Enclosure

INTOSAI Working Group on Financial Audit Guidelines ---Comments on the Proposed
Revisions to International Standard on Auditing No.540

Comment 1: Examples of Common Accounting Estimatg@aragraph 2)

In order to enhance guidance in the ISA and makere complete, we suggest including
additional examples of accounting estimates ingragzh 2 of the ISA, as follows:

2. The term “accounting estimate” describes& recognized or disclosed in the
financial statements. For example, accountitigneses may be required of:
- Bad debts
- Inventory obsolescence
- Warranty obligations
- Environmental remediation costs
- Losse®n long term contracts
- Revenue recognition, specifically earnedwesearned revenue
- Costs arising from litigation settlements andgments
- Pension-related liabilities
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Comment 2: ldentifying Circumstances that RequireAccounting Estimates(paragraphs 4
and 9)

Assuring that all material accounting estimatesideatified is critical in evaluating the fair
presentation of financial statements. Thereforesuggest adding a specific requirement in
paragraph 4 for the auditor to consider whethemallerial accounting estimates have been
identified, evaluated and disclosed, as follows:

4. The auditor should obtain sufficient approjgriaudit evidence to evaluate the
reasonableness of accounting estimates anddealeselosures made by
management, in the context of the entity’s appliedinancial reporting
framework. The auditor also should consider wee#il material accounting
estimates have been identified, evaluated, anguadelydisclosed.

Consistent with the above comment, we suggesptraigraph 9(b) include a requirement for
the auditor to evaluate the risk of managemennfatio develop all estimates necessary, such as
estimated losses on liabilities, as follows:

9. The auditor should perform risk assessmerdqatares to identify accounting
estimates for which there is a risk of materiadstatement, by:

(a) Obtaining an understanding of the requirdsiehthe entity’s applicable
financial reporting framework relevant to the @aating estimates;

(b) Obtaining an understanding of how managenaamitifies those
transactions, events and conditions that may gsecto the need for
accounting estimates in the financial statememtisvehether management’s
process is complete and identifies all materiabaating estimates that affect
the fair presentation of the financial statements;

(c) Obtaining an understanding of the processekjding relevant internal
controls, used to make accounting estimatesjdirg the assumptions
underlying them and whether, and if so how, managnt has assessed the

effect of estimation uncertainty;

(d) Reviewing the outcome, or re-estimationacdounting estimates made in
the prior period financial statements; and

(e) Considering the potential for managemerg.bia
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Comment 3: Including Consideration of Management Bas in the Auditors’ Risk
Assessmentparagraph 9)

In order to include consideration of the poterftmlmanagement bias in the auditors’ risk
assessment, we suggest adding subparagraph (@sitieang the potential for management
bias” in paragraph 9, as illustrated above in contr@e

Comment 4: Reviewing the Outcome of Prior Period Acounting Estimates(paragraph 20)

We believe paragraph 20 of the ISA should be maretiplaced after paragraph 22 in order to
provide a more logical flow in the guidance. Weoabelieve the discussion in current paragraph
20 should be expanded to indicate that the auditeview of the outcome of previous estimates
is more than a fraud detection procedure. It ptswides insight into management’s estimation
process and helps the auditor to consider erronseelisas fraud. Accordingly, we propose
reordering and revising paragraph 20 as follows:

21. The actual outcome of the condition, teatien or event that gave rise to an
accounting estimate will often differ from the aoating estimate recognized in the
prior period financial statements. This does naessarily mean that there was a
misstatement in the prior period’s financial statais. By understanding the reasons for any
variance between the actual outcome and the peigogis accounting estimate, however, the
auditor:
(a) Obtains information regarding the effectiv&nef management’s prior
period estimation process, from which the auditor judge the likely
effectiveness of management’s current period @gce

(b) Obtains audit evidence that is pertinenhtre-estimation, in the
current period, of prior period accounting estiesatand

(c) Obtains audit evidence of matters, such asiason uncertainty, that
may be required to be disclosed in the finandatkesnents.

22. A change in an accounting estimate that re$wdtn changes in the  circumstances
on which an accounting estimate was based, or frem information or more experience,
does not represent the correction of a misstatérirethe prior period’s financial
statements. Subsequent changes in  accountingaéssi@rising from information that:

(a) Was available to management when the prioog's financial
statements were finalized; or

(b) Could reasonably be expected to have beenrdat and taken into
account in preparing and presenting those finastaéements,

do, however, provide evidence of misstatemengsior period financial
statements. Such misstatements include the efféatathematical
mistakes, mistakes in applying accounting policte®rsights or
misinterpretation of facts, and fraud. Many finahceporting frameworks

2 Such misstatements are sometimes referred to as$ein financial reporting frameworks.
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contain guidance on distinguishing between chamgascounting
estimates that constitute misstatements and ceangecounting
estimates that do not constitute misstatements.

20. The auditor’s review of the outcome, or rareation, of accounting estimates
made in the prior period financial statements sthaohsider possible errors and fraud that
could occur. The fraud consideration is usuallyiedrout in conjunction with the
requirements of paragraph 80(b) of ISA 240 (ReVisé&the Auditor’s Responsibility to

Consider Fraud in an Audit of Financial Stateménts

Comment 5: Reliability of Data Used in Estimatesgaragraphs 30 and 32)

We believe that the auditor’s responsibility fofigating data used to develop estimates should
be clarified and emphasized in paragraphs 30 ands3®llows:

30. If confirming transactions or events are nqtexted to occur up to the date  of the
auditor’s report, the auditor should perform onenare of the following procedures:

(a) Test management’s process used to make toai@ting
estimate, including the reliability and completesié the data
used, if applicable.

(b) Test the operating effectiveness of the aiswver management’s
process for making the accounting estimate, tagetiith appropriate
substantive procedures.

(c) Make, or use an expert to make, an indepdrestimate for
comparison with management’s accounting estimate.

32. Testing the process and_dased to make the accounting estimate involves:

(a) Testing whether the data on which the aceogrstimate is based, is
accurate, complete and relevant;

(b) Verifying the source of relevant externalajat

(c) Recalculating the accounting estimate, antbvéng information
about an accounting estimate for internal conscste

(d) Considering whether the significant assunm#imade by
management provide a reasonable basis for theiatng estimate;

(e) Considering management’s approval processes;

(f) Considering whether there are any indicatdrgossible management
bias in the making of the accounting estimate.
Comment 6: Accounting Estimates with Significant isks (paragraph 48)

For accounting estimates that give rise to sigaifiaisks, management’s review and approval is
key. We believe paragraph 48 of the standard shr@gjuire auditors to evaluate whether review
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and approval of assumptions was performed at aropppte level of management or
governance within the entity, as follows:

48. For accounting estimates that give rise toiBgant risks, in addition to any other
substantive procedures performed to meet the geints of ISA 330, the auditor should
evaluate:

(a) Whether the significant assumptions made agagement taken
individually, and as a whole, provide a reasonallgs for the accounting

estimate;

(b) Whether and how management has considerechalive
assumptions or outcomes and why they have rejé¢lotzd;_and

(c) Whether the review/approval of the assumgtiosed was performed
by an appropriate level of management or govemanthin the entity.
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Comment 7: Known Misstatements Involving Subjectie Decisions
(paragraphs 69 — 71)

We support the concept that there can be knowntaéssents of estimates, even when the
amounts used are approximations. We believe, hawthat valuable guidance can be provided
by clarifying this section, as illustrated belowellAASB might also consider adding a
flowchart to further enhance the clarity of thegaeed revisions. In addition, we believe it is
important to clarify options for the auditor to iher when the range of outcomes is close to or
greater than materiality, and we are adding sugdesbrding to paragraph 70 in that regard.

Known Misstatements—Misstatements Involving Subjeave Decisions

69. If the auditor has developed a point estintaen the known misstatement

involving subjective decisions the difference between management’s point

estimate and the auditor’s point estimate. Altewvedy, the auditor may develop a
reasonable range of outcomes with which to evaliegt@easonableness of management’s
point estimate. For example, as discussed in papagrs54-57, the auditor may develop such
an estimate where management has not applied a sitigéyranalysis or considered alternative
outcomes.

70. The auditor may be unable to make an assesswmererning the likelihood of
outcomes within the reasonable range of outcomesudh situations, the auditor may conclude
that an accounting estimate is not misstated iif fh)ls within the auditor’s range, and 2) the
relative location of the accounting estimate witthie range has not changed from the prior
period without good reason. If ~ the range of outcomes is close to or greater tha
materiality, the auditor should consider whether to 1) gather additional evi@etioc
reduce the range, ordevelop a point estimate, 2) require additionahagement disclosure of

estimation uncertainties to fairly present thaficial statements, and/or 3) modify
the auditor’s opinion.

71. If management’s accounting estimate lies datie auditor’'s reasonable range
of outcomes, where each outcome is equally likelgdcur, there is a known misstatement
involving subjective decisions of, at least, thifedlence  between management’s accounting
estimate and the nearest point of the auditodsarable range.
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Comment 8: Examples of Management Biagpéragraph 77)

In the draft ISA, the bad debt example in paragrépls not a clear example of management
bias. We recommend that the IAASB replace the @@mn paragraph 77 with the following
guidance to the auditor for considering indicatafrpossible management bias.

77. The following provide examples of indicatofgpossible management bias  with
respect to accounting estimates:

-management changing the relative locatiomadi@ounting estimate within
management’s reasonable range from the pridgogh&rthout a good reason
(as discussed in paragraph 72 of the ISA).

-management changing or expanding the rangesdible outcomes for an
accounting estimate without a good reason.

- management changing the nature or basisigfreficant assumption,
without a good reason.

When the relative location of a point estimatehwitthe range is

considered in conjunction with the location ofetlaccounting estimates within
their respective ranges, and with other qualieaispects of the entity’s

accounting practices, the auditor may have grotmtt® concerned that thereis a

cumulative risk that the financial statements agale may be misstated. Qualitative
aspects of an entity’s accounting practices arerdes] further in proposed ISA 320
(Revised).

As described in paragraph 73, even if the awditesce tends to support management’s
explanation for changing the location of an esterfedm one period to another the auditor,
nevertheless, should consider whether the changean indicator of possible management bias.
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Comment 9: Disclosure(paragraph 79)

We suggest adding wording to paragraph 79 to aatityclind specificity for the auditor’'s
consideration of the fair presentation of disclesurlated to estimation uncertainty, where the
range of possible outcomes is close to or grehtar materiality, as follows:

Evaluating the Disclosure of Estimation Uncertaity in the Financial
Statements

79. Where an accounting estimate falls withinryeaof outcomes that is close  to or
greater than materiality, the auditor should deteemvhether disclosure of the estimation
uncertainty is adequate/sufficient for fair pres¢ion of the financial statements. The
auditor should consider any additional requiremehts the applicable financial reporting
framework for disclosures regardinmcertainties. fie auditor also should consider the need to
1) disclose where the point estimate falls witthia range of outcomesp@/or 2) require
management to refine its estimates.

Comment 10: Documentation(paragraph 84)

To strengthen the documentation requirements gptbposed standard, we recommend adding
the following wording to paragraph 84 of the ISA:

84. The auditor should document:
(a) The results of the auditor’s risk assessmentedures;

(b) The assessed risks of material misstatenfeatamunting estimates
at the assertion level, and the nature, timingeatent of further audit
procedures responsive to the risks;

(c) The results of tests of controls and substamrocedures that
respond to significant risks;

(d) Misstatements identified by the auditors;
(e) Indicators of possible management bias;

(f) The auditor's conclusion about the reasonadss of each significant
estimate based on the audit evidence; and

(g) The auditor’s conclusion about the adequaadisflosure oestimation
uncertainly.
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