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Introduction

This Guide is designed to explain the main changes that are needed to the audit report when an
auditor considers it necessary to issue a modified opinion on the financial statements due to a
material misstatement in the financial statements. The example chosen to illustrate the
amendments needed to a modified opinion is where there is a material deficiency in the information
relating to related party transactions that is required by the financial reporting framework to be
disclosed.

The example wording in this Guide has been adapted from the examples in the Appendix to ISA
(UK) 705 and updated for UK legal and regulatory requirements.

For the purposes of this Guide, it has been presumed that the company is not required nor has
chosen to prepare group financial statements. While the Guide comments on specific areas
impacted by the qualification for listed entities, Public Interest Entities, and entities applying the UK
Corporate Governance Code, it does not deal with all of the changes that would be required for
those entities.

The Appendix also gives details of the impact of the qualification on subsequent years’ audit
reports.

Pervasive changes to the audit report

There are a limited number of changes to the audit report and these have been set out below.

Addressee of the report

The addressee of the report is unchanged.

Qualified opinion

The opinion section is required to be headed up “Qualified opinion”.

Even though there is a qualified opinion, it is important that the titles of the primary statements
precisely match those used by the entity.

The section still needs to reflect whether the financial reporting framework is either UK GAAP
(including either FRS 101 or 102) or IFRS.

The most important change is the wording of the qualified opinion itself to make clear that except
for the effects of the matter with which the auditor disagrees, the auditor is able to provide an
unmodified opinion on the financial statements.




Qualified 0©Opinion

We have audited the financial statements of [XYZ Limited] (the ‘company’) for the year ended
[date] which comprise [specify the titles of the primary statements] and notes to the financial
statements, including a summary of significant accounting policies. The financial reporting
framework that has been applied in their preparation is applicable law and [United Kingdom
Accounting Standards, including [Financial Reporting Standard 101 Reduced Disclosure
Framework / Financial Reporting Standard 102 The Financial Reporting Standard applicable in
the UK and Republic of Ireland] (United Kingdom Generally Accepted Accounting Practice) /
international accounting standards in conformity with the requirements of the Companies Act
2006/ United Kingdom adopted International Financial Reporting Standards (IFRSs)?].

In our opinion,_except for the effects of the matter described in the Basis for qualified opinion
section, the financial statements:

« give a true and fair view of the state of the company’s affairs as at [date] and of its [profit/loss]
for the year then ended,;

« have been properly prepared in accordance with [United Kingdom Generally Accepted
Accounting Practice / international accounting standards in conformity with the requirements
of the Companies Act 2006/ United Kingdom adopted International Financial Reporting
Standards (IFRSs)? ]; and

« have been prepared in accordance with the requirements of the Companies Act 2006.

Basis for qualified opinion

The heading needs to be revised from “Basis for opinion” to read “Basis for qualified opinion”.

This section needs to explain the specific reasons for the qualified opinion and make clear why the
effect on the financial statements is material. This also provides useful information to users in
understanding why the auditor has qualified the opinion and may further guard against
inappropriate reliance on those financial statements.

If there is a material misstatement of the financial statements that relates to specific amounts in the
financial statements (including quantitative disclosures), the auditor is required to include in the
Basis for qualified opinion section a description and quantification of the financial effects of the
misstatement, unless impracticable. If it is not practicable to quantify the financial effects, the
auditor is required to state this.

If there is a material misstatement of the financial statements that relates to qualitative disclosures,
the auditor is required to include in the Basis for qualified opinion section an explanation of how the
disclosures are misstated.

If there is a material misstatement of the financial statements that relates to the non-disclosure of
information required to be disclosed, the auditor is required to:

a) discuss the non-disclosure with those charged with governance;
b) describe in the Basis for qualified opinion section the nature of the omitted information;
and

c) unless prohibited by law or regulation, include the omitted disclosures, provided it is
practicable to do so and the auditor has obtained sufficient appropriate audit evidence
about the omitted information.

In relation to matters of non-disclosure, as ISA (UK) 705 requires the auditor to disclose the matter
in the auditor’s report, this often encourages the entity to disclose the matter in the financial
statements anyway and therefore means that a qualification may no longer be required.

An example of suggested wording where the directors refuse to amend the financial statements is
included below, but would naturally have to be adapted to the specific circumstances of the entity.

1 For periods commencing before 1 January 2021.
2 For periods commencing on or after 1 January 2021.




The notes to the financial statements do not disclose that one of the company’s directors, John
Smith, controls ABC Limited, from which the company purchased goods and services during the
year of £x. Such disclosure is required by [FRS 102 / international accounting standards in
conformity with the requirements of the Companies Act 2006 / United Kingdom adopted
International Financial Reporting Standards (IFRSs)?].

We conducted our audit in accordance with International Standards on Auditing (UK) (ISAs (UK))
and applicable law. Our responsibilities under those standards are further described in the
Auditor’s responsibilities for the audit of the financial statements section of our report. We are
independent of the company in accordance with the ethical requirements that are relevant to our
audit of the financial statements in the UK, including the FRC’s Ethical Standard, and we have
fulfilled our other ethical responsibilities in accordance with these requirements. We believe that
the audit evidence we have obtained is sufficient and appropriate to provide a basis for our

qualified opinion.

Key audit matters
ISA (UK) 705 makes clear that for entities within the scope of ISA (UK) 701, the auditor is still
required to include a key audit matters section even when issuing a qualified opinion.

The matter giving rise to the qualification is by its nature a key audit matter. However, this is not
described in detail as part of the key audit matters section and the auditor needs to refer in that
section to the Basis for qualified opinion section of the audit report.

Key audit matters

In addition to the matter described in the Basis for qualified opinion section, we have determined
the matters described below to be the key audit matters to be communicated in our report.

Conclusions relating to going concern

No changes are needed, assuming the qualification does not relate to going concern.

If the qualification relates to going concern, this section would be deleted. If the opinion is modified
due to inadequate disclosure of a material uncertainty related to going concern, this section would

be deleted, and where the conclusions relating to going concern are included is not prescribed, but
it would make sense to include it in the Basis for qualified opinion section.

Other information

In circumstances when the auditor’s opinion is qualified, consideration may be given as to whether
the other information is also materially misstated for the same matter as, or a related matter to, the
matter giving rise to the qualified opinion on the financial statements.

The other information comprises the information included in the annual report, other than the
financial statements and our auditor’s report thereon. The directors are responsible for the other
information contained within the annual report.

Our opinion on the financial statements does not cover the other information and, except to the
extent otherwise explicitly stated in our report, we do not express any form of assurance
conclusion thereon.

Our responsibility is to read the other information and, in doing so, consider whether the other
information is materially inconsistent with the financial statements or our knowledge obtained in
the audit or otherwise appears to be materially misstated. If we identify such material
inconsistencies or apparent material misstatements, we are required to determine whether this
gives rise to a material misstatement in the financial statements themselves. If, based on the
work we have performed, we conclude that there is a material misstatement of this other
information, we are required to report that fact.




We-havenething-toreportinthisregard. As described in the Basis for qualified opinion section
of our report, our audit opinion is qualified for non-disclosure of related party transactions.
Information on related party transactions included in the [strategic report / directors’ report] also
omits this information and accordingly we have concluded that the other information is materially
misstated for the same reason.

Opinions on other matters prescribed by the Companies Act 2006

The auditor needs to consider whether the matter leading to the qualification also impacts the
opinion on other matters prescribed by the Companies Act. If, for example, the strategic report is
also materially misstated in respect of the non-disclosure of related party transactions, such as by
disclosing all other related party transactions, then while it may be consistent with the financial
statements, the strategic report may not have been prepared in accordance with the applicable
legal requirements. The auditor may therefore need to qualify this section as well. As this is closely
related to the matter described in the Basis for qualified opinion section, it may be possible to add
a separate sentence in that section rather than create a separate section called “Basis for qualified
opinion on other matters prescribed by the Companies Act”:

The notes to the financial statements do not disclose that one of the company’s directors, John
Smith, controls ABC Limited, from which the company purchased goods and services during the
year of £x. Such disclosure is required by [FRS 102 / international accounting standards in
conformity with the requirements of the Companies Act 2006/ United Kingdom adopted
International Financial Reporting Standards (IFRSs)?]. In addition, information on related party
transactions included in the strategic report also omits this disclosure.

The qualified opinion could then also refer to that section:

Except for the matter described in the Basis for qualified opinion section of our report, itn our
opinion, based on the work undertaken in the course of the audit:

. the information given in the strategic report and the directors' report for the financial year
for which the financial statements are prepared is consistent with the financial statements;
and

. the strategic report and the directors' report have been prepared in accordance with
applicable legal requirements.

Matters on which the auditor is required to report by exception

If the strategic report is materially misstated in respect of the non-disclosure of related party
transactions, the auditor needs to qualify the following reporting relating to material misstatements
in the strategic report.

Except for the matter described in the Basis for qualified opinion section of our report, itn the
light of the knowledge and understanding of the company and its environment obtained in the
course of the audit, we have not identified material misstatements in the strategic report or the
directors’ report.

For this example, it is unlikely that any of the other matters reported by exception would be
impacted, but the auditor always needs to consider if any of them are relevant.

Responsibilities of directors

No changes are needed.

Auditor’s responsibilities for the audit of the financial statements

No changes are needed.




Use of the audit report

No changes are needed to the guidance provided in Technical Release 01/03AAF (Revised), The
Audit Report and Auditors’ Duty of Care to Third Parties.

Signature on the audit report

The same requirements apply as if the audit report were unmodified. Assuming that the report is
for a company, it is required to be signed by the senior statutory auditor, for and on behalf of the

audit firm:
[Signature]
John Smith (Senior Statutory Auditor)
For and on behalf of ABC LLP, Statutory Auditor
[Address]
[Date]




Appendix —impact on the opinion in subsequent years

ISA (UK) 710 states that if the auditor’s report on the prior period as previously issued included a
gualified opinion and the matter which gave rise to the modification is unresolved, the auditor shall
modify the auditor’s opinion on the current period’s financial statements. In the Basis for qualified
opinion section, the auditor shall either:

a) Referto both the current period’s figures and the corresponding figures in the
description of the matter giving rise to the modification when the effects or possible
effects of the matter on the current period’s figures are material.

This will be the case where in the subsequent year the non-disclosure is repeated. An
example of the disclosure in the subsequent year is as follows:

The notes to the financial statements do not disclose that one of the company’s directors, John
Smith, controls ABC Limited, from which the company purchased goods and services during the
year ended [date] 20X1 of £y and year ended [date] 20X0 of £x. Such disclosure is required by
[FRS 102 / international accounting standards in conformity with the requirements of the
Companies Act 2006 / United Kingdom adopted International Financial Reporting Standards
(IFRSs)?.

This opinion will recur for as long as there is non-disclosure in both the current and
prior years.

b)  In other cases, explain that the audit opinion has been modified because of the effects
or possible effects of the unresolved matter on the comparability of the current period’s
figures and the corresponding figures.

This is likely to be the case in in the subsequent year following the non-disclosure
assuming that there is no similar non-disclosure for that year. This is because the prior
year related party disclosure will not be comparable with the current year’s disclosure.
An example of the disclosure in the Basis for qualified opinion section for the
subsequent year is as follows:

The notes to the financial statements do not disclose that one of the company’s directors, John
Smith, controls ABC Limited, from which the company purchased goods and services during the
year ended [date] 20X0 of £x. Such disclosure is required by [FRS 102 / international accounting
standards in conformity with the requirements of the Companies Act 2006 / United Kingdom
adopted International Financial Reporting Standards (IFRSs)?]. Our audit opinion on the financial
statements for the year ended [date] 20X0 was modified accordingly. Our opinion on the current
period’s financial statements is also modified because of the effect of this matter on the
comparability of the current period’s figures and the corresponding figures.

In addition, the qualified opinion section will need to make clear that the qualification
only relates to the corresponding figures:

Qualified opinion

In our opinion, except for the effects on the corresponding figures of the matter described in the
Basis for qualified opinion paragraph, the financial statements:

In the third year, the qualification is unlikely to carry forward as the non-disclosure will
not affect either year.




© ICAEW 2021

All rights reserved.

If you want to reproduce or redistribute any of the material in this publication, you should first get ICAEW’s permission in writing.
ICAEW will not be liable for any reliance you place on the information in this material.

You should seek independent advice.

Chartered accountants are talented, ethical and committed professionals. There are more than 1.8m chartered accountants and
students in the world, and more than 187,800 of them are members and students of ICAEW. All of the top 100 global brands
employ chartered accountants.*

Founded in 1880, ICAEW has a long history of serving the public interest and we continue to work with governments, regulators and
business leaders globally. And, as a world-leading improvement regulator, we supervise and monitor over 12,000 firms, holding
them, and all ICAEW members and students, to the highest standards of professional competency and conduct.

We promote inclusivity, diversity and fairness and we give talented professionals the skills and values they need to build resilient
businesses, economies and societies, while ensuring our planet’s resources are managed sustainably.

ICAEW is the first major professional body to be carbon neutral, demonstrating our commitment to tackle climate change and
supporting UN Sustainable Development Goal 13.

We are proud to be a founding member of Chartered Accountants Worldwide, a network of 750,000 members across 190 countries
which promotes the expertise and skills of chartered accountants around the world.

We believe that chartered accountancy can be a force for positive change. By sharing our insight, expertise and understanding we
can help to create sustainable economies and a better future for all.

* Source: CAW, 2020 — Interbrand, Best Global Brands 2019
Chartered Accountants’ Hall T +44 (0)20 7920 8100

Moorgate Place, London E generalenquiries@icaew.com
icaew.com



