Understanding
Accounting Estimates
(CAS 540)

Accounting estimates are approximations of financial statement
amounts when precise measurement is not feasible. These estimates
are essential for financial reporting, bridging the gap between
available information and the need for timely, decision-useful
statements.

Management bears the responsibility for developing reasonable
estimates using appropriate methods, relevant data, and sound
assumptions. This process inherently involves professional judgment
and subjectivity, making estimates a critical area of focus in financial
audits.



Why Estimates Create Risk

Measurement Uncertainty Unintentional Errors
Precise measurement is impossible, requiring approximations Complex calculations and assumptions increase susceptibility
based on available information and future projections. to honest mistakes in estimation processes.

Intentional Manipulation Material Impact
Subjectivity creates opportunities for earnings management or Inaccurate estimates can significantly distort financial position

financial statement manipulation to meet objectives. and performance, misleading stakeholders and investors.



Common Accounting
Estimates

Legal & Asset Valuation Revenue &
Obligations Receivables
Depreciation and

* Pending litigation amortization * Allowance for
outcomes Impairment doubtful accounts

o Warranty assessments * Revenue
obligations and Fair value recognition
claims measurements estimates

e Environmental Inventory o Contract
remediation costs obsolescence completion
liabilities o Sales returns and

allowances



The Auditor's Objective

Evaluate Reasonableness

@ Assess whether accounting estimates are reasonable in the circumstances and consistent with the applicable financial reporting
framework.

Obtain Sufficient Evidence

Gather appropriate audit evidence to support the amounts and disclosures related to estimates in the financial statements.

Verify GAAP/IFRS Compliance

Ensure disclosures satisfy requirements of applicable accounting standards and provide transparent information to users.

Understand the Process

Comprehend management's estimation methodology, including data sources, assumptions, and calculation methods employed.



Risk Spectrum of Estimates

Low-Risk Estimates

Characteristics: Routine, mechanical calculations with minimal judgment;
based on observable data; limited complexity; historical precedent available.

Examples: Straight-line depreciation on equipment with established useful
lives, accrued payroll expenses, readily observable market values for
actively traded securities.

High-Risk Estimates

Characteristics: Significant judgment required; complex models and
assumptions; limited or unobservable inputs; high measurement uncertainty;

susceptible to management bias.

Examples: Litigation contingencies with unpredictable outcomes, fair value
of illiquid investments or intangibles, pension obligations with multiple

actuarial assumptions, long-term contract revenue.



Why Risk Level Matters
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Degree of Uncertainty

Higher uncertainty increases the risk of material misstatement
and reqguires more extensive auditor scrutiny and testing
procedures.
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Model Complexity

Sophisticated valuation models and intricate assumptions
demand deeper analysis and potentially specialized expertise to
evaluate properly.
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Specialized Knowledge

Complex estimates may require auditors to engage specialists in
fields such as valuation, actuarial science, or industry-specific

matters.
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Audit Effort Allocation

Risk assessment directly influences the nature, timing, and extent

of substantive procedures, focusing resources where
misstatement risk is greatest.




Auditor's Risk-Based Approach

01

Understand the Company

Gain comprehensive knowledge of the entity's business, industry, operations, and the economic
environment affecting estimates.

02

Know the Framework

Thoroughly understand applicable GAAP or IFRS requirements governing recognition, measurement, and
disclosure of specific estimates.

03

Evaluate Methods & Data

Assess the appropriateness of management's estimation methods, data sources, and underlying
assumptions used in calculations.

04

Assess Significance & Risk

Determine which estimates are most significant and identify areas where risk of material misstatement is
elevated, warranting enhanced procedures.




Auditor's Response to Assessed Risk

o Test with Updated Data

Use current or subsequent information to reassess and validate
the reasonableness of management's estimates.

* Review Methodologies
Examine models, formulas, and calculation methods for
mathematical accuracy and conceptual soundness.

o Perform Sensitivity Analysis

Test how changes in key assumptions impact the estimate to
understand ranges and potential volatility.

Retrospective Review

Compare prior-year estimates to actual outcomes to identify
patterns of bias or estimation accuracy issues.

Develop Independent Estimate

Create an auditor's own point estimate or range using
alternative data or methods to compare with management's
figure.

Test Controls

Evaluate the design and operating effectiveness of internal
controls over the estimation process and underlying data.



Indicators of Management Bias

Frequent Estimate Changes Inappropriate Assumptions

Repeated adjustments to estimates or methods without Use of inconsistent, overly optimistic, or unjustifiably
clear business justification may signal attempts to pessimistic assumptions that don't align with observable
manipulate results. market conditions or historical trends.

Directional Pattern Earnings Pressure

Consistent bias toward increasing income, decreasing External or internal pressure to achieve specific financial
expenses, or meeting analyst forecasts and earnings results, potentially motivating aggressive or inappropriate
targets period after period. estimation choices.

When bias indicators are present, auditors must expand procedures, increase professional skepticism, consider implications for
risk assessment, and evaluate whether bias rises to the level of intentional misstatement.



Documentation & Communication

1

Document Basis for Conclusions

Thoroughly record the rationale supporting audit conclusions about estimates, including procedures performed, evidence obtained, and professional
judgments made.

Identify Bias Indicators

Document any indicators of management bias observed during the audit and how these affected risk assessment and audit responses.

Verify Adequate Disclosure

Ensure financial statements include all required disclosures about estimates, uncertainties, significant assumptions, and sensitivity to changes.

Consider Report Modifications

Evaluate whether emphasis-of-matter paragraphs are warranted to draw attention to significant estimation uncertainty or other matters.

Obtain Written Representations

Secure management's written confirmation regarding the appropriateness of estimation methods, reasonableness of assumptions, and completeness of
disclosures.
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