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CHAPTER SIXTEEN

‘AUDITOR’S REPORT
16.0 Introduction

The audit 1

1t report is
: 1€ end product of
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an audit process | '
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IS reporting framework js 18 lded zation who are the owners of the
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Ehe au:;?nal standards. According to the company’s act | for in the company’s act and the
1t report; His opinion on whether: y's act the auditor to include the following in

A The client i
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: lance with the identified financial reporting framework

According to 1r‘1te1fnational standards on Auditing (ISA 700), the audit'or’s report should contai

a clear expression of the auditor’s opinion on the financial statements based on the work doig

.
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16.1 Elements of An Audit Report.

Title.

Addressee.

Auditors opinion.

Basis for opinion.

Key audit matters
Responsibilities for financial statements.
Other reporting responsibilities
Name of the engagement partner
9. Signature of the Auditor

10. Auditor’s Address

11. Date of the report.

cating that it is the independent

. Title. N
/ n appropriate title indi ! !
quirements were satisfied in the

The audit report should have a :
auditors report. This title signifies that all the ethical re

audit. ‘

Ll | d as read by the circumstances of
itor’ be appropriately addressed as It

T el £ 107 fihcigiill el'egﬁlatlions. The report is usually addressed to the

the engagement an
shareholders of the company
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. Opinion section
The first part of the auditor’s report should include the auditor’s opinion, and shou]
. o Yaied 4 | 1] | [ A ‘ l
- have the heading “Opinion.” The Opinion section of the auditor’s report shoy]q al d
include the following: | #
Identification the entity whose financial statements have been audited;
Statement that the financial statements have been audited;

Identification of the title of each statement comprising the financial statements;

L2

Reference to the notes, including the summary of significant accounting policies; 4nq
)
= Specification of the date of, or period covered by, each financial statement comprising

the financial statements.

4. Basis of opinion section |
The auditor’s report shall include a section, directly below the Opinion section, with the

heading “Basis for Opinion”. This section should include the following;

= A statement that the audit was conducted in accordance with International

Standards on Auditing.
=> Reference to the section of the auditor’s report that describes the auditor’s

responsibilities under the ISAs;

=. A statement that the auditor is independent of the entity and has fulfilled the

~ auditor’s other ethical responsibilities in accordance with these requirements and

identification of jurisdiction of origin of the relevant ethical requirements

= A statement on whether the auditor believes that the audit evidence the auditor has
obtained is sufficient and appropriate to provide a basis for the auditor’s opinion.

Going concern N

This section should be included where applicable meaning the entity under audit has

going concern issues. '

6. Key audit matters
These are those matters that, in the au
significance in the audit of the financial statements of the current period.

matters are selected from matters communicated with those charged with gov

7 Auditors address (auditors physical address) : ;
The report should name a specific location which is ordinarily the city where the auditor

maintains an office that has a responsibility of the audit. This therefore is the physical

address.

8. Auditor’s signature. 2 : ;
The auditor’s signature is read for authenticity purpose. The report should bt:: Slg“efi n
the name of the audit firm, personal name of the auditor or both. The auditor’s _re-p‘mt 1.;
ordinarily signed in the name of the firm because the firm assumes the responsibility ©

the audit.

S)I

ditor's professional judgment, were of most
Key audit

ernance.

ntents of the statement of the m’a‘nagem'ent’s'resptmsibility\. ,

1 accordance with the applicable ﬁnapcwl

16.2 Co .

i) To prepare the financial statements i
reporting framework,

ij) To implement internal control that ar

that are free from 1

: " - cial
e necessary to enable the prepafaﬂon of financl

isstatement, whether due to fraud or error.




iii) To assess the ability

of
iv) To

v) Identification of those res
Sp
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th? use of the going ¢ © €ntty to continue as
disclose any m g concern basig of (

atters relaf; a going concern and the appropriateness
8 relating to goin

accounting
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16.3 Contents of the statement of tl
he
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1) The object
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atement that alt '
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there is no guarantee thuq%l: a 1ul\sonnblc assurance is a high level of assurance
o ; at an audit ¢ adil ance
all material mis-statement it conducted in accordance with ISAs will dctcc,t

i) A st '
) expsltaa;:?lem that misstatements could arise f i
) Auditorsloet eolf .the concept of ateriality ¢ rom fraud or error and an
v) Description of ﬁfe(;t;llc)lliafism? nal skepticism throughout the audit
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B il e o Whmt: hrlsks of material misstatement of the
> To design and ertl e er_due to fraud or error;
risks: ~ perform audit procedures responsive to those
To o_btam au.dit evidence that is sufficient and appropriate to
provide a basis for the auditor’s opinion.
To ebtam an understanding of internal control relevant to the
audit 1n 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.
To evaluate the appropriateness of accounting policies used.
To evaluate the reasonableness of accounting estimates included

in the financial statements. ‘
To assess the adequacy related disclosures made by

management. : : _
> To conclude on the appropriateness of management’s use of the

going concern basis of accounting. . .
vi) auditor communication with those charged with governance reg,aremg, among
scope and timing of the audit and significant audit

other matters, the planned ng of the av
findings including any significant deficiencies 11 internal control that the
auditor identifies during the audit; :

v v
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1ded users to understand the effect
0

res to enable the intet . '
rmation conveyed in the fingp clal

of disclosu L
v) Adequacy nts on the info

material transactions and eve

statements; bl o, bl Ak aiE -4
v Appl‘Opl’iat’en oss of the terminology used in the financial statements, mcluding

of each financial statement; : the financial stat
vii) The overall presentation, structure and content of the financial statements,

viil) Whether the financial statements, including the {'elated‘ l}otes, represent g,
underlying transactions and events in a manner that achleves' fair presentation
ix) whether the financial statements adequately refer to or describe the applicabe

financial reporting framework

16.5 Types of Audit Reports. :

= Unmodified/ Unqualified.
= Modified which include: Qualified; adverse and disclaimer of opinion.

the g !

- 1. UNMODIFIED /UNQUALIFIED AUDIT OPINION.
This is a favourable opinion expressed by the auditor when the auditor concludes that the

financial statements are prepared, in all material respects, in accordance with the applicable
financial reporting framework. The auditor has no reservations whatsoever about the financial

reporting and is satisfied that:
(a) Proper books of accounts are kept as per the company’s act requirement.

(b) He has received all the information and explanations necessary for the purpose of his

audit. :
(c) Financial statements prepared are in agreement with the underlying books of accounts.

(d) The financial statements portray a true and fair view of the company’s state of affairs.
(e) Adequate returns from the company’s branches not visited have been received.

2. MODIFIED REPORTS ISA 705 ,
Modified reports are issued when the auditor has reservations about the financial statements

meaning that the auditor is unable to issue an unqualified report.

Circumstances When a Modification to the Auditor’s Opinion Is Required

The auditor should modify the opinion in the auditor’s report when:
=> Disagreement: The auditor concludes that, based on the audit evidence obtained, the

financial statements taken as a whole are not free from material misstatement;
= Limitation of scope: The auditor was unable to obtain sufficient appropriate audit
evidence to enable him to conclude on whether the financial statements as a whole are

free from material misstatement.



16.5.1 Basis of Modification
Disagreement: The audjt
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= The entity’s accounting records |

= The accounting records of a sj
governmental authorities.

< The timing of the auditor’s appointment is such th
the counting of the physical inventories. ‘ :

= The auditor determines that performance of substantive procedures alone is not
sufficient, but the entity’s controls are not effective

ave been destroyed by fire,
gnificant component have been detained indefinitely by

at, the auditor is unable to observe

Examples of limitation imposed by the management :

= Management prevents the auditor from observing the counting of the physical
inventory. £

= Management prevents the auditor from requesting externa
account balances. '

= Management denies the audit

1 confirmation of specific

or to access records and documents

statements, the auditor should in
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= b L L
or “Basis

3. Basis for Opinion paragraph ial
When the auditor modifies the opir,llon onlst;}:;éga'tlll]?iea et
addition to the specific elements required by . . 9 «Bagis for Adverse Opinion,
by lSA 700 ('Revised) to “BaSiS fOl' Qua.liﬁed OIJIH!OH,
for Disclaimer of Opinion,” as approp!! alg; e
; matter giving
ion of thzg standard. It shou

f the mi

ation together
a description
cticable a

to the modific

i i include
T}}IS section should include a descript o ld 3135- ?tl s impra
With reference to the relevant financial I%P an

i t o
d a quantification of the financial effec
Satement to that effect.



L16.5.2 Types of Modified Opinions Q
ISA 705 identifies three types of modified opinions which include:

** Qualified opinion
* Adverse opinion
<> Disclaimerofopinion
Table 16.1 Audit qualification matrix

7‘ o LN ) . T —
Nature of Matter Giving Rise to | Matter is material and not | Material and pervasive

the Modification
Pervasive

Limitation of scope- Inability to | Qualified opinion Disclaimer of opinion

obtain sufficient appropriate audit

evidence

Disagreement- Financial | Qualified opinion Adverse opinion
Statements are materially

misstated

Source ISA 705 (2018

G A PERVASIVE MATTER A matter is considered to be pervasive if it is all encompassing,
enveloping and persistent in the auditor’s Jjudgment implying that:
1.The matter is not confined to specific elements, accounts or items of the financial statements;
i1. If confined, the matter represents a substantial proportion of the financial statements;
iii. In relation to disclosures, the disclosures are fundamental to users’ understanding of the financial

statements.

Types of modified reports explained

1 QUALIFIED AUDIT OPINION
A qualified report is an unfavorable report given when the auditor has reservations about the

clients financial reporting. It is issued when the auditor is unable to issue an unqualified report
due to either a disagreement or limitation of scope

A qualified opinion is issued when:

a)‘ There is limitation of scope on a matter that is material but not pervaéive. The auditor in
this case is communicating to the reader that there may have been possible adjustments with
regard to the identified matters but due to limitation of scope, the auditor cannot determine.

b) There is disagreement on a matter that is material but not pervasive. The opinion is
communicating that the practical statements give a true and fair view except for a specified

item which can be adjusted had there been no disagreement.
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16.6 E i
mphasis of The Matter Paragraph

An emphasi
s1s of Matter par:
- paragraph according t :
report that refers to a matter appropri ing to ISA 706, is a paragraph included in the auditor’
Wt i o L ppropriately presented or discl . auditor’s
» In the auditor’s judgment, is of funda i Isglosed it fibgnoidl sipteriante
financial state : ’ 9 mental importance to users’ und :
vy ments. This paragraph is intended to draw th sers’ un erstanding of the
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- y application (vyhere pelmltted) of a new accounting standard that has a pervasive
effect .on the financial statements 1 advance of its effective date. ‘
A A major catastrophe that has had, or continues to have, a significant effect on the

entity’s financial position.

A Material subsequent events that may affect the future of the compary

20.7 Other Matter paragraph ,
This is @ paragraph included in the auditor’s report that refers to a matter other than those
prescnted or disclosed in the financial statements which, in the auditor’s judgment, is relevant

to users’ understanding of the audit, the auditor’s responsibilities of the auditor’s report.

Audit Matters in The Independent Auditor’s Report

20.8 Communicating Key

at, in the auditor’s

C? Key qudit matters according to ISA 701, are those matters th
ment, Were of most significance in the audit of the current period’s financial
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Commu.nicating Key Audit Matters
The auditor should include a s
Mmatters” which should includ

eparate section in the auditor’s report a section headed “key audit
e the following:

1) A description of each key
2) A reference to the related
3) Reference to reasons why

a}ldit matter and how the matter was addressed,

dlsglosure(s), if any, in the financial statements.
for exampls; Boonors gggg?l dele»nl'minc_‘c! th;\t the matter is one o'f’mostsigni'ﬁcance,
€RERSS, foF oramale. L 1d lons.t’\al a_( fected t!w audllo.r ] lellty to obtain audit
ORI accountinclr) i ‘C[l‘llf 1.1mll\e(s for gertam ["“nmncu}l instruments.; New or
St cfl S :epollcles, or example entilty.-spemﬁc or industry-specific matters
el 3 gagement team consulted. within the firm; Changes in the entity’s

5 'Sl‘ o ac)cfl or lfsmess model that had a .materlal effegt on the financial statements

uditor response to the key audit matters which should include a description of
aspects of the auditor’s response or approach that were most relevant to the matter or
specific to the assessed risk of material misstatement; a brief overview of procedures

performe:d; an indication of the outcome of the auditor’s procedures and key
observations with respect to the matter,

The section should also state that:

=> Key audit matters are those matters that, in the auditor’s professional judgment, were of
most significance in the audit of the financial statements of the current period nd

= These matters were addressed in the context of the audit of the financial statements as a
whole, and in forming the auditor’s opinion thereon, and the auditor does not provide a
separate opinion on these matters

The auditor should not communicate a matter in the Key Audit Matters section of the auditor’s
report when the auditor would be required to modify the opinion as a result of the matter.

Illustration Question

You are the audit manager assigned the audit of the financial statements of Himaya Ltd. for the year ended 31
December 2015. You have come across three material items in the course of your audit which need to be
concluded in order to form an audit opinion on the financial statements.

Required:
a) In the context of the above scenario, describe the audit work to be performed on the following matters:

i)  The allowance for doubtful debts for the current financial year is Sh. 15 million which represents
2.5% of the accounts receivable as at 31 December 2015. The allowance for doubtful debts for the
three previous years was 5% of the accounts receivable. The credit controller has advised that the
reduction in allowance was due to the measures undertaken to improve on debt collection and credit
check procedures. ‘ ‘
ii)  The director’s emoluments amounting to Sh. 70 million during the year have not been disclosed in
the financial statements. :
iy Circularization of a debtor owing the company Sh. 68 million had not been done due to what
the financial controller justified as “strained relations with the debtor”. No cash has been received
from the debtor and some documents regarding shipment to the customer are missing.
b)Explain how the three matters outlined ip (a) (i) (ii), and (iii) above would impact on the auditor’s report,
assuming that your best estimate of the appropriate allowance for doubtful debts is Sh. 30 million and that no

adjustments had been made in the financial statements in respect of the matters set out in terms (a) (i), (ii) and

(iii) above.
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Solution

a . . ‘
) Additional work to be performed
‘me

i)Provision for
. bad
Audit procedures and doubtful debts,

1. Dis '
- cu
= SS~W1th the management the past provis:
parisons over ti past provisions made and the ac
Diseuss with.th me, ¢ and the actual results by making
vith the ma |
. nagement their
. o ll tllel ‘OO g > [
Discuss with the m r procedures of de riving the estimate.
the assumptions.

2.
3.

(ludue meu' N .
o ‘- ulc ass

Obtain ']()‘ed § .
aged debtors analysis to identify the overdue debts,

4.
5. Compare th

' e allowance with t

A with the overdue balances to assess its ade

| s A 5§ : ¢ 0 assess its adequacy.
7. ple of debtors and circularize them. '
3.

Prepare a debtor A i

s e ktlols .cor'lt{ol account to verify the accuracy of the debtors balances

¢ 0 late the provision based on the assumption |
. Usean independent estimate for comparison |

10. Consider the industry practice. |

11. Review collection from the debtors after the balance sheet date.

Impact on auditor’s report
According to ISA 540, accounting
reasonableness of the estimate include
should be the provision of compare
provision for 1500.

The matter is material. Hence the matter is due to disagreement on a matter that is material
but not pervasive hence according to this give an “except for” qualification.

for estimates, the auditor should assess the
d in financial statement. According to him 30m
d to 15mprovided by the company, hence an under

b) Directors emoluments — related-party transactions

Audit procedures _ . . .
1) pReview directors contract of service to determine the directors entitlements 1.€- How

much and for what. N _ g
2) Review the minutes of the Board to confirm authorization of the director's emoluments.

3) Review the attendance of the directors 0 the Board meetings t0 confirm they are paid

' tribution. , ] th
g ion ayment 0f the emoluments by inspecting the payment ;ro(;lac}iers, e
4 Ve yr?es of the board and trace to the Bank statement and the ledger.

rting munu : . ‘
5) %1111)5:1( tlo gconﬁrrn that the directors are paid NET of WHT

; i o with regard to
. the articles of association 0 Jetermine the director’s powers o
- '6) Review the @

director’s 1'cmunerat10n.

' ' lationships and
j . .1 requires that all relateq party re :
}T?g‘izta relased P s e msozf4w‘¥1?é; tlrmeeqcompany has not disclosed to the financ1a

i e
transactions must be fully diselo £ the director’s emoluments:
: ; e
statement. tation of t inancial requires disclosure © Sationd) = 1SA 250)
IAS 1 — presen a ; v

pital markets authority (laws and leg

ca
The company’s Act and tl.we -

requires disclosure of t




on-disclosure is a disaar

1sagreement on a matte that is materiz pervasi
) ; : Sag 4 matle that 1s material but not pervasive hence an ‘eye
' qualification will be issued, | | e

udit procedures

2

3.
4.
5

6.
7.
8.

Review a contract agreement to verify terms of contract,

tf;zc};)éls}t{ructf th? 0d.ebtors account to verify the‘ particular debtor using information from
DOOKS of original entry to verity outstanding balance.

ReV}ew correspondences between the debtor and the customer.

Review collections after the balance sheet date.

Employ professional skeptism as the missing shipment documents and the allegation of

the strained relationship could be an indication of mis-appropriation of receipts from

the debtors.

Obtain written management representations regarding the balance.

Review the paying patterns of the debtor in the past.

Review the adequacy of the provision for bad debts in relation to this debt. -

pact
is is limitation of scope on a matter that is material but not pervasive. Had there been no

litation of scope, probably the auditor would have recommended and adjustment to the
ance but of now he can’t due to the existing limitation of scope hence, the possible

ustment/except for “Qualification would be issued.”



