Chapter 19 Auditors’ Report
	LEARNING OBJECTIVES

1.
Describe the need for the auditor’s report in financial statements.
2.
Identify the conditions that justify issuing the unmodified opinion.
3.
Explain the form and content of audit report.

4.
Explain different categories of audit reports.

5.
Evaluate circumstances that require the auditor to express modified opinions.
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1.
Need for the Auditor’s Report
1.1
HKSA 200 states that “the objective of an audit of financial statements is to enable the auditor to express an opinion whether the financial statements are prepared, in all material aspects, in accordance with the applicable financial reporting framework.”
1.2
The auditor’s report contains a clear expression of the auditor’s opinion on the financial statements. Auditor’s report can be served as:
(a)
The explanation of the audit process and conclusion reached.

(b)
The formal communication between the auditors and the external users of the financial statements.

(c)
The expression of an opinion about the overall financial statements.
1.3
Besides expressing the audit opinion, the auditor’s report should, in accordance with HKSA 700, describe an audit as follows:
(a)
Procedures performed to obtain sufficient appropriate audit evidence that provides a basis for auditor’s opinion about the amounts and disclosure in the financial statements.

(b)
Procedures selected depend on the auditor’s judgement, including the assessment of the risks of material misstatement of the financial statements, whether due to fraud or error.

(c)
Evaluating the appropriateness of the accounting policies used, the reasonableness of accounting estimates made by management, as well as the overall presentation of the financial statements.

2.
Elements of Audit Report

2.1
Major items in the auditor’s report is listed below:
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2.2
The sample of audit report taken from the Appendix of HKSA 700.


	INDEPENDENT AUDITOR’S REPORT

TO THE SHAREHOLDERS OF ABC LIMITED
(incorporated in Hong Kong with limited liability)
We have audited the financial statements of ABC Limited set out on pages ........ to........ , which comprise the balance sheet as at 31 December 200X, and the income statement, [statement of changes in equity or statement of recognised income and expense] and cash flow statement for the year then ended, and a summary of significant accounting policies and other explanatory notes.
Directors’ responsibility for the financial statements
The directors are 1. responsible for the preparation and the true and fair presentation of these financial statements in accordance with Hong Kong Financial Reporting Standards issued by the Hong Kong Institute of Certified Public Accountants and the Hong Kong Companies Ordinance. This 2. responsibility includes designing, implementing and maintaining internal control relevant to the preparation and the true and fair presentation of financial statements that are 3. free from material misstatement, whether due to fraud or error; 4. selecting and applying appropriate accounting policies; and 5. making accounting estimates that are reasonable in the circumstances.
Auditor’s responsibility

Our responsibility is to 1. express an opinion on these financial statements based on our audit. We 2. conducted our audit in accordance with Hong Kong Standards on Auditing issued by the Hong Kong Institute of Certified Public Accountants. Those standards require that we 3. comply with ethical requirements and 4. plan and perform the audit to obtain reasonable assurance as to whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the financial statements. The procedures selected depend on the auditor’s judgment, including the assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity’s preparation and true and fair presentation of the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. An audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of accounting estimates made by the directors, as well as evaluating the overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.
Opinion
In our opinion, the financial statements give a true and fair view of the state of the company’s affairs as at 31 December 200X and of its profit and cash flows for the year then ended in accordance with Hong Kong Financial Reporting Standards and have been properly prepared in accordance with the Hong Kong Companies Ordinance.
XYZ & Co.

Certified Public Accountants (Practising) [or Certified Public Accountants]

[Address]

Date



3.
Categories of Audit Reports
3.1
An audit report may be either:

(a)
standard unqualified often referred to as a clean audit report, or

(b)
unqualified with modification reports
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3.2
Standard unqualified audit report


(Dec 11, Jun 12, Jun 13, Dec 13, Jun 14)
	3.2.1
	Standard unqualified opinion (unmodified opinion)

	
	An unmodified opinion should be expressed when the auditor concludes that the financial statements give a true and fair view or are presented fairly, in all material respects, in accordance with the applicable financial reporting framework.


3.2.2
The standard unqualified audit report means that in the auditor’s opinion the financial statements:
(a)
the financial statements have been prepared using appropriate accounting policies, which have been consistently applied;

(b)
the financial statements have been prepared in accordance with relevant legislation, regulations or applicable financial reporting framework; and

(c)
adequate disclosure of all information relevant to the proper understanding of the financial statements have been made.

3.3
Modified report

3.3.1
HKSA 701 describes how the auditor’s report wording is modified in the following situations:

(a)
Matters that do not affect the auditor’s opinion – emphasis of matter.

(b)
Matters that do affect the auditor’s opinion
(i)
Qualified opinion,
(ii)
Disclaimer of opinion, or

(iii)
Adverse opinion.

3.3.2
According to HKSA 700, the auditor shall issue modified opinion under either one of the following circumstances:
(a)
Based on the audit evidence accumulated, the auditor concludes that the client’s financial statements as a whole is not free from material misstatement.

(b)
The auditor is unable to acquire sufficient appropriate audit evidence to conclude that client’s financial statements as a whole is free from material misstatements.
(c)
The auditor may disagree with management about matters of:

(i)
the acceptability of accounting policies selected;

(ii)
the method if their application; or

(iii)
the adequacy of disclosures in the financial statements.

(a)
Matters not affecting the audit opinion

3.3.3
Not all modifications result in qualification.

3.3.4
Where there are particular circumstances surrounding the financial statements, e.g.

(a)
significant uncertainties whose outcome depends on future events;

(b)
going concern problems;

(c)
material misstatements in prior period figures.

and they are fully disclosed, the auditors may wish to draw the reader’s attention to them in the audit report.

(b)
The ‘emphasis of matter’ paragraph


(Jun 10)
3.3.5
The way these kinds of issues are included in the audit report is by the use of an emphasis of matter paragraph. An example is shown below where an emphasis of matter paragraph has been deemed necessary due to a significant uncertainty, the resolution of which is dependent on future events outside the direct control of the entity.

	Emphasis of matter

Without qualifying our opinion we draw attention to Note X to the financial statements. The company is the defendant in a lawsuit alleging (宣稱) infringement (侵害) of certain patent rights and claiming royalties and punitive (懲罰性的) damages. The Company has filed a counter section, and preliminary hearings and discovery proceedings on both actions are in progress. The ultimate outcome of the matter cannot presently be determined, and no provision for any liability that may result has been made in the financial statements.


3.3.6
There are some further things to note:

(a)
The emphasis of matter paragraph is placed after the opinion paragraph.

(b)
The auditor makes it clear in the paragraph that the opinion is not qualified.
(c)
The sections of the report prior to the paragraph are unchanged.

(d)
Where possible, the potential financial effect on the financial statements should be quantified.

(e)
The paragraph is given a separate heading.

(c)
Other matter paragraph

3.3.7
This heading is used if the auditor considers that the matter is relevant to users’ understanding of the audit, the auditor’s responsibilities or the auditor’s report. The matter that is referred to is other than those presented or disclosed in the financial statements.

3.3.8
The auditor includes this paragraph immediately after the “Opinion” paragraph and any “Emphasis of Matter” paragraph.
3.3.9
Examples of circumstances where the auditor may consider it necessary to include an “Other Matter” paragraph are as follows:

(a)
When it is necessary to explain, in the rare circumstance where the auditor is unable to withdraw from an engagement, why it is not possible to do so.
(b)
When it is necessary to elaborate on matters that provide further explanation of the auditor’s responsibilities other than the statutory audit.

(c)
When it is necessary to refer to the fact that the auditor has issued a report on another set of financial statements that has been prepared by the same entity in accordance with another general purpose framework (for example, IFRS).
(d)
When it is necessary to state that the auditor’s report is intended solely for the intended users, and should not be distributed to or used by other parties.
(d)
Qualified opinion (有保留意見)


(Dec 09, Jun 10, Dec 10, Jun 11, Dec 11, Jun 12, Dec 12, Jun 13, Dec 13, Jun 14, Jun15)
	Material and pervasive?
	Limitation of Scope

(範圍受限制)
	Disagreement

	Less
	Qualified ‘except for’
	Qualified ‘except for’

	Significant
	Disclaimer of opinion

(無法表示意見)
	Adverse opinion

(否定意見)


	3.3.10
	Qualified ‘except for’ opinion

	
	(a)
When an auditor, having obtained sufficient audit evidence, concludes that misstatements, individually or in the aggregate, are material, but not pervasive, to the financial statements.
(b)
When the auditor is unable to obtain sufficient appropriate audit evidence on which to base the opinion, but concludes that the possible effects on the financial statements of undetected misstatements, if any, could be material but not pervasive.


	3.3.11
	Adverse opinion

	
	An adverse opinion is used only when the auditor believes the overall financial statements do not give a true and fair view. He/she comes to this conclusion because having obtained sufficient appropriate audit evidence, the misstatements, individually or in the aggregate, are both material and pervasive to the financial statements.


	3.3.12
	Disclaimer of opinion

	
	A disclaimer of opinion is issued when the auditor has been unable to satisfy himself/herself that the overall financial statements are fairly presented.

HKSA 705 states two situations that the auditor shall disclaim an opinion:

(a)
inability to obtain sufficient appropriate audit evidence, e.g. the accounting records have been destroyed.

(b)
inability to form an opinion – it is in extremely rare circumstances involving multiple uncertainties.


3.3.12
You can see from the grid above that there are two set of circumstances under which the auditors will qualify their opinion.

(a)
There is a limitation of scope of the auditor’s work, i.e. a lack of available evidence that would be reasonably expected to exist. This differs from the emphasis of matter paragraph above as in that situation the directors and auditor could not expect information to be available as it was dependent on events that haven’t happened yet.

(b)
There is a disagreement with management regarding:

(i)
the acceptability of the accounting policies selected

(ii)
the method of their application

(iii)
the accounting treatment adopted for particular transactions or

(iv)
the adequacy of financial statement disclosures.

3.3.13
HKSA 700 uses the phrase material and pervasive (普遍深入的) and we know that unless the matter is material, it will not cause the report to be qualified at all.

3.3.14
So the nature of the qualification depends on the degree of effect that the auditor considers it may have on the financial statements.

3.3.15
To be considered pervasive, it must affect the view given by the financial statements as a whole. As such:

(a)
if the circumstances is a limitation of scope, it will leave the auditor unable to form an opinion at all.

(b)
if it is a disagreement, it will be of such significance that the financial statements do not give a true and fair view.

(e)
Effect on audit report


(Jun 14)
3.3.16
The result of these matters on the audit report is shown below. Note the circumstances given at the top of the example reports that will give you an indication of when each type will be appropriate.
3.3.17
The auditor should clearly describe all substantial reasons giving rise to the qualified opinion and a quantification of the possible effects on the financial statements.

3.3.18
Limitation of scope – material but not pervasive
	Previous paragraphs as per standard report …
Auditor’s responsibility
Our responsibility is to express an opinion on these financial statements based on our audit. Except as discussed in the following paragraph, we conducted our audit in accordance with …
We did not observe the counting of the physical inventories as of 31 December, 2007, since that date was prior to the time we were initially engaged as auditors for the Company. Owing to the nature of the company’s records, we were unable to satisfy ourselves as to inventory quantities by other audit procedures.

Opinion

In our opinion, except for the effects of such adjustments, if any, as might have been determined to be necessary had we been able to satisfy ourselves as to physical inventory quantities, the financial statements give a true and fair view.


3.3.19
Limitation of scope – pervasive therefore a disclaimer
	Previous paragraphs as per standard report …
We were not able to observe all physical inventories and confirm accounts receivable due to limitations placed on the scope of our work by the company.
Because of the significance of the matters discussed in the preceding paragraph, we do not express an opinion on the financial statements.


3.3.20
Disagreement – material but not pervasive
	Previous paragraphs as per standard report …
Opinion

As discussed in Note X to the financial statements, no depreciation has been provided in the financial statements which practice, in our opinion, is not in accordance with Hong Kong Financial Reporting Standards. The provision for the year ended 31 December, 2007, should be XXX based on the straight-line method of depreciation using annual rates of 5% for the building and 20% for the equipment. Accordingly, the non-current assets should be reduced by accumulated depreciation of XXX and the loss for the year and accumulated deficit should be increased by XXX and XXX, respectively.

In our opinion, except for the effect on the financial statements of the matter referred to in the preceding paragraph, the financial statements give a true and …


3.3.21
Disagreement – pervasive therefore adverse opinion
	Previous paragraphs as per standard report …
Opinion

In our opinion, because of the effects of the matters discussed in the preceding paragraph(s), the financial statements do not give a true and fair view (or do not “present fairly”) the financial position of the Company as of 31 December, 2007, and of its financial performance and its cash flows for the year then ended in accordance with Hong Kong Financial Reporting Standards.


4.
How Materiality Affects the Audit Opinion

(Jun 11)
4.1
The concept of materiality is applied by the auditor both in planning and performing the audit, and in evaluating the effect of identified misstatements on the audit and of uncorrected misstatements, if any, on the financial statements.

4.2
In general, misstatements, including omissions, are considered to be material if, individually or in the aggregate, they could reasonably be expected to influence the economic decisions of users taken on the basis of the financial statements.

4.3
Judgments about materiality are made in the light of surrounding circumstances, and are affected by the auditor’s perception of the financial information needs of users of the financial statements, and by the size or nature of a misstatement, or a combination of both. The auditor’s opinion deals with the financial statements as a whole and therefore the auditor is not responsible for the detection of misstatements that are not material to the financial statements as a whole.

4.4
Materiality should be considered by the auditor when evaluating the effects of misstatements. If a material misstatement is identified and management refuses to adjust the financial statements, the auditor should consider the appropriate modification to the auditor’s report.

	Question 1

The firm of WM & Co., your employer, is the external auditor of Bubble Boom Limted (“BBL) which is a company in the wholesale business.

You have worked on this audit assignment for a few years and this year you are the senior in charge of the audit. You have already conducted tests of controls for the transaction cycles, and control risks are assessed as medium for these cycles. You decide to let an audit assistant help you perform some analytical procedures for accounts receivables and send out debtors’ confirmation.

Required:

(a)
Provide four examples of analytical procedures for accounts receivable.
(4 marks)

(b)
What are the procedures for sending out debtors’ confirmation?
(5 marks)

(c)
What control should the auditors maintain over the external confirmation procedures?



(3 marks)
(d)
Subsequent to the date of the financial report, as part of your audit procedures after the balance sheet date; but before the issue of the audit report, you learned of the bankruptcy of BBL’s unsecured debtor with a material balance. The newspaper described the event in detail. BBL did not write off this bad debt. There is no other material misstatement except this issue.

What kinds of opinion may be expressed by the auditor?
(5 marks)

(e)
Define materiality and state how it affects the audit opinion.
(3 marks)



(HKIAAT PBE Paper III Auditing and Information Systems June 2011 Q4)
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