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SA-540 

 

 

 

Q.1. Why This SA? 

This Standard on Auditing (SA) deals with the auditor’s 

responsibilities regarding accounting estimates, 

including fair value accounting estimates, and related 

disclosures in an audit of financial statements. The 

objective of the auditor is to obtain sufficient 

appropriate audit evidence whether in the context of 

the applicable financial reporting framework:  

 Accounting estimates, including fair value 

accounting estimates, in the financial statements, 

whether recognised or disclosed, are reasonable; 

and 

 Related disclosures in the financial statements are 

adequate. 
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Q.2. Define the Following terms 

1. Auditor’s point estimate or auditor’s range 

 The Amount, or range of amounts, respectively, 

derived from audit evidence for use in evaluating 

management’s point estimate.  

2. Estimation uncertainty  

 The Susceptibility of An accounting estimates, 

and Related disclosures  

 To an Inherent lack, of precision in its 

measurement.  

3. Management bias  

 A lack of neutrality by management in the 

preparation and presentation of information.  

4. Management’s point estimate 

 The amount selected by management for 

recognition or disclosure in the financial statements 

as an accounting estimate. 

5. Outcome of an accounting estimate  

 The actual monetary amounts which results, from 

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

accounting estimate. 

Q.3. What do you mean by Accounting 

Estimates? How many type of Accounting 

Estimates are involved in preparation of 

FS? 

Some Financial Statement items cannot be measured 

precisely, but can only be estimated. According to SA-

540 “An approximation of a monetary amount in the 

absence of a precise means of measurement”.  

Usually two kind of estimates are involved in 

preparing and presenting Financial Statements:- 

 Fair value Accounting Estimates. 

 Other Accounting Estimates. 

Here Fair value Accounting Estimates means where the 

measurement objective is expressed in terms of the 

value of a current transaction or Financial Statement 

item based on conditions prevalent at the 

measurement date, such as estimated market price for 

a particular type of asset or liability.  
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Every Accounting Estimate other than Fair Value 

Accounting Estimate is other estimate.  

Some Financial Reporting Frameworks prescribe 

Specific methods of Measurement and the disclosures 

that are required to be made in the Financial 

Statements, while other financial reporting frameworks 

are less specific 

Q.4. Illustrate some examples of Fair value 

estimates and other estimates? 

Following are examples of Fair value Accounting 

Estimates:- 

 Estimate of FMV of Inventory. 

 Complex financial instruments, which are not 

traded in an active and open market. 

 Share-based payments. 

 Property or equipment retired from active use and 

held for disposal. 

 Certain assets or liabilities acquired in a business 

combination, including goodwill and intangible 

assets. 
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 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. 

 Following are examples of other Accounting 

Estimates: - 

 Allowance for doubtful accounts. 

 Inventory obsolescence. 

 Warranty obligations. 

 Depreciation 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. 

 Financial Obligations / Costs arising from litigation 

settlements and 

 Judgments. 
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Q.5. How Auditor will perform risk assessment 

procedures to assess the risk of 

Misstatement in relation to Accounting 

Estimates? 

As required by SA-315, the Auditor shall obtain an 

understanding of the following in order to provide a 

basis for the identification and assessment of the risks 

of material Misstatement for Accounting Estimates: 

 The requirements of the applicable Financial 

Reporting Framework relevant to accounting 

estimates, including related disclosures. 

 How management identifies those transactions, 

events and conditions that may give rise to the 

need for Accounting Estimates to be recognized or 

disclosed in the Financial Statements and need to 

revise existing, Accounting Estimates. 

 How management makes the Accounting 

Estimates, and an understanding of the data on 

which they are based, it includes: 

 The method, including where applicable the 

model, used in making the accounting estimate; 

 Relevant controls; 
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 Whether management has used an expert; 

 The assumptions underlying the Accounting 

Estimates; 

 Whether there has been or ought to have been 

a change from the prior period in the methods 

for making the Accounting Estimates, and if so, 

why; and 

 Whether and, if so, how management has 

assessed the effect of estimation uncertainty. 

Q.6. How Auditor will evaluate the 

reasonableness of the Accounting 

Estimates, and determines whether it is 

misstated? 

 The Auditor shall review the judgments and 

decisions made by management in the making of 

Accounting Estimates to identify whether there are 

indicators of possible management bias. Indicators 

of possible management bias do not themselves 

constitute misstatements for the purposes of 

drawing conclusions on the reasonableness of 

individual Accounting Estimates. 
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 If Auditor has sufficient and appropriate Audit 

Evidence that management estimates are differing 

from Auditor's estimate and the difference is 

unreasonable, it will constitute a Misstatement and 

Auditor shall issue qualify/adverse opinion. 

 If Auditor concludes that management has 

unreasonably changed the method of estimation 

this will again constitute a Misstatement and 

Auditor should report as above regarding the 

Misstatement. 

 If Auditor is unable to conclude reasonably 

whether there is Misstatement in Accounting 

Estimates or not he may reserve his opinion or 

may issue a disclaimer of opinion. 

Q.7. How an Auditor shall reasonably satisfy 

himself that estimates are presented and 

disclosed properly? 

The Auditor shall obtain sufficient appropriate Audit 

Evidence about whether the disclosures in the Financial 

Statements related to Accounting Estimates are in 

accordance with the requirements of the applicable 
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Financial Reporting Framework. If it is not disclosed 

properly it will be a matter of qualification. 

Q.8.  What are the other considerations 

required under this SA-540? 

Consideration as to need for written representations 

The Auditor shall obtain written representations from 

management whether management believes significant 

assumptions used by it in making Accounting Estimates 

are reasonable. 

Consideration as to Documentation:-The Audit 

documentation shall include: 

 The basis for the Auditor's conclusions about the 

reasonableness of Accounting Estimates and their 

disclosure that give rise to significant risks; and 

 Indicators of possible management bias, if any. 



 

 

http://www.cakit.in/


 

    

Order for video lecture  www.cakit.in 
 

 

 

Author: CA. Aseem Trivedi  Standards on Auditing | 11 

THIS SA IN EXAM 

Q.9. With reference to the Standards on 

Auditing state the examples of 

accounting estimates that may have a 

high estimation uncertainty.     

           (Nov 16/ 5 Marks) 

Examples of Accounting Estimates that may have a 

High Estimation Uncertainty: As per SA 540, 

“Auditing Accounting Estimates, Including Fair Value 

Accounting Estimates and Related Disclosures”, the 

auditor shall determine whether, in the auditor’s 

judgment, any of those accounting estimates that 

have been identified as having high estimation 

uncertainty give rise to significant risks. 

Examples of accounting estimates that may have high 

estimation uncertainty include the following: 

 Accounting estimates that are highly dependent 

upon judgment, for example, judgments about 

the outcome of pending litigation or the amount 

and timing of future cash flows dependent on 

uncertain events many years in the future. 
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 Accounting estimates that are not calculated using 

recognized 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 the actual 

outcome. 

Q.10. While auditing Z ltd., you observe certain 

material Financial Statement assertions 

have been based estimates made by the 

management. As the Auditor how do you 

minimize the Risk of Material 

Misstatement?      (May 11/ 6 Marks) 

As per SA – 540 “Auditing Accounting Estimates, 

Including Fair Value Accounting Estimates, and Related 

Disclosures”, it is Auditor’s duty to obtain sufficient 

and appropriate Audit Evidence that Accounting 

Estimates by management are reasonable in present 

circumstances or not. Auditor first applies the RAP 

(Risk assessment Procedure to decide the nature timing 
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and extent of FAP (further Audit procedure). Auditor 

should consider the following: 

 The requirements of the applicable Financial 

Reporting Framework relevant to the Accounting 

Estimates, including related disclosures (For 

example provisioning norms in case of banking 

company as required by RBI). 

 How management identifies those transactions, 

events and conditions that may give rise to the 

need for Accounting Estimates to be recognized or 

disclosed, in the Financial Statements. In obtaining 

this understanding, the Auditor shall make inquiries 

of management about changes in circumstances 

that may give rise to new, or the need to revise 

existing, Accounting Estimates. 

 The estimation making process adopted by the 

management including 

 The method, including where applicable the 

model, used in making the accounting estimates 

 Relevant controls applied over the process of 

estimation 

 Whether management has used services of an 

expert for estimations of complex nature? 
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 The assumption underlying the Accounting 

Estimates whether reasonable in present 

circumstances 

 Whether there has been or ought to have been 

change from the prior period in the methods of 

estimations, and if so, whether there is sufficient 

reason to do the same. 

 Whether and, if so, how the management has 

assessed the effect of estimation of uncertainty. 
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