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Introduction
Scope of this| SA

1.

Ihepuppeeeef—tThls Internan onaJ Standard on Audltlng (ISA) deals with the audit ofiste
i Ag- accounting estimates, including those
measured at falr value and related dlsclowr%—ether—than—theee—mvewmg—tal#valee
measurements-and-disclosures. It expands on how the responsibilities of the auditor under
ISA 315, [“Identifying and Assessing the Risks of Materia Misstatement Through
Understanding the Entity and Its Environment”] and | SA 330, [“ The Auditor’s Responsesto
Assessed Risks,”] and other relevant 1SAs, are to be applied in relation to accounting

estimates. It also includes standards—requirements and guidance on the auditor’s
determination of misstatements relating to individual accounting estimates, and on the
auditor’ sconsderatlon of |nd|catorsof possublemanagement blas l%A%%iAudmﬁng

This ISA deals with all accounting estimates, including fair value measurements, and

disclosuresthat invol ve estimation uncertainty. All accounting estimatesinvolve somedegree
of estimation uncertainty; however, thisisnot the casefor all fair value measurements. This
| SA therefore excludesfrom its scope audit considerationsrel ating to those assets, liabilities
or components of equity measured at fair value wherethereis an active and open market that
provides readily available and reliable information on the prices at which actual exchanges
occur and, consequently, do not involve estimation uncertainty. (Ref: Para. A1-A11)

Effective Date

3107. ThislSA iseffectivefor audits of financial statementsfor periods beginning on or after [date].

Objective

42.

The aobjective of the auditor is to shedtd-obtain sufficient appropriate audit evidence about
whether the accounting estimates, including those measured at fair value, and related

discl osures in the flnanc:lal statements are reasonable teevfaleateJeheFeesenabLeimef

Definitions

53.

For purposes of the ISAs, tFhe following terms have the meanings attributed below:

(& “Accounting estimate” —An approximation of amonetary amount in the absence of a
precise means of measurement. Thisterm isused for an amount measured at fair value
whether there is estimation uncertainty, as well as for other amounts that require
estimation.

Page !Syntax Error, ! of 38



IAASB CAG REFERENCE PAPER

IAASB CAG Agenda (September 2006)

Agendaltem D.3

Accounting Estimates—Proposed Combined | SA 540-545 — September 2006 | AASB
Agenda ltem 3-C

(b)

(©)

(d)

()

(f)

“Auditor’s point estimate” or “auditor’s range” — The amount, or range of amounts,
respectively, derived from audit evidence (whether obtai ned by the auditor or provided
by a third-party expert engaged by the auditor) for use in evaluating management’s
point estimate.

“Estimation uncertainty” — The susceptibility of a financial statement item to an
inherent lack of precision in its measurement;-eften-becadse-the-outcome-of future
Coosiodenel cnte

“Management bias” — A lack of neutrality by management in the preparation and
presentation of information.

“Management’s point estimate” — The amount sel ected by management for recognition
or disclosure in the financial statements as an accounting estimate.

“ S|gn|f| cant aswmptlon(s)” —Anassumption(s) usedin mak| ngan accountl ng estimate

Where a reasonable varlatlon in the assumptlon(s) Would materlally affect the
measurement of the accounting estimate.

Requirements

Risk Assessment Procedures and Related Activities

611. Toidentify the accounting estimates for which there isarisk of material misstatement, the
auditor shallsheuld obtain an understanding of the following: (Ref: Para. A12)

@

(b)

(©)

Obtain-an-understanding-of-tThe requirements of the entity’s applicable financia

reporting framework relevant to accounting estimates and the measurement and
disclosure of financial statement items at fair value; (Ref: Para. A13-A15)

Obtain-anunderstanding-ef-hHow management identifiesthose transactions, events and
conditions that may give rise to the need for accounting estimates in the financial

statements. In obtaining this understanding, the auditor shall make inquiries of
management about changesin circumstances that may give riseto new, or the need to
revise existing, accounting estimates; (Ref: Para. A16-A21)

Obtain-an-uhderstanding-ef-hHow management makes the accounting estimates (i.e.,

management’s process for making the accounting estimates), and an understanding of

the data on which they are based—{i-e—management’s—process—for—making—the
aeecounting-estimates), including: (Ref: Para. A22-A23)

() Relevantinternal controls; (Ref: Para A24-A25)

(i)  Whether management has used an expert, from either within or outside the entity;
(Ref: Para. A26-A27)

(iii) The assumptions underlying the accounting estimates; (Ref: Para. A28-A29)
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{el).

833.

(iv) Whether, and if so why, there has been a change from the prior period in the
methods for making the accounting estimates; and (Ref: Para. A30)

(v)  Whether, and if so how, management has assessed the effect of estimation
uncertainty. (Ref: Para. A31)

Theauditor shall rReview the outcome, or re-estimation, of the accounting estimatesmadein

the prior period financial statements. (Ref: Para. A32-A36)
Assessment of the Risks of Material Misstatement

In assessing the risks of material misstatement, the auditor shall:

@ Evaluate considers-the degree of estimation uncertainty associated with an
accounting estimate, and the susceptibility of the accounting estimate to bias; and-
(Ref: Para. A37-A38)

!b! - -\ll.- aaks) ala Asiiala'ga’a O ala’ SK—ASSESS =.

sheudtd-dDetermine which accounting estimates, whether recognized or disclosed in
the financial statements, have high estimation uncertainty and may, therefore, give
rise to significant risks. (Ref: Para. A39-A43)

Responsesto the Assessed Risks of Material Misstatement

942. Based on the assessed risks of materia misstatement, the auditor shall sheuld-determine, to
the extent not already done: (Ref: Para. A44)

1046.

(@

(b)

Whether management has appropriately applied the requirements of the applicable
financial reporting framework relevant to the accounting estimate; and (Ref: Para. A45-
A4T)

Whether the methods for making the accounting estimates have been applied
consistently, and the basis for changes, if any, in accounting estimates from the prior
period. (Ref: Para. A48-A50)

In response to the assessed risks of material misstatement of an accounting estimate, the
auditor shall shedld-undertake one or more of the following: (Ref: Para. A51-A52)

(@

(b)

()

Determine whether events occurring up to the date of the auditor’s report confirm or
contradict the accounting estimate. (Ref: Para. A53-A59)

Test how management made the accounting estimate and the dataon whichitisbased,
and evaluate whether the assumptions used by management, individually and
collectively, are reasonable. (Ref: Para. A60-A73)

Test the operating effectiveness of the controls over how management made the
accounting estimate, together with appropriate substantive procedures. (Ref: Para. A74-
AT6)
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(d) Develop, or use an expert to develop, a point estimate or a range to evauate
management’s point estimate. WWhen developing arange, the auditor shall narrow the
range, based on audit evidence available, until all outcomes within the range are
considered reasonable. (Ref: Para. A77-A88)

47.The auditor’s decision as to which of the above to undertake, individualy or in

combination, to+respend-totherisksof-material-misstaterentisamatter of judgment, taking

account of the circumstances of the engagement.
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Further Substantive Proceduresto Respond to Significant Risks

Estimation Uncertainty

1176.

1282.

For accounting estimates that give rise to significant risks, in addition to other substantive
procedures performed to meet the requirements of 1SA 330, the auditor shall sheuld-evaluate:
(Ref: Para. A89)

(& How management has considered alternative assumptions or outcomes, and why they
have rejected them, or otherwise has addressed the effects of estimation uncertainty on
the accounting estimates; and (Ref: Para. A90-A93)

(b) To the extent not already done, whether the significant assumptions madeused by
management are reasonabl e, including, where relevant, management’s intent to carry
out specific courses of action and its ability to do so. (Ref: Para. A94-A95)

Where, in the auditor’s judgment, management has not adequately addressed the effects of
estimation uncertainty on the accounting estimates that give rise to significant risks, the
auditor shall shedtd-consider whether it is necessary to develop a range with which to
eval uate the reasonabl eness of the accounting estimate, to the extent not already done. (Ref:
Para. A96)

Recognition of the Accounting Estimates in the Financial Statements

1386.

For accounting estimates that give rise to significant risks, the auditor shall sheudtd-obtain
sufficient appropriate audit evidence about whether management’s decision to:

(a) __recognize, or to not recognize, the accounting estimate in the financial statements; or
(Ref: Para. A97-A98)

(b) measure, or to not measure, the accounting estimate at fair value, (Ref: Para. A99)
isin accordance with the recogrition-eriteriaet-the-applicabl e financial reporting framework.

Disclosures of Estimation Uncertainty

1480.

For accounting estimatesthat giveriseto significant risks, the auditor shall sheuld-determine
whether the applicable financia reporting framework requires disclosure of estimation
uncertainty and, if so, the auditor shall sheuld-eval uate the adequacy of such disclosure. (Ref:
Para. A100-A102)

Evaluating the Reasonableness of the Accounting Estimates and Related Disclosures, and
Deter mining Misstatements

1593.

The auditor shall shedtd-evaluate, based on the audit evidence, whether the accounting
estimates and related disclosures in the financial statements are either reasonable in the
context of the entity’s applicable financial reporting framework, or are misstated. (Ref: Para.
A103-A107)
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Indicator s of Possible M anagement Bias

1698. Theauditor shall shedtd-determinewhether there areindicators of possible management bias
in the making of accounting estimates for the purposes of the auditor’'s consideration of
whether the auditor’s risk assessment and related responses remain appropriate, and the
auditor’s evaluation of whether the financial statements as a whole are free from material
misstatement. (Ref: Para. A108-A109)

M anagement Representations
17201, The auditor shall sheudld-obtain written representations from management regarding the
reasonableness of significant assumptions used by it in making accounting estimates. (Ref:
Para. A110-A111)
Documentation
18104. The auditor shall shedld-document:

(& The basis for the auditor’s conclusions about the reasonableness of accounting
estimates that give rise to significant risks, and (Ref: Para. A112)

(b) Indicators of possible management bias. (Ref: Para. A113)

**k*

Application and Other Explanatory Material

Nature of Accounting Estimates, Including Those M easured or Disclosed at Fair Value
(Ref: Para. 2)

Al4. Because of the uncertaintiesinherent in business activities, some financial statement items
cannot be measured precisely, but can only be estimated. Further, the specific characteristics
of an asset, liability or component of equity, or the method of measurement prescribed by the
financial reporting framework for measurement may qwe rise to the need to edti mate a
financial statement item. A Mal »

a;ents&ha@areﬂneeﬁammheﬁmeeﬁheﬂwmlen{stl matl oni nvoI ves j udgments based
on information available at the time of preparation of thefinancial statements. -For purposes
of this ISA, al financial statement items that require estimation, and therefore involve

estimation uncertainty, are considered to be accounti ng estimates, irrespective of the basis of
measurement.

A2.  For many accounting estimates, management is required to develop assumptions about the
outcome of future conditions, transactions or events that are uncertain at the time of
estimation. However, although thisis also true for some estimates measured or disclosed at
fair value, estimation of fair value is different in that the concept of fair value ordinarily
assumes ahypothetical current transaction, rather than settlement at some past or future date,
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between knowledgeable, willing parties in an arm’s length transaction.* Accordingly, the
process of measuring fair valueisthe search for the estimated price at which that transaction
would occur. Although this may affect the method in which management makes the
accounting estimate and the nature of the assumptions to be used, and the auditor’s
considerations thereof, it does not change the objective of the auditor when auditing such
estimates.

A3. Not al financia statement items requiring measurement at fair value, however, involve
estimation uncertainty. For example, for somefinancial statement itemsthereisan active and
open market that provides readily available and reliable information on the prices at which
actual exchanges occur (in which case the existence of published price quotations ordinarily
provides sufficient appropriate audit evidence). The measurement of such items does not
involve the making of an accounting estimate and is therefore outside the scope of thisISA.

A45. Examples of situations where aAccounting estimates may be required,_and that do not
ordinarily require measurement at fair value, includefer-example-of:

. Allowance for doubtful accounts-eravestment-tmpairment
. Inventory obsolescence
. Warranty obligations
. Depreciation method or asset useful life
[ )
. Outcome of long term contracts
. Insurance-claimreserves
. Costs arising from litigation settlements and judgments
A5. Examples of situations where accounting estimates may be regquired that may involve

measurement at fair value include:

o Complex financial instruments which are not traded in an active and open market.

o Property or equipment held for disposal.

o Certain assets or liabilities acquired in a business combination.

o Transactionsinvolving the exchange of assetsor liabilities between independent parties
without monetary consideration, for example, a non-monetary exchange of plant
facilities in different lines of business.

1

Different definitions of fair value may exist among financial reporting frameworks. The Appendix to this |SA

discusses fair value measurements and disclosures under different financial reporting frameworks.
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A6.  Some accounting estimates, irrespective of whether they require measurement at fair value,
involve relatively low estimation uncertainty and may give rise to lower risks of material
misstatements, for exampl e:; srany-accounting estimates that rel ate to routine transactions; or
accounting estimates measured at fair value that involve discounting of contractual cash
flows. Thismay bethe casefor accounting estimates arising in smaller entities that engage
in business activities that are not complex.

A7.  For someaccounting estimates, however, there may berelatively high estimation uncertainty,

partl cularly Where they are ba%d on S|gn|f|cant assumpt| ons about future conditions,

\ a » ton, for example: accounting

eStI mates relatl ng to the outcome of Ilthatlon or derlvatlve flnanC|aI instruments not

publicly traded or exchanged. In some ether-cases, the sensitivity of an accounting estimate
to changes in assumptions may be so great that a reliable estimate cannot be made.

A87. Some financial reporting frameworks prescribe specific methods of measurement and the
disclosures that are required to be made in the financial statements, while other financial
reporting frameworks are less specific.

A98. In addition, financia reporting frameworks often call for neutrality, that is, freedom from
bias. Accounting estimates are imprecise, however, and are influenced by management
judgment. Such judgment may involve unintentional or intentional management bias as a
result of motivation to achieve adesired result. The susceptibility of an accounting estimate
to management bias increases with the degree of subjectivity of the decisionsinvolved in
making the accounting estimate. Unintentional management bias and the potentia for
intentional management bias are inherent in subjective decisions that are often required in
making an accounting estimate. For continuing audits, indicators of possible management
bias identified during the audit of the preceding periods influence the planning and risk
identification and assessment activities of the auditor in the current period.

A109. Management bias can be difficult to detect at an account level. It may only be identified
when considered in the aggregate of groups of estimates or all estimates, or when observed
over anumber of accounting periods. Although someform of management biasisinherentin
subjective decisions, in making such judgmentsthere may be no intention by management to
mislead the users of financial statements. Where, however, there is intention to mislead,
management bias is fraudulent in nature. ISA 240, [“The Auditor’s Responsibilitiesy
Relating to Censider-Fraud in an Audit of Financial Statements’] establishes requirements
standardsand provides guidance on the auditor’s[responsibilitiesy rel ating] to eensider-fraud
in an audit of financial statements.

Considerations Specific to Public Sector Entities

A1l. Public sector entities may have significant holdings of specialized assets for which thereis
no active or open market that can provide readily available and reliable information for
purposes of measurement at fair value. Further, many assets held by public sector entitiesdoe
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not generate cash flows. For these reasons, measurement at fair value ordinarily requires
estimation and is complex.

Risk Assessment Procedures and Related Activities (Ref: Para. 6)

N A\ “

Al12. Theabeverisk assessment proceduresand related activitiesrequired by this| SA alse-assist
the auditor in devel oping an expectation of the nature and type of accounting estimates that
an entity may have. The expectation isused for purposes of identifying and assessing risks,
and planning the nature, timing and extent of further audit procedures.

Obtaining an Understanding of the Requirements of the Financial Reporting Framework
(Ref: Para. 6(a))

A13. Obtaining an understanding of the requirements of the entity’s applicablefinancial reporting
framework assists the auditor in determining whether it, for example:

. -pPrescribes certain conditionsfor the recognition?, or methods for the measurement, of
accounting estimates.

. Specifies certain conditions that permit or require measurement at a fair value, for
example, by referring to management’ sintentionsto carry out certain courses of action
with respect to an asset or liability ascriteriafor determining whether to usefair value
accounting or how it is applied.

. —or-sSpecifies required or permitted disclosures.

It also provides the auditor with a basis for discussion with management about how it has
applied those requirements relevant to the accounting estimate.

Al4. In some cases, management may be able to make a point estimate directly. In other cases,
management may be ableto make areliable point estimate only after considering alternative
assumptions or outcomes from which it is able to determine a point estimate. Financial
reporting frameworks may, or may not, provide guidance for management on determining
point estimates where frem—alternatives eudteomesexist. Some financia reporting

Most financial reporting frameworks requireincorporation in the balance sheet or income statement of itemsthat
satisfy their criteriafor recognition. Disclosure of accounting policies or adding notesto thefinancia statements
does not rectify afailure to recognize such items, including accounting estimates.
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frameworks, for example, require that the point estimate be selected from the alternative
euteemesthat terefl ects management Sj udgment of themost likely outcomeeﬁtheuneeﬁam

Financial reporting frameworks may require the disclosure of information concerning the
significant assumptions to which the estimate is particularly sensitive. Furthermore, where
thereisahigh degree of estimation uncertainty, some financial reporting frameworks do not
permit an accounting estimate to be recognized in the financial statements, but certain
disclosures may be required in the notes to the financial statements.

Obtaining an Understanding of How Management Identifies the Need for Accounting Estimates
(Ref: Para. 6(b))

Al6.

In preparing the financial statements, management has the responsibility to determine
whether a transaction, event or condition gives rise to the need to make an accounting
estimate, and that all necessary accounting estimates have been recognized, measured and
disclosed in theflnanC|aI statements in accordance with the apphcablefmanual reporting
framework. ‘ t A ;

Management’sidentification of transactions, eventsand conditionsthat giveriseto theneed
for accounting estimatesis likely to be based on:

. -Hts knowledge of the entity’s business and the industry in which it operates.;
. lts knowledge of the implementation of strategiesin the current period.-and;

. Wwhere applicable, its cumulative experience of preparing the entity’s financia
statements in prior periods.

In such cases, the auditor may obtain an understanding of how management identifies the
need for accounting estimates solely through inquiry of management. In other cases, where
management’s process may be more structured, the auditor may perform risk assessment
procedures directed at the methods and practices followed by management for periodically
reviewing the circumstancesthat give rise to the accounting estimates and re-estimating the
accounting estimates as necessary.

The completeness of accounting estimates is often a primary consideration of the auditor,
particularly estimatesrelating to liabilities. The auditor’sunderstanding of the entity and its
environment obtained during the performance of risk assessment procedures, together with
other audit evidence obtained during the course of the audit, assist the auditor in identifying

Different financial reporting frameworks may use different terminology to describe point estimatesdeterminedin
this way.
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circumstances, or changesin circumstances, that may giveriseto the need for an accounting
estimate.

A19. TFheauditortlnquiriesof management about changesin circumstances may include, sueh-as;
for example, inquiries about whether:

The entity has engaged in new types of transactions that may give rise to accounting
estimates.

Terms of transactions that gave rise to accounting estimates have changed.
The requirements of the applicable financial reporting framework have changed.

Regulatory or other changes outside the control of management have occurred that may
require management to revise, or make new, accounting estimates.

New conditions or events have occurred that may give rise to the need for new or
revised accounting estimates.

A2019.During the audit, the auditor may identify transactions, eventsand conditionsthat giveriseto
the need for accounti ng estl mates that management falled to |dent|fy I s0, the auditor

pree%ksapppepnateier—theeweumstanees—l SA 315 prow d% gwdance when the auditor

identifies a material weakness in the entity’s risk assessment processes.
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Considerations Specific to Smaller Entities

A21. Forsmaller entities, obtaining thisunderstanding is often straightforward because the range
of business activities of those entitiesis often morelimited than that of alarger entity and the
transactions are often less complex. Further, often a single person, for example the owner-
manager, determines the need to make an accounting estimate and the auditor may focus
inquiries accordingly.

Obtaining an Understanding of How Management Makes the Accounting Estimates
(Ref: Para. 6(c))

A2220.Management is responsible for making accounting estimates and establishing financial
reporting processes for measuring them, including adequate internal controls. Such
processes include the following:

Selecting appropriate accounting policies and prescribing estimation processes,
including appropriate estimation or valuation methods.

Developing or identifying rel evant assumptionsabeutfuture conditions transactionsor
events that affect accounting estimates.

Periodically reviewing the circumstancesthat giveriseto the accounting estimatesand
re-estimating the accounting estimates as necessary.

A2321.Matters that the auditor may consider i+n obtaining an understanding of how management

makes the accounting estimatesinclude, for exampl ethe-auditor-erdinarHy-considersmatters
Sooneg

The types of accounts or transactions to which the accounting estimates relate (for
example, whether the estimates arise from the recording of routine and recurring
transactions or whether they arise from non-recurring or unusual transactions).

Whether, and if so how, management has used recogni zed measurement techniquesfor
making particular accounting estimates.

Whether the accounting estimates were made based on dataavailable at an interim date

and if so, how management has taken into account the effect of events, transactionsand
changes in circumstances occurring between that date and the period end.

Relevant Internal Controls (Ref: Para. 6(c)(i))

A2422 Matters that the auditor may consider i+h obtaining an understanding of relevant internal

controlsinclude, for examplethe-auditer-ordinarHy-considers-matterssueh-as:

The experience and competence of those who make the accounting estimates.

How management determines the compl eteness, relevance and accuracy of the data
used to develop accounting estimates.
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. The controls over the review and approval of accounting estimates by appropriate
levels of management and, where appropriate, those charged with governance.

o The controls over data and the segregation of duties between those committing the
entity to the underlying transactions and those responsible for making the accounting

estimates.

A25. Other controls may be relevant to making the accounting estimates. For example, in some
cases the entity may use a specific model for making an accounting estimate and put into
place specific processes around use of that model, thereby making certain control activities
over that process particularly relevant.

Use of Experts (Ref: Para. 6(c)(ii))

A2623.Management may have, or the entity may employ individuals with, the experience and
competence necessary to make the required point estimates. In some cases, however,
management may need to engage an expert to make, or assist in making, them. This need
may arise because of, for example:

e T-thecomplexity of matter requiring estimation, for exampl e the measurement of mineral

or hydrocarbon reserves in extractive industries.

e The complexity of the relevant requirements of the applicable financial reporting
framework, as may be the case in certain measurements at fair value.

e ;orbecauseof-tThe unusua or infrequent nature of the condition, transaction or event

requiring an accounting estimate.
Considerations specific to smaller entities

A2724.1n smaller entities, the circumstances that give rise to the need for an accounting estimate
often are such that the owner-manager is capable of making the required point estimate. In
some cases, however, an expert is needed to make, or assist in making, it, and the owner-
manager may not have the experience or competence necessary to identify this need.
Discussion with the owner-manager early in the audit process about the nature of the
accounting estimates and the adequacy of the process to make them may assist the owner-
manager in determining the need to use an expert.

Assumptions (Ref: Para. 6(c)(iii))

A2825.Assumptions areintegral components of accounting estimates. M attersthat the auditor may
consider itn obtaining an understanding of the assumptions underlying the accounting
estimates include, for exampl ethe-additor-considersmatters-such-as;
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The nature of the assumptions, including which of the assumptions are likely to be
significant assumptions, and how management assesses whether the assumptions are
complete (i.e., that relevant variables have been taken into account).

How management determinesthat the assumptions used are relevant, reliable, neutral,
understandable and complete, and where applicable, internally consistent.

Whether the assumptions relate to matters within the control of management (for
example, assumptions about the maintenance programs that may affect the estimation
of an asset’s useful life), and how they conform to the entity’s business plans and the
external environment, or to matters that are outside its control (for example,
assumptions about interest rates, mortality rates, er-potential judicial or regulatory
actions, or the variability and the timing of future cash flows).

The nature and extent of documentation, if any, supporting the assumptions.

A29. With respect to accounting estimates involving fair value measurement, the nature of the

assumptions used by management may differ from those used in other accounting estimates.

The difference relates to the need for management to use assumptions that reflect, or are

consistent with, those assumptions which knowledgeable, willing arm’s length parties

(sometimes referred to as “market participants’) would use in determining the fair value

when exchanging an asset or settling aliability. Specific assumptionswill also vary with the

characteristics of the asset or liability being valued and the valuation method used (for

example, replacement cost, market or an income-based approach).

Changes in Methods for Making Accounting Estimates (Ref: Para. 6(c)(iv))

A3026.0nce management has selected a specific estimation method, it is important that
management consider changes in the environment or circumstances affecting the entity or
changesin the entity’ sapplicablefinancia reporting framework. If management has changed
the method for making an accounting estimate, it is important that management can
demonstrate that the new method provides amore appropriate basis of measurement, or that
the change is supported by a change in the applicable financial reporting framework, or a
change in circumstances.

Estimation Uncertainty (Ref: Para. 6(c)(V))

A3127. Matters that the auditor may consider i+n obtaining an understanding of whether, and if so

how

, management has assessed the effect of estimation uncertainty include, for examplethe

additor-considersmatters-such-as:

Whether, and if so how, management has considered aternative assumptions or
outcomes by, for example, performing a sensitivity analysisto determine the effect of
changes in the assumptions on an accounting estimate.
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. How management determines the accounting estimate when analysis indicates a
number of outcome scenarios.

. Whether management monitors the outcome of accounting estimates madein the prior
period, and whether management has appropriately responded to the outcome of that
monitoring procedure.

Reviewing the Outcome or Re-Estimation of Prior Period Accounting Estimates (Ref: Para. 7)

A3228.The outcome of the-condition;-transaction-or-eventthat-gaverise-te-an accounting estimate

will often differ from the accounting estimate recognized in the prior period financial
statements. By performing risk assessment proceduresto identify and understand the reasons
for such differences, the auditor may obtain:

. Information regarding the effectiveness of management’s prior period estimation
process, from which the auditor can judge the likely effectiveness of management’s
current process.

. Audit evidence that is pertinent to the re-estimation, in the current period, of prior
period accounting estimates.

. Audit evidence of matters, such as estimation uncertainty, that may be required to be
disclosed in the financial statements.

A3329.Thereview of the outcome or re-estimation of prior period accounting estimates may assist

A34.

the auditor in identifying circumstances or conditions that increase the susceptibility of an
accounting estimate to, or indicate the presence of, possible management bias. Theauditor’s
attitude of professional skepticism assists is—an—mpertant—faetor—in identifying such
circumstances or conditions and in determining the nature, timing and extent of further audit
procedures. This review also assists the auditor in understanding whether there has been a
change in, or re-estimation of, an accounting estimate from the prior period, and
management’s basis thereof. However, the review is not intended to call into question the
judgments made in the prior year that were based on information available at the time.

For accounting estimates involving measurement at fair value, more variation is likely to

exist between the fair value amount recognized in the prior period financia statements and
the actual outcome or the re-estimated amount in the current period financial statements.
Thisisbecause the estimation of fair value assumes perceptions by market parti ci pants about
value at apoint in time, which may change significantly and rapidly as the environment in
which the entity operates changes.

A3530.A retrospective review isalso required by I SA 240. That review is conducted as part of the

requirement for the auditor to design and perform proceduresto review accounting estimates
for bias that could result in material misstatements due to fraud, in response to the risks of
management override of controls. However, asapractical matter, the auditor’sreview of the
outcome, or re-estimation, of accounting estimates made in the prior period financial
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statements as arisk assessment procedure in accordance with thisISA may be carried out in
conjunction with the review required by ISA 240.

A36321.A difference between the outcome of an accounting estimate and the amount recognized in
the prior period financial statements does not necessarily represent a misstatement of the
prior period financial statements. However, it may do soif, for example, thedifference arises
from information that was available to management when the prior period’s financial
statements were finalized, or that could reasonably be expected to have been obtained and
taken into account in preparing and presenting those financial statements. Many financial
reporting frameworks contain guidance on distinguishing between changes in accounting
estimatesthat constitute misstatements and changesthat do not, and the accounting treatment
required to be followed.

Assessment of the Risks of Material Misstatement

uneertamty—and—saseepﬂ-b#ﬁ*te@esﬁhe deqree of estl matl on uncertaJ nty associ ated W|th

an accountl nq esti mate and |ts susceptl bility to bias, mav be influenced bv Ffactors such

tmve Theextent to which the accuracy of an accounting estimate depends on judgment-abeut
I : " ftions. : .
. The degree of sensitivity of the accounting estimate to changes in assumptions.

. The existence of recognized measurement techniquesthat may mitigate the estimation
uncertainty.

. Thelength of the forecast period, and the relevance of data drawn from past eventsto
predict future events.

o The existence of objective data.

A3834.Matters that the auditor considers in assessing the risks of material misstatement may also
include:

. The actual or expected magnitude of an estimate.;

. The recorded amount of the estimate in relation to the amount expected by the auditor
to be recorded.—and

. The outcome of the review of prior period estimates.
High Estimation Uncertainty and Significant Risks (Ref: Para. 8(b))
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A3936.Examples of estimates that may have high estimation uncertainty include the following:

. Accounting estimates that are highly dependent upon management’s judgment of the
outcome of uncertain future conditions, transactions or events, for exampl e, judgments
about the outcome of pending litigation or the amount and timing of future cash flows.

. Accounting estimates that are not calculated using recognized measurement
techniques.

. Accounting estimates where the results of the auditor’s review of the outcome, or re-
estimation, of accounting estimates made in the prior period financial statements
indicate a substantial difference between the original estimate and the outcome.

A4037.1n determining which accounting estimates have high estimation uncertainty, the auditor
disregardsthe-materiality of the amount currently recognized or disclosed in the financial
statements s disregarded —Fhists-because even a seemingly immaterial estimate may have
the potential to result in amaterial misstatement because-efdue to the estimation uncertainty
associated with the estimation; that is, the materiality of the amount recognized or disclosed
in the financial statements for an accounting estimate may not be an indicator of its
estimation uncertainty.

A4138.1n some circumstances, the estimation uncertainty is so high that a reasonable estimate
cannot be made. The applicable financial reporting framework may, therefore, preclude
recognition of theitem in the financial statements, or its measurement at fair value. In such
cases, the significant risks relate not only to whether an accounting estimate should be
recognized, or whether it should be measured at fair value, but also to the adequacy of the
disclosures. With respect to such accounting estimates, the financial reporting framework
may require disclosure of the accounting estimates and the high estimation uncertainty
associated with them (see paragraphs A100-A102).

A4239.Wherethe auditor determinesthat an accounting estimate givesriseto asignificant risk, ISA
315 requires, to the extent the-auditer-hasnot already done-ss, the auditor to evaluate the
design of the entity’srelated controls, including relevant control activities, and to determine
whether they have been implemented.

A4340.1n some cases, the estimation uncertainty of an accounting estimate may cast significant
doubt about the entity's ability to continue as a going concern. |SA 570, “Going Concern”
establishes requirements standards-and provides guidance in such circumstances.

ResponsestotheAsseesed Risks of Materlal Misstatement (Ref: Para. 9)

A44411SA 330 ) requiresthe auditor to
design and perform aud|t procedures whose nature, timing, and extent are responsive to the
assessed risks of material misstatement in relation to accounting estimates at both the
financial statement and assertion levels. Thefollowing is+SA-focuses on specific responses
at the assertion level only.
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Application of the Requirements of the Applicable Financial Reporting Framework (Ref: Para. 9(a))

A4543.Many financia reporting frameworks prescribe certain conditions for the recognition of
accounting estimates and specify the methods for their measurement and required
disclosures. Such requirements may be complex and require the application of judgment.
Based on the understanding obtained in performing risk assessment procedures, the
requirements of the applicable financial reporting framework that may be susceptible to
misapplication or differing interpretations become the focus of the auditor’s attention.

A46. Determining whether management has appropriately applied the requirements of the
applicablefinancial reporting framework may depend, in part, on the auditor’sunderstanding
of the entity and its environment. For example, the measurement of the fair value of some
items, such as intangible assets acquired in a business combination, may involve special
considerations that are affected by the nature of the entity and its operations.

A47. |nsome situations, additional audit procedures, such as the inspection by the auditor of the
current physical condition of an asset, may be necessary to determine whether management
has properly applied the reguirements of the applicable financial reporting framework.

A48. Theapplication of the requirements of the applicablefinancial reporting framework requires
management to consider changesin the environment or circumstances that affect the entity.
For example, the introduction of an active market for a particular class of asset or liability
may indicate that the use of discounted cash flowsto estimate thefair value of such asset or
liability is no longer appropriate.

Consistency in Methods and Basis for Changes (Ref: Para. 9(b))

A4944. The auditor consideration of s-whether and why management has changed an accounting
estimate or the method for making the accounting estimate from the prior period isimportant
because a —Where-the-change that is not based on a change in circumstances or new
information;thechangeisconsidered arbitrary. Arbitrary changesin an accounting estimate
result in inconsistent financial statements over time.

A5045. Management often is able to demonstrate good reason for a change in an accounting
estimate or the method for making an accounting estimate from one period to another based
on achangein circumstances. What constitutes a good reason, and the adequacy of support
for management’s contention that there has been a change in circumstances that warrants a
change in an accounting estimate or the method for making an accounting estimate, is a
matter of judgment.

Responses to the Assessed Risks of Material Misstatements (Ref: Para. 10)

A5147.The auditor’s decision asto which ef-the abeveto-undertakeresponse identified in paragraph
10 to undertake, individually or in combination, to respond to the risks of materia

mi sstatement is a+natter-of-judgment—Fhis-deeisiontsinfluenced by such matters as:
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. The nature of the estimate including whether it arises from routine or non routine
transactions.

. Whether the procedure(s) is expected to effectively provide the auditor with sufficient
appropriate audit evidence.

. The assessed risk of material misstatement, including whether the assessed risk is a
significant risk.
A52. Additional guidance explaining the circumstances in which each of the responses may be
appropriate is provided below.

Events Occurring Up to the Date of the Auditor’s Report (Ref: Para. 10(a))

A5348.Determining whether events occurring up to the date of the auditor’s report confirm or
contradict the accounting estimate may be an appropriate response when such events are
expected to:

. occur; and

. provide audit evidence regarding the accounting estimate such asto remove the need to
perform additional procedures on the estimate.

A54. For example, sale of inventory of a superseded product shortly after the period end may
provide audit evidence relating to the estimate of the net realizable value of that inventory.
There may be no need —r-orderfor-such-eventsto-remove the-need-to perform additional
audit procedures on the estimate, provided that the-auditer-ebtains-sufficient appropriate
evidence about the events is obtained.

A55. Similarly, asaleof investment property after the period end may provide evidencerelating to
itsfair value measurement. However, fair value information after the period-end may reflect
events occurring after the period-end and not the circumstances existing at the bal ance sheet
date.

A5650.When-eEvents that contradict the accounting estimate, however, -the-additer-considers
whether-this-may be indicative of management having ineffective processes for making
accounting estimates.

A5751.For some accounting estimates, it may be unlikely that events occurring up to the date of the
auditor’sreport will confirm, or contradict, the accounting estimate, as conditions or events
relating to some accounting estimates often develop only over an extended period. In such
cases, the auditor may need, instead, to perform one or more of the other procedures
identified in paragraph 1048.

A5852.A decision by the auditor not to determine whether events occurring up to the date of the
auditor’s report confirm or contradict the accounting estimate does not relieve the auditor
from complying with 1SA 560, “ Subsequent Events.” 1SA 560 requires the auditor to design
procedures to obtain audit evidence that all events up to the date of the auditor’sreport that
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may require adjustment of, or disclosure in, the financial statements have been identified.
Because the measurement of accounting estimates usually depends on the outcome of future
conditions, transactions or events, the auditor’swork under | SA 560 is particularly relevant.

Considerations specific to smaller entities

A5949.1n the case of some smaller entities, thisprocedure may be particularly effective wherethere
is along period after the balance sheet date available for review of such events by the
auditor.

Testing How Management Made the Accounting Estimate (Ref: Para. 10(b))

A6053.Testing how management made the accounting estimate may be an appropriate response
when, for example:

The accounting estimate is derived from the routine processing of databy the entity’s
accounting system.

The auditor’s review of the outcome, or re-estimation, of accounting estimates of a
similar nature made in the prior period financia statements, suggests that
management’s current period processis likely to be effective.

The accounting estimateisbased on alarge population of items of asimilar nature that
individually are not significant.

A6154.Testing how management made the accounting estimate may erdinariy—-involve;s for
example, the following:

Testing the extent to which data on which the accounting estimateisbased isaccurate,
complete and relevant, and whether the estimate has been properly determined using
such data and management assumptions.;

Considering the source, relevance and reliability of external data.;

Recal cul ating the accounting estimate, and reviewing information about an accounting
estimate for internal consistency.;

Considering management’s review and approval processes.;-and

Considering whether there are any indicators of possible management bias in the
making of the accounting estimate (see paragraphs A108-A109).

AG62. |In many cases, particularly in relation to measurement at fair value, the entity’s applicable

financial reporting framework may not prescribe the method of measurement, or may specify

alternative methods for measurement. In such cases, determining whether the method of

measurement used is appropriatein the circumstances under the entity’s applicablefinancial
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AG3.

reporting framework isamatter of professional judgment. For this purpose, mattersthat the

auditor may consider include, for example:

o Management's rational e for the method sel ected.

o Whether management has sufficiently eval uated and appropriately applied the criteria,
if any, provided in the applicablefinancial reporting framework to support the selected
method.

o Whether the method is appropriate in the circumstances given the nature of the asset or
liability being estimated.

o Whether the method is appropriate in relation to the business, industry and
environment in which the entity operates.

| n some cases, management may have determined that different methodsresult in arange of

A64.

significantly different estimates. |n such cases, obtai ning an understanding of how the entity
has investigated the reasons for these differences may assist the auditor in evaluating the
appropriateness of the method sel ected.

In some cases, particularly when determining fair value, management may makethe estimate

by using amodel. M atters that the auditor may consider in such circumstances include, for
example, whether:

. Themode isappropriatein the circumstances. For example, it may beinappropriateto
use a discounted cash flow model in valuing an equity investment in a start-up
enterprise if there are no current revenues on which to base the forecast of future
earnings or cash flows.

o The model incorporates variables, where relevant, that are appropriately supported.

o M anagement periodically calibrates the valuation model and testsit for validity based
on observable market data.

Assumptions

AB6556.1n testing how management has made an accounting estimate, paragraph 10(b) requiresthe

auditor to evaluates whether the assumptions, individually and collectively, are reasonable
for the purpose of making the accounting estimate. The auditor’s consideration of the
assumptions used by management’s assurptions-is based only on information available to
the auditor at the time of the audit. The auditor is not responsible for predicting future
conditions, transactions or events that, if known at the time of the audit, might have
significantly affected management S actlons or the management—s—assumptlons used by

A6657.Assumptions may be supported by differing types of evidence from internal and external

sources. Further, for accounting estimate measured at fair value, management is generally
faced with a range of different assumptions used in the market place by different market
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participants. In some cases, assumptions may be made or identified by an expert used-by
management-to assist management in making the accounting estimates. Such assumptions,
when used by management, become are erdinarHy-treated-asthoughthey-weremanagement’s
assumptions.

A6758. The-auditor-considers-the-aAssumptions used made-by management are considered both

individually and collectively because they assumptions-are frequently interdependent, and
therefore need to beinternally consistent. An assumption that appears reasonable when taken
inisolation may not be reasonable when used in conjunction with other assumptions, either
for that estimate or for other estimates.

A6859.The assumptions on which accounting estimates are based ordinarily reflect what

AB9.

management expects will be the outcome of specific objectives and strategies. To be
reasonable, such assumptions, individually and collectively, aso need to be consistent with:

. The general economic environment and the entity’s economic circumstances.
. The plans of the entity.
e Assumptions madein prior periods, if relevant.

. Past experience of, or previous conditions experienced by, the entity, to the extent this
historical information may be considered representative of future conditionsor events.

. Other assumptions used by management relating to the financial statements.

Because of the nature of fair value measurement, the assumptions may differ from those used

AT70.

in other accounting estimates; consi stency among assumptions, however, remainsimportant.
For exampl e, the assumptions on which fair value measurements are based may include the
discount rate to be used in calculating the present value of future cash flows. In such cases,
the auditor may consider, for example, whether there is or should be a relationship or
correlation between the interest rates used to discount estimated future cash flows in
determining the fair value of an investment property and interest rates on borrowings
currently being incurred by the entity to acquire investment property.

M atters that the auditor may consider in evaluating the reasonabl eness of assumptions used

by management underlying accounting estimates measured at fair value, in addition to those
discussed above, may include, for example:

o Whether, and if so how, management has incorporated market-specific inputsinto the
development of assumptions, where relevant.

o Whether the assumptions are consistent with observable market conditions, the
characteristics of the asset or liability being measured at fair value.

o Whether the sources of market-parti ci pant assumptions are relevant and reliable, and
how management has selected the assumptions to use when a number of different
market participant assumptions exist.
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o Whether, and if so how, management considered assumptions used in, or information
about, comparabl e transactions, assets or liabilities, where appropriate.

A7160.For all accounting estimates, tFhe assumptions used often reflect management’s intent to
carry out courses of action relevant to the accounting estimate. Management often
documents plans and intentions relevant to specific assets or liabilities and the financial
reporting framework may require it to do so. Although the extent of audit evidence to be
obtained about management’s intent is a matter of professional judgment, the auditor’s
procedures may erdinary-include the following:

. Considering management’s history of carrying out its stated intentions.

. Reviewing written plans and other documentation, including, where applicable,
formally approved budgets, authorizations, minutes, etc.

. Considering management’s reasons for a particular course of action.

. Considering management’s ability to carry out a particular course of action given the
entity’s economic circumstances, including the implications of its existing
commitments.

A7261.1n evaluating the reasonableness of the assumptions supporting an accounting estimate, the
auditor may identify one or more significant assumptions. If so, it may indicate that the
accounting estimate has high estimation uncertainty and may, therefore, give rise to a
significant risk. Additional responses to significant risks are described in paragraphs A89-
A102.

Considerations specific to smaller entities

A7355.1n smaller entities, the making of accounting estimates by management is likely to be tess
formaland-less structured than in larger entities. Smaller entities with active management
involvement may not need extensive descriptions of accounting procedures, sophisticated
accounting records, or written policies. Evenif the entity has no established fermal-process,
it does not mean that management is not able to provide a basis upon which the auditor can
test the accounting estimate.

Testing the Operating Effectiveness of Controls (Ref: Para. 10(c))

A7462.Testing the operating effectiveness of the controls over how management made the
accounting estimate may be an appropriate response when, for example:

. Controlsexist for the review and approval of the accounting estimates by appropriate
levels of management and, where appropriate, by those charged with governance.

. The accounting estimate is derived from the routine processing of data by the entity’s
accounting system.

A7564.Testing the operating effectiveness of the controlsis required however, in accordance with
ISA 330, when:
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@

(b)

The auditor’s assessment of risks of material misstatement at the assertion level is
based on an expectation that controls over the process are operating effectively; or

Substantive procedures alone do not provide sufficient appropriate audit evidence at
the assertion level.

Considerations specific to smaller entities

A7663.Controls over the process to make an accounting estimate may exist in smaller entities, but
the formality with which they operate varies. Further, smaller entities may determine that
certaintypesof controlsare not necessary because of active management involvement inthe
financial reporting process. In the case of very small entities, however, there may not be
many controls that the auditor can identify. For this reason, the auditor’s procedures in
response to the assessed risks are likely to be substantive in nature, with the auditor
performing one or a combination of the other procedures in paragraph 1048.

Developing A Point Estimate or Range (Ref: Para. 10(d))

A7765.Developing a point estimate or arange to evaluate management’s point estimate may be an
appropriate response when, for example:

An accounting estimate is not derived from the routine processing of data by the
accounting system.

The auditor’s review of the outcome, or re-estimation, of accounting estimates of a
similar nature madein the prior period financial statements suggeststhat management’s
current period processis unlikely to be effective.

The entity’s controls within and over management’s processes for determining
accounting estimates are not well designed or properly implemented.

Events or transactions between the period end and the date of the auditor’s report
contradict management’s point estimate.

There are aternative sources of rel evant dataavail able to the auditor which can be used
in making a point estimate.

A7866.Even when the entity’s controls are well designed and properly implemented, developing a
point estimate or arange may be amore effective or efficient procedurein responding to the
assessed risks. In other situations, the auditor may consider performing thisprocedure as part
of determining whether further procedures are necessary and if so, their nature and extent.

A7967.The approach taken by the auditor in devel oping either apoint estimate or arange may vary
based on what is considered most effective in the circumstances. For example, the auditor
may initially develop apreliminary point estimate, and then assessits sensitivity to changes
in assumptions to ascertain a range with which to evaluate management’s point estimate.
Alternatively, the auditor may begin by developing a range for purposes of determining,
where possible, a point estimate.
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A8068.The auditor may develop a point estimate or arange in a number of ways, for example by:

. Using a model-Hate-whi » , .
be, for example, one that is commermally available for use in a particular sector or
industry, or a proprietary or auditor-devel oped model.

. Further developing management’s consideration of alternative assumptions or
outcomes, for example by introducing a different set of assumptions.

. Employing or engaging an expert with specialized expertise to devel op or execute the
model, or to provide relevant assumptions.

. Making reference to other comparable conditions, transactions or events, or, where
relevant, markets for comparable assets or liabilities.

A8169.When the auditor makes a point estimate or a range, the auditor may use assumptions
different from those used by management. In such circumstances, the auditor may consider it
necessary to, to the extent not already done so:;-the-auditor

. Oebtains an understanding of management’s assumptionsin order to establish that the
auditor’smodel takesinto account relevant variables, and to be able to understand and
evaluate any significant differences from management’s point estimate.

. TFheauditoralso-eEstablisheswhether thatthe underlying data used in making the point
or range estimate is relevant and reliable.

A82. FurthertThe making of a point estimate or a range by the auditor may reveal that the
reliability of an accounting estimate is highly sensitive to certain assumptions and therefore
subject to high estimation uncertainty. This may indicate that the accounting estimate is a
significant risk.

A8370.Theauditor may have the necessary skill and knowledgeto make apoint estimate or arange,
or may determinethatitis necessary to, or deC| deto use thework of an expert Whenesng

620 “Using the Work of an Expert—” establlshes requwements and provides qwdance when
using the work of an expert.

A8471. Theahility of the auditor to make apoint estimate, as opposed to arange, depends on several
factors, including the model used, the nature and extent of data available and the estimation
uncertainty involved with the accounting estimate. Further, the decision to develop a point
estimate or range may be influenced by the financia reporting framework, which may
prescribe the point estimate that isto be used after consideration of the alternative outcomes
and assumptions.

Narrowing the Range
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A8572.When the auditor develops a range with which to evaluate the reasonableness of

A86.

management’s point estimate (the ‘ auditor’ srange’), the range cannot be one that comprises
all possible outcomesif itisto be useful. Such arange would be too wide to be effective for
purposes of the audit. The auditor’s range is useful and effective when it is sufficiently
narrow to enable the auditor to identify a material misstatement.

Narrowing the range to a point where al outcomes within the range are considered

reasonable may be Fhists-achieved by:

. eEliminating from the range those outcomes at the extremities of the range judged by
the auditor to be unlikely to occur, and

. €Continuing to narrow the range, based on audit evidence available, until theauditor is
unableto distinguish abest estimate based upon therelative likelihood of occurrence of
the remaining outcomes, and accordingly all outcomeswithin therange are considered
reasonable.

A8773.Ordinarily, arange that has been narrowed to be equal to or less than the amount lower than

materiality determined for purposes of assessing risks and designing further audit
procedures’ is adequate for the purposes of evaluating the reasonabl eness of management’s
point estimate. However, particularly in certain industries, it may not be possible to narrow
the range to below such an amount. This does not necessarily preclude recognition of the
estimate. It may indicate, however, that the estimation uncertainty associated with the
estimate is such that it gives rise to a significant risk. Additional responses to significant

I’ISkS are descri bed in paraqraphs A89 A102. Fupthepm—sueh—em—theaud&epee#mdeps

A8874.1n some rare cases, the auditor may be able to narrow the range until the audit evidence

indicates a point estimate that differs from management’s. In such cases, that point estimate
is used as the auditor’s point estimate.

Further Substantive Proceduresto Respond to Significant Risks (Ref: Para 11)

A8975.1SA 330 requires the auditor to perform substantive procedures that specifically respond to

significant risks. In auditing accounting estimates, the auditor’s further substantive
procedures are primarily directed towards the evaluation of:

. How management has assessed the effect of estimation uncertainty on the accounting
estimate, and the effect such uncertainty may have on the appropriateness of the
recognition of the estimate in the financial statements; and

. The adequacy of related disclosures.

See |SA 320 (Revised), “Materiality in Planning and Performing an Audit.”
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Estimation Uncertainty

Management’s Consideration of Estimation Uncertainty (Ref: Para. 11(a))

A9077.Management may eval uate alternative assumptions or outcomes of the accounting estimates
through a number of methods, depending on the circumstances. One possible method used
by management is to undertake a sensitivity analysis. This might involve determining how
the monetary amount of an accounting estimate varies with different assumptions. Even for
accounting estimates measured at fair value there can be variation because different market
participants will use different assumptions. A sensitivity analysis could lead to the
development of a number of outcome scenarios, sometimes characterized as a range of
outcomes by management, such as “pessimistic” and “optimistic” scenarios.

A9178.A sensitivity analysis may demonstrate that the-edteeme-ef-an accounting estimate is not
sensitive to changes in particular assumptions. Alternatively, it may demonstrate that the
accounting estimate edteeme-is sensitive to one or more assumptions that then become the
focus of the auditor’s attention.

A9280.This is not intended to suggest that one particular method of addressing estimation
uncertainty (such assensitivity analysis) ismore suitabl e than another, or that management’s
consideration of alternative assumptions or outcomes needs to be conducted through a
detailed process supported by extensive documentation. Rather, it is whether management
has assessed how estimation uncertainty may affect the accounting estimate that isimportant,
not the specific manner in which it is done. #9- Where management has not considered
alternative assumptions or outcomes, the auditor may need to requests that management to
support how it has addressed the effects of estimation uncertainty on the accounting estimate.

Considerations specific to smaller entities

A9381.0ften, smaller entities may use tessformal-means-and-simpler means proeeduresto assess
the estimation uncertainty. In these circumstances, in addition to the auditor’s review of
available documentation, the auditor generally obtains audit evidence of management
consideration of alternative assumptions or outcomes by inquiry of management. In
addition, management may not have the expertise and experience to address the estimation
uncertainty of the accounting estimate. |n such cases, the auditor may explain to management
the process or the different methods available for doing so, and the documentation thereof.

Significant Assumptions (Ref: Para. 11(b))

A9484.The evaluation of significant assumptions for accounting estimates that give rise to
significant risksisrequired because of theinfluencethat such assumptionsarelikely to have
on such estimates. Support for significant assumptions derived from management’s
knowledge may be obtained from management’s continuing processes of strategic analysis
and risk management. Even without establishedfermalized processes, such as may be the
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caseinsmaller entities, the auditor may be ableto eval uate the assumptionsthroughinquiries
of and discussions with management.

A9585.The auditor’s considerations in evaluating assumptions made by management, including

management’s intent and ability, where relevant, are described in paragraphs A65-A73.

Development of a Range (Ref: Para. 12)

A9683.The auditor’s considerations in determining a range for this purpose are described in

paragraphs A80-A88.

Recognition of the Accounting Estimates in the Financial Statements (Ref: Para. 13 (a))

A9787.Where management has recognized an accounting estimate in the financial statements, the

focus of the auditor’s evaluation is ones whether the recognition criteria of the applicable
financia reporting framework have been met. Where the auditor judges that it is the
estimation uncertai nty associated with an accounting estimate that givesriseto asignificant
risk, this evaluation focuses on whether the measurement of the accounting estimate is
sufficiently reliable to meet the recognition criteria of the applicable financia reporting
framework.

A9888.With respect to accounting estimates that have not been recognized, thefocus of the auditor’s

evaluationes is on whether the recognition criteria of the applicable financial reporting
framework have, in fact, been met. Even wWhere an accounting estimate has not been
recognized and the auditor concludesthat thistreatment is appropriate, there may be need for
adequate disclosure of the circumstances the—auditor—considers—the-adequacy—of—the
diselesdresin the notesto thefinancial statements. The auditor may also determinethat there
is a need -and-also-whether-to draw the reader’s attention to a significant uncertainty by
adding an emphasis of matter paragraph to the auditor’s report. [Proposed] ISA 706,
“Emphasisof Matter Paragraphs and Other Matters Paragraphsin the Independent Auditor's
Report,” establishes requirements standards—and provides guidance concerning such

paragraphs.

Measurement at Fair Value (Ref: Para. 13 (b))

A99.

With respect to fair value measurement, some financial reporting frameworks also presume

that fair value can be measured reliably asaprerequisiteto either requiring or permitting fair
value measurements and disclosures. In some cases, this presumption may be overcome
when, for example, thereis no appropriate method or basisfor measurement. In such cases,
the focus of the auditor’s evaluation is on whether management’s basis for overcoming the
presumption relating to the use of fair value set forth under the entity’s applicable financia
reporting framework is appropriate.

Disclosures of Estimation Uncertainty (Ref: Para. 14)
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A10090.The presentation of financial statements in conformity with the applicable financial
reporting framework includes adequate disclosure of material matters. In relation to
estimates having significant risk, even where the auditor is able to obtain sufficient
appropriate audit evidence, the auditor may conclude that estimation uncertainty relating to
such estimate needsto bedisclosed in I |ght of the Ci rcumstanceﬁ andfactsi nvolved, this may
be the case, in particular, - ' !
eﬁwnaﬂe#uneeﬁalmy—kweameulaﬂy—kmpeﬁanpwhen management S poi nt estl mate falls
within the auditor’s range that is greater than the amount lower than materiality determined
for purposes of assessing risks and designing further audit procedures.

A10191.In some cases,
financial reporting framework may speC|fv addltl onal requi rementsfor disclosuresregarding
uncertainties. For example, some financial reporting frameworks prescribe:

. Tthe disclosure of key assumptions abeut-thefuture-and other sources of estimation
uncertainty that have asignificant risk of causing amaterial adjustment to the carrying
amounts of assetsand liabilities. Such requirements may be described using terms such
as “Key Sources of Estimation Uncertainty” or “Critical Accounting Estimates.”

o The disclosures of the range of possible outcomes, and the assumptions used in
determining the range.

A10292.Where the applicable financial reporting framework does not prescribe disclosure of
estimation uncertainty, the auditor may consider it appropriate to rRevertheless-encourages
management to describe, in the notesto the financial statements, the circumstancesrelating
to the estimation uncertainty. [Proposed] 1SA 705, “Modifications to the Opinion in the
Independent Auditor's Report” provides guidance on theimplicationsfor the auditor’ sreport
when the auditor believes that management’s disclosure of estimation uncertainty in the
financia statementsisinadequate or misleading.

Evaluating the Reasonableness of the Accounting Estimates and Related Disclosures, and
Deter mining Misstatements (Ref: Para. 15)

A10394.Based on the audit evidence obtained, the auditor may conclude that the evidence pointsto
an estimate that differs from management’s point estimate. In such cases, where the auditor
has devel oped arange, a misstatement exists when management’s point estimate liesoutside
theauditor’srange. The misstatement is measured asthe difference between management’s
point estimate and the nearest point of the auditor’srange. Wherethe audit evidence supports
apoint estimate, the difference between the auditor’s point estimate and management’ s poi nt
estimate constitutes a financial statement misstatement.

A10495.Where management has changed an accounting estimate from the prior period based on a
subjective assessment that there has been a change in circumstances, the auditor may
conclude based on the audit evidence that the accounting estimate is misstated as aresult of
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an arbitrary change by management, or may regard it asan indicator of possible management
bias (see paragraphs A108-A109).

A10596.A misstatement, whether caused by fraud or error, may arise as aresult of:

. Misstatements about which there is no doubt (factual misstatements).

. Differences arising from management’s judgments concerning accounting estimates
that the auditor considers unreasonable (judgmental misstatements).

. Projecting misstatements identified in audit samples to the entire populations from
which the samples were drawn (projected misstatements).

In some cases, a misstatement could arise as a result of a combination of these
circumstances, making separate identification difficult or impossible. | SA 450, “ Evaluation
of Misstatements Identified during the Audit” provides guidance on distinguishing
misstatements for purposes of the auditor’s evaluation of the effect of uncorrected
mi sstatements on the financial statement.

A10697.In some cases, it may not be possible for the auditor to obtain sufficient appropriate audit

A107.

evidence about an accounting estimate that could be material to the financial statements.
[Proposed] 1SA 705 establishes requirements standards-and provides guidance regarding
expressing either a qualified opinion or disclaimer of opinion in these circumstances.

Evaluating the reasonabl eness of accounting estimates and rel ated disclosuresincluded in the

notes to the financial statements, whether required by the applicable financial reporting
framework or disclosed voluntarily, involves essentially the same types of considerations
applied when auditing an accounting estimate recognized in the financial statements.

I ndicator s of Possible M anagement Bias (Ref: Para. 16)
A10899.The auditor-considersthejudgments and decisions made by management may giverisetoin

determining-whether-there-are-indicators of possible management bias. Such indicators do
not themselves constitute misstatements for the purposes of drawing conclusions on the

reasonableness of individual accounting estimates. They may, however, affect the auditor’s
conclusion as to whether the auditor’s risk assessment and related responses remain
appropriate, and the auditor may need to consider the implications for the rest of the audit.
Further, they may affect the auditor’s evaluation of whether the financial statements as a
whole are free from material misstatement, as discussed in 1SA 450.

A109100.Examples of indicators of possible management biaswith respect to accounting estimates

include:

. Changes in an accounting estimate where management has made a subjective
assessment that there has been a change in circumstances.

. Selection or construction of significant assumptions that yield a point estimate
favorable for management objectives.
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Selection of a point estimate by management such that the outcome scenario is
indicative of apattern when considered in conjunction with the optimism or pessimism
of other accounting estimates.

M anagement Representations (Ref: Para. 17)

A110102.ISA 580, “Management Representations’ discusses the use of management
representations. Depending on the nature, materiality and extent of estimation uncertainty,
management representations about accounting estimates recognized or disclosed in the
financia statements may include representations:

About the appropriateness of the measurement processes, including related
assumptions, used by management in determining accounting estimatesin the context
of the applicablefinancial reporting framework, and the consistency in application of
the processes.;

That the assumptions appropriately reflect management’ sintent and ability to carry out
specific courses of action on behalf of the entity, where relevant to the accounting
estimates and disclosures.:

That disclosuresrelated to accounting estimates are compl ete and appropriate under the
entity’s financial reporting framework.;-and

That no subsequent events require adjustment to the accounting estimates and
disclosures included in the financia statements.

A111103.Where applicable, management representations may also include representations about:

Tthe appropriateness of the basis used by management to determine that the

recognition criteria of the applicablefinancial reporting framework have not been met,
for those accounting estimates not recognized or disclosed in the financial statements.

The appropriateness of the basis used by management to overcome the presumption

relating to the use of fair value set forth under the entity’ s applicablefinancial reporting
framework, for those accounting estimates not measured or disclosed at fair value.

Documentation

Auditor’s Conclusion (Ref: Para. 18 (a))

A112105.The auditor’s documentation of the following is carried out as part of the documentation
requirements of 1SA 315 and I SA 330:

(@

The results of the auditor’s risk assessment procedures.
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(b) The assessed risks of material misstatement of accounting estimates at the assertion
level, and the nature, timing and extent of further audit procedures responsive to the
assessed risks.

(c) The results of tests of controls and substantive procedures responsive to significant
risks.

Indicators of Possible Management Bias (Ref: Para. 18 (b))

A113106.The auditor’ s documentation of indicators of possible management bias may includethose
that cometo the auditor’ sattention and that, either individually or collectively, arerelevant to
the auditor’s conclusion as to whether the auditor’s risk assessment and related responses
remain appropriate, or to the auditor’s evaluation of whether the financia statements as a
wholeare free from material misstatement. See paragraph A1090 for examples of indicators
of possible management bias with respect to accounting estimates that the auditor may
document.
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Appendix

The purpose of thisappendix isonly to provide ageneral discussion of fair value measurementsand

disclosures under different financial reporting frameworks, for background and context.

Fair Value M easur ements and Disclosures Under Different Financial Reporting

Frameworks

1

Different financial reporting frameworks require or permit a variety of fair value

measurements and disclosures in financial statements. They also vary in the level of
guidance that they provide on the basis for measuring assets and liabilities or the related
disclosures. Some financial reporting frameworks give prescriptive guidance, others give
general guidance, and some give no guidance at all. In addition, certain industry-specific
measurement and disclosure practices for fair values also exist.

Definitions of fair value may differ among financial reporting frameworks, or for different

assets, liabilities or disclosures within a particular framework. For example, International
Accounting Standard (1AS) 39, “Financial Instruments. Recognition and Measurement”
definesfair value as* the amount for which an asset could be exchanged, or aliability settled,
between knowledgeable, willing partiesin an arm’ slength transaction.” The concept of fair
value ordinarily assumes a current transaction, rather than settlement at some past or future
date. Accordingly, the process of measuring fair value would be a search for the estimated
price at which that transaction would occur. Additionally, different financial reporting
frameworks may use such terms as “ entity-specific value,” “valuein use,” or similar terms,
but may still fall within the concept of fair valuein this ISA.

Financial reporting frameworks may treat changes in fair value measurements that occur

over time in different ways. For example, a particular financial reporting framework may
require that changes in fair value measurements of certain assets or liabilities be reflected
directly in equity, while such changes might be reflected in income under another
framework. In some frameworks, the determination of whether to usefair value accounting
or how it is applied is influenced by management’s intent to carry out certain courses of
action with respect to the specific asset or liability.

Different financial reporting frameworks may require certain specific fair value

measurements and disclosures in financial statements and prescribe or permit them in
varying degrees. The financial reporting frameworks may:

o Prescribe measurement, presentation and disclosure requirements for certain
information included in thefinancial statementsor for information disclosed in notesto
financia statements or presented as supplementary information;

o Permit certain measurements using fair values at the option of an entity or only when
certain criteria have been met;
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o Prescribe aspecific method for determining fair value, for example, through the use of
an independent appraisal or specified ways of using discounted cash flows;

o Permit a choice of method for determining fair value from amongq several alternative
methods (the criteria for selection may or may not be provided by the financial
reporting framework); or

o Provide no quidance on thefair value measurements or disclosures of fair value other
than their use being evident through custom or practice, for example, an industry

practice.

5. Some financia reporting frameworks presume that fair value can be measured reliably for
assetsor liabilitiesasaprerequisiteto either requiring or permitting fair value measurements
or disclosures. In some cases, this presumption may be overcome when an asset or liability
does not have a quoted market price in an active market and for which other methods of
reasonably estimating fair value are clearly inappropriate or unworkable.

6. Somefinancial reporting frameworks require certain specified adjustments or modifications
to valuation information, or other considerations uniqueto aparticular asset or liability. For
example, accounting for investment properties may require adjustments to be made to an
appraised market value, such as adjustmentsfor estimated closing costs on sale, adjustments
related to the property’ s condition and location, and other matters. Similarly, if the market
for a particular asset is not an active market, published price quotations may have to be
adjusted or modified to arrive at amore suitable measure of fair value. For example, guoted
market prices may not beindicative of fair valueif thereisinfrequent activity in the market,
the market is not well established, or small volumes of units are traded relative to the
aggregate number of trading unitsin existence. Accordingly, such market prices may haveto
be adjusted or modified. Alternative sources of market information may be needed to make
such adjustments or modifications. Further, in some cases, collateral assigned (for example,
when collatera is assigned for certain types of investment in debt) may need to be
considered in determining the fair value or possible impairment of an asset or liability.

7. Inmost financial reporting frameworks, underlying the concept of fair value measurementsis
apresumption that the entity is a going concern without any intention or need to liquidate,
curtail materially the scale of its operations, or undertake a transaction on adverse terms.
Therefore, in this case, fair value would not be the amount that an entity would receive or
pay in aforced transaction, involuntary liquidation, or distress sale. An entity, however, may
need to take its current economic or operating situation into account in determining the fair
valuesof itsassetsand liabilitiesif prescribed or permitted to do so by itsfinancial reporting
framework and such framework may or may not specify how that is done. For example,
management’ s plan to dispose of an asset on an accel erated basis to meet specific business
obj ectives may be relevant to the determination of the fair value of that asset.
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Prevalence of Fair Value M easur ements

8.

M easurements and disclosures based on fair value are becoming increasingly prevalent in

financial reporting frameworks. Fair values may occur in, and affect the determination of,

financial statements in a number of ways, including the measurement at fair value of the

following:

Specific assets or liabilities, such as marketable securities or liabilities to settle an

obligation under afinancial instrument, routinely or periodically “ marked-to-market.”

Specific components of equity, for example when accounting for the recognition,

measurement and presentation of certain financia instruments with equity features,
such as a bond convertible by the holder into common shares of the issuer.

Specific assets or liabilities acquired in abusiness combination. For example, theinitial

determination of goodwill arising on the purchase of an entity in a business
combination usually is based on the fair value measurement of the identifiable assets
and liabilities acquired and the fair value of the consideration given.

Specific assets or liahilities adjusted to fair value on a one-time basis. Some financial

reporting frameworks may require the use of afair value measurement to guantify an
adjustment to an asset or a group of assets as part of an asset impairment
determination, for example, a test of impairment of goodwill acquired in a business
combination based on the fair value of adefined operating entity or reporting unit, the
value of which is then alocated among the entity’s or unit’s group of assets and
liabilities in order to derive an implied goodwill for comparison to the recorded

goodwill.
Aqggregations of assets and liabilities. In some circumstances, the measurement of a

class or group of assets or liabilities calls for an aggregation of fair values of some of
theindividual assetsor liabilitiesin such classor group. For example, under an entity’s
applicable financial reporting framework, the measurement of a diversified [oan
portfolio might be determined based on the fair value of some categories of loans
comprising the portfolio.

Information disclosed in notes to financial statements or presented as supplementary

information, but not recognized in the financial statements.
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