisors... commonly 
deploy in their work.

P
h

o
t

o
 S

h
u

t
t

e
r

S
t

o
c

k

Part 2 of this article will discuss new and 
demonstrably more effective techniques that 
auditors should employ, and their role in bringing 
additional consulting talents to the table.
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