GA@ U.S. GOVERNMENT ACCOUNTABILITY OFFICE

441 G St. N.W.
Washington, DC 20548

July 25, 2017

Mr. Matthew Waldron

Technical Director

International Auditing and Assurance Standards Board
529 Fifth Avenue

New York, NY 10017

GAO’s Response to the International Auditing and Assurance Standards Board’s April
2017 Exposure Draft, Proposed International Standard on Auditing 540 (Revised),
Auditing Accounting Estimates and Related Disclosures

Dear Mr. Waldron:

This letter provides GAQ’s response to the exposure draft, Proposed International Standard on
Auditing (ISA) 540 (Revised), Auditing Accounting Estimates and Related Disclosures (ED-540).
GAO promulgates generally accepted government auditing standards, which provide
professional standards for auditors of government entities in the United States.

We support the International Auditing and Assurance Standards Board’s (IAASB) efforts to
update the standards for auditing accounting estimates. However, we believe that the proposed
standard could benefit from linking the audit procedures in paragraph 15(a) to the audit
evidence required to be obtained in paragraphs 17 through 20. We believe that this approach
will increase the clarity of the standard and will make it easier for auditors to effectively apply.
Further, we suggest that the IAASB consider grouping the guidance in paragraphs 17 through
20 by procedures that evaluate evidence related to methods, data, and assumptions. We have
found this approach to be useful in our audits of complex estimates in the federal government
and believe that it may be easier to apply than the approach described in the proposed
standard, which is organized by the factors complexity, judgment, and estimation uncertainty.

Our responses to IAASB'’s specific questions follow. We believe that our suggestions will
enhance the consistency of the standard with those promulgated by other standard setters.

Specific Comments
Overall Questions

1) Has ED-540 been appropriately updated to deal with evolving financial reporting
frameworks as they relate to accounting estimates?

We support the IAASB’s efforts to update ED-540 to address evolving financial reporting
frameworks as they relate to accounting estimates. As indicated above, we agree with
the requirements related to obtaining sufficient appropriate audit evidence in paragraphs
17 through 20. However, we believe that these requirements should be linked to the
audit procedures in paragraph 15(a).
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We also support the IAASB’s efforts to update the objective of auditing accounting
estimates and related disclosures. In addition, we support the requirement in paragraph
21, but we encourage the IAASB to provide additional application guidance related to
paragraph 21(a), such as examples of the circumstances in which management might
provide disclosures beyond those specifically required by the framework that are
necessary to achieve the fair presentation of the financial statements as a whole.

2) Do the requirements and application material of ED-540 appropriately reinforce
the application of professional skepticism when auditing accounting estimates?

We agree that the requirements and application material of ED-540 appropriately
reinforce the application of professional skepticism when auditing accounting estimates.
We support the enhanced risk assessment requirements and the requirements to “stand
back” and evaluate audit evidence obtained regarding the accounting estimates,
including both corroborative and contradictory audit evidence.

Focus on Risk Assessment and Responses

3) Is ED-540 sufficiently scalable with respect to auditing accounting estimates,
including when there is low inherent risk?

We believe that auditors should determine whether one or more of the audit procedures
listed in paragraph 15(a) would provide sufficient appropriate evidence whether inherent
risk is low or not low. In our view, the standard will be scalable if auditors assess and
respond to risk of material misstatement and focus on the standard’s objective to obtain
sufficient appropriate evidence.

4) When inherent risk is not low (see paras. 13, 15, and 17 through 20):

a) Will these requirements support more effective identification and assessment
of, and responses to, risks of material misstatement (including significant
risks) relating to accounting estimates, together with the relevant requirements
in ISA 315 (Revised) and ISA 3307

We believe that the requirements support more effective identification and
assessment of risks of material misstatement (including significant risks) relating to
accounting estimates. We support the proposed standard’s specific risk assessment
requirements in paragraphs 10 through 13.

However, we believe that requirements for responding to risk of material
misstatement could benefit from focusing on the requirement that auditors design
and perform further audit procedures whose nature, timing, and extent are based on
and are responsive to the assessed risks of material misstatement consistent with
ISA 330. For example, we believe that it may not be practicable for auditors to
develop an auditor’s point estimate or range in certain situations, such as when the
estimate is made using a highly complex model. Accordingly, we encourage the
IAASB to provide flexibility by allowing auditors to use judgment in determining
whether developing a point estimate or range will be responsive to assessed risks of
material misstatement and provide sufficient appropriate evidence.
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5)

6)
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b) Do you support the requirement in ED-540 for the auditor to take into account
the extent to which the accounting estimate is subject to, or affected by, one or
more relevant factors, including complexity, the need for the use of judgment
by management and the potential for management bias, and estimation
uncertainty?

We support the requirement in ED-540 for the auditor to take into account the extent
to which the accounting estimate is subject to, or affected by complexity, judgment,
and estimation uncertainty in identifying and assessing risks of material
misstatement.

However, in responding to risks of material misstatement and designing and
performing further audit procedures, we suggest linking the audit procedures in
paragraph 15(a) to the audit evidence required to be obtained in paragraphs 17
through 20. Also, the IAASB should consider grouping the guidance by procedures
that evaluate evidence related to methods, data, and assumptions rather than
organizing the proposed standard by the factors of complexity, judgment, and
estimation uncertainty. As noted above, we have found that approach to be useful in
our audits of complex estimates in the federal government and believe that it may be
easier to apply than the approach described in the proposed standard. Also, we
believe organizing the guidance in this way will support a scalable application of the
standard.

c) Is there sufficient guidance in relation to the proposed objectives-based
requirements in paragraphs 17 through 19 of ED-5407 If not, what additional
guidance should be included?

As noted in our other responses, we encourage the IAASB to link the proposed
objective-based requirements in paragraphs 17 through 19 of ED-540 to the
procedures in paragraph 15(a).

Does the requirement in paragraph 20 (and related application material in paras.
A128 through A134) appropriately establish how the auditor’s range should be
developed? Will this approach be more effective than the approach of “narrowing
the range,” as in extant ISA 540, in evaluating whether management’s point
estimate is reasonable or misstated?

We support the approach for establishing how the auditor’s range should be developed,
as it focuses on determining whether the range is reasonable rather than prescribing
how to narrow the range.

Will the requirement in paragraph 23 and related application material (see paras.
A2 through A3 and A142 through A146) result in more consistent determination of
a misstatement, including when the auditor uses an auditor’s range to evaluate
management’s point estimate?

We support the requirement in paragraph 23 to consider all the relevant audit evidence
obtained, whether corroborative or contradictory. We also support the guidance in the
related application material that notes when the auditor may conclude that the
accounting estimate is reasonable and when then auditor should reconsider whether
sufficient appropriate audit evidence has been obtained.



Conforming and Consequential Amendments

7)

With respect to the proposed conforming and consequential amendments to ISA
500 regarding external information sources, will the revision to the requirement in
paragraph 7 and the related new additional application material result in more
appropriate and consistent evaluations of the relevance and reliability of
information from external information sources?

We support the proposed conforming and consequential amendments to ISA 500, Audit
Evidence, regarding external information sources, including the following:

o The definition of external information source including application material to
assist the auditor in determining whether audit evidence was from an external
information source.

o Application material regarding factors related to the relevance and reliability of
information obtained from an external information source, specific material on fair
value measurements, and when management and the auditor use the same
information source.

We also suggest that ED-540 reference ISA 500, paragraph 8, which discusses
requirements for information to be used as audit evidence that has been prepared using
the work of a management's expert. We believe that emphasizing the requirements for
evaluating the work of a management's expert, as applicable, when auditing the
accounting estimate will help ensure audit quality.

Request for General Comments

8)

In addition to the requests for specific comments above, the IAASB is also
seeking comments on the matters set out below:

(a) Translations—Recognizing that many respondents may intend to translate the
final ISA for adoption in their own environments, the IAASB welcomes comment
on potential translation issues respondents note in reviewing the ED-540.

We are not providing comments in response to this question.

(b) Effective Date—Recognizing that ED-540 is a substantive revision, and given
the need for national due process and translation, as applicable, the IAASB
believes that an appropriate effective date for the standard would be for financial
reporting periods ending approximately 18 months after the approval of a final
ISA. Earlier application would be permitted and encouraged. The IAASB welcomes
comments on whether this would provide a sufficient period to support effective
implementation of the ISA.

We believe that an 18-month transition period for the effective date is appropriate.

Other Comments

While we appreciate the IAASB’s efforts to provide an abundance of guidance to assist
auditors in applying the standard, we suggest moving the information contained in the
appendix to a separate guide or tool to increase the clarity and usability of the standard.

Page 4



Thank you for the opportunity to comment on these important issues. If you have questions
about this letter or would like to discuss any of the matters it addresses, please contact me at
(202) 512-3133 or dalkinj@gao.gov.

Sincerely yours,

James R. Dalkin
Director
Financial Management and Assurance

Page 5




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.7
  /CompressObjects /All
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Preserve
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


