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OVERVIEW OF HKSA 540 (REVISED)

A set of financial statements may involve one or more accounting estimates and the related disclosures that may have significant financial
impacts on the performance, financial position, cash flows and changes in equity of a reporting entity as well as the disclosures in its notes to
financial statements. Among the Hong Kong Standards on Auditing, HKSA 540 (Revised) “Auditing Accounting Estimates and Related
Disclosures” is designated to deal with the auditor’ s responsibilities relating to accounting estimates and related disclosures in an audit of
financial statements. This auditing standard becomes effective for the reporting period beginning on or after 15 December 2019.

When applying the HKSA 540 (Revised), the auditor aims at obtaining sufficient appropriate audit evidence about whether accounting estimates
and related disclosures in the financial statements are reasonable in the context of the applicable financial reporting framework. HKSA 540
(Revised) also includes detailed requirements and guidance on the testing of methods, assumptions and data used to ascertain the accounting
estimates and related disclosures and the indicators of possible management bias.

To discharge the auditor’ s responsibility in relation to the audit of the accounting estimates and their disclosures, HKSA 540 (Revised) sets out
the following four procedures.

1. Performing risk assessment procedures and related activities; 2. |dentifying and assessing the risk of material misstatements;
3. Responding the assessed risk of material misstatements; and 4. Evaluating the result based on the audit procedures performed.

The flowchart on the next page illustrates the above audit procedures.

RISK ASSESSMENT PROCEDURES

These procedures comprise the understanding of:-

1. The entity and its environments that give rise accounting estimates; 4. The entity's information system as it relates to accounting
2. The entity's internal controls (including control environment)  estimates; and

relevant to the making, evaluating and approval of accounting 5. The review procedures carried out by the management in respect
estimates; of the outcome(s) of previous accounting estimates and the
3. The risks relating to accounting estimates identified and addressed ~ responses to the result of that review.

by the entity’ s risk assessment process;

In the course of performing the risk assessment procedures and related activities, the auditor shall review the outcome(s) of previous accounting
estimates, or, where applicable, their subsequent re-estimation to assist in identifying and assessing the risks of material misstatement in the
current period.

Moreover, the auditor should determine, at this stage, the necessity of specialized skills or knowledge to perform the risk assessment

procedures; to identify and assess the risks of material misstatement; to design and perform audit procedures to respond to those risks; and/or
to evaluate the audit evidence obtained.



IDENTIFYING AND ASSESSING THE RISK OF MATERIAL MISSTATEMENTS

In identifying and assessing the risks of material misstatement relating to an accounting estimate and related disclosures at the assertion level,
the auditor shall take the following four inherent risk factors into account, viz:-

1. Estimation uncertainty 2. Complexity
3. Subjectivity 4. Other inherent risk factors

Both HKSA 540 (Revised) and the auditing standard setters do not formulate the relationship between the risk of material misstatement and the
inherent risk factors or give further guidance to establish their relationship. Accordingly, the practitioner has a great deal of discretion to establish
the criteria to measure the risk of material misstatement relating to the accounting estimates. The flowchart on the next page provides a formula
for reference.

HKSA 540.17 requires the auditor determining the criteria to justify any of the risks of material misstatement identified and assessed to be a
significant risk. For this requirement, if the auditor has determined that a significant risk exists, the auditor shall obtain an understanding of the
entity’ s controls, including control activities, relevant to that risk.

RESPONDING THE ASSESSED RISK

Based on the assessed risk of material misstatement, the auditor’ s further audit procedures shall include test of control and other substantive
procedures.

In respect of the test of control, the auditor shall distinct non-significant risk items from significant risk items. For the accounting estimates
bearing significant risk, if the auditor plans to rely on the intemal controls, the auditor’ s further audit procedures shall include a test of control.
Otherwise, the auditor must include a test of details in the substantive procedures. For accounting estimates bearing non-significant risk, if the
auditor expects that the controls are operating effectively or the substantive procedures (i.e. analytical procedures and test of details) alone
cannot provide sufficient appropriate audit evidence at the assertion level, the auditor’ s further audit procedures shall include test of control.

In respect of other substantive procedures, the auditor shall perform the following tests of details.

Depending on the risk level of material misstatement, the auditor may perform all or some of the substantive procedures set out in procedures
1 to 3 above. At this stage, the concept of scalability (i.e. the higher the assessed risk of material misstatement, the more persuasive audit
evidences need to be) applies.



EVALUATING THE RESULT
According to HKSA 540.33, the auditor shall evaluate, based on the audit procedures performed and audit evidence obtained.

1. Whether the assessments of the risks of material misstatement at the assertion level remain appropriate,
including when indicators of possible management bias have been identified?

2. Whether the accounting estimates and relevant disclosures in the financial statements are reasonable in the
context of the applicable financial reporting framework or misstated? and

3. Whether sufficient appropriate audit evidence has been obtained having regard the corroborative and
contradictory evidence?

AUDIT DOCUMENTATION'-
The last but not the least, HKSA 540.39 requires the auditor to include the followmg audit documentation in the audit file.

For a comprehensive explanation and application of the HKSA 540 (Revised), please refer to “Practical Reference for HKSA 540 (Revised)
Auditing Accounting Estimates and Related Disclosures” written by the writer of this article. This eBook provides with a methodology, including
a complete set of audit documentation, with plenty examples to assist auditor discharging their duties and responsibility imposed by HKSA 540
(Revised). Interested parties may scan the QR code beside to place an order.

Moreover, a one-hour video explaining and demonstirating the application of the HKSA 540 (Revised) produced by the writer is now available
at YouTube for public access free of charge. Interested parties may scan the QR code beside to get access.

STEVE CHUNG, CPA, MSCA



ILLUSTRATION OFTHE AUDIT APPROACH

APPLICABLE TO THE AUDIT OF THE ACCOUNTING
ESTIMATES

RISK ASSESSMENT PROCEDURES AND RELATED ACTIVITIES

Understanding of:-
Entity and its environment Retrospective review Specialized skills and

Internal control performed by auditor knowledge required
Information system

IDENTIFYING AND ASSESSING THE RISK OF MATERIAL MISSTATEMENT

. Degree of estimation uncertainty,
R'Skpf Degree of complexity,
- material = \aax W Degree of subjectivity,
misstatement Degree of other inherent risk factors

RESPONSES TO ASSESSED RISKS OF MATERIAL MISSTATEMENTS

Non-significant risk items

\/

Significant risk items

. ~ J
Whether the controls are expected Yes N
to be operating effectively? N Whether the auditor plans to rely
on internal control?
\_
- v
No Test of control : No
(Compliance test) Unsatisfactory
No result
Whether the substantive »
. The substantive procedures shall
procedures alone provide T de?ails
sufficient appropriate audit
evidence at the assertion level?

Yes

Obtain audit evidence from Develop an auditor’s Verify the disclosures in
subsequent events point estimate or range financial statements

EVALUATION BASED ON AUDIT PROCEDURES PERFORMED

Do the assessments of the risks of Are the accounting estimates and the Has sufficient appropriate audit
material misstatement remain relevant disclosures reasonable in the evidence been obtained having
appropriate, taken indicators of context of applicable financial regard the corroborative and

possible management bias into reporting framework or misstated? contradictory evidences?
account?
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