ISA 540 marked up to ISA (NZ) 540

The purpose of this document is to clearly indicate all changes made to the International
Standard on Auditing when developing the International Standard on Auditing (New
Zealand) equivalent. Amended paragraphs are shown with new text underlined and

deleted text struck through.

This document has been prepared by staff for information purposes only.
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Introduction
Scope of this ISA(NZ)

1.

2

This International Standard on Auditing (New Zealand) (ISA_(NZ)) deals with the
auditor’s responsibilities relating to accounting estimates, including fair value accounting
estimates, and related disclosures in an audit of financial statements. Specifically, it
expands on how ISA (NZ) 315" and ISA (NZ) 330% and other relevant ISAs (NZ) are to
be applied in relation to accounting estimates. It also includes requirements and guidance
on misstatements of individual accounting estimates, and indicators of possible
management bias.

Nature of Accounting Estimates
. Some financial statement items cannot be measured precisely, but can Wimated.
f

rred to as
to support the

For purposes of this ISA_(NZ), such financial statement ite
accounting estimates. The nature and reliability of informatio
making of an accounting estimate varies widely, which theré ects the degree of
estimation uncertainty associated with accounting estim gree of estimation
uncertainty affects, in turn, the risks of material miss of accounting estimates,
including their susceptibility to unintentional or in anagement bias. (Ref: Para.

Al-All)

The measurement objective of accounting e %n vary depending on the applicable
financial reporting framework and the financiahitem being reported. The measurement
objective for some accounting estimat@seis to forecast the outcome of one or more
i the need for the accounting estimate. For
any fair value accounting estimates, the
is expressed in terms of the value of a current

based on conditions prevalent at the measurement

other accounting estimates, |
measurement objective is di
transaction or financial st

date, such as estimated g
example, the apphi @ ncial reporting framework may require fair value
0

measurement dn assumed hypothetical current transaction between
knowledgeable, wi parties (sometimes referred to as “marketplace participants” or
equivalen s length transaction, rather than the settlement of a transaction at
some past date.®

tatement of the financial statements. This is particularly the case for fair value

ting estimates, as any observed outcome is invariably affected by events or

conditions subsequent to the date at which the measurement is estimated for purposes of
e financial statements.

ISA (NZ) 315, “Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity

and Its Environment.”
ISA (NZ) 330, “The Auditor’s Responses to Assessed Risks.”

Different definitions of fair value may exist among financial reporting frameworks.
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Effective Date

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

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

(@) accounting estimates, including fair value accounting estimates, in the financial
statements, whether recognrizedrecognised or disclosed, are reasonable;

(b) related disclosures in the financial statements are adequate, \)

in the context of the applicable financial reporting framework.

Definitions Q
7. For purposes of the ISAs (NZ), the following terms have the me s attributed below:

(@) Accounting estimate — An approximation of am ount in the absence of a
precise means of measurement. This term is/Use@ n amount measured at fair
value where there is estimation uncertai teII as for other amounts that
require estimation. Where this ISA dresses only accounting estimates
involving measurement at fair value,{th&¢erm *fair value accounting estimates” is
used.

(b) Auditor’s point estimate or a
respectively, derived fro
estimate.

itor{s range — The amount, or range of amounts,
idence for use in evaluating management’s point

(c) Estimation unceraig
disclosures to a

)

ack of neutrality by management and/or those charged with
inthe preparation of information.

susceptibility of an accounting estimate and related
ntMack of precision in its measurement.

(d) Managem
governanc

(e) Manfgement’s point estimate — The amount selected by management and/or those
chargeGwwith governance for recognition or disclosure in the financial statements as
accounting estimate.

rom the resolution of the underlying transaction(s), event(s) or condition(s)

Q ome of an accounting estimate —The actual monetary amount which results
addressed by the accounting estimate.

Requirements

Risk Assessment Procedures and Related Activities
8.  When performing risk assessment procedures and related activities to obtain an

understanding of the entity and its environment, including the entity’s internal control, as
required by ISA (NZ) 315, the auditor shall obtain an understanding of the following in

4 ISA(NZ) 315, paragraphs 5-6 and 11-12.
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order to provide a basis for the identification and assessment of the risks of material
misstatement for accounting estimates: (Ref: Para. A12)

(@) The requirements of the applicable financial reporting framework relevant to
accounting estimates, including related disclosures. (Ref: Para. A13-A15)

(b) How those transactions, events and conditions that may give rise to the need for
accounting estimates to be recognizedrecognised or disclosed in the financial
statements are identified. In obtaining this understanding, the auditor shall make
inguiriesenquiries of management_and those charged with governance about
changes in circumstances that may give rise to new, or the need to revis

accounting estimates. (Ref: Para. A16-A21)
(c) How accounting estimates are made, and an understanding of t%n

they are based, including: (Ref: Para. A22-A23)

(1)  The method, including where applicable the mo making the
accounting estimate; (Ref: Para. A24-A26)

(if) Relevant controls; (Ref: Para. A27-A28)
(ili) Whether an expert has been used; (Ref: Pa 30)
(iv) The assumptions underlying the acc estimates; (Ref: Para. A31-A36)

(v) Whether there has been or o , been a change from the prior
period in the methods for maKingthe aétounting estimates, and if so, why;

and (Ref: Para. A37)
(vi) Whether and, if so, %ﬁ?ect of estimation uncertainty has been
38

assessed. (Ref: Par

The auditor shall review th co accounting estimates included in the prior period
financial statements, or, \ icable, their subsequent re-estimation for the purpose

of the current period. ature’and extent of the auditor’s review takes account of the
ingestirnates, and whether the information obtained from the review
would be releman identifying and assessing risks of material misstatement of
accounting gsti ade in the current period financial statements. However, the

review isAot it
periods that Wer

drAssessing the Risks of Material Misstatement

ased on information available at the time. (Ref: Para. A39-A44)

entifying and assessing the risks of material misstatement, as required by
Z) 315, the auditor shall evaluate the degree of estimation uncertainty associated
ith an accounting estimate. (Ref: Para. A45-A46)

The auditor shall determine whether, in the auditor’s judgmentjudgement, any of those
accounting estimates that have been identified as having high estimation uncertainty give
rise to significant risks. (Ref: Para. A47-A51)

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

12. Based on the assessed risks of material misstatement, the auditor shall determine: (Ref:
Para. A52)

(@ Whether the requirements of the applicable financial reporting framework relevant
to the accounting estimate have been appropriately applied; and (Ref: Para. A53-A56)

(b) Whether the methods for making the accounting estimates are appropriate and have
been applied consistently, and whether changes, if any, in accounting estimates or
in the method for making them from the prior period are appropriatg in the
circumstances. (Ref: Para. A57-A58)

13. In responding to the assessed risks of material misstatement,
ISA (NZ) 330° the auditor shall undertake one or more of the followi
of the nature of the accounting estimate: (Ref: Para. A59-A61)

requi by
ingyaccount |

’s report provide
67)

(@) Determine whether events occurring up to the date of thg atidi
audit evidence regarding the accounting estimate. (Ref: P 62-

ta on which it is based. In
-A70)

(b) Test how the accounting estimate was made and the
doing so, the auditor shall evaluate whether: (Ref:

(i) The method of measurement used i in the circumstances; and

(Ref: Para. A71-AT76)
(if) The assumptions used are reasd&(n ght of the measurement objectives

of the applicable financial rting framework. (Ref: Para. A77-A83)

(c) Test the operating effectiveness,of the controls over how the accounting estimate
was made, together with

(d) Develop a point esti r aange to evaluate management’s point estimate. For
this purpose: (Ref;R

(i) Ifthea '

assumptions or methods that differ from management’s, the
ain an understanding of the assumptions or methods
establish that the auditor’s point estimate or range takes into
evant variables and to evaluate any significant differences from
ment’s point estimate. (Ref: Para. A92)

n
@ auditor concludes that it is appropriate to use a range, the auditor shall

arrow the range, based on audit evidence available, until all outcomes within
the range are considered reasonable. (Ref: Para. A93-A95)

. Qermining the matters identified in paragraph 12 or in responding to the assessed
risks of material misstatement in accordance with paragraph 13, the auditor shall consider
whether specializedspecialised skills or knowledge in relation to one or more aspects of the |
accounting estimates are required in order to obtain sufficient appropriate audit evidence.
(Ref: Para. A96-A101)

Further Substantive Procedures to Respond to Significant Risks
Estimation Uncertainty

® ISA(NZ) 330, paragraph 5.
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15. For accounting estimates that give rise to significant risks, in addition to other substantive
| procedures performed to meet the requirements of ISA (NZ) 330, the auditor shall
evaluate the following: (Ref: Para. A102)

(@) How alternative assumptions or outcomes have been considered, and why they
have been rejected, or how estimation uncertainty has been otherwise addressed in
making the accounting estimate. (Ref: Para. A103-A106)

(b) Whether the significant assumptions used are reasonable. (Ref: Para. A107-A109)

(c) Where relevant to the reasonableness of the significant assumptions used or the
appropriate application of the applicable financial reporting framewor intent

| of those charged with governance to carry out specific courses of acti their
ability to do so. (Ref: Para. A110)

| 16. If, in the auditor’s judgement, the effects of estimation uncertainty omth
estimates that give rise to significant risks have not been adegu
auditor shall, if considered necessary, develop a range wi
reasonableness of the accounting estimate. (Ref: Para. A111-A11

ressed, the
evaluate the

Recognition and Measurement Criteria

17. For accounting estimates that give rise to signi s, the auditor shall obtain

sufficient appropriate audit evidence about

(@) the decision to —recegnize,-recognise,
estimates in the financial statem

~recognise, the accounting
f: Para. A113-A114)

(b) the selected measurement ba e accounting estimates, (Ref: Para. A115)

are in accordance with the req the applicable financial reporting framework.

Evaluating the Reasonableness o

18. The auditor shall ev. I on the audit evidence, whether the accounting estimates
in the financial statements,are either reasonable in the context of the applicable financial

reporting framework, or are misstated. (Ref: Para. A116-A119)

nting Estimates, and Determining Misstatements

Disclosures Rel ccounting Estimates

19. The i Il obtain sufficient appropriate audit evidence about whether the
in the financial statements related to accounting estimates are in accordance
quirements of the applicable financial reporting framework. (Ref: Para. A120-

206 For accounting estimates that give rise to significant risks, the auditor shall also evaluate
e adequacy of the disclosure of their estimation uncertainty in the financial statements
in the context of the applicable financial reporting framework. (Ref: Para. A122-A123)

Indicators of Possible Management Bias

| 21. The auditor shall review the judgmentsjudgements and decisions made in the making of
accounting estimates to identify whether there are indicators of possible management

| 7 ISA(NZ) 330, paragraph 18.




ISA 540 marked up to ISA (NZ) 540

bias. Indicators of possible management bias do not themselves constitute misstatements
for the purposes of drawing conclusions on the reasonableness of individual accounting
estimates. (Ref: Para. A124-A125)

Written Representations

22. The auditor shall obtain written representations from those charged with governance
whether they believe significant assumptions used by them in making accounting

estimates are reasonable. (Ref: Para. A126-A127)
Documentation
23. The auditor shall include in the audit documentation:®
wounting

(@) The basis for the auditor’s conclusions about the reasonable
estimates and their disclosure that give rise to significant i

(b) Indicators of possible management bias, if any. (Ref: P

**k*k

Application and Other Explanatory Material Q

Nature of Accounting Estimates (Ref: Para. 2) X
Al. Because of the uncertainties inherent in busingss activities, some financial statement
items can only be estimated. Further, t cifi€ characteristics of an asset, liability or
component of equity, or the basist@f ox’meéthod of measurement prescribed by the
financial reporting framework, rise to the need to estimate a financial statement

item. Some financial reporti

frameworks.

A2. Some acco
rise to lo r

s of material misstatements, for example:

coun estimates arising in entities that engage in business activities that are
omplex.

ounting estimates that are frequently made and updated because they relate to
outine transactions.

. Accounting estimates derived from data that is readily available, such as published
interest rate data or exchange-traded prices of securities. Such data may be referred
to as “observable” in the context of a fair value accounting estimate.

. Fair value accounting estimates where the method of measurement prescribed by
the applicable financial reporting framework is simple and applied easily to the
asset or liability requiring measurement at fair value.

8 ISA (NZ) 230, “Audit Documentation,” paragraphs 8-11, and paragraph A6.
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Fair value accounting estimates where the model used to measure the accounting
estimate is well-known or generally accepted, provided that the assumptions or
inputs to the model are observable.

A3. For some accounting estimates, however, there may be relatively high estimation
uncertainty, particularly where they are based on significant assumptions, for example:

Accounting estimates relating to the outcome of litigation.

Fair value accounting estimates for derivative financial instruments not publicly
traded.

Fair value accounting estimates for which a highly speciatizedspeciali
developed model is used or for which there are assumptions or inputs that ca
observed in the marketplace.

A4. The degree of estimation uncertainty varies based on the nat e ‘Accounting

estimate, the extent to which there is a generally accepted methgee del used to make
the accounting estimate, and the subjectivity of the assum % d to make the

accounting estimate. In some cases, estimation uncertaint
estimate may be so great that the recognition criteria i
framework are not met and the accounting estima

A5. Notall financial statement items requiring measgre
uncertainty. For example, this may be the ¢

ssoctated'with an accounting
licable financial reporting

e-eannet be made.
Q@ﬁ. t fair value, involve estimation

&financial statement items where

0
there is an active and open market that pro eadMy available and reliable information
on the prices at which actual exchangeseccur, iPwhich case the existence of published
) !
[0at

price quotations ordinarily is the b
uncertainty may exist even when t
example, valuation of securities
price may require adjust
subject to restrictions

a ence of fair value. However, estimation

ion method and data are well defined. For
an active and open market at the listed market
Iding is significant in relation to the market or is
ility. In addition, general economic circumstances

example, illiquidity in a particular market, may impact

estimation uncer

-
prevailing at the ti %
nty.
A6. Additional exaniple situations where accounting estimates, other than fair value

accountinge may be required include:

Allowa or doubtful accounts.

ry obsolescence.

Q;ranty obligations.
. epreciation method or asset useful life.

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

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

A7. Additional examples of situations where fair value accounting estimates may be required
include:

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

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

. Transactions involving the exchange of assets or liabilities between independent
parties without monetary consideration, for example, a non-monetary exchange of
plant facilities in different lines of business.

A8. Estimation involves judgmentsjudgements based on information available when the
financial statements are prepared. For many accounting estimates, these incldde faking
assumptions about matters that are uncertain at the time of estimation. The auditOnis not

used.

Management Bias

A9. Financial reporting frameworks often call for neutrali
Accounting estimates are imprecise, however, and caq,beN ced by judgement. Such
judgmentjudgement may involve unintentional i al management bias (for
example, as a result of motivation to achieve ed yesult). The susceptibility of an
accounting estimate to management bias ith the subjectivity involved in
making it. Unintentional management bias andthe potential for intentional management
bias are inherent in subjective decisions re often required in making an accounting
estimate. For continuing audits, indiggtor§of possible management bias identified during

the audit of the preceding peri ce the planning and risk identification and
assessment activities of the audi he current period.

A10. Management bias can
when considered in t

detect at an account level. It may only be identified
e of groups of accounting estimates or all accounting
over a number of accounting periods. Although some form
IS inherent in subjective decisions, in making such
prere may be no intention by those charged with governance to |
inancial statements. Where, however, there is intention to mislead,

Considekati tific to Public Sector Entities

. sector entities may have significant holdings of specializedspecialised assets for |
there are no readily available and reliable sources of information for purposes of

easurement at fair value or other current value bases, or a combination of both. Often
specializedspecialised assets held do not generate cash flows and do not have an active |
market. Measurement at fair value therefore ordinarily requires estimation and may be
complex, and in some rare cases may not be possible at all.

Risk Assessment Procedures and Related Activities (Ref: Para. 8)

Al12. The risk assessment procedures and related activities required by paragraph 8 of this
ISA_ (NZ) assist the auditor in developing an expectation of the nature and type of |
accounting estimates that an entity may have. The auditor’s primary consideration is
whether the understanding that has been obtained is sufficient to identify and assess the
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risks of material misstatement in relation to accounting estimates, and to plan the nature,
timing and extent of further audit procedures.

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

A13. Obtaining an understanding of the requirements of the applicable financial reporting
framework assists the auditor in determining whether it, for example:

. Prescribes certain conditions for the recognition,® or methods for the measurement,
of accounting estimates.

. Specifies certain conditions that permit or require measurement at a f e, for
example, by referring to the intentions_of those charged with qov%to arry

out certain courses of action with respect to an asset or liability:

. Specifies required or permitted disclosures.
Obtaining this understanding also provides the auditor with a % ordiscussion with
management and those charged with governance about hoy thoSeequirements relevant
to the accounting estimate have been applied, and the audi determination of whether
they have been applied appropriately.
Al4. Financial reporting frameworks may provide n determining point estimates
atr

where alternatives exist. Some financial rep 3 orks, for example, require that
the point estimate selected be the alternatitve
I

ects judgement of the most likely
outcome.® Others may require, for ex e, use-of a discounted probability-weighted
expected value. In some cases, the eatity able to make a point estimate directly. In
other cases, a reliable point estlm an,be made only after considering alternative
assumptions or outcomes fro iDIS able to determine a point estimate.

Al5. Financial reporting frame aytequire the disclosure of information concerning the
significant assumptiop ich the accounting estimate is particularly sensitive.
Furthermore, wher ta high degree of estimation uncertainty, some financial
i 0'met permit an accounting estimate to be recegnizedrecognised in
the financial sta ts, but certain disclosures may be required in the notes to the

Obtaining nderStanding of How the Need for Accounting Estimates is identified (Ref:
Para. 8(b))

A16 % ration of the financial statements requires management to determine whether a

tion, event or condition gives rise to the need to make an accounting estimate, and

hat all necessary accounting estimates have been recegnizedrecognised, measured and

isclosed in the financial statements in accordance with the applicable financial reporting
framework.

Most financial reporting frameworks require incorporation in the balance sheet or income statement of items
that satisfy their criteria for recognition. Disclosure of accounting policies or adding notes to the financial
statements does not rectify a failure to recognise such items, including accounting estimates.

Different financial reporting frameworks may use different terminology to describe point estimates determined
in this way.

10

10
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. Identification of transactions, events and conditions that give rise to the need for

accounting estimates is likely to be based on:
. Knowledge of the entity’s business and the industry in which it operates.
. Knowledge of the implementation of business strategies in the current period.

. Where applicable, manragement’smanagement and those charged with governance’s
cumulative experience of preparing the entity’s financial statements in prior
periods.

In such cases, the auditor may obtain an understanding of how the need for acgounting
estimates is identified primarily through inguiryenquiry of management. In @they cases,

where the process is more structured, for example, when there is a for isk
management function, the auditor may perform risk assessment proced irectedat the
methods and practices followed for periodically reviewing the circumstan at give

The completeness of accounting estimates is often an impo ideration of the
auditor, particularly accounting estimates relating to liabilitiest

The auditor’s understanding of the entity and its

performance of risk assessment procedures, togethgrwithother audit evidence obtained
during the course of the audit, assist the auditor i i circumstances, or changes
in circumstances, that may give rise to the n aR.accounting estimate.

—nguiries Enquiries of managementfan®thos€ charged with government about

changes in circumstances may include iQr example, inguiriesenquiries about whether:

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

. Terms of transactio gave rise to accounting estimates have changed.

e Accounting poli e]ating to accounting estimates have changed, as a result of
changes to the-rég ents of the applicable financial reporting framework or

otherwise

other changes outside the control of the entity have occurred that
accounting estimates to be revised or new accounting estimates to be

nditions or events have occurred that may give rise to the need for new or
tsed accounting estimates.

Qg the audit, the auditor may identify transactions, events and conditions that give

rise to the need for accounting estimates that have not been identified. ISA (NZ) 315
deals with circumstances where the auditor identifies risks of material misstatement that
the entity failed to identify, including determining whether there is a significant
deficiency in internal control with regard to the entity’s risk assessment processes.™

Considerations Specific to Smaller Entities

11

ISA (NZ) 315, paragraph 16.

11
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A21. Obtaining this understanding for smaller entities is often less complex as their business
activities are often limited and transactions are less complex. Further, often a single
person, for example the owner-manager, identifies the need to make an accounting
estimate and the auditor may focus inguiriesenquiries accordingly.

Obtaining an Understanding of How Accounting Estimates are Made (Ref: Para. 8(c))

A22. The preparation of the financial statements also requires the entity to establish financial
reporting processes for making accounting estimates, including adequate internal control.
Such processes include the following:

. Selecting appropriate accounting policies and prescribing estimationgprocesses,
including appropriate estimation or valuation methods, including, where appligable,
models.

. Developing or identifying relevant data and assumptions t &ccounting

estimates.
. Periodically reviewing the circumstances that give rise toounting estimates

and re-estimating the accounting estimates as neces

A23. Matters that the auditor may consider in obtaining
estimates are made include, for example:

. The types of accounts or transactions Nﬁ accounting estimates relate (for
example, whether the accounting estg%rl from the recording of routine and
recurring transactions or whetheg, they “arise from non-recurring or unusual
transactions).

ding of how accounting

. Whether and, if so, how r.
accounting estimates

easurement techniques for making particular

. Whether the accouatin ates were made based on data available at an interim
date and, if so % amd how the effect of events, transactions and changes in
circumstan ceurring between that date and the period end have been taken into

account.

luding the Use of Models (Ref: Para. 8(c)(i))

Method of Measufgm

A24. In sopag cases,¥he applicable financial reporting framework may prescribe the method of
ent for an accounting estimate, for example, a particular model that is to be
asuring a fair value estimate. In many cases, however, the applicable financial

LISEC
ng framework does not prescribe the method of measurement, or may specify
alternative methods for measurement.

A259When the applicable financial reporting framework does not prescribe a particular
method to be used in the circumstances, matters that the auditor may consider in
obtaining an understanding of the method or, where applicable the model, used to make
accounting estimates include, for example:

. How the nature of the asset or liability being estimated has been considered when
selecting a particular method.

. Whether the entity operates in a particular business, industry or environment in
which there are methods commonly used to make the particular type of accounting
estimate.

12
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A26. There may be greater risks of material misstatement, for example, in cases when the
entity has internally developed a model to be used to make the accounting estimate or is
departing from a method commonly used in a particular industry or environment.

Relevant Controls (Ref: Para. 8(c)(ii))

A27. Matters that the auditor may consider in obtaining an understanding of relevant controls
include, for example, the experience and competence of those who make the accounting
estimates, and controls related to:

. How the completeness, relevance and accuracy of the data used to.evelop
accounting estimates has been determined.

. The review and approval of accounting estimates, including thessumptiofis or
inputs used in their development, by appropriate levels of man t ahd those
charged with governance.

. The segregation of duties between those committing th torthe underlying
transactions and those responsible for making the accountigg estimates, including
whether the assignment of responsibilities appropriately takes account of the nature
of the entity and its products or services (fg . in the case of a large
financial institution, relevant segregation o y include an independent
function responsible for estimation an ok of fair value pricing of the
entity’s proprietary financial productsstaffe individuals whose remuneration is

not tied to such products).

A28. Other controls may be relevant to mak accounting estimates depending on the
circumstances. For example, if the'@qtity\uses specific models for making accounting
estimates, specific policies a s may be put in place around such models.
Relevant controls may inc forexample, those established over:

. The design and 0 , or selection, of a particular model for a particular

purpose.

Use of Experts (Ref: 28(c)(iii))

A29. M may have, or the entity may employ individuals with, the experience and

petepce necessary to make the required point estimates. In some cases, however, the

> may need to engage an expert to make, or assist in making, them. This need may
e’because of, for example:

The specializedspecialised nature of the matter requiring estimation, for example, the
measurement of mineral or hydrocarbon reserves in extractive industries.

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

. The unusual or infrequent nature of the condition, transaction or event requiring an
accounting estimate.

Considerations specific to smaller entities

13
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In smaller entities, the circumstances requiring an accounting estimate often are such that
the owner-manager is capable of making the required point estimate. In some cases,
however, an expert will be needed. Discussion with the owner-manager early in the audit
process about the nature of any accounting estimates, the completeness of the required
accounting estimates, and the adequacy of the estimating process may assist the owner-
manager in determining the need to use an expert.

Assumptions (Ref: Para. 8(c)(iv))

A3l

A32.

A33.

A34.

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

. The nature of the assumptions, including which of the assumpti ly to be
significant assumptions.
. How management and those charged with governa sSess whether the

taken into account).

e Where applicable, how management and those d'¥ith governance determine
that the assumptions used are internally con [

. Whether the assumptions relate to ma
those charged with governance (for le,"assumptions about the maintenance
programsprogrammes that may affect the e8gimation of an asset’s useful life), and
how they conform to the entity/s b plans and the external environment, or to
matters that are outside their cangrol\(for example, assumptions about interest rates,
mortality rates, potential-jQeli regulatory actions, or the variability and the
timing of future cash S).

e control of management and

. The nature and e ‘i!! cumentation, if any, supporting the assumptions.

Assumptions may. ade or identified by an expert to assist in making the accounting
i tions, when used by the entity, become the entity’s assumptions.

Ions may be referred to as inputs, for example, where a model is

may be supported with different types of information drawn from internal
al sources, the relevance and reliability of which will vary. In some cases, an
ssumption may be reliably based on applicable information from either external sources
(for example, published interest rate or other statistical data) or internal sources (for

xample, historical information or previous conditions experienced by the entity). In
other cases, an assumption may be more subjective, for example, where the entity has no
experience or external sources from which to draw.

In the case of fair value accounting estimates, assumptions reflect, or are consistent with,
what knowledgeable, willing arm’s length parties (sometimes referred to as “marketplace
participants” or equivalent) would use in determining fair value when exchanging an
asset or settling a liability. Specific assumptions will also vary with the characteristics of
the asset or liability being valued, the valuation method used (for example, a market

14
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approach, or an income approach) and the requirements of the applicable financial
reporting framework.

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

(@) Those that reflect what marketplace participants would use in pricing an asset or
liability developed based on market data obtained from sources independent of the
reporting entity (sometimes referred to as “observable inputs” or equivalent).

(b) Those that reflect the entity’s own judgmentsjudgements about what assumptions
marketplace participants would use in pricing the asset or liability devel based
on the best information available in the circumstances (sometimes r to as
“unobservable inputs” or equivalent).

In practice, however, the distinction between (a) and (b) is not always apparept. Further,
it may be necessary to select from a number of different assumptio by different
marketplace participants.

A36. The extent of subjectivity, such as whether an assu ut is observable,
influences the degree of estimation uncertainty and t e auditor’s assessment of

the risks of material misstatement for a particular aeegunting estimates.
Changes in Methods for Making Accounting Estima . 8(c)(v))
areymade, the auditor is required to
t to hdve been a change from the prior period
ates. A specific estimation method may

es\in the environment or circumstances affecting
the entity or in the requirementS\g applicable financial reporting framework. If the

A37. In evaluating how the accounting esti
understand whether there has been or o
in the methods for making the accougnti

changes. For example 8\basis of making an accounting estimate is changed from a
mark-to-market apprqae sing a model, the auditor challenges whether assumptions

that the.auditor may consider in obtaining an understanding of whether and, if so,
ect of estimation uncertainty has been assessed include, for example:

ther and, if so, how alternative assumptions or outcomes have been considered
y, for example, performing a sensitivity analysis to determine the effect of changes
in the assumptions on an accounting estimate.

. How accounting estimates have been determined when analysis indicates a number
of outcome scenarios.

. Whether the outcome of accounting estimates made in the prior period is
monitored, and whether the entity has appropriately responded to the outcome of
that monitoring procedure.
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Reviewing Prior Period Accounting Estimates (Ref: Para. 9)

A39. The outcome of an accounting estimate will often differ from the accounting estimate
| recognizedrecognised in the prior period financial statements. By performing risk
assessment procedures to identify and understand the reasons for such differences, the

auditor may obtain:

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

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

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

A40. The review of prior period accounting estimates may also assist th in'the current

period, in identifying circumstances or conditions that increaSe usceptibility of
accounting estimates to, or indicate the presence of, possibl % gement bias. The

| auditor’s professional skepticismscepticism assists in ide ing'sweh circumstances or
conditions and in determining the nature, timing and further audit procedures.

GenT® nd assumptions related to

A41. A retrospective review of managementjudgmentsjud
significant accounting estimates is also requirgd Yy ISA (NZ) 240.** That review is

conducted as part of the requirement for the guditogto design and perform procedures to
review accounting estimates for biases‘ thag could represent a risk of material
misstatement due to fraud, in response Ws of management override of controls.

As a practical matter, the auditor’s feview/of prior period accounting estimates as a risk
‘ assessment procedure in accordance 1S ISA (NZ) may be carried out in conjunction

with the review required by ISA 240.

A42. The auditor may judge t detailed review is required for those accounting
estimates that were idé ring the prior period audit as having high estimation
uncertainty, or for #ose accqunting estimates that have changed significantly from the
prior period. O er iand, for example, for accounting estimates that arise from the

recording of rout recurring transactions, the auditor may judge that the application
of analyticgl res as risk assessment procedures is sufficient for purposes of the
review.

value ‘accounting estimates and other accounting estimates based on current

onhg at the measurement date, more variation may exist between the fair value
| % izedrecognised in the prior period financial statements and the outcome or

e=amount re-estimated for the purpose of the current period. This is because the
measurement objective for such accounting estimates deals with perceptions about value
at a point in time, which may change significantly and rapidly as the environment in
which the entity operates changes. The auditor may therefore focus the review on
obtaining information that would be relevant to identifying and assessing risks of
material misstatement. For example, in some cases obtaining an understanding of
changes in marketplace participant assumptions which affected the outcome of a prior

12 ISA (NZ) 240, “The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements,”

paragraph 32(b)(ii).

16



ISA 540 marked up to ISA (NZ) 540

period fair value accounting estimate may be unlikely to provide relevant information for
audit purposes. If so, then the auditor’s consideration of the outcome of prior period fair
value accounting estimates may be directed more towards understanding the
effectiveness of the prior estimation process, that is, the entity’s track record, from which
the auditor can judge the likely effectiveness of the current process.

Ad4. A difference between the outcome of an accounting estimate and the amount
recegnizedrecognised in the prior period financial statements does not necessarily represent |
a misstatement of the prior period financial statements. However, it may do so if, for
example, the difference arises from information that was available when the prior
period’s financial statements were finalizedfinalised, or that could reasonably he
to have been obtained and taken into account in the preparation of thos
statements. Many financial reporting frameworks contain guidance istingui
between changes in accounting estimates that constitute misstatements'an ges that
do not, and the accounting treatment required to be followed.

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

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

. The extent to which the accounting estimatédepends on judgmentjudgement. ‘
. The sensitivity of the accounting gstimaté\to changes in assumptions.

. The existence of recognizedre
the estimation uncertainty (t
inputs may nevertheless grvei

. The length of the fore jad, and the relevance of data drawn from past events

to forecast futurs.
o The availabidity, ofgelidble data from external sources.

o The extent

asurement techniques that may mitigate ‘
e subjectivity of the assumptions used as
estimation uncertainty).

ich the accounting estimate is based on observable or unobservable

The degree
in the estimate’s susceptibility to bias.

. The actual or expected magnitude of an accounting estimate.

. The recorded amount of the accounting estimate (that is, management’s point
estimate) in relation to the amount expected by the auditor to be recorded.

. Whether an expert has been used in making the accounting estimate.
. The outcome of the review of prior period accounting estimates.

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

A47. Examples of accounting estimates that may have high estimation uncertainty include the
following:

17
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. Accounting estimates that are highly dependent upon judgmentjudgement, for
example, judgmentsjudgements about the outcome of pending litigation or the
amount and timing of future cash flows dependent on uncertain events many years
in the future.

. Accounting estimates that are not calculated using —recognizedrecognised
measurement techniques.

. Accounting estimates where the results of the auditor’s review of similar
accounting estimates made in the prior period financial statements indicate a
substantial difference between the original accounting estimate and thé actual
outcome.

. Fair value accounting estimates for which a highly specializedspe€ialised entity-
developed model is used or for which there are no observable i

inamaterial
tion; that is, the
ncial statements for an
uncertainty.

A48. Aseemingly immaterial accounting estimate may have the potenti
misstatement due to the estimation uncertainty associated with
size of the amount recegnizedrecognised or disclosed in the fi
accounting estimate may not be an indicator of its estimati

A49. In some circumstances, the estimation uncertainty is-se that a reasonable accounting
estimate cannot be made. The applicable financ'aln framework may, therefore,
preclude recognition of the item in the fina tatements, or its measurement at fair
value. In such cases, the significant ris ate het only to whether an accounting
estimate should be recognizedrecognised, or whéether it should be measured at fair value,
but also to the adequacy of the discl ith respect to such accounting estimates, the
applicable financial reporting fra ay require disclosure of the accounting
estimates and the high estimati y associated with them (see paragraphs A120-
Al123).

A50. If the auditor determings=tha counting estimate gives rise to a significant risk, the
auditor is required t ‘@' nderstanding of the entity’s controls, including control

activities.'®
A51. In some cases, the.estigation uncertainty of an accounting estimate may cast significant

doubt abﬂ& ity’s ability to continue as a going concern. ISA (NZ) 570"
u

establishes ments and provides guidance in such circumstances.

Responses tog
A

enixssessed Risks of Material Misstatement (Ref: Para. 12)

% 330 requires the auditor to design and perform audit procedures whose nature,

pg and extent are responsive to the assessed risks of material misstatement in relation
to accounting estimates at both the financial statement and assertion levels." Paragraphs
Ab3-A115 focus on specific responses at the assertion level only.

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

13 ISA (NZ) 315, paragraph 29.
4 1SA (NZ) 570, “Going Concern.”
1% ISA (NZ) 330, paragraphs 5-6.
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A55.

A56.
value of such asset or liability is no longer -

Consistency in Methods and Basis for Chang (Re;&,ﬂ(b))

A57.

AS58.

ISA 540 marked up to ISA (NZ) 540

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

Determining whether the requirements of the applicable financial reporting framework
have been appropriately applied is based, in part, on the auditor’s understanding of the
entity and its environment. For example, the measurement of the fair value of some
items, such as intangible assets acquired in a business combination, may invalve\special
considerations that are affected by the nature of the entity and its operations.

In some situations, additional audit procedures, such as the inspectio e ayditor of
the current physical condition of an asset, may be necessary to determiqe WhHether the
requirements of the applicable financial reporting framework hayeeen appropriately
applied.

orting framework

The application of the requirements of the applicable g
aRees, that affect the entity be

requires that changes in the environment or circu
considered. For example, the introduction of an aetf
asset or liability may indicate that the use of disca

The auditor’s consideration of a change
making it from the prior period, is
change in circumstances or new
an accounting estimate re

rise to a financial statermen
emonstrate good reason for a change in an accounting
aking an accounting estimate from one period to another
umstances. What constitutes a good reason, and the adequacy of
ion that there has been a change in circumstances that warrants a

support f
change in aHEc nting estimate or the method for making an accounting estimate, are
mat T judgement.

), S

afpdaccounting estimate, or in the method for
ortant because a change that is not based on a
on is considered arbitrary. Arbitrary changes in
incopsistent financial statements over time and may give
ment or be an indicator of possible management bias.

The entity often i
estimate or the
based on a chang®.in @i

sessed Risks of Material Misstatements (Ref: Para. 13)

Respo ﬂ
thac atditor’s decision as to which response, individually or in combination, in paragraph

13 to undertake to respond to the risks of material misstatement may be influenced by
uch matters as:

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

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

. The assessed risk of material misstatement, including whether the assessed risk is a
significant risk.
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A60. For example, when evaluating the reasonableness of the allowance for doubtful accounts,
an effective procedure for the auditor may be to review subsequent cash collections in
combination with other procedures. Where the estimation uncertainty associated with an
accounting estimate is high, for example, an accounting estimate based on a proprietary
model for which there are unobservable inputs, it may be that a combination of the
responses to assessed risks in paragraph 13 is necessary in order to obtain sufficient
appropriate audit evidence.

A61. Additional guidance explaining the circumstances in which each of the responses may be
appropriate is provided in paragraphs A62-A95.
Events Occurring Up to the Date of the Auditor’s Report (Ref: Para. 13(a))

A62. Determining whether events occurring up to the date of the auditor’s r rovide audit
evidence regarding the accounting estimate may be an appropriate respans en such
events are expected to:

. Occur; and

. Provide audit evidence that confirms or contradicts the accotinting estimate.

A63. Events occurring up to the date of the auditor’s rep
appropriate audit evidence about an accounting
complete inventory of a superseded product
audit evidence relating to the estimate of i realisable value. In such cases,
there may be no need to perform additional au ocedures on the accounting estimate,
provided that sufficient appropriate evi about the events is obtained.

okt Yy, SoNetimes provide sufficient

%: " For example, sale of the
{ dllc

r the period end may provide

A64. For some accounting estimates, eve courring up to the date of the auditor’s report are
unlikely to provide audit evid anding the accounting estimate. For example, the
conditions or events relati ome accounting estimates develop only over an extended
period. Also, because ofthe ement objective of fair value accounting estimates,
information after the c%- may not reflect the events or conditions existing at the

erefore may not be relevant to the measurement of the fair value

a aragraph 13 identifies other responses to the risks of material

e auditor may undertake.

AB5. In some cases, events that contradict the accounting estimate may indicate that the entity
has ipeffectiveyprocesses for making accounting estimates, or that there is management
aking of accounting estimates.

A66.h gh the auditor may decide not to undertake this approach in respect of specific

3 ting estimates, the auditor is required to comply with ISA (NZ) 560.% The auditor
is required to perform audit procedures designed to obtain sufficient appropriate audit
vidence that all events occurring between the date of the financial statements and the
date of the auditor’s report that require adjustment of, or disclosure in, the financial
statements have been identified'” and appropriately reflected in the financial statements.*®
Because the measurement of many accounting estimates, other than fair value accounting

1 ISA (NZ) 560, “Subsequent Events.”
7 1SA (NZ) 560, paragraph 6.
18 ISA (NZ) 560, paragraph 8.
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estimates, usually depends on the outcome of future conditions, transactions or events,
the auditor’s work under ISA (NZ) 560 is particularly relevant.

Considerations specific to smaller entities

AG7. When there is a longer period between the balance sheet date and the date of the auditor’s
report, the auditor’s review of events in this period may be an effective response for
accounting estimates other than fair value accounting estimates. This may particularly be
the case in some smaller owner-managed entities, especially when the entity does not
have fermalizedformalised control procedures over accounting estimates.

Testing How the Accounting Estimate is Made (Ref: Para. 13(b))

A68. Testing how the accounting estimate is made and the data on which it ed may’be an
appropriate response when the accounting estimate is a fair value accoun
developed on a model that uses observable and unobservable i

appropriate when, for example: Q
. The accounting estimate is derived from the routide pr ng of data by the

entity’s accounting system.
. The auditor’s review of similar accounting mates made in the prior period
financial statements suggests that the current periodjprocess is likely to be effective.
. The accounting estimate is based on e population of items of a similar nature
that individually are not significant.

AB9. Testing how the accounting estimate wa may involve, for example:

. Testing the extent to whi
accurate, complete a

which the accounting estimate is based is
and whether the accounting estimate has been
data and relevant assumptions.

. Considering the % r€levance and reliability of external data or information,
including thélt r. ed from external experts engaged by the entity to assist in

making ceé@unting estimate.

. Recatc he accounting estimate, and reviewing information about an
accountingyestimate for internal consistency.

nsidering the entity’s review and approval processes.

Con is pecific to smaller entities
~In“smaller entities, the process for making accounting estimates is likely to be less

tructured than in larger entities. Smaller entities with active management involvement
may not have extensive descriptions of accounting procedures, sophisticated accounting
records, or written policies. Even if the entity has no formal established process, it does
not mean that the entity is not able to provide a basis upon which the auditor can test the
accounting estimate.

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

AT71. When the applicable financial reporting framework does not prescribe the method of
measurement, evaluating whether the method used, including any applicable model, is
appropriate in the circumstances is a matter of professional judgment.judgement.
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AT3.

Evaluating the use of models

AT74

AT5.

AT6.

. In some cases, particularly when making fair value/
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. For this purpose, matters that the auditor may consider include, for example, whether:

. The rationale for the method selected is reasonable.

. The criteria, if any, provided in the applicable financial reporting framework to
support the selected method has been sufficiently evaluated and appropriately
applied.

. The method is appropriate in the circumstances given the nature of the asset or
liability being estimated and the requirements of the applicable financial reporting
framework relevant to accounting estimates.

. The method is appropriate in relation to the business, industry and envigoninent in
which the entity operates.

In some cases, the entity may have determined that different methods Wange of
significantly different estimates. In such cases, obtaining an und Wg Bt how the
entity has investigated the reasons for these differences ist the auditor in
evaluating the appropriateness of the method selected. n@

ing estimates, the entity may
use a model. Whether the model used is approp a circumstances may depend on
a number of factors, such as the nature of the*enti its environment, including the

industry in which it operates, and the specifi or liability being measured.
The extent to which the foIIowing@e tions are relevant depends on the

circumstances, including whether t odel 1S one that is commercially available for use
in a particular sector or industr tary model. In some cases, an entity may use
an expert to develop and te

tters that the auditor may also consider in testing the
ther:

Depending on the circumsta
model include, for ex
. The model 4§ validated prior to usage, with periodic reviews to ensure it is still
suitable fOnjts¥atended use. The entity’s validation process may include evaluation
of:
o mpdel’s theoretical soundness and mathematical integrity, including the
appropriateness of model parameters.
o e consistency and completeness of the model’s inputs with market practices.
The model’s output as compared to actual transactions.

e  Appropriate change control policies and procedures exist.

. The model is periodically calibrated and tested for validity, particularly when inputs
are subjective.

. Adjustments are made to the output of the model, including in the case of fair value
accounting estimates, whether such adjustments reflect the assumptions
marketplace participants would use in similar circumstances.

. The model is adequately documented, including the model’s intended applications
and limitations and its key parameters, required inputs, and results of any validation
analysis performed.
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Assumptions used (Ref: Para. 13(b)(ii))

ATT.

AT8.

AT9.

A80.

The auditor’s evaluation of the assumptions used is based only on information available
to the auditor at the time of the audit. Audit procedures dealing with assumptions are
performed in the context of the audit of the entity’s financial statements, and not for the
purpose of providing an opinion on assumptions themselves.

Matters that the auditor may consider in evaluating the reasonableness of the assumptions
used include, for example:

. Whether individual assumptions appear reasonable.
. Whether the assumptions are interdependent and internally consisten

. Whether the assumptions appear reasonable when considered catlectivelyjor in
conjunction with other assumptions, either for that accounting estimate or for other
accounting estimates.

. In the case of fair value accounting estimates, whethe
appropriately reflect observable marketplace assumptio

may reflect what those
charged with governance expect will be the outcomg-a
In such cases, the auditor may perform audit proce %\

bjectives and strategies.
8therthe assumptions are consistent

assumptions

aluate the reasonableness of

with:

. The plans of the entity.

e Assumptions made in pri if relevant.

. Experience of, or pre *f@ s cohditions experienced by, the entity, to the extent this
historical informatt ay De considered representative of future conditions or

events.

ed relating to the -financial statements.
e assumptions used may depend on the intent and ability of those

Review of the entity’s history of carrying out its stated intentions.

. Review of written plans and other documentation, including, where applicable,
formally approved budgets, autherizationsauthorisations or minutes.

. Enquiry of those charged with governance about their reasons for a particular
course of action.

. Review of events occurring subsequent to the date of the financial statements and
up to the date of the auditor’s report.
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Evaluation of the entity’s ability to carry out a particular course of action given the
entity’s economic circumstances, including the implications of its existing
commitments.

Certain financial reporting frameworks, however, may not permit the intentions or plans
of those charged with governance to be taken into account when making an accounting

estimate. This is often the case for fair value accounting estimates because their
measurement objective requires that assumptions reflect those used by marketplace
participants.

A81. Matters that the auditor may consider in evaluating the reasonableness of assufnptions
used underlying fair value accounting estimates, in addition to those disc above

where applicable, may include, for example:
Where relevant, whether and, if so, how market-specific We been

incorporated into the development of assumptions.
Whether the assumptions are consistent with observable mark&gconditions, and the
characteristics of the asset or liability being measurgd at fair value.

Whether the sources of market-participant assumptiQqs.are relevant and reliable,
and how the assumptions to use have been when a number of different

market participant assumptions exist.
Where appropriate, whether and, if s % ptions used in, or information
i

about, comparable transactions, asse abHities have been selected.

unobservable inputs. Where fair valig acounting estimates are based on unobservable

inputs, matters that the audit

supports the following:
The identification.e %ﬂcteristics of marketplace participants relevant to the

accounting esti

Modificatiohg i de to its own assumptions to reflect its view of assumptions
marketpla icipants would use.

icable, how its assumptions take account of comparable transactions,
r liabilities.

e e unobservable inputs, it is more likely that the auditor’s evaluation of the

pptions will need to be combined with other responses to assessed risks in paragraph

13 in order to obtain sufficient appropriate audit evidence. In such cases, it may be

ecessary for the auditor to perform other audit procedures, for example, examining

documentation supporting the review and approval of the accounting estimate by
appropriate levels of management and, where appropriate, by those charged with
governance.

A83. In evaluating the reasonableness of the assumptions supporting an accounting estimate,
the auditor may identify one or more significant assumptions. If so, it may indicate that
the accounting estimate has high estimation uncertainty and may, therefore, give riseto a
significant risk. Additional responses to significant risks are described in paragraphs
Al102-A115.
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Testing the Operating Effectiveness of Controls (Ref: Para. 13(c))

AB84. Testing the operating effectiveness of the controls over how the accounting estimate was
made may be an appropriate response when the process has been well-designed,
implemented and maintained, for example:

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

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

A85. Testing the operating effectiveness of the controls is required when:
‘ Sa i

(@) The auditor’s assessment of risks of material misstatement at n level
includes an expectation that controls over the process are o i ctively; or

(b) Substantive procedures alone do not provide sufficient approptiate audit evidence
at the assertion level.*

Considerations specific to smaller entities

A86. Controls over the process to make an accountin
but the formality with which they operate vari
that certain types of controls are not
involvement in the financial reporti
however, there may not be many contro
auditor’s response to the assessed
auditor performing one or mor

% ay exist in smaller entities,
her/smaller entities may determine

because of active management

likely to be substantive in nature, with the
r responses in paragraph 13.

Developing a Point Estimate or

A87. Developing a point es %\ range to evaluate management’s point estimate may be
an appropriate re senwhere, for example:
. An accounti imate is not derived from the routine processing of data by the

acco

. The audito?’s review of similar accounting estimates made in the prior period
ancial”statements suggests that the current period process is unlikely to be

e
Q‘he entity’s controls within and over the processes for determining accounting
estimates are not well designed or properly implemented.

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

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

19 ISA (NZ) 330, paragraph 8.
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AB88. Even where the entity’s controls are well designed and properly implemented, developing
a point estimate or a range may be an effective or efficient response to the assessed risks.
In other situations, the auditor may consider this approach as part of determining whether
further procedures are necessary and, if so, their nature and extent.

AB89. The approach taken by the auditor in developing either a point estimate or a range may
vary based on what is considered most effective in the circumstances. For example, the
auditor may initially develop a preliminary point estimate, and then assess its sensitivity
to changes in assumptions to ascertain a range with which to evaluate management’s
point estimate. Alternatively, the auditor may begin by developing a range for purposes of
determining, where possible, a point estimate.

A90. The ability of the auditor to make a point estimate, as opposed to a range, depefgs on
several factors, including the model used, the nature and extent of dat @?and the

estimation uncertainty involved with the accounting estimate. Fu cision to
ial reporting
consideration

er

framework, which may prescribe the point estimate that is to bg
of the alternative outcomes and assumptions, or prescribe aspec '
(for example, the use of a discounted probability-weighted“expected value).

A91. The auditor may develop a point estimate or a range™ mber of ways, for example,

by:
. Using a model, for example, one t Nnmercially available for use in a
particular sector or industry, or a propriégry or auditor-developed model.

. Further developing the entity’s ideration of alternative assumptions or
outcomes, for example, by intteducing a different set of assumptions.

th specializedspecialised expertise to develop or
relevant assumptions.

. Employing or engaging
execute the model, o {Q

. Making referencg to 8thégcomparable conditions, transactions or events, or, where
relevant, market omparable assets or liabilities.

Understanding Assumptignsr, Method (Ref: Para. 13(d)(i))
A92. When th r makes a point estimate or a range and uses assumptions or a method
h

different fro e used by the entity, paragraph 13(d)(i) requires the auditor to obtain a

suffiCiept understanding of the assumptions or method used in making the accounting
gstimate. “Mris understanding provides the auditor with information that may be relevant
itor’s development of an appropriate point estimate or range. Further, it assists
¢ auditor to understand and evaluate any significant differences from management’s
point estimate. For example, a difference may arise because the auditor used different,
ut equally valid, assumptions as compared with those used by the entity. This may
reveal that the accounting estimate is highly sensitive to certain assumptions and
therefore subject to high estimation uncertainty, indicating that the accounting estimate
may be a significant risk. Alternatively, a difference may arise as a result of a factual
error made by the entity. Depending on the circumstances, the auditor may find it helpful
in drawing conclusions to discuss with management and those charged with governance
the basis for the assumptions used and their validity, and the difference, if any, in the
approach taken to making the accounting estimate.

Narrowing a Range (Ref: Para. 13(d)(ii))
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A96.

A93.

A94.
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When the auditor concludes that it is appropriate to use a range to evaluate the
reasonableness of management’s point estimate (the auditor’s range), paragraph 13(d)(ii)
requires that range to encompass all “reasonable outcomes” rather than all possible
outcomes. The range cannot be one that comprises all possible outcomes if it is to be
useful, as such a range would be too wide to be effective for purposes of the audit. The
auditor’s range is useful and effective when it is sufficiently narrow to enable the auditor
to conclude whether the accounting estimate is misstated.

Ordinarily, a range that has been narrowed to be equal to or less than performance
materiality is adequate for the purposes of evaluating the reasonablepess of

significant risk. Additional responses to significant risks are de

reasonable may be achieved by:

A102-Al115.
A95.Narrowing the range to a position where all outcomes within ge are considered
e

(@ Eliminating from the range those outcomes
by the auditor to be unlikely to occur; an
n

remities of the range judged

(b) Continuing to narrow the range, base audit evidence available, until the auditor
concludes that all outcomes within the Fapge are considered reasonable. In some
rare cases, the auditor may be a narfow the range until the audit evidence
indicates a point estimate. %

owledge are Required (Ref: Para. 14)

In planning the audit, the
resources necessary topel

quired to ascertain the nature, timing and extent of
e audit engagement.?’ This may include, as necessary,

gagement partner to be satisfied that the engagement team, and
€ experts, Who are not part of the engagement team, collectively
ate. competence and capabilities to perform the audit engagement.*
g0f the audit of accounting estimates the auditor may identify, in light of

sspecialised skills or knowledge to be applied in relation to one or more aspects |
ageounting estimates.

% s that may affect the auditor’s consideration of whether speciatizedspecialised skills ‘
or knowledge is required include, for example:

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

o A high degree of estimation uncertainty.

20

ISA (NZ) 300, “Planning an Audit of Financial Statements,” paragraph 8(e).

21

ISA (NZ) 220, “Quality Control for an Audit of Financial Statements,” paragraph 14.
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o Complex calculations or speciatizedspecialised models are involved, for example,
when estimating fair values when there is no observable market.

e  The complexity of the requirements of the applicable financial reporting framework
relevant to accounting estimates, including whether there are areas known to be
subject to differing interpretation or practice is inconsistent or developing.

e  The procedures the auditor intends to undertake in responding to assessed risks.

A98. For the majority of accounting estimates, even when there is estimation uncertainty, it is
unlikely that specializedspecialised skills or knowledge will be required. For example, itis
unlikely that specializedspecialised skills or knowledge would be necessary for amauditor
to evaluate an allowance for doubtful accounts.

A99. However, the auditor may not possess the specializedspecialised sKi r k edge
required when the matter involved is in a field other than accounting or and may
need to obtain it from an expert. ISA (NZ) 620* establishes require nd provides
guidance in determining the need to employ or engage an [ the auditor’s
responsibilities when using the work of an auditor’s expeft.

A100.Further, in some cases, the auditor may conclud
specializedspecialised skills or knowledge related e

edge b€ employed by the auditor’s

firm or engaged from an external organization@{d8QI outside of the auditor’s firm.

A101.Depending on the auditor’s undersfanding and experience of working with the auditor’s
expert or those other individ j iaki
auditor may consider it ap iscuss matters such as the requirements of the

ork with the individuals involved to establish that

their work is relevant @
Further Substantive P 0 Respond to Significant Risks (Ref: Para. 15)

estimates that give rise to significant risks, the auditor’s further

substanti r s are focused on the evaluation of:

@ w th ect of estimation uncertainty on the accounting estimate has been

sed, and the effect such uncertainty may have on the appropriateness of the
r nition of the accounting estimate in the financial statements; and

he adequacy of related disclosures.

Estimagion Uncertainty
Consideration of Estimation Uncertainty (Ref: Para. 15(a))

A103.Alternative assumptions or outcomes of the accounting estimates may be evaluated
through a number of methods, depending on the circumstances. One possible method
used by the entity is to undertake a sensitivity analysis. This might involve determining
how the monetary amount of an accounting estimate varies with different assumptions.

2 ISA (NZ) 620, “Using the Work of an Auditor’s Expert.”
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Even for accounting estimates measured at fair value there can be variation because
different market participants will use different assumptions. A sensitivity analysis could
lead to the development of a number of outcome scenarios, sometimes
characterizedcharacterised as a range of outcomes, such as “pessimistic” and “optimistic” |
scenarios.

A104.A sensitivity analysis may demonstrate that an accounting estimate is not sensitive to
changes in particular assumptions. Alternatively, it may demonstrate that the accounting
estimate is sensitive to one or more assumptions that then become the focus of the
auditor’s attention.

A105.This is not intended to suggest that one particular method of addressin ation
uncertainty (such as sensitivity analysis) is more suitable than another, hat
consideration of alternative assumptions or outcomes needs to be co ed through a
detailed process supported by extensive documentation. Rather, it i

has assessed how estimation uncertainty may affect the accoug
important, not the specific manner in which it is done. Acco % ere alternative

assumptions or outcomes have not been considered, it maybe néggssary for the auditor to
discuss with management and those charged with governange, and request support for, |
how it has addressed the effects of estimation uncertain e accounting estimate.

Considerations specific to smaller entities

A106.Smaller entities may use simple means to s theé\gstimation uncertainty. In addition to
the auditor’s review of available docymentat the auditor may obtain other audit
evidence of the consideration of alteynat mptions or outcomes by irguiryenquiry of ‘
management and those charged witf\govegnance. In addition, the entity may not have the
expertise to consider alternativ r otherwise address the estimation uncertainty
of the accounting estimate, cases, the auditor may explain to management and ‘
those charged with govern rocess or the different methods available for doing
s0, and the documentation f. This would not, however, change the responsibilities
of those charged with 8gverrance for the preparation of the financial statements. |

Significant Assumption

A107.Anassu in making an accounting estimate may be deemed to be significant
if a reasonablevariation in the assumption would materially affect the measurement of
th unting estimate.

AlO or significant assumptions derived from the knowledge of management and

) ra. 15(b))

charged with governance may be obtained from the continuing processes of
stratégic analysis and risk management. Even without formal established processes, such
s may be the case in smaller entities, the auditor may be able to evaluate the assumptions
through inguiriesenquiries of and discussions with management_and those charged with
governance, along with other audit procedures in order to obtain sufficient appropriate
audit evidence.

A109.The auditor’s considerations in evaluating assumptions made are described in paragraphs
AT77-A83.

The Intent and Ability of Those Charged with Governance (Ref: Para. 15(c))
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A110.The auditor’s considerations in relation to assumptions made and the intent and ability of
those charged with governance are described in paragraphs A13 and A80.

Development of a Range (Ref: Para. 16)

Alll.In preparing the financial statements, management and those charged with governance
may be satisfied that they have adequately addressed the effects of estimation uncertainty
on the accounting estimates that give rise to significant risks. In some circumstances,
however, the auditor may view the efforts of the entity as inadequate. This may be the
case, for example, where, in the auditor’s judgmentjudgement:

. Sufficient appropriate audit evidence could not be obtained through the auditor’s
evaluation of how the effects of estimation uncertainty have been address

associated

. It is necessary to explore further the degree of estimation unceftal
i of wide

with an accounting estimate, for example, where the audi
variation in outcomes for similar accounting estimates in-st

. Indicators of management bias in the making.ef.a
Al112.The auditor’s considerations in determining % this purpose are described in

Al
paragraphs A87-A95. ({\

Recognition and Measurement Criteria

Recognition of the Accounting Estimates if\the ¥inaficial Statements (Ref: Para. 17(a))

A113.Where an accounting estimate
of the auditor’s evaluation i
sufficiently reliable to meé
framework.

ognised in the financial statements, the focus
r the measurement of the accounting estimate is
nition criteria of the applicable financial reporting

| A114.With respect to agfo timates that have not been recognizedrecognised, the focus of

the auditor’s evaluation is on whether the recognition criteria of the applicable financial
ve in fact been met. Even where an accounting estimate has not
ognised, and the auditor concludes that this treatment is appropriate,
eed for disclosure of the circumstances in the notes to the financial
ts. The auditor may also determine that there is a need to draw the reader’s
0 a significant uncertainty by adding an Emphasis of Matter paragraph to the

sta
| ’ report. ISA (NZ) 706* establishes requirements and provides guidance
Oneerning such paragraphs.

Measurement Basis for the Accounting Estimates (Ref: Para. 17(b))

A115.With respect to fair value accounting estimates, some financial reporting frameworks
presume that fair value can be measured reliably as a prerequisite to either requiring or
permitting fair value measurements and disclosures. In some cases, this presumption may
be overcome when, for example, there is no appropriate method or basis for

B ISA (NZ) 706, “Emphasis of Matter Paragraphs and Other Matter Paragraphs in the Independent Auditor’s

Report.”
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measurement. In such cases, the focus of the auditor’s evaluation is on whether the basis
for overcoming the presumption relating to the use of fair value set forth under the
applicable financial reporting framework is appropriate.

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

A116.Based on the audit evidence obtained, the auditor may conclude that the evidence points
to an accounting estimate that differs from management’s point estimate. Where the audit
evidence supports a point estimate, the difference between the auditor’s point estimate
and management’s point estimate constitutes a misstatement. Where the guditor has
concluded that using the auditor’s range provides sufficient appropriate audit ¢¥i
management point estimate that lies outside the auditor’s range would %p rted

€

by audit evidence. In such cases, the misstatement is no less than the cebetween
management’s point estimate and the nearest point of the auditor

A117.Where an accounting estimate, or the method in making it, h en
prior period based on a subjective assessment that thereShas Peen a change in
circumstances, the auditor may conclude based on the audi
estimate is misstated as a result of an arbitrary change
indicator of possible management bias (see parag

A118. ISA (NZ) 450** provides guidance on distin
auditor’s evaluation of the effect of
statements. In relation to accounting estimates,
or error, may arise as a result of:

-

vidence that the accounting
ity, or may regard it as an
-A125).

statements for purposes of the
ectdd misstatements on the financial
isstatement, whether caused by fraud

. Misstatements about which th

. Differences arising f;
auditor considers

policies that uchi
misstatemen

est estimate of misstatements in populations, involving the
tatements identified in audit samples to the entire populations

e, or the selection or application of accounting
considers inappropriate (judgmentaljudgemental |

%ating the reasonableness of accounting estimates and related disclosures included
in the notes to the financial statements, whether required by the applicable financial
eporting framework or disclosed voluntarily, involves essentially the same types of
considerations applied when auditing an accounting estimate recognizedrecognised in the |
financial statements.

Disclosures Related to Accounting Estimates

2 ISA (NZ) 450, “Evaluation of Misstatements Identified during the Audit.”
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Disclosures in Accordance with the Applicable Financial Reporting
Framework (Ref: para. 19)

A120.The presentation of financial statements in accordance with the applicable financial
reporting framework includes adequate disclosure of material matters. The applicable
financial reporting framework may permit, or prescribe, disclosures related to accounting
estimates, and some entities may disclose voluntarily additional information in the notes
to the financial statements. These disclosures may include, for example:

. The assumptions used.

. The method of estimation used, including any applicable model.

. The basis for the selection of the method of estimation.

. The effect of any changes to the method of estimation from t Mriod.
. The sources and implications of estimation uncertainty.

Such disclosures are relevant to users in understanding t ting estimates
recognizedrecognised or disclosed in the financial statements, a fficient appropriate
audit evidence needs to be obtained about whether the di res are in accordance with
the requirements of the applicable financial reporting

Al121.In some cases, the applicable financial rep
leNso

work may require specific
disclosures regarding uncertainties. For exa inancial reporting frameworks

prescribe:

. The disclosure of key assumption other sources of estimation uncertainty that
have a significant risk of cau 1al adjustment to the carrying amounts of
assets and liabilities. Su ents may be described using terms such as

“Key Sources of Estimati ertainty” or “Critical Accounting Estimates.”

o The disclosure of the
determining the :

T possible outcomes, and the assumptions used in

. The disclosdte ation regarding the significance of fair value accounting
estimates te_theentity’s financial position and performance.

. Qualitative losures such as the exposures to risk and how they arise, the entity’s
objectivgs, policies and procedures for managing the risk and the methods used to
asure the risk and any changes from the previous period of these qualitative

S.

Q antitative disclosures such as the extent to which the entity is exposed to risk,
al

sed on information provided internally to the entity’s key management personnel,
including credit risk, liquidity risk and market risk.

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

A122.In relation to accounting estimates having significant risk, even where the disclosures are
in accordance with the applicable financial reporting framework, the auditor may
conclude that the disclosure of estimation uncertainty is inadequate in light of the
circumstances and facts involved. The auditor’s evaluation of the adequacy of disclosure
of estimation uncertainty increases in importance the greater the range of possible
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outcomes of the accounting estimate is in relation to materiality (see related discussion in
paragraph A94).

A123.In some cases, the auditor may consider it appropriate to encourage those charged with
governance to describe, in the notes to the financial statements, the circumstances
relating to the estimation uncertainty. ISA (NZ) 705% provides guidance on the
implications for the auditor’s opinion when the auditor believes that the disclosure of
estimation uncertainty in the financial statements is inadequate or misleading.

Indicators of Possible Management Bias (Ref: Para. 21)

A124.During the audit, the auditor may become aware of judgmentsjudgements a

the rest of the audit. Further, they may affect the auditor’s eva whether the
' s discussed in
ISA (NZ) 700.%°

Al125.Examples of indicators of possible management i ith respect to accounting

estimates include:
. Changes in an accounting estimate, or th r making it, where a subjective

assessment that there has been a chan stances has been made.

. Use of an entity’s own assumptions for alue accounting estimates when they
are inconsistent with observable tplace assumptions.

. Selection or construction of ifigant assumptions that yield a point estimate

favorablefavourable for t jectives of management and/or those charged with

governance.

. Selection of a po@ hat may indicate a pattern of optimism or pessimism.

Written RepresentatiQ

hout the appropriateness of the measurement processes, including related
‘ issumptions and models, used in determining accounting estimates in the context of
the applicable financial reporting framework, and the consistency in application of
the processes.

. That the assumptions appropriately reflect the intent and ability of those charged
with governance to carry out specific courses of action on behalf of the entity,
where relevant to the accounting estimates and disclosures.

% ISA (NZ) 705, “Modifications to the Opinion in the Independent Auditor’s Report.”

ISA (NZ) 700, “Forming an Opinion and Reporting on Financial Statements.”
2 ISA (NZ) 580, “Written Representations.”

26
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. That disclosures related to accounting estimates are complete and appropriate under
the applicable financial reporting framework.

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

A127.For those accounting estimates not recegrizedrecognised or disclosed in the financial
statements, written representations may also include representations about:

. The appropriateness of the basis used for determining that the recognition or
disclosure criteria of the applicable financial reporting framework have not been
met (see paragraph Al114).

. The appropriateness of the basis used to overcome the presumptiw the
ial

use of fair value set forth under the entity’s applicable fipa porting
framework, for those accounting estimates not measured or discl air value

(see paragraph A115). :

identified during the audit
assessment and related

assists the auditor in concluding whether the aydite
responses remain appropriate, and in evaluatin m the financial statements as a
whole are free from material misstatemen - agraph A125 for examples of

indicators of possible management bias.

Documentation (Ref: Para. 23)

A128.Documentation of indicators of possible manageme
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Appendix
(Ref: Para. A1)

Fair Value Measurements and Disclosures under Different Financial Reporting
Frameworks

The purpose of this appendix is only to provide a general discussion of fair value measurements
and disclosures under different financial reporting frameworks, for background and context.

1.

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

measurements and disclosures in financial statements. They also vary in vel of

guidance that they provide on the basis for measuring assets and |Iabl|lt1%t2‘e related
n

disclosures. Some financial reporting frameworks give prescriptive g others give
general guidance, and some give no guidance at all. In addition, ce y-specific
measurement and disclosure practices for fair values also exis

Definitions of fair value may differ among financial repo meworks, or for

different assets, liabilities or disclosures within a particu
New Zealand Equivalent to International Accounting
value as “the amount for which an asset could be ¢

framework. For example,
NZ 1AS) 39?%defines fair
hanged, or a liability settled,
transaction.” The concept of

between knowledgeable, willing parties in an eng

fair value ordinarily assumes a current trans Er than settlement at some past or
future date. Accordingly, the process of nieasting fair value would be a search for the
estimated price at which that transacti ould Bccur. Additionally, different financial
reporting frameworks may use such %entity—speciﬁc value,” “value in use,” or

similar terms, but may still fall ithimhe oncept of fair value in this ISA (NZ).

ple, a particular financial reporting framework may
require that changes i 3 easurements of certain assets or liabilities be reflected
directly in equity h changes might be reflected in income under another
framework. In eworks, the determination of whether to use fair value
accounting i
overnan

ut certain courses of action with respect to the specific asset or

‘@ financial reporting frameworks may require certain specific fair value
ements and disclosures in financial statements and prescribe or permit them in

degrees. The financial reporting frameworks may:

Prescribe measurement, presentation and disclosure requirements for certain
information included in the financial statements or for information disclosed in
notes to financial statements or presented as supplementary information;

. Permit certain measurements using fair values at the option of an entity or only
when certain criteria have been met;

. Prescribe a specific method for determining fair value, for example, through the use
of an independent appraisal or specified ways of using discounted cash flows;

28

NZ IAS 39. “Financial Instruments: Recognition and Measurement.”
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. Permit a choice of method for determining fair value from among several
alternative methods (the criteria for selection may or may not be provided by the
financial reporting framework); or

. Provide no guidance on the fair value measurements or disclosures of fair value
other than their use being evident through custom or practice, for example, an
industry practice.

Some financial reporting frameworks presume that fair value can be measured reliably
for assets or liabilities as a prerequisite to either requiring or permitting fair value
measurements or disclosures. In some cases, this presumption may be overcome4vhen an
asset or liability does not have a quoted market price in an active market a which
other methods of reasonably estimating fair value are clearly inappropri or
unworkable. Some financial reporting frameworks may specify a fair v, ieragchy that
distinguishes inputs for use in arriving at fair values ranging fro e involve
clearly “observable inputs” based on quoted prices and acti ar and those
“unobservable inputs” that involve an entity’s own j judgements about
assumptions that marketplace participants would use.

Some financial reporting frameworks require ¢ ecified adjustments or

modifications to valuation information, or other gomsiderations unique to a particular
asset or liability. For example, accounting f: r nt properties may require
adjustments to be made to an appraised mar 4Ch as adjustments for estimated
closing costs on sale, adjustments related €0 the property’s condition and location, and
other matters. Similarly, if the market for a pagticular asset is not an active market,
published price quotations may have t justed or modified to arrive at a more
suitable measure of fair value. For example, quoted market prices may not be indicative

of fair value if there is infr ity in the market, the market is not well
are traded relative to the aggregate number of

established, or small volu of
trading units in existence ingly, such market prices may have to be adjusted or
modified. Alternative esYof market information may be needed to make such

gned for certain types of investment in debt) may need to be
In most nei
measkkementsSys a presumption that the entity is a going concern without any intention or

g the fair value or possible impairment of an asset or liability.
quidate, curtail materially the scale of its operations, or undertake a transaction

ould receive or pay in a forced transaction, involuntary liquidation, or distress
sate~On the other hand, general economic conditions or economic conditions specific to

ertain industries may cause illiquidity in the marketplace and require fair values to be
predicated upon depressed prices, potentially significantly depressed prices. An entity,
however, may need to take its current economic or operating situation into account in
determining the fair values of its assets and liabilities if prescribed or permitted to do so
by its financial reporting framework and such framework may or may not specify how
that is done. For example, the entity’s plan to dispose of an asset on an accelerated basis
to meet specific business objectives may 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 value are becoming increasingly prevalent in
financial reporting frameworks. Fair values may occur in, and affect the determination of,
financial statements in a number of ways, including the measurement at fair value of the
following:

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

. Specific components of equity, for example when accounting for the recognition,
measurement and presentation of certain financial instruments with eq
such as a bond convertible by the holder into common shares of thie issuer.

ofythe identifiable
pation given.

combination usually is based on the fair value measurg
assets and liabilities acquired and the fair value of the coO

. Specific assets or liabilities adjusted to fair v, a one-time basis. Some
financial reporting frameworks may require thewse'ef a fair value measurement to
quantify an adjustment to an asset or f assets as part of an asset
impairment determination, for example Cafimpairment of goodwill acquired
in a business combination based on air e of a defined operating entity or
reporting unit, the value of which is themyallocated among the entity’s or unit’s

group of assets and liabilities ip or erive an implied goodwill for comparison
to the recorded goodwill.

e Aggregations of assets an
class or group of ass
of the individual ass

iti€s. In some circumstances, the measurement of a

entity’s applicab actal reporting framework, the measurement of a diversified
loan portfoli determined based on the fair value of some categories of
loans co

isclosed in notes to financial statements or presented as
y information, but not recegnizedrecognised in the financial statements. |
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