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Introduction
Scope of this ISA (NZ)

1.

This International Standard on Auditing (New [Bed) (ISA (NZ)) deals with the
auditor’s responsibilities relating to accountisgates, including fair value accounting
estimates, and related disclosures in an audiinah€ial statements. Specifically, it
expands on how ISA (NZ) 315 (Revisedhd ISA (NZ) 330and other relevant ISAs
(NZ) are to be applied in relation to accountingneates. It also includes requirements
and guidance on misstatements of individual aceéogrestimates, and indicators of
possible management bias.

Nature of Accounting Estimates

2.

Some financial statement items cannot be medgueeisely, but can only be estimated.
For purposes of this ISA (NZ), such financial staget items are referred to as
accounting estimates. The nature and reliabiliipformation available to management
to support the making of an accounting estimateesavidely, which thereby affects the
degree of estimation uncertainty associated witto@aacting estimates. The degree of
estimation uncertainty affects, in turn, the risksnaterial misstatement of accounting
estimates, including their susceptibility to unimttenal or intentional management bias.
(Ref: Para. A1-Al11)

The measurement objective of accounting estswate vary depending on the applicable
financial reporting framework and the financiahit®eing reported. The measurement
objective for some accounting estimates is to faset¢he outcome of one or more
transactions, events or conditions giving risdorteed for the accounting estimate. For
other accounting estimates, including many fairugabhccounting estimates, the
measurement objective is different, and is expeegséerms of the value of a current
transaction or financial statement item based owlitions prevalent at the measurement
date, such as estimated market price for a paatidype of asset or liability. For
example, the applicable financial reporting framgkvaenay require fair value
measurement based on an assumed hypothetical tcum@msaction between
knowledgeable, willing parties (sometimes refeteds “marketplace participants” or
equivalent) in an arm’s length transaction, rathan the settlement of a transaction at
some past or future date.

A difference between the outcome of an accogrestimate and the amount originally
recognised or disclosed in the financial statemeoiss not necessarily represent a
misstatement of the financial statements. Thisaiqularly the case for fair value
accounting estimates, as any observed outcomevaiably affected by events or
conditions subsequent to the date at which the nneamnt is estimated for purposes of
the financial statements.

ISA (NZ) 315 (Revised), “Identifying and Assegsithe Risks of Material Misstatement through Untéerding

the Entity and Its Environment.”

ISA (NZ) 330, “The Auditor's Responses to AssesBésks.”
Different definitions of fair value may exist angfinancial reporting frameworks.
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Effective Date

5. This ISA (NZ) is effective for audits of finaatstatements for periods beginning on or
after 1 September, 2011.

Objective
6. The objective of the auditor is to obtain suéfic appropriate audit evidence about
whether:

(@) accounting estimates, including fair value atimg estimates, in the financial
statements, whether recognised or disclosed, asemnable; and

(b) related disclosures in the financial statemantsadequate,

in the context of the applicable financial repagtiramework.

Definitions
7.  For purposes of the ISAs (NZ), the followingterhave the meanings attributed below:

(@) Accounting estimate — An approximation of a etany amount in the absence of a
precise means of measurement. This term is useahfamount measured at fair
value where there is estimation uncertainty, ad a®lfor other amounts that
require estimation. Where this ISA (NZ) addressely @accounting estimates
involving measurement at fair value, the term “faitue accounting estimates” is
used.

(b) Auditor’s point estimate or auditor’s range keTamount, or range of amounts,
respectively, derived from audit evidence for useuvaluating management’s point
estimate.

(c) Estimation uncertainty — The susceptibilityaof accounting estimate and related
disclosures to an inherent lack of precision inmisasurement.

(d) Management bias — A lack of neutrality by masragntandferthese-charged-with
goeverhanee in the preparation of information.

(e) Management’s point estimate — The amount sldny management-and/erthose
charged-with-gevernance for recognition or disdlesuthe financial statements as
an accounting estimate.

( Outcome of an accounting estimate —The actuaietary amount which results
from the resolution of the underlying transactign@vent(s) or condition(s)
addressed by the accounting estimate.

Requirements
Risk Assessment Procedures and Related Activities

8. When performing risk assessment procedures aladed activities to obtain an
understanding of the entity and its environmemiuding the entity’s internal control, as
required by ISA (NZ) 315 (Revisedthe auditor shall obtain an understanding of the

* ISA (NZ) 315 (Revised), paragraphs 5-6 and 11-12.
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following in order to provide a basis for the idénation and assessment of the risks of
material misstatement for accounting estimates:: Para. A12)

(@) The requirements of the applicable financigloring framework relevant to
accounting estimates, including related disclosyres Para. A13-A15)

(b) How management identifies those transactiovents and conditions that may
give rise to the need for accounting estimategte@bognised or disclosed in the
financial statements-are-identified. In obtainihg tunderstanding, the auditor
shall make enquiries of management-and-those-charije-governance about
changes in circumstances that may give rise to oetlie need to revise existing,
accounting estimate@ef: Para. A16-A21)

(c) How management makes the accounting estimatesrsade, and an
understanding of the data on which they are baseldiding: (Ref: Para. A22-A23)

(i) The method, including where applicable the modséduin making the
accounting estimatgRef: Para. A24-A26)

(i) Relevant controlgRef: Para. A27-A28)
(i) Whether management has used an expert-has-beeiResathra. A29-A30)
(iv) The assumptions underlying the accounting estimetes Para. A31-A36)

(v) Whether there has been or ought to have been ayelfesm the prior
period in the methods for making the accountingresdes, and if so, why;
and(Ref: Para. A37)

(vi) Whether and, if so, how management has assesseffabeof estimation

uncertainty-has-been-assesgrdi: Para. A38)

The auditor shall review the outcome of accawugnéstimates included in the prior period
financial statements, or, where applicable, theasgquent re-estimation for the purpose
of the current period. The nature and extent obtlditor’s review takes account of the
nature of the accounting estimates, and whethénfiienation obtained from the review
would be relevant to identifying and assessingsrisk material misstatement of
accounting estimates made in the current periogntiral statements. However, the
review is not intended to call into question thegements made in the prior periods that
were based on information available at the ti(Ref: Para. A39-A44)

Identifying and Assessing the Risks of Material Mistatement

10.

11.

In identifying and assessing the risks of maltemisstatement, as required by
ISA (NZ) 315 (Revisedjthe auditor shall evaluate the degree of estimatiwertainty
associated with an accounting estimgtet: Para. A45-A46)

The auditor shall determine whether, in thataud judgement, any of those accounting
estimates that have been identified as having égjimation uncertainty give rise to
significant risks(Ref: Para. A47-A51)

ISA (NZ) 315 (Revised), paragraph 25.
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Responses to the Assessed Risks of Material Misstatent

12.

13.

14.

Based on the assessed risks of material nagstait, the auditor shall determinieef:
Para. A52)

(@)

(b)

Whether management has appropriately appleecetuirements of the applicable
financial reporting framework relevant to the aauting estimate—have—been

appropriately-applied; an@ef: Para. A53-A56)

Whether the methods for making the accountstigrates are appropriate and have
been applied consistently, and whether changasyifin accounting estimates or
in the method for making them from the prior periaa appropriate in the
circumstancegRef: Para. A57-A58)

In responding to the assessed risks of matenisistatement, as required by
ISA (NZ) 330 the auditor shall undertake one or more of thiedhg, taking account
of the nature of the accounting estimaiesf: Para. A59-A61)

(@)

(b)

(€)

(d)

Determine whether events occurring up to the dathe auditor’s report provide
audit evidence regarding the accounting estinigte. Para. A62-A67)

Test how_management made the accounting estiwadmade and the data on
which it is based. In doing so, the auditor shadlleate whethe(Ref: Para. A68-A70)

() The method of measurement used is appropinatiee circumstances; and
(Ref: Para. A71-A76)

(i) The assumptions used by management are rabbkonn light of the
measurement objectives of the applicable finame@brting frameworkRef:
Para. A77-A83)

Test the operating effectiveness of the costoder how management made the
accounting estimate-was-made, together with apjatepsubstantive procedures.
(Ref: Para. AB4-A86)

Develop a point estimate or a range to evalomeagement’s point estimate. For
this purpose(Ref: Para. A87-A91)

(i) If the auditor uses assumptions or methodsdiffar from management’s, the
auditor shall obtain an understanding-efthe mamsg's assumptions or
methods sufficient to establish that the auditpomt estimate or range takes
into account relevant variables and to evaluate saguyificant differences
from management’s point estimatRef: Para. A92)

(i) If the auditor concludes that it is appropeab use a range, the auditor shall
narrow the range, based on audit evidence avajlahiiéall outcomes within
the range are considered reasongBlks. Para. A93-A95)

In determining the matters identified in paggdr 12 or in responding to the assessed
risks of material misstatement in accordance watlagraph 13, the auditor shall consider
whether specialised skills or knowledge in relattonone or more aspects of the
accounting estimates are required in order to nisi#ficient appropriate audit evidence.
(Ref: Para. A96-A101)

6

ISA (NZ) 330, paragraph 5.
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Further Substantive Procedures to Respond to Signdant Risks

Estimation Uncertainty

15. For accounting estimates that give rise tafsogmt risks, in addition to other substantive
procedures performed to meet the requirements A&f(MZ) 330, the auditor shall
evaluate the following(Ref: Para. A102)

(@) How.management has considered alternative gggu® or outcomes-have-been
considered, and why-they it has-have-been rejelotad, or how management has
otherwise addressed estimation uncertainty-hasdibensvise-addressed in making

the accounting estimatg@ef: Para. A103-A106)

(b) Whether the significant assumptions used byapament are reasonalgief: Para.
A107-A109)

(c) Where relevant to the reasonableness of thafisignt assumptions used by
management or the appropriate application of th@icable financial reporting

frameworkthe management’s intenrt-ofthese-chargitigovernance to carry out

specific courses of action and-their its abilitydtwso.(Ref: Para. A110)

16. If, in the auditor’s judgement, managementri@sadequately addressed the effects of
estimation uncertainty on the accounting estimiaisgive rise to significant risks-have

notbeen-adequately-addressed, the auditor dradhsidered necessary, develop arange

with which to evaluate the reasonableness of teelatting estimatgRef: Para. A111-
Al112)

Recognition and Measurement Criteria

17. For accounting estimates that give rise tmiBggnt risks, the auditor shall obtain
sufficient appropriate audit evidence about whether

(a) the_management’s decision to recognise, ondtorecognise, the accounting
estimates in the financial statements; @t Para. A113-A114)

(b) the selected measurement basis for the accmuestimategRef: Para. A115)
are in accordance with the requirements of theiegiple financial reporting framework.

Evaluating the Reasonableness of the Accounting Hstates, and Determining
Misstatements

18. The auditor shall evaluate, based on the auttience, whether the accounting estimates
in the financial statemenése either reasonable in the context of the appkdenancial
reporting framework, or are misstat¢Rlef: Para. A116-A119)

Disclosures Related to Accounting Estimates

19. The auditor shall obtain sufficient appropriaedit evidence about whether the
disclosures in the financial statements relatexttmunting estimates are in accordance
with the requirements of the applicable financegarting framework(Ref: Para. A120-
A121)

" I1SA (NZ) 330, paragraph 18.

10
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20. For accounting estimates that give rise toifsggmt risks, the auditor shall also evaluate
the adequacy of the disclosure of their estimatiozertainty in the financial statements
in the context of the applicable financial repagtiramework(Ref: Para. A122-A123)

Indicators of Possible Management Bias

21. The auditor shall review the judgements antisttns made by management in the
making of accounting estimates to identify whettiesre are indicators of possible
management bias. Indicators of possible managenmntio not themselves constitute
misstatements for the purposes of drawing conahssion the reasonableness of
individual accounting estimateg®ef: Para. A124-A125)

Written Representations
22. [Amended by the NZAuASB.]

NZ22.1 The auditor shall obtain written represeata from those charged with governance
whether they believe significant assumptions usgdhem- in making accounting
estimates are reasonaljRef: Para. A126-A127)

Documentation
23. The auditor shall include in the audit docutatan?®

(@) The basis for the auditor’s conclusions abbatreasonableness of accounting
estimates and their disclosure that give risegoicant risks; and

(b) Indicators of possible management bias, if gryf: Para. A128)

*k*k

Application and Other Explanatory Material
Nature of Accounting Estimates(Ref: Para. 2)

Al. Because of the uncertainties inherent in bsiractivities, some financial statement
items can only be estimated. Further, the specifaracteristics of an asset, liability or
component of equity, or the basis of or method elasurement prescribed by the
financial reporting framework, may give rise to tieed to estimate a financial statement
item. Some financial reporting frameworks prescapecific methods of measurement
and the disclosures that are required to be matieifinancial statements, while other
financial reporting frameworks are less speciftoe Appendix to this ISA (NZ) discusses
fair value measurements and disclosures undereiffénancial reporting frameworks.

A2. Some accounting estimates involve relatively &stimation uncertainty and may give
rise to lower risks of material misstatements,eéoample:

. Accounting estimates arising in entities that emgadousiness activities that are
not complex.

. Accounting estimates that are frequently made gmldied because they relate to
routine transactions.

8 ISA (NZ) 230, “Audit Documentation,” paragraph48, and paragraph A6.

11
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. Accounting estimates derived from data that isirgagailable, such as published
interest rate data or exchange-traded prices afgies. Such data may be referred
to as “observable” in the context of a fair valewea@unting estimate.

. Fair value accounting estimates where the methaodeaisurement prescribed by
the applicable financial reporting framework is plenand applied easily to the
asset or liability requiring measurement at faiuea

. Fair value accounting estimates where the model tesmeasure the accounting
estimate is well-known or generally accepted, pedithat the assumptions or
inputs to the model are observable.

For some accounting estimates, however, themg be relatively high estimation
uncertainty, particularly where they are basedignificant assumptions, for example:

. Accounting estimates relating to the outcome ajdiion.

. Fair value accounting estimates for derivativeriicial instruments not publicly
traded.

. Fair value accounting estimates for which a higtpgcialised entity-developed
model is used or for which there are assumptiongputs that cannot be observed
in the marketplace.

The degree of estimation uncertainty variesedasn the nature of the accounting
estimate, the extent to which there is a geneaaitgpted method or model used to make
the accounting estimate, and the subjectivity & dssumptions used to make the
accounting estimate. In some cases, estimationtamdy associated with an accounting
estimate may be so great that the recognitionrizite the applicable financial reporting
framework are not met and the accounting estimateat be made.

Not all financial statement items requiring re@@ment at fair value, involve estimation
uncertainty. For example, this may be the casedore financial statement items where
there is an active and open market that provigetlyeavailable and reliable information
on the prices at which actual exchanges occurhiciwcase the existence of published
price quotations ordinarily are the best audit emk of fair value. However, estimation
uncertainty may exist even when the valuation nubtiiod data are well defined. For
example, valuation of securities quoted on an a@nd open market at the listed market
price may require adjustment if the holding is gigant in relation to the market or is
subject to restrictions in marketability. In additj general economic circumstances
prevailing at the time, for example, illiquidity ia particular market, may impact
estimation uncertainty.

Additional examples of situations where accoumtestimates, other than fair value
accounting estimates, may be required include:

. Allowance for doubtful accounts.

. Inventory obsolescence.

. Warranty obligations.

. Depreciation method or asset useful life.

. Provision against the carrying amount of an investivhere there is uncertainty
regarding its recoverability.

12
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. Outcome of long term contracts.
. Costs arising from litigation settlements and judgets.

Additional examples of situations where failueaccounting estimates may be required
include:

. Complex financial instruments, which are not traoheah active and open market.
. Share-based payments.
. Property or equipment held for disposal.

. Certain assets or liabilities acquired in a busreesnbination, including goodwill
and intangible assets.

. Transactions involving the exchange of assetsatiliiies between independent
parties without monetary consideration, for examgleon-monetary exchange of
plant facilities in different lines of business.

. Impairment testing of assets.

Estimation involves judgements based on infdromaavailable when the financial
statements are prepared. For many accounting deSméhese include making
assumptions about matters that are uncertain &éintleeof estimation. The auditor is not
responsible for predicting future conditions, ti@etgns or events that, if known at the
time of the audit, might have significantly affettbe management’s actions-taken or the
assumptions used by management.

Management Bias

A9.

A10.

Financial reporting frameworks often call foeutrality, that is, freedom from bias.
Accounting estimates are imprecise, however, andbeainfluenced by management
judgement. Such judgement may involve unintentionahtentional management bias
(for example, as a result of motivation to achiawesired result). The susceptibility of
an accounting estimate to management bias increatiethe subjectivity involved in
making it. Unintentional management bias and themgal for intentional management
bias are inherent in subjective decisions thab&sn required in making an accounting
estimate. For continuing audits, indicators of gmesnanagement bias identified during
the audit of the preceding periods influence thenping and risk identification and
assessment activities of the auditor in the cunpenibd.

Management bias can be difficult to dete@raccount levelt may only be identified
when considered in the aggregate of groups of adowuestimates or all accounting
estimates, or when observed over a number of atioguperiods. Although some form
of management bias is inherent in subjective deessiin making such judgements there
may be no intention by-these-charged-with-goveraaranagement to mislead the users
of financial statements. Where, however, theretention to mislead, management bias
is fraudulent in nature.

Considerations Specific to Public Sector Entities

All.

Public sector entities may have significarltings of specialised assets for which there
are no readily available and reliable sourcesfofmation for purposes of measurement

13
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at fair value or other current value basesa combination of both. Often specialised
assets held do not generate cash flows and d@ametdn active market. Measurement at
fair value therefore ordinarily requires estimataomd may be complex, and in some rare
cases may not be possible at all.

Risk Assessment Procedures and Related Activiti¢Ref: Para. 8)

Al2.

The risk assessment procedures and relatedtiastrequired by paragraph 8 of this
ISA (NZ) assist the auditor in developing an expgoh of the nature and type of
accounting estimates that an entity may have. Tigta’s primary consideration is
whether the understanding that has been obtairsdfisient to identify and assess the
risks of material misstatement in relation to actog estimates, and to plan the nature,
timing and extent of further audit procedures.

Obtaining an Under standing of the Requirements of the Applicable Financial Reporting
Framework (Ref: Para. 8(a))

Al3.

Al4.

Al5.

Obtaining an understanding of the requirementthe applicable financial reporting
framework assists the auditor in determining wheithéor example:

. Prescribes certain conditions for the recognifionmethods for the measurement,
of accounting estimates.

. Specifies certain conditions that permit or requa@asurement at a fair value, for

example, by referring te—the management’s intestioh-those—charged-with
goverhanee to carry out certain courses of actitmnespect to an asset or liability.

. Specifies required or permitted disclosures.
Obtaining this understanding also provides thetauelith a basis for discussion with

management-and-those-charged-with-goverrance hbauthanagement has applied
those requirements relevant to the accounting astirhavebeen—apphed, and the

auditor’s determination of whether they have bggpliad appropriately.

Financial reporting frameworks may providedgrice on determining point estimates
where alternatives exist. Some financial reportiagneworks, for example, require that
the point estimate selected be the alternativerdffl@cts management’s judgement of the
most likely outcomé? Others may require, for example, use of a dis@slptobability-
weighted expected value. In some cases;-the-emtitggement may be able to make a
point estimate directly. In other cases, managementbe able to make a reliable point
estimate-ean-be-made only after considering alte@aassumptions or outcomes from
which it is able to determine a point estimate.

Financial reporting frameworks may requiredtselosure of information concerning the
significant assumptions to which the accountingneste is particularly sensitive.
Furthermore, where there is a high degree of eibmaincertainty, some financial
reporting frameworks do not permit an accountingyreste to be recognised in the

10

Most financial reporting frameworks require incorgtion in the balance sheet or income statemeite: o
that satisfy their criteria for recognition. Disslge of accounting policies or adding notes tofit@ncial
statements does not rectify a failure to recogsigsh items, including accounting estimates.

Different financial reporting frameworks may usttedent terminology to describe point estimatetedrined
in this way.

14
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financial statements, but certain disclosures neaeljuired in the notes to the financial
statements.

Obtaining an Under standing of How Management |dentifies the Need for Accounting
Estimates istdentified-(Ref: Para. 8(b))

Al6.

Al7.

Al8.

A19.

The preparation of the financial statememngsiies management to determine whether a
transaction, event or condition gives rise to thechto make an accounting estimate, and
that all necessary accounting estimates have leeegmised, measured and disclosed in
the financial statements in accordance with thdiegdge financial reporting framework.

ldentification Management's identification twhnsactions, events and conditions that
give rise to the need for accounting estimatekédyl to be based on:

. Management's-Kknowledge of the entity’s business thie industry in which it
operates.

. Management’s-Kknowledge of the implementation ofibess strategies in the
current period.

. Where applicable, management's-and-those-charghdyanernance’s cumulative

experience of preparing the entity’s financial eta¢nts in prior periods.

In such cases, the auditor may obtain an underisiggohow management identifies the
need for accounting estimates is identified priflganrough enquiry of management. In
other cases, wherethe management’s process istnatired, for example, when-there
managementis has a formal risk management fundtienauditor may perform risk
assessment procedures directed at the methodsaatidgs followed by management for
periodically reviewing the circumstances that gige to the accounting estimates and
re-estimating the accounting estimates as necesHagycompleteness of accounting
estimates is often an important consideration ef daditor, particularly accounting
estimates relating to liabilities.

The auditor’s understanding of the entity arsdenvironment obtained during the
performance of risk assessment procedures, togsitieother audit evidence obtained
during the course of the audit, assist the auditmentifying circumstances, or changes
in circumstances, that may give rise to the neearicaccounting estimate.

Enquiries of management—and-those—charged—gaternment about changes in

circumstances may include, for example, enquirEsiawhether:

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

. Terms of transactions that gave rise to accourgstgnates have changed.

. Accounting policies relating to accounting estinsatave changed, as a result of
changes to the requirements of the applicable fimhmeporting framework or
otherwise.

. Regulatory or other changes outside the controhefentity have occurred that

may require-aceounting-estimates-to-be-reviseceammuanagement to revise, or
make new accounting estimates-te-be-made.

. New conditions or events have occurred that mag gse to the need for new or
revised accounting estimates.
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A20. During the audit, the auditor may identifyrtsactions, events and conditions that give
rise to the need for accounting estimates-thathet/been-identifiedmanagement failed
to identify. ISA (NZ) 315 (Revised) deals with airastances where the auditor identifies
risks of material misstatement that-the-entitymanaent failed to identify, including
determining whether there is a significant deficieim internal control with regard to the
entity’s risk assessment processes.

Considerations Specific to Smaller Entities

A21. Obtaining this understanding for smaller eediis often less complex as their business
activities are often limited and transactions a&sslcomplex. Further, often a single
person, for example the owner-manager, identifies rteed to make an accounting
estimate and the auditor may focus enquiries aguglsd

Obtaining an Under standing of How Management Makes the Accounting Estimates are-Made
(Ref: Para. 8(c))

A22. The preparation of the financial statement akquires—the—entitymanagement to
establish financial reporting processes for makaggounting estimates, including
adequate internal control. Such processes inchuelétlowing:

Selecting appropriate accounting policies and pil@sg estimation processes,
including appropriate estimation or valuation mefoncluding, where applicable,
models.

Developing or identifying relevant data and assuomgt that affect accounting
estimates.

Periodically reviewing the circumstances that gise to the accounting estimates
and re-estimating the accounting estimates as s&ges

A23. Matters that the auditor may consider in abtay an understanding of how management
makes accounting estimates-are-made include, tonple:

The types of accounts or transactions to whiclato®unting estimates relate (for
example, whether the accounting estimates arise tine recording of routine and
recurring transactions or whether they arise froom-recurring or unusual
transactions).

Whether and, if so, how management has used ressabmeasurement techniques
for making particular accounting estimates-haverhesd.

Whether the accounting estimates were made basgatamvailable at an interim
date and, if so, whether and how management has tato account the effect of
events, transactions and changes in circumstacesring between that date and
the period end-have-been-taken-inte-account.

Method of Measurement, Including the Use of Modrts: Para. 8(c)(i))

A24. In some cases, the applicable financial répgftamework may prescribe the method of
measurement for an accounting estimate, for exgragbarticular model that is to be
used in measuring a fair value estimate. In masggaiowever, the applicable financial

1 1SA (NZ) 315 (Revised), paragraph 16.
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reporting framework does not prescribe the methoch@asurement, or may specify
alternative methods for measurement.

A25. When the applicable financial reporting franoekvdoes not prescribe a particular
method to be used in the circumstances, mattetstiieaauditor may consider in
obtaining an understanding of the method or, wappicable the model, used to make
accounting estimates include, for example:

How management considered the nature of the adsaibty being estimated-has
been-considered when selecting a particular method.

Whether the entity operates in a particular busineglustry or environment in
which there are methods commonly used to makeaheplar type of accounting
estimate.

A26. There may be greater risks of material misstant, for example, in cases when the
entitymanagement has internally developed a madet tused to make the accounting
estimate or is departing from a method commonlydusea particular industry or
environment.

Relevant ControlgRef: Para. 8(c)(ii))

A27. Matters that the auditor may consider in otatg an understanding of relevant controls
include, for example, the experience and competefit®se who make the accounting

estimates, and controls related to:

How management determines the completeness, releaad accuracy of the data
used to develop accounting estimates-has-beenrdatest.

The review and approval of accounting estimateduding the assumptions or
inputs used in their development, by appropriatelkeof management and, where
appropriate, those charged with governance.

The segregation of duties between those committiagentity to the underlying
transactions and those responsible for makingdbeumting estimates, including
whether the assignment of responsibilities appabglit takes account of the nature
of the entity and its products or services (forregke, in the case of a large
financial institution, relevant segregation of @stimay include an independent
function responsible for estimation and validatminfair value pricing of the
entity’s proprietary financial products staffedibgtividuals whose remuneration is
not tied to such products).

A28. Other controls may be relevant to making tbeoanting estimates depending on the
circumstances. For example, if the entity usesiBpanodels for making accounting

estimates;-specHic-policies-and-procedures managemay-be put into place specific

policies and procedures around such models. Rdlewatrols may include, for example,

those established over:

The design and development, or selection, of aqodeit model for a particular
purpose.

The use of the model.
The maintenance and periodic validation of thegrtg of the model.
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Management’s Use of Expextsef: Para. 8(c)(iii))

A29. Management may have, or the entity may empidividuals with, the experience and
competence necessary to make the required poimagss. In some cases, however, the
entitymanagement may need to engage an expert®, maassist in making, them. This
need may arise because of, for example:

. The specialised nature of the matter requiringmestion, for example, the
measurement of mineral or hydrocarbon reservestraaive industries.

. The technical nature of the models required to ieatelevant requirements of the
applicable financial reporting framework, as may the case in certain
measurements at fair value.

. The unusual or infrequent nature of the conditicansaction or event requiring an
accounting estimate.

Considerations specific to smaller entities

A30. In smaller entities, the circumstances reggian accounting estimate often are such that
the owner-manager is capable of making the requpmnt estimate. In some cases,
however, an expert will be needed. Discussion thighowner-manager early in the audit
process about the nature of any accounting estantte completeness of the required
accounting estimates, and the adequacy of the &stigprocess may assist the owner-
manager in determining the need to use an expert.

AssumptiongRef: Para. 8(c)(iv))

A31. Assumptions are integral components of acéogrdstimates. Matters that the auditor
may consider in obtaining an understanding of tksumptions underlying the
accounting estimates include, for example:

. The nature of the assumptions, including whicthefassumptions are likely to be
significant assumptions.

. How management—and-those—charged—with—governamessess whether the

assumptions are relevant and complete (that isath@levant variables have been
taken into account).

. Where applicable, how management-and-those-chattfegevernance determines

that the assumptions used are internally consistent

. Whether the assumptions relate to matters witherctintrol of managementand

these-charged-with-governance (for example, assangabout the maintenance

programmes that may affect the estimation of aatsssseful life), and how they
conform to the entity’s business plans and thereateenvironment, or to matters
that are outside their control (for example, assionp about interest rates,
mortality rates, potential judicial or regulatorgtians, or the variability and the
timing of future cash flows).

. The nature and extent of documentation, if anypstng the assumptions.

Assumptions may be made or identified by an expeassist management in making the
accounting estimates. Such assumptions, when yseslentitymanagement, become

the-entity’'smanagement’s assumptions.
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A32. In some cases, assumptions may be referredstonputs, for example, where
management uses a modeHs-used to make an acupestimate, though the term inputs
may also be used to refer to the underlying datashiwh specific assumptions are
applied.

A33. ManagementAssumptions may—be supported assmsptvith different types of
information drawn from internal and external sosrd@e relevance and reliability of

which will vary. In some cases, an assumption mayddably based on applicable
information from either external sources (for exéanpublished interest rate or other
statistical data) or internal sources (for exampistorical information or previous
conditions experienced by the entity). In otheresasan assumption may be more
subjective, for example, where the entity has noeernce or external sources from
which to draw.

A34. In the case of fair value accounting estimaiesumptions reflect, or are consistent with,
what knowledgeable, willing arm’s length partiesn(@times referred to as “marketplace
participants” or equivalent) would use in determgfair value when exchanging an
asset or settling a liability. Specific assumptiaiisalso vary with the characteristics of
the asset or liability being valued, the valuatioathod used (for example, a market
approach, or an income approach) and the requirtsnwrthe applicable financial
reporting framework.

A35. With respect to fair value accounting estimatssumptions or inputs vary in terms of
their source and bases, as follows:

(@) Those that reflect what marketplace participamuld use in pricing an asset or
liability developed based on market data obtainechfsources independent of the
reporting entity (sometimes referred to as “obsele/anputs” or equivalent).

(b) Those that reflect the entity’s own judgemertutsut what assumptions marketplace
participants would use in pricing the asset oriliigtdeveloped based on the best
information available in the circumstances (sometimeferred to as “unobservable
inputs” or equivalent).

In practice, however, the distinction between (&) €b) is not always apparent. Further,
it may be necessary for management to select froom@ber of different assumptions
used by different marketplace participants.

A36. The extent of subjectivity, such as whetherassumption or input is observable,
influences the degree of estimation uncertaintytaedeby the auditor’s assessment of
the risks of material misstatement for a particalecounting estimate.

Changes in Methods for Making Accounting Estimaikes: Para. 8(c)(v))

A37. In evaluating how management makes the accwuestimates-are-made, the auditor is
required to understand whether there has beenght ¢ have been a change from the
prior period in the methods for making the accaumgstimates. A specific estimation
method may need to be changed in response to changthe environment or
circumstances affecting the entity or in the regmients of the applicable financial
reporting framework. If management has changedthod for making an accounting
estimate-has-changed, it is important thatthéyenéinagement can demonstrate that the
new method is more appropriate, or is itself aoasp to such changes. For example, if
management changes the basis of making an accguedtimate-is—changed from a
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mark-to-market approach to using a model, the audtallenges whether management’s
assumptions about the marketplace are reasonalijtrof economic circumstances.

Estimation UncertaintyRef: Para. 8(c)(vi))

A38.

Matters that the auditor may consider in oiatg an understanding of whether and, if so,
how management has assessed the effect of estimateertainty-has-been-assessed
include, for example:

. Whether and, if so, how management has considdiethaive assumptions or
outcomes-have-been-considered by, for examplegnparig a sensitivity analysis
to determine the effect of changes in the assumptm an accounting estimate.

. How management determines the accounting estidnaiesbeen-determined when
analysis indicates a number of outcome scenarios.

. Whether management monitors the outcome of acamyestimates made in the
prior periodHs—menitered, and whether managementtitity has appropriately
responded to the outcome of that monitoring procedu

Reviewing Prior Period Accounting Estimates (Ref: Para. 9)

A39.

A40.

A41.

The outcome of an accounting estimate wikwoftliffer from the accounting estimate
recognised in the prior period financial statemeBig performing risk assessment
procedures to identify and understand the reasor®ith differences, the auditor may
obtain:

. Information regarding the effectiveness of-the ng@maent's prior period
estimation process, from which the auditor can ¢uithg likely effectiveness efthe
management’s current process.

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

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

The review of prior period accounting estinsatey also assist the auditor, in the current
period, in identifying circumstances or conditidhgat increase the susceptibility of
accounting estimates to, or indicate the preseficpossible management bias. The
auditor’s professional scepticism assists in idginmty such circumstances or conditions
and in determining the nature, timing and exterfudher audit procedures.

Aretrospective review of management judgesant assumptions related to significant
accounting estimates is also required by ISA (N®)2 That review is conducted as part
of the requirement for the auditor to design amdiquen procedures to review accounting
estimates for biases that could represent a riskad&rial misstatement due to fraud, in
response to the risks of management override dfra@snAs a practical matter, the
auditor’s review of prior period accounting estiegas a risk assessment procedure in
accordance with this ISA (NZnay be carried out in conjunction with the review
required by ISA (NZ) 240.

12 ISA (NZ) 240, “The Auditor’s Responsibilities Réihg to Fraud in an Audit of Financial Statements,
paragraph 32(b)(ii).
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A42. The auditor may judge that a more detailederg\is required for those accounting
estimates that were identified during the priorigetraudit as having high estimation
uncertainty, or for those accounting estimateshhat changed significantly from the
prior period. On the other hand, for example, faraainting estimates that arise from the
recording of routine and recurring transactions a@hditor may judge that the application
of analytical procedures as risk assessment proegdsisufficient for purposes of the
review.

A43. For fair value accounting estimates and o#e#Eounting estimates based on current
conditions at the measurement date, more variatiay exist between the fair value
amount recognised in the prior period financiakstents and the outcome or the amount
re-estimated for the purpose of the current peridds is because the measurement
objective for such accounting estimates deals patiteptions about value at a point in
time, which may change significantly and rapidly@senvironment in which the entity
operates changes. The auditor may therefore fbeusetiew on obtaining information
that would be relevant to identifying and assessisigs of material misstatement. For
example, in some cases obtaining an understantiahginges in marketplace participant
assumptions which affected the outcome of a peoiog fair value accounting estimate
may be unlikely to provide relevant information faudit purposes. If so, then the
auditor’s consideration of the outcome of prioripéifair value accounting estimates
may be directed more towards understanding thetefmess ofthe management’s prior
estimation process, that is, managementthe-entiac record, from which the auditor
can judge the likely effectiveness ef-the manageisieurrent process.

A44. Adifference between the outcome of an acdogréstimate and the amount recognised
in the prior period financial statements does maessarily represent a misstatement of
the prior period financial statements. Howevermiay do so if, for example, the
difference arises from information that was avdéaio management when the prior
period’s financial statements were finalised, at tould reasonably be expected to have
been obtained and taken into account in the praparaf those financial statements.
Many financial reporting frameworks contain guidanen distinguishing between
changes in accounting estimates that constitutstatesnents and changes that do not,
and the accounting treatment required to be foltbwe

Identifying and Assessing the Risks of Material Mistatement
Estimation Uncertainty (Ref: Para. 10)

A45. The degree of estimation uncertainty assogiatéh an accounting estimate may be
influenced by factors such as:

. The extent to which the accounting estimate dependadgement.
. The sensitivity of the accounting estimate to clesng assumptions.

. The existence of recognised measurement technitpasmay mitigate the
estimation uncertainty (though the subjectivitytleé assumptions used as inputs
may nevertheless give rise to estimation uncestpint

. The length of the forecast period, and the relegaficlata drawn from past events
to forecast future events.

. The availability of reliable data from external stes.
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The extent to which the accounting estimate isdbas@bservable or unobservable
inputs.

The degree of estimation uncertainty associateth ait accounting estimate may
influence the estimate’s susceptibility to bias.

A46. Matters that the auditor considers in assgsia risks of material misstatement may
also include:

The actual or expected magnitude of an accounstimate.

The recorded amount of the accounting estimate (fhananagement’s point
estimate) in relation to the amount expected byatkaitor to be recorded.

Whether management has used an expert-has-beem usaking the accounting
estimate.

The outcome of the review of prior period accoumtstimates.

High Estimation Uncertainty and Sgnificant Risks (Ref: Para. 11)

A47. Examples of accounting estimates that may hagreestimation uncertainty include the
following:

Accounting estimates that are highly dependent ypdgement, for example,
judgements about the outcome of pending litigatiothe amount and timing of
future cash flows dependent on uncertain eventg/ipaars in the future.

Accounting estimates that are not calculated usewpgnised measurement
techniques.

Accounting estimates where the results of the atditreview of similar
accounting estimates made in the prior period trdnstatements indicate a
substantial difference between the original acdognéestimate and the actual
outcome.

Fair value accounting estimates for which a higdgpgcialised entity-developed
model is used or for which there are no observiapets.

A48. Aseemingly immaterial accounting estimate imaye the potential to result in a material
misstatement due to the estimation uncertaintyca®a with the estimation; that is, the
size of the amount recognised or disclosed inittantial statements for an accounting
estimate may not be an indicator of its estimatiocertainty.

A49.

In some circumstances, the estimation uncetés so high that a reasonable accounting
estimate cannot be made. The applicable finanepanting framework may, therefore,
preclude recognition of the item in the financi@tements, or its measurement at fair
value. In such cases, the significant risks refait only to whether an accounting
estimate should be recognised, or whether it shoeiltieasured at fair value, but also to
the adequacy of the disclosures. With respectdio aocounting estimates, the applicable
financial reporting framework may require disclasaf the accounting estimates and the
high estimation uncertainty associated with theee (aragraphs A120-A123).
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If the auditor determines that an accountistin@ate gives rise to a significant risk, the
auditor is required to obtain an understandindnefentity’s controls, including control
activities™®

In some cases, the estimation uncertainty @caounting estimate may cast significant
doubt about the entity’s ability to continue as @ing concern. ISA (NZ) 570
establishes requirements and provides guidanagcim Grcumstances.

Responses to the Assessed Risks of Material Misgatent(Ref: Para. 12)

A52.

ISA (NZ) 330 requires the auditor to desigd perform audit procedures whose nature,
timing and extent are responsive to the assesslexiaf material misstatement in relation
to accounting estimates at both the financial state and assertion levéfsParagraphs
A53-A115 focus on specific responses at the asselevel only.

Application of the Requirements of the Applicable Financial Reporting Framework (Ref: Para.

12(a))

A53.

AS4.

AS55.

AS56.

Many financial reporting frameworks prescrdagtain conditions for the recognition of
accounting estimates and specify the methods femgahem and required disclosures.
Such requirements may be complex and require thiecapon of judgement. Based on
the understanding obtained in performing risk assest procedures, the requirements of
the applicable financial reporting framework thaynie susceptible to misapplication or
differing interpretations become the focus of thditor’s attention.

Determining whether management has appropyiagplied the requirements of the
applicable financial reporting framework-have-beppropriately-applied is based, in
part, on the auditor’s understanding of the eratitgl its environment. For example, the
measurement of the fair value of some items, sgcimtangible assets acquired in a
business combination, may involve special constaerathat are affected by the nature
of the entity and its operations.

In some situations, additional audit proceduseich as the inspection by the auditor of
the current physical condition of an asset, mapdxmessary to determine whether the
management has appropriately applied the requiresm@inthe applicable financial

reporting framework-have-been-appropriately-applied

The application of the requirements of theli@pple financial reporting framework
requiresthat management to consider changes antheonment or circumstances that
affect the entity-be-censidered. For example, tivdduction of an active market for a
particular class of asset or liability may indicttat the use of discounted cash flows to
estimate the fair value of such asset or liabityo longer appropriate.

Consistency in Methods and Basis for Changes (Ref: Para. 12(b))

A57.

The auditor’s consideration of a change imecounting estimate, or in the method for
making it from the prior period, is important besata change that is not based on a
change in circumstances or new information is ctersd arbitrary. Arbitrary changes in

13 |SA (NZ) 315 (Revised), paragraph 29.
14 ISA(NZ) 570, “Going Concern.”
15 ISA (NZ) 330, paragraphs 5-6.
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an accounting estimate result in inconsistent trerstatements over time and may give
rise to a financial statement misstatement or bedicator of possible management bias.

Fhe-entityManagement often is able to demaitsstgood reason for a change in an
accounting estimate or the method for making an@atiing estimate from one period to
another based on a change in circumstances. Whatitties a good reason, and the
adequacy of support for the contention that thesgdeen a change in circumstances that
warrants a change in an accounting estimate om#éteod for making an accounting
estimate, are matters of judgement.

Responses to the Assessed Risks of Material Misstatements (Ref: Para. 13)

A59.

A60.

A61.

The auditor’s decision as to which resporsdividually or in combination, in paragraph
13 to undertake to respond to the risks of matemiaktatement may be influenced by
such matters as:

. The nature of the accounting estimate, includingtivér it arises from routine or
non routine transactions.

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

. The assessed risk of material misstatement, inojudhether the assessed risk is a
significant risk.

For example, when evaluating the reasonabdarfeéke allowance for doubtful accounts,
an effective procedure for the auditor may be toere subsequent cash collections in
combination with other procedures. Where the estomaincertainty associated with an

accounting estimate is high, for example, an actogestimate based on a proprietary
model for which there are unobservable inputs, alyrhe that a combination of the

responses to assessed risks in paragraph 13 issaegen order to obtain sufficient

appropriate audit evidence.

Additional guidance explaining the circumstsa which each of the responses may be
appropriate is provided in paragraphs A62-A95.

Events Occurring Up to the Date of the Auditor’'pBe (Ref: Para. 13(a))

AG2.

AG3.

A64.

Determining whether events occurring up todaee of the auditor’s report provide audit
evidence regarding the accounting estimate maylapparopriate response when such
events are expected to:

. Occur; and
. Provide audit evidence that confirms or contradilcesaccounting estimate.

Events occurring up to the date of the autit@port may sometimes provide sufficient
appropriate audit evidence about an accountingnast. For example, sale of the
complete inventory of a superseded product shaiftlr the period end may provide
audit evidence relating to the estimate of itsealisable value. In such cases, there may
be no need to perform additional audit procedurethe accounting estimate, provided
that sufficient appropriate evidence about the &s/enobtained.

For some accounting estimates, events ocguuprto the date of the auditor’s report are
unlikely to provide audit evidence regarding theamting estimate. For example, the
conditions or events relating to some accountitigyases develop only over an extended
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period. Also, because of the measurement objeofif&r value accounting estimates,
information after the period-end may not refle& #vents or conditions existing at the
balance sheet date and therefore may not be rel@vdre measurement of the fair value
accounting estimate. Paragraph 13 identifies atbgponses to the risks of material
misstatement that the auditor may undertake.

AB5. In some cases, events that contradict theuatityy estimate may indicate that the entity
has ineffective processes for making accountingneses, or that there is management
bias in the making of accounting estimates.

A66. Even though the auditor may decide not to tadle this approach in respect of specific
accounting estimates, the auditor is required oy with ISA (NZ) 560'° The auditor
is required to perform audit procedures designeabtain sufficient appropriate audit
evidence that all events occurring between the ofatiee financial statements and the
date of the auditor’s report that require adjustir@@nor disclosure in, the financial
statements have been identifieahd appropriately reflected in the financial stedats'®
Because the measurement of many accounting essiroétter than fair value accounting
estimates, usually depends on the outcome of fatumditions, transactions or events,
the auditor’s work under ISA (NZ) 560 is particljarelevant.

Considerations specific to smaller entities

A67. When there is a longer period between theloalaheet date and the date of the auditor’s
report, the auditor’s review of events in this pdrimay be an effective response for
accounting estimates other than fair value accogrmstimates. This may particularly be
the case in some smaller owner-managed entitipecedly when the entity does not
have formalised control procedures over accourdsignates.

Testing How_Management Made the Accounting Estinsakade(Ref: Para. 13(b))

A68. Testing how management made the accountinga&stis-made and the data on which it
is based may be an appropriate response when tbardcg estimate is a fair value
accounting estimate developed on a model thatalsesvable and unobservable inputs.
It may also be appropriate when, for example:

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

. The auditor’s review of similar accounting estinsateade in the prior period
financial statements suggests that the managencent&nt period process is likely
to be effective.

. The accounting estimate is based on a large populat items of a similar nature
that individually are not significant.

A69. Testing how_management made the accounting&tst-was-made may involve, for
example:

1% 1SA (NZ) 560, “Subsequent Events.”
" ISA (NZ) 560, paragraph 6.
18 |SA (NZ) 560, paragraph 8.
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. Testing the extent to which data on which the antinog estimate is based is
accurate, complete and relevant, and whether tbeuating estimate has been
properly determined using such data and-relevanbgement assumptions.

. Considering the source, relevance and reliabilitgxdernal data or information,
including that received from external experts eregilgy- ftymanagement to
assist in making an accounting estimate.

. Recalculating the accounting estimate, and revigwimformation about an
accounting estimate for internal consistency.

. Considering-the-entity’smanagement’s review and@a processes.

Considerations specific to smaller entities

A70. In smaller entities, the process for makingoamting estimates is likely to be less
structured than in larger entities. Smaller ergitigth active management involvement
may not have extensive descriptions of accountinggrures, sophisticated accounting
records, or written policies. Even if the entityshreo formal established process, it does
not mean thatthe-entitymanagement is not algeodde a basis upon which the auditor
can test the accounting estimate.

Evaluating the method of measuremgai: Para. 13(b)(i))

A71. When the applicable financial reporting franoekvdoes not prescribe the method of
measurement, evaluating whether the method useldding any applicable model, is
appropriate in the circumstances is a matter diegsional judgement.

A72. For this purpose, matters that the auditor oemsider include, for example, whether:
. Fhe Management’s rationale for the method seleisteghsonable.

. Management has sufficiently evaluated and apprgbyiapplied +The criteria, if
any, provided in the applicable financial reportiimlgmework to support the

selected method-has-been-sufficiently-evaluatechppebpriately-apphed.

. The method is appropriate in the circumstancesngilie nature of the asset or
liability being estimated and the requirementsefdpplicable financial reporting
framework relevant to accounting estimates.

. The method is appropriate in relation to the bussnandustry and environment in
which the entity operates.

A73. In some cases;the-entitymanagement may heteendined that different methods result
in a range of significantly different estimatessirch cases, obtaining an understanding
of how the entity has investigated the reasonthiese differences may assist the auditor
in evaluating the appropriateness of the methoetisd.

Evaluating the use of models

A74.In some cases, particularly when making fa@#lue accounting estimates—the
entitymanagement may use a model. Whether the maszl is appropriate in the
circumstances may depend on a number of factarh,asithe nature of the entity and its
environment, including the industry in which it ogies, and the specific asset or liability
being measured.
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A75. The extent to which the following consideragoare relevant depends on the
circumstances, including whether the model is baeis commercially available for use
in a particular sector or industry, or a proprigtawodel. In some cases, an entity may use
an expert to develop and test a model.

A76. Depending on the circumstances, matters liesatiditor may also consider in testing the
model include, for example, whether:

. The model is validated prior to usage, with pegoaiviews to ensure it is still
suitable for its intended use. The entity’s valioiafprocess may include evaluation
of:

o  The model’s theoretical soundness and mathematiggrity, including the
appropriateness of model parameters.

o  The consistency and completeness of the modelgsmath market practices.
o  The model’'s output as compared to actual transastio
. Appropriate change control policies and procedesest.

. The model is periodically calibrated and tested/&didity, particularly when inputs
are subjective.

. Adjustments are made to the output of the modelyding in the case of fair value
accounting estimates, whether such adjustmentctefthe assumptions
marketplace participants would use in similar ainstances.

. The model is adequately documented, including tbeéets intended applications
and limitations and its key parameters, requiredis, and results of any validation
analysis performed.

Assumptions used by managem@sf: Para. 13(b)(ii))

A77. The auditor’'s evaluation of the assumptioneduby management is based only on
information available to the auditor at the timettué audit. Audit procedures dealing
with management assumptions are performed in theegbof the audit of the entity’s
financial statements, and not for the purpose ofiging an opinion on assumptions
themselves.

A78. Matters that the auditor may consider in eatihg the reasonableness of the assumptions
used by management include, for example:

. Whether individual assumptions appear reasonable.
. Whether the assumptions are interdependent anthatie consistent.

. Whether the assumptions appear reasonable wherdewet collectively or in
conjunction with other assumptions, either for taounting estimate or for other
accounting estimates.

. In the case of fair value accounting estimates, tindre the assumptions
appropriately reflect observable marketplace assiomp

A79. The assumptions on which accounting estimatesbased may reflect what-those

charged-with-governance management expects witidboeutcome of specific objectives
and strategies. In such cases, the auditor magmpeidudit procedures to evaluate the
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reasonableness of such assumptions by considefangexample, whether the
assumptions are consistent with:

. The general economic environment and the entigdgmemic circumstances.
. The plans of the entity.
. Assumptions made in prior periods, if relevant.

. Experience of, or previous conditions experiencgdhe entity, to the extent this
historical information may be considered reprederdaof future conditions or
events.

. Other assumptions used by management relatingetbrtancial statements.

A80. The reasonableness of the assumptions usedepand orthe management’s intent and

ability ef-these-charged-with-governance to camuy @ertain courses of actioar—Fhose

charged-with-gevernanceManagement often documéants pnd intentions relevant to
specific assets or liabilities and the financiplaging framework may require them to do

so. Although the extent of audit evidence to beimlgtd about management's-the intent

and ability-ef-these-charged-with-governance isatten of professional judgement, the

auditor’s procedures may include the following:

. Review of management's-the-entity’s history of geug out its stated intentions.

. Review of written plans and other documentatiocjuding, where applicable,
formally approved budgets, authorisations or misute

. Enquiry of managementthose-charged-with-governaboettheir its reasons for a
particular course of action.

. Review of events occurring subsequent to the dateedinancial statements and
up to the date of the auditor’s report.

. Evaluation of the entity’s ability to carry out arficular course of action given the
entity’'s economic circumstances, including the iicgtions of its existing
commitments.

Certain financial reporting frameworks, however,ynmst permit_management's-the
intentions or plans-efthese-charged-with-goveraanchbe taken into account when
making an accounting estimate. This is often tise ¢ar fair value accounting estimates
because their measurement objective requires #saingtions reflect those used by
marketplace participants.

A81. Matters that the auditor may consider in exaihg the reasonableness of assumptions
used_by management underlying fair value accourdstgnates, in addition to those
discussed above where applicable, may includeeXample:

. Where relevant, whether and, if so, how managemastincorporated market-

specific inputs-have-been-incorporated into theettigpment of assumptions.

. Whether the assumptions are consistent with obslermeaarket conditions, and the
characteristics of the asset or liability being swgad at fair value.

. Whether the sources of market-participant assumgtawe relevant and reliable,
and how management has selected the assumptioss-bave-beenselected when
a number of different market participant assumgsiexist.
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Where appropriate, whether and, if so, how manageomnsidered assumptions
used in, or information about, comparable transasti assets or liabilities-have
been selected.

A82. Further, fair value accounting estimates mamgngrise observable inputs as well as
unobservable inputs. Where fair value accountinigreses are based on unobservable
inputs, matters that the auditor may consider ohejufor example, how—the

entitymanagement supports the following:

. The identification of the characteristics of matate participants relevant to the
accounting estimate.

. Modifications it has made to its own assumptioneflect its view of assumptions
marketplace participants would use.

. Whether it has incorporated the best informaticailable in the circumstances.

. Where applicable, how its assumptions take accoucdmparable transactions,
assets or liabilities.

If there are unobservable inputs, it is more likidgt the auditor’s evaluation of the
assumptions will need to be combined with othgyaases to assessed risks in paragraph
13 in order to obtain sufficient appropriate augrtdence. In such cases, it may be
necessary for the auditor to perform other audtedures, for example, examining
documentation supporting the review and approvathef accounting estimate by
appropriate levels of management and, where appteprby those charged with
governance.

A83. In evaluating the reasonableness of the assomspsupporting an accounting estimate,
the auditor may identify one or more significardg@sptions. If so, it may indicate that
the accounting estimate has high estimation unogytand may, therefore, give rise to a
significant risk. Additional responses to signifitaisks are described in paragraphs
A102-Al115.

Testing the Operating Effectiveness of Cont(aks: Para. 13(c))

A84. Testing the operating effectiveness of thetrmd® over how_management made the
accounting estimate-was-+ade may be an appropesense wheathe management’s
process has been well-designed, implemented anadtamsed, for example:

. Controls exist for the review and approval of thecaunting estimates by
appropriate levels of management and, where apptepby those charged with
governance.

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

A85. Testing the operating effectiveness of thers is required when:

(@) The auditor’'s assessment of risks of materiabtatement at the assertion level
includes an expectation that controls over thegss@re operating effectively; or
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(b) Substantive procedures alone do not providecserit appropriate audit evidence
at the assertion levél.

Considerations specific to smaller entities

A86. Controls over the process to make an accogietstimate may exist in smaller entities,

but the formality with which they operate variesrtiRer, smaller entities may determine
that certain types of controls are not necessamause of active management
involvement in the financial reporting process.tire case of very small entities,
however, there may not be many controls that tdé@wcan identify. For this reason, the
auditor’s response to the assessed risks is likelye substantive in nature, with the
auditor performing one or more of the other respens paragraph 13.

Developing a Point Estimate or Rangef: Para. 13(d))

A87. Developing a point estimate or a range towatal management’s point estimate may be

A88.

A89.

A90.

an appropriate response where, for example:

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

. The auditor’s review of similar accounting estinsateade in the prior period
financial statements suggests that-the managemamt’snt period process is
unlikely to be effective.

. The entity’s controls within and overthe managetsgmocesses for determining
accounting estimates are not well designed or plppaplemented.

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

. There are alternative sources of relevant datdablaito the auditor which can be
used in making a point estimate or a range.

Even where the entity’s controls are well desd and properly implemented, developing

a point estimate or a range may be an effectiedficient response to the assessed risks.
In other situations, the auditor may considerapigroach as part of determining whether

further procedures are necessary and, if so, tia¢ure and extent.

The approach taken by the auditor in develpgither a point estimate or a range may
vary based on what is considered most effectitharcircumstances. For example, the
auditor may initially develop a preliminary poirgtenate, and then assess its sensitivity
to changes in assumptions to ascertain a rangewtiith to evaluate management’s
point estimate. Alternatively, the auditor may lvelgy developing a range for purposes of
determining, where possible, a point estimate.

The ability of the auditor to make a pointi@stte, as opposed to a range, depends on
several factors, including the model used, thereand extent of data available and the
estimation uncertainty involved with the accountesjimate. Further, the decision to
develop a point estimate or range may be influeigetie applicable financial reporting
framework, which may prescribe the point estimiaéd is to be used after consideration

19

ISA (NZ) 330, paragraph 8.
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of the alternative outcomes and assumptions, scpbe a specific measurement method
(for example, the use of a discounted probabiligighted expected value).

A91. The auditor may develop a point estimate @nge in a number of ways, for example,
by:
. Using a model, for example, one that is commergciallailable for use in a
particular sector or industry, or a proprietaryaaditor-developed model.

. Further developing—the—entity'smanagement’s comaiten of alternative
assumptions or outcomes, for example, by introducen different set of
assumptions.

. Employing or engaging a person with specialiseceeige to develop or execute
the model, or to provide relevant assumptions.

. Making reference to other comparable conditiodactions or events, or, where
relevant, markets for comparable assets or ligslit

Understanding Management’s Assumptions or Me{Rred Para. 13(d)(i))

A92. When the auditer+akes develops a point estimiaa range and uses assumptions or a
method different from those used by managementthigrgparagraph 13(d)(i) requires
the auditor to obtain a sufficient understandinghaf assumptions or method used by
management in making the accounting estimate.urdsrstanding provides the auditor
with information that may be relevant to the audstalevelopment of an appropriate
point estimate or range. Further, it assists thiitauto understand and evaluate any
significant differences from management’s poinnesate. For example, a difference may
arise because the auditor used different, but oualid, assumptions as compared with
those used by managementthe-entity. This may rekatkthe accounting estimate is
highly sensitive to certain assumptions and theeefeubject to high estimation
uncertainty, indicating that the accounting estanamay be a significant risk.
Alternatively, a difference may arise as a resultaofactual error made by-the
entitymanagement. Depending on the circumstanbesauditor may find it helpful in
drawing conclusions to discuss with managementiarsk-charged-with-governance the
basis for the assumptions used and their validitg the difference, if any, in the
approach taken to making the accounting estimate.

Narrowing a Rang@Ref: Para. 13(d)(ii))

A93. When the auditor concludes that it is appumdprito use a range to evaluate the
reasonableness of management’s point estimataifthtor’s range), paragraph 13(d)(ii)
requires that range to encompass all “reasonalilomes” rather than all possible
outcomes. The range cannot be one that comprispesalible outcomes if it is to be
useful, as such a range would be too wide to ez for purposes of the audit. The
auditor’s range is useful and effective when gufficiently narrow to enable the auditor
to conclude whether the accounting estimate istatss.

A94. Ordinarily, a range that has been narrowellécequal to or less than performance
materiality is adequate for the purposes of evalgatthe reasonableness of
management’s point estimate. However, particuliarlyertain industries, it may not be
possible to narrow the range to below such an amdbis does not necessarily preclude
recognition of the accounting estimate. It may cati, however, that the estimation
uncertainty associated with the accounting estinmtsuch that it gives rise to a

31



A95.

ISA (NZ) 540

significant risk. Additional responses to signifitaisks are described in paragraphs
A102-A115.

Narrowing the range to a position where aticomes within the range are considered
reasonable may be achieved by:

(@) Eliminating from the range those outcomes at thieeaxties of the range judged
by the auditor to be unlikely to occur; and

(b) Continuing to narrow the range, based on auditeaad available, until the auditor
concludes that all outcomes within the range arsiclered reasonable. In some
rare cases, the auditor may be able to narrowaheger until the audit evidence
indicates a point estimate.

Considering whether Specialised Skills or Knowledge are Required (Ref: Para. 14)

A96.

A97.

A98.

A99.

In planning the audit, the auditor is requite@scertain the nature, timing and extent of
resources necessary to perform the audit engagéfligmis may include, as necessary,
the involvement of those with specialised skillkowowledge. In addition, ISA (NZ) 220
requires the engagement partner to be satisfiedtileaengagement team, and any
auditor’s external experts, who are not part othgagement team, collectively have the
appropriate competence and capabilities to pertbmraudit engagemefitDuring the
course of the audit of accounting estimates thet@uchay identify, in light of the
experience of the auditor and the circumstanceth@fengagement, the need for
specialised skills or knowledge to be applied iatren to one or more aspects of the
accounting estimates.

Matters that may affect the auditor's consadien of whether specialised skills or
knowledge is required include, for example:

. The nature of the underlying asset, liability omgmnent of equity in a particular
business or industry (for example, mineral deppatsicultural assets, complex
financial instruments).

. A high degree of estimation uncertainty.

. Complex calculations or specialised models are liedh for example, when
estimating fair values when there is no observatdeket.

. The complexity of the requirements of the appliediniancial reporting framework
relevant to accounting estimates, including whethere are areas known to be
subject to differing interpretation or practicansonsistent or developing.

. The procedures the auditor intends to undertakesponding to assessed risks.

For the majority of accounting estimates, ewden there is estimation uncertainty, it is
unlikely that specialised skills or knowledge vaié required. For example, it is unlikely
that specialised skills or knowledge would be nsagsfor an auditor to evaluate an
allowance for doubtful accounts.

However, the auditor may not possess the afe®i skills or knowledge required when
the matter involved is in a field other than acdoumor auditing and may need to obtain

2 ISA(NZ) 300, “Planning an Audit of Financial Seents,” paragraph 8(e).
2L 1SA (NZ) 220, “Quality Control for an Audit of Rancial Statements,” paragraph 14.
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it from an expert. ISA (NZ) 629 establishes requirements and provides guidance in
determining the need to employ or engage an egpertthe auditor’s responsibilities
when using the work of an auditor’s expert.

A100.Further, in some cases, the auditor may cdedlvat it is necessary to obtain specialised
skills or knowledge related to specific areas aiamting or auditing. Individuals with
such skills or knowledge may be employed by thatads firm or engaged from an
external organisation outside of the auditor’s fitwhere such individuals perform audit
procedures on the engagement, they are part @ny@gement team and accordingly,
they are subject to the requirements in ISA (N4).22

A101.Depending on the auditor’s understanding aipéeence of working with the auditor’s
expert or those other individuals with specialiskills or knowledge, the auditor may
consider it appropriate to discuss matters sucth@sequirements of the applicable
financial reporting framework with the individuaisolved to establish that their work is
relevant for audit purposes.

Further Substantive Procedures to Respond to Signdant Risks (Ref: Para. 15)

A102.In auditing accounting estimates that give tssignificant risks, the auditor’s further
substantive procedures are focused on the evatuatio

(@) How management has assessed the effect of estimatioertainty on the
accounting estimate-has-been-assessed, and tttesatfk uncertainty may have on
the appropriateness of the recognition of the attiog estimate in the financial
statements; and

(b) The adequacy of related disclosures.

Estimation Uncertainty
Management’s Consideration of Estimation UncenaiRéf: Para. 15(a))

A103.Management may evaluate Aalternative assumptoy outcomes of the accounting
estimates—may—be—evaluated through a number of adethdepending on the
circumstances. One possible method used-by-thgrmatnagement is to undertake a
sensitivity analysis. This might involve determigihow the monetary amount of an
accounting estimate varies with different assunmgtidcven for accounting estimates
measured at fair value there can be variation Isecdifferent market participants will
use different assumptions. A sensitivity analy®sid lead to the development of a
number of outcome scenarios, sometimes charaaleagsa range of outcomes, such as
“pessimistic” and “optimistic” scenarios.

A104.A sensitivity analysis may demonstrate thafecounting estimate is not sensitive to
changes in particular assumptions. Alternativéiyjay demonstrate that the accounting
estimate is sensitive to one or more assumptioastiien become the focus of the
auditor’s attention.

A105.This is not intended to suggest that one @aer method of addressing estimation
uncertainty (such as sensitivity analysis) is metatable than another, or that
management’s consideration of alternative assumgtior outcomes needs to be

2 1SA (NZ) 620, “Using the Work of an Auditor’s Egp.”
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conducted through a detailed process supportegtbpgive documentation. Rather, itis
whether management-the-entity has assessed homagst uncertainty may affect the
accounting estimate that is important, not the ifigemanner in which it is done.
Accordingly, where management has not consideterhative assumptions or outcomes
have—not-been—considered, it may be necessaryhiratditor to discuss with
management-and-those-charged-with-governance eguo@st support for, how it has

addressed the effects of estimation uncertaintyheraccounting estimate.

Considerations specific to smaller entities

A106.Smaller entities may use simple means to saisegstimation uncertainty. In addition to
the auditor’s review of available documentatiore #uditor may obtain other audit
evidence ofthe management consideration of ali@massumptions or outcomes by
enquiry of management—and—those—charged—with—gaewee In addition,—the
entitymanagement may not have the expertise toidenslternative outcomes or
otherwise address the estimation uncertainty oatto®unting estimate. In such cases,

the auditor may explain to management-and-thosgetavith-governanee the process

or the different methods available for doing sag #me documentation thereof. This

would not, however, change the responsibilities #fese—charged—with
governancemanagement for the preparation of tlaadial statements.

Significant AssumptiongRef: Para. 15(b))

A107.An assumption used in making an accountinigyas¢ may be deemed to be significant
if a reasonable variation in the assumption wouddemally affect the measurement of
the accounting estimate.

A108.Support for significant assumptions deriveairfrmanagement's—the knowledge of
mahagement-and-those-charged-with-gevernance malytdimed from management’s
the continuing processes of strategic analysigiakananagement. Even without formal
established processes, such as may be the casallarentities, the auditor may be able
to evaluate the assumptions through enquiries@fi@tussions with management-and

these-charged-with-gevernance, along with othertgurdcedures in order to obtain

sufficient appropriate audit evidence.

A109.The auditor’s considerations in evaluatingiagstions made are described in paragraphs
A77-A83.

Fhe Management’s Intent and AbilibfFhese-Charged-with-Geverhaneef. Para. 15(c))

A110.The auditor’s considerations in relation tewmsptions made by management and

management’s-the intent and ability-efthese-chhigith-governance are described in
paragraphs A13 and A80.

Development of a Range (Ref: Para. 16)

Al1l1.In preparing the financial statements, managyerand-those-charged-with-governance
may be satisfied that-they-haveit has adequatelyeaded the effects of estimation

uncertainty on the accounting estimates that gise to significant risks. In some
circumstances, however, the auditor may view tlartsfof the-entitymanagement as
inadequate. This may be the case, for example,eyirethe auditor’s judgement:
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. Sufficient appropriate audit evidence could nobbg&ined through the auditor’s
evaluation of how management has addressed tlatsedfieestimation uncertainty
have-been-addressed.

. It is necessary to explore further the degree tifn@sion uncertainty associated
with an accounting estimate, for example, whereaheitor is aware of wide
variation in outcomes for similar accounting esti@san similar circumstances.

. It is unlikely that other audit evidence can beantd, for example, through the
review of events occurring up to the date of theitau's report.

. Indicators of management bias in the making of asting estimates may exist.
Al112.The auditor’s considerations in determininguage for this purpose are described in
paragraphs A87-A95.
Recognition and Measurement Criteria
Recognition of the Accounting Estimates in the Ririal Statement&Ref: Para. 17(a))

A113.Where management has recognised an accowdiimgate-has-been+recognised in the
financial statements, the focus of the auditoraeation is on whether the measurement
of the accounting estimate is sufficiently reliatdeneet the recognition criteria of the
applicable financial reporting framework.

A114.With respect to accounting estimates that hmtebeen recognised, the focus of the
auditor’s evaluation is on whether the recognitooreria of the applicable financial
reporting framework have in fact been met. Evenrela@ accounting estimate has not
been recognised, and the auditor concludes thatrdatment is appropriate, there may
be a need for disclosure of the circumstancessimties to the financial statements. The
auditor may also determine that there is a needraw the reader’s attention to a
significant uncertainty by adding an Emphasis oftbtaparagraph to the auditor’s report.
ISA (NZ) 706° establishes requirements and provides guidanceecoimg such
paragraphs.

Measurement Basis for the Accounting Estiméees Para. 17(b))

A115.With respect to fair value accounting estimagmme financial reporting frameworks
presume that fair value can be measured reliabdy@srequisite to either requiring or
permitting fair value measurements and disclosimesame cases, this presumption may
be overcome when, for example, there is no apmtgprmethod or basis for
measurement. In such cases, the focus of the asdi#ealuation is on whetherthe
management’s basis for overcoming the presumpélating to the use of fair value set
forth under the applicable financial reporting fework is appropriate.

Evaluating the Reasonableness of the Accounting Esiates, and Determining
Misstatements(Ref: Para. 18)

All16.Based on the audit evidence obtained, the@udiay conclude that the evidence points
to an accounting estimate that differs from managgispoint estimate. Where the audit

% |1SA (NZ) 706, “Emphasis of Matter Paragraphs @iber Matter Paragraphs in the Independent Auditor’

Report.”
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evidence supports a point estimate, the differémtereen the auditor’s point estimate
and management’s point estimate constitutes a aéssent. Where the auditor has
concluded that using the auditor’s range providéfscgent appropriate audit evidence, a
management point estimate that lies outside theaisdrange would not be supported

by audit evidence. In such cases, the misstateisantless than the difference between
management’s point estimate and the nearest pbihe@uditor’s range.

Al117.Where management has changed an accountin@agstor the method in making-t-has
been-changed from the prior period based on aclingeassessment that there has been
a change in circumstances, the auditor may condladed on the audit evidence that the
accounting estimate is misstated as a result ofadmtrary change by—the
entitymanagement, or may regard it as an indicat@ossible management bias (see
paragraphs A124-A125).

A118. ISA (NZ) 456 provides guidance on distinguishing misstatentfemtsurposes of the
auditor’'s evaluation of the effect of uncorrectedsstatements on the financial
statements. In relation to accounting estimategsatatement, whether caused by fraud
or error, may arise as a result of:

. Misstatements about which there is no doubt (fdctusstatements).

. Differences arising from_management’s judgementaceming accounting
estimates that the auditor considers unreasoraiilee selection or application of
accounting policies that the auditor considers pmapriate (judgemental
misstatements).

. The auditor’'s best estimate of misstatements inuladions, involving the
projection of misstatements identified in audit géas to the entire populations
from which the samples were drawn (projected misstants).

In some cases involving accounting estimates, atatement could arise as a result of a
combination of these circumstances, making sepaidgatification difficult or
impossible.

A119.Evaluating the reasonableness of accountitip&t®s and related disclosures included
in the notes to the financial statements, whethquired by the applicable financial
reporting framework or disclosed voluntarily, inves essentially the same types of
considerations applied when auditing an accourgstignate recognised in the financial
statements.

Disclosures Related to Accounting Estimates

Disclosures in Accordance with the Applicable Financial Reporting Framework (Ref: Para. 19)

A120.The presentation of financial statements icoedance with the applicable financial
reporting framework includes adequate disclosunmatierial matters. The applicable
financial reporting framework may permit, or praiser disclosures related to accounting
estimates, and some entities may disclose voliyedditional information in the notes
to the financial statements. These disclosuresintyde, for example:

. The assumptions used.

2 1SA (NZ) 450, “Evaluation of Misstatements Iddietil during the Audit.”
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. The method of estimation used, including any applie model.

. The basis for the selection of the method of egstona

. The effect of any changes to the method of estondtom the prior period.
. The sources and implications of estimation uncetyai

Such disclosures are relevant to users in undelisigjuthe accounting estimates
recognised or disclosed in the financial statemeams sufficient appropriate audit
evidence needs to be obtained about whether thislises are in accordance with the
requirements of the applicable financial reporfiragnework.

Al21.In some cases, the applicable financial repgpriramework may require specific
disclosures regarding uncertainties. For examplagsfinancial reporting frameworks
prescribe:

. The disclosure of key assumptions and other sowfeestimation uncertainty that
have a significant risk of causing a material aiinest to the carrying amounts of
assets and liabilities. Such requirements may Iseribed using terms such as
“Key Sources of Estimation Uncertainty” or “Criticdaccounting Estimates.”

. The disclosure of the range of possible outcomed,the assumptions used in
determining the range.

. The disclosure of information regarding the sigrafice of fair value accounting
estimates to the entity’s financial position and@@nance.

. Qualitative disclosures such as the exposureskand how they arise, the entity’s
objectives, policies and procedures for managiegigk and the methods used to
measure the risk and any changes from the preyetesd of these qualitative
concepts.

. Quantitative disclosures such as the extent tolwthie entity is exposed to risk,
based on information provided internally to thetgistkey management personnel,
including credit risk, liquidity risk and markeski.

Disclosures of Estimation Uncertainty for Accounting Estimates that Give Rise to Sgnificant
Risks (Ref: Para. 20)

A122.In relation to accounting estimates havingisicant risk, even where the disclosures are
in accordance with the applicable financial repaytiramework, the auditor may
conclude that the disclosure of estimation uncetyais inadequate in light of the
circumstances and facts involved. The auditor’'$uatan of the adequacy of disclosure
of estimation uncertainty increases in importarfee greater the range of possible
outcomes of the accounting estimate is in relabanateriality (see related discussion in
paragraph A94).

A123.In some cases, the auditor may consider itggjate to encourage managementthose
charged-with—governance to describe, in the natethé financial statements, the
circumstances relating to the estimation unceralB® (NZ) 705° provides guidance
on the implications for the auditor’s opinion whéme auditor believes that-the

25

ISA (NZ) 705, “Modifications to the Opinion inélindependent Auditor’s Report.”
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management’s disclosure of estimation uncertaintythe financial statements is

inadequate or misleading.

Indicators of Possible Management BiagRef: Para. 21)

A124.During the audit, the auditor may become awéjadgements and decisions made by
management which give rise to indicators of possihnagement bias. Such indicators
may affect the auditor’s conclusion as to whetliner auditor’s risk assessment and
related responses remain appropriate, and the oauditty need to consider the
implications for the rest of the audit. Furtheeymmay affect the auditor’s evaluation of
whether the financial statements as a whole aee fi@m material misstatement, as
discussed in ISA (NZ) 708.

Al125.Examples of indicators of possible managenisas with respect to accounting
estimates include:

Changes in an accounting estimate, or the methodnfaking it, where
management has made a subjective assessmentdhathts been a change in

circumstances-has-beenmade.

Use of an entity’s own assumptions for fair valaeaunting estimates when they
are inconsistent with observable marketplace assangp

Selection or construction of significant assumpdidinat yield a point estimate
favourable for management's-the objectives-of-mansnt-and/orthose-charged
with governance.

Selection of a point estimate that may indicatatégon of optimism or pessimism.

Written Representations (Ref: Para. 22)

A126.ISA (NZ) 583’ discusses the use of written representations. g on the nature,
materiality and extent of estimation uncertaintytten representations about accounting
estimates recognised or disclosed in the finasta¢ments may include representations:

About the appropriateness of the measurement @mesesncluding related
assumptions and models, used by management imnilgitgg accounting estimates
in the context of the applicable financial repagtframework, and the consistency
in application of the processes.

That the assumptions appropriately refleet the mameent’s intent and ability-of

those-charged-with-gevernance to carry out speadiicses of action on behalf of

the entity, where relevant to the accounting ed@sand disclosures.

That disclosures related to accounting estimatesanplete and appropriate under
the applicable financial reporting framework.

That no subsequent event requires adjustment tadbeunting estimates and
disclosures included in the financial statements.

% |SA (NZ) 700, “Forming an Opinion and Reporting Binancial Statements.”
27 1SA (NZ) 580, “Written Representations.”
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A127.For those accounting estimates not recogrosedsclosed in the financial statements,
written representations may also include represientaabout:

. The appropriateness of the basis used by managdoredé¢termining that the
recognition or disclosure criteria of the appli@bhancial reporting framework
have not been met (see paragraph A114).

. The appropriateness of the basis used by managéymrcome the presumption
relating to the use of fair value set forth undes entity’s applicable financial
reporting framework, for those accounting estimatgtsmeasured or disclosed at
fair value (see paragraph A115).

Documentation (Ref: Para. 23)

A128.Documentation of indicators of possible mamaggt bias identified during the audit
assists the auditor in concluding whether the auditrisk assessment and related
responses remain appropriate, and in evaluatinghgh¢he financial statements as a
whole are free from material misstatement. Seegoaph A125 for examples of
indicators of possible management bias.
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Appendix
(Ref: Para. Al)

Fair Value Measurements and Disclosures under Diffent Financial
Reporting Frameworks

The purpose of this appendix is only to provideraagal discussion of fair value measurements
and disclosures under different financial reporfiggneworks, for background and context.

1.

Different financial reporting frameworks require permit a variety of fair value
measurements and disclosures in financial statem@&hey also vary in the level of
guidance that they provide on the basis for meagwassets and liabilities or the related
disclosures. Some financial reporting frameworks girescriptive guidance, others give
general guidance, and some give no guidance &t allldition, certain industry-specific
measurement and disclosure practices for fair gadlso exist.

Definitions of fair value may differ among financigeporting frameworks, or for
different assets, liabilities or disclosures witlirparticular framework. For example,
New Zealand Equivalent to International Accounttandard (NZ IAS) 38defines fair
value as “the amount for which an asset could hEhaxged, or a liability settled,
between knowledgeable, willing parties in an arlargyth transaction.” The concept of
fair value ordinarily assumes a current transactiatimer than settlement at some past or
future date. Accordingly, the process of measufangvalue would be a search for the
estimated price at which that transaction woulduoca&dditionally, different financial
reporting frameworks may use such terms as “espgeific value,” “value in use,” or
similar terms, but may still fall within the condegd fair value in this ISA (NZ).

Financial reporting frameworks may treat changédaimvalue measurements that occur
over time in different ways. For example, a pattictinancial reporting framework may
require that changes in fair value measuremerdsrtdin assets or liabilities be reflected
directly in equity, while such changes might bdekd in income under another
framework. In some frameworks, the determinationwtfether to use fair value
accounting or how it is applied is influenced-bs thanagement’s intentefthese-charged
with-governanee to carry out certain courses obaatith respect to the specific asset or
liability.

Different financial reporting frameworks may reauicertain specific fair value
measurements and disclosures in financial statesvagrd prescribe or permit them in
varying degrees. The financial reporting framewariasy:

. Prescribe measurement, presentation and disclosgrgrements for certain
information included in the financial statementsfarinformation disclosed in
notes to financial statements or presented as sogpitary information;

. Permit certain measurements using fair valueseabghion of an entity or only
when certain criteria have been met;

. Prescribe a specific method for determining faingafor example, through the use
of an independent appraisal or specified ways migudiscounted cash flows;

28

NZ IAS 39, “Financial Instruments: RecognitiordaWeasurement.”
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. Permit a choice of method for determining fair \ealfrom among several
alternative methods (the criteria for selection raaynay not be provided by the
financial reporting framework); or

. Provide no guidance on the fair value measurenmntiésclosures of fair value
other than their use being evident through customractice, for example, an
industry practice.

Some financial reporting frameworks presume that&ue can be measured reliably
for assets or liabilities as a prerequisite to exittrequiring or permitting fair value
measurements or disclosures. In some cases, dsigpption may be overcome when an
asset or liability does not have a quoted markieepn an active market and for which
other methods of reasonably estimating fair value eearly inappropriate or
unworkable. Some financial reporting frameworks sj@gcify a fair value hierarchy that
distinguishes inputs for use in arriving at faitues ranging from those that involve
clearly “observable inputs” based on quoted priaad active markets and those
“unobservable inputs” that involve an entity’s ojudgements about assumptions that
marketplace participants would use.

Some financial reporting frameworks require certa@pecified adjustments or
modifications to valuation information, or othermsiderations unique to a particular
asset or liability. For example, accounting for @atment properties may require
adjustments to be made to an appraised market,\slak as adjustments for estimated
closing costs on sale, adjustments related toribyeepty’s condition and location, and
other matters. Similarly, if the market for a peutar asset is not an active market,
published price quotations may have to be adjustechodified to arrive at a more
suitable measure of fair value. For example, quotatket prices may not be indicative
of fair value if there is infrequent activity in @éhmarket, the market is not well
established, or small volumes of units are tradggative to the aggregate number of
trading units in existence. Accordingly, such magkeéces may have to be adjusted or
modified. Alternative sources of market informatioray be needed to make such
adjustments or modifications. Further, in some gasellateral assigned (for example,
when collateral is assigned for certain types okgtment in debt) may need to be
considered in determining the fair value or possibipairment of an asset or liability.

In most financial reporting frameworks, underlyirige concept of fair value
measurements is a presumption that the entitgasrgg concern without any intention or
need to liquidate, curtail materially the scal@®bperations, or undertake a transaction
on adverse terms. Therefore, in this case, famevalould not be the amount that an
entity would receive or pay in a forced transactiamoluntary liquidation, or distress
sale. On the other hand, general economic conditorconomic conditions specific to
certain industries may cause illiquidity in the ketplace and require fair values to be
predicated upon depressed prices, potentially fsignily depressed prices. An entity,
however, may need to take its current economigoerating situation into account in
determining the fair values of its assets andliigds if prescribed or permitted to do so
by its financial reporting framework and such framwek may or may not specify how
that is done. For example-the-entity’smanagemeads to dispose of an asset on an
accelerated basis to meet specific business obgsctmay be relevant to the
determination of the fair value of that asset.
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Prevalence of Fair Value Measurements

8.

Measurements and disclosures based on fair vaumaoming increasingly prevalent in
financial reporting frameworks. Fair values maywan, and affect the determination of,
financial statements in a number of ways, includimgmeasurement at fair value of the
following:

Specific assets or liabilities, such as marketabtaurities or liabilities to settle an
obligation under a financial instrument, routingy periodically “marked-to-
market.”

Specific components of equity, for example wheroaating for the recognition,
measurement and presentation of certain finamgaliments with equity features,
such as a bond convertible by the holder into comsires of the issuer.

Specific assets or liabilities acquired in a bussneombination. For example, the
initial determination of goodwill arising on thenghase of an entity in a business
combination usually is based on the fair value meament of the identifiable
assets and liabilities acquired and the fair valune consideration given.

Specific assets or liabilities adjusted to fairwalon a one-time basis. Some
financial reporting frameworks may require the ofa fair value measurement to
guantify an adjustment to an asset or a group sétasas part of an asset
impairment determination, for example, a test gfamment of goodwill acquired
in a business combination based on the fair val@edefined operating entity or
reporting unit, the value of which is then allochtamong the entity’s or unit’s
group of assets and liabilities in order to deawemplied goodwill for comparison
to the recorded goodwiill.

Aggregations of assets and liabilities. In someurirstances, the measurement of a
class or group of assets or liabilities calls foraggregation of fair values of some
of the individual assets or liabilities in suchsdar group. For example, under an
entity’s applicable financial reporting framewottke measurement of a diversified
loan portfolio might be determined based on thevalue of some categories of
loans comprising the portfolio.

Information disclosed in notes to financial stataetsee or presented as
supplementary information, but not recognised anfthancial statements.
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ACCOMPANYING ATTACHMENT: CONFORMITY TO THE INTERNAT IONAL
STANDARDS ON AUDITING

This conformity statement accompanies but is nat@aSA (NZ) 540.
Conformity with International Standards on Auditing

This International Standard on Auditing (New Zealp(SA (NZ)) conforms to International
Standard on Auditing ISA 548uditing Accounting Estimates, Including Fair Value
Accounting Estimates, and Related Disclosures, issued by the International Auditing and
Assurance Standards Board (IAASB), an independantard-setting board of the
International Federation of Accountants (IFAC).

Paragraphs that have been added to this ISA (Nid) da not appear in the text of the
equivalent ISA) are identified with the prefix “NZ”

References to “management” and “those chargedgotiernance” have been amended in the
ISAs (NZ) because the statutory responsibilityther preparation of the financial statements
rests with those charged with governance. The I84sire the auditor to obtain written
representations from management. The ISAs (N4)ireqvritten representations from those
charged with governance. Paragraphs where reiesdnc¢’management” have been
amended have been labelled as NZ paragraphs.

This ISA (NZ) incorporates terminology and defiaits used in New Zealand. References to
Ilsted entities have been broadened to refer teeirssin NeW Zealand—Ref-eFenees to

Compliance with this ISA (NZ) enables compliancémBSA 540.

Comparison with Australian Auditing Standards

In Australia the Australian Auditing and Assurar8@ndards Board (AUASB) has issued
Australian Auditing Standard ASA 548uditing Accounting Estimates, Including Fair Value
Accounting Estimates, and Related Disclosures.

ASA 540 conforms to ISA 540.
The following requirement is additional to ISA 540d ISA (NZ) 540:
. The auditor shall include in the audit documentatio

0 The auditor’s evaluation of any indicators of pb&simanagement bias in making
accounting estimates, including whether the cirdantses giving rise to the
indicators of bias represent a risk of materialstaigement due to fraud. [Ref: Para.
Aus 23.]
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