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Feedback & Suggestions: Gurugram Branch will be happy to receive the feedback from you             
regarding the seminars/workshops and other activities organized by branch. You may please send 
feedback at Gurugram Branch of NIRC of ICAI requests the members & students to come forward & 
share the articles (Professional & Other) to be published in the upcoming newsletter. The submissions 
may be sent to icaigurugram@gmail.com with the subject line (Article Newsletter).  
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Resident Welfare Association (RWA) is 

categorized as the 'Association of          

Persons' (AOP) under the Income Tax Act, 

1961. 

So, the taxability of RWAs and AOPs are 

same under Income tax Act. Only the 

thing which can be highlighted is different 

heads of income. 

Incomes of Resident Welfare Association 

(RWA) 

Various types of income that an RWA may 

earn are listed below:- 

• Members’ Contribution such as     

Maintenance charges, Electricity 

charges, Water Collection, Sewerage 

Receipts etc. 

• Dividend income 

• Interest on Bank Deposits 

• Rental income from the use of the     

common area 

• Rental income from Advertisements 

hoardings 

• Parking charges 

 

Taxability of Income of Resident Welfare 

Association (RWA) 

An RWA is not always liable to pay income 

tax on its income. Only those incomes 

which arise from non- members or                   

non-mutual activities are subject to tax un-

der the Income Tax Act. As in legal parlance, 

it is called the 'doctrine of mutuality' i.e. one 

person cannot make income from himself. 

As such the contributions received by RWA 
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from its members are not taxable at all. 

So, Members’ Contribution, Rental income 

from use of common  area  (if  received  

from  member)  will  not  be considered as 

income and hence there will be no tax              

liability. 

 

Similarly, all other incomes such as               

Dividend income, Interest on Bank                        

Deposits, Rental income from                               

non- members etc will be eligible to tax. 

 

Income Tax Rate of a Resident Welfare 

Association (RWA) 

 

Where a resident welfare association is 

registered as a co-operative society- 

 

**Surcharge on Income-tax for C o -

operative Society: 12% Where Total Income 

exceeds Rs. 1 Crore 

 

Where a resident welfare association is 

registered as a society- 

 

1. Shares of members are known and all 

members having Net total income is upto 

basic exemption 

In this case, the slab rates as applicable to 

an Individual shall be applicable to an RWA. 

2. Shares of members are not known or one 

or more members having Net total income 

is more than basic exemption 

 

In this case, the entire income will be taxa-

ble at Maximum Marginal Rate (MMR) i.e. 

42.744% 

 

**Note 1- (If shares of member known) In 

this case if any member is chargeable to 

tax at rate higher than MMR then such 

members’ share shall be taxable at such 

higher rate in hands of RWA and remaining 

income of RWA shall be taxable at MMR. 

| How Income of RWAs - Residential Welfare Associations Taxed  

 Total Income 
Income-

Tax Rate 

Up to Rs. 2,50,000 Nil 

Rs. 2,50,001 to Rs. 5,00,000 5% 

Rs. 5,00,001 to Rs. 10,00,000 20% 

Above Rs. 10,00,000 30% 
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**Note 2- (If shares of member not 

known) In this case if any member is 

chargeable to tax at rate higher than MMR 

then entire income of RWA shall be                 

taxable at such higher rate. 

 

Which and When ITR is required for an 

RWA 

The applicable ITR for a resident welfare 

association is ITR-5. ITR-5 has to be               

compulsorily filed online with or without a 

digital signature. Section 139(1) mandates 

every person to file a return of income 

within the prescribed due date if the total 

income exceeds the basic exemption  

limit. 

In case the total income of the RWA does 

not exceed the basic exemption limit, then 

an RWA is not under a legal obligation to 

file a return of income. It is advisable to file 

a return of income 

even in such cases, being an association 

of a group of people. Further, if the bank 

deducts TDS on the interest income then 

the refund thereof can be claimed only by 

filing a return of income. 

 

 

 

 

Is an RWA is liable to deduct TDS on                 

payments 

 

Normally, an RWA makes the payment to 

contractors and professionals (engineers, 

etc.) since the activity of an RWA is confined 

to maintenance activity. 

 

A person when makes a payment to a                 

contractor or a professional above the            

prescribed threshold limit then he is liable 

to deduct income tax or TDS from such 

payments. 

| How Income of RWAs- Residential Welfare Associations Taxed  
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Accounting Estimates Defined: “An                   

approximation of a monetary amount in 

the absence of a precise means of    

measurement. This term is used for an 

amount measured at fair value where 

there is uncertainty, as well as for other 

amounts that require estimation. Where 

this SA addresses only accounting                      

estimates involving measurement at fair 

value, the term  ‘fair value accounting                

estimates’ is used”. (As defined under SA 

540) 

 

Understanding Accounting Estimates: 

For entities of all size and nature, some or 

the other time management has to make 

accounting estimates. This happen                   

particularly in a situation when monetary 

amounts in financial statements cannot 

be directly deduced. All Accounting                 

estimates have some degree of                         

estimation; this is due to uncertainties               

involved in quantification, this may be due 

to inherent limitations of management’s 

knowledge or due to nature of available 

data that give rise to inherent subjectivity 

and variation in the measurement                  

outcomes. Along with being subjective, 

accounting estimates may also be                     

complex. Thus accounting estimates have 

important implications over the financial 

statement audit, because the complexity, 

subjectivity or other inherent risk factors 

on the measurement of these monetary 

amounts makes them sensitive for                   

misstatement. The accounting process                

often presents certain scenarios where an 

amount or item in the financial statements 

cannot be measured with precision. In                      

financial reporting, when the amounts of                 

assets, liabilities, income, or expenses for the 

period cannot be measured with precision, 

they are determined using accounting                  

estimates. Accounting Estimate are                    

estimated based on judgment and 

knowledge derived from experience,                 

training and formal teaching. Estimation is 

involved in reporting certain elements of 

the financial statements – value of which 

cannot be determined using objective              

data.  

Even though uncertainties and values are 

determined using historical estimates and 

approximations, they deserve to be a part 

of financial reporting. A prudent estimation 

will surely result into a transparent and            
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reliable financial statement. The value of 

such element cannot be always fixed 

based of any specific data. They usually 

involve a lot of complexities &                                

uncertainties and therefore expertise, skill 

and knowledge is required to determine 

the value, which will always be an                    

approximation. 

This also establishes the fact that there is 

some level of subjectivity in the process 

because the management and                      

accountants require a very good level of 

skill, expertise and knowledge to make the 

assumption which can be acquired 

through experience, training and formal 

teaching. Sometimes there may be a 

considerable difference in values                           

estimated by different persons.                        

Management may derive value of an                 

element of financial statement using              

certain assumptions which will completely 

different from value deduced by auditors. 

Typically the notes on accounts contain 

the details of the basis or assumptions 

used in estimating elements of financial 

statements. ISA 540 (Revised), Auditing 

Accounting Estimates and Related                     

Disclosures, deals with the auditor’s                    

responsibilities relating to accounting               

estimates and related disclosures in an 

audit of financial statements. The                        

auditor’s objective is to obtain 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 (AFRF).  

 

Accounting Estimates V/s Accounting 

Principles: 

 

These are two different financial concepts 

which are commonly used during                         

preparation of financial statements.                   

However, it is very much vital to distinguish 

between the two. Let us differentiate the 

same, as given below: 

 

Meaning: Accounting Estimate means an 

approximation of a value of Asset, Liability,  

Income or Expenditure for which a precise 

means of measurement is not available on 

the other hand Accounting Principles can be 

understood as Specific principles, bases,    

conventions, rules, and practices used by the 

management while preparing and                           

presenting financial statements. 

 

| Audit of Accounting Estimates: Analysis with special reference to SA 540 

How they affect data: change in Accounting estimates                

changes actual financial information on the other hand                       

Accounting principles changes signify conceptual changes in 

how financial information is calculated. 

  

How change is given effect: Changes in Accounting Estimates 

is given effect prospectively however changes in Accounting 

Principles should be given effect retrospectively. 
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What is used in background: In                         
accounting estimates, information related 
to historical data, opinions and knowledge 
of experts, etc are used for achieving  
useful results, whereas in case of the                 
Accounting Principles, the guidelines are 
provided by various laws, Accounting 
Bodies and policymakers following which 
decisions are taken. 
 
Subjectivity: Accounting Estimates are 
subjective in nature due to their                         
dependence on expert knowledge, skill 
and experience, which also depends on 
the information available from various 
sources during a particular time.                       
Accounting Principles are more objective 
in nature since rules and policies are fixed 
and in each Accounting Period  these 
should also be disclosed in notes to                  
financial statements. 
Both of these are important and relevant 
in the world of finance and should be 
used to maintain Quality of financial                    
reporting which is achieved by                             
consistency, transparency and                                
understandability of the financial                    
condition of the business. 
 
Concept of Audit of Accounting                         
Estimates: Before going in detail we shall 
take a snapshot of audit procedure which 
should be adhered if any estimated figure 
is involved in financial statements. The 
primary objective of auditor is to gather 
“Sufficient and Appropriate Audit                        
Evidence” in support of various assertions 
of the financial elements. To prepare            

financial statements is the primary                          
responsibility of the management like any 
other figure, accounting estimate is also 
appear at the initiative of the management 
and not auditor. The auditor should obtain 
evidence as to a. That accounting estimate 
is reasonable as per the circumstances and 
b. that it has been appropriately disclosed. 
To disclose an estimate depends on various 
factors like legal requirement of disclosure, 
materiality of volume or nature, matching 
concept etc. Normally auditors apply                 
following procedure while auditing                     
accounting estimates: 
a) Review and test the process through 

which estimate are developed:                          
including evaluation of date and                
evaluation of assumptions underlying 
the estimates; testing the calculations 
involved in the estimate; comparison 
of estimate and actual results of prior 
periods and evaluation of the approval 
procedure of the management. 

b) Comparison of the estimates                        
developed by the management with 
estimates developed by auditors. 

c) Subsequent events (Events occurred 
after generation of estimates and up 
to submission of Audit Report) related 
with estimates must be r reviewed. 

 
Knowledge of client business and                        
consistence of other audit evidences                 
gathered with accounting estimates also 
plays vital role in the final assessment of 
reasonableness of an accounting estimate. 
If auditor is of the view that accounting                 
estimates developed by the management 

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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are significantly different from the                    
estimates assessed or developed by the 
auditor, he may request the management 
to carry out necessary changes. In case 
management refuses to revise it’s                    
estimate it would be considered a                    
misstatement and the auditor would need 
to consider it’s effect on the financial 
statement. 
 
Auditing Accounting Estimates : ISA 540 

(Revised) Implementation Tools 

 
Understanding, How one can get detailed 

understanding of accounting estimates? 

and how to proceed in auditing when one 

come across with any accounting                     

estimate? is very vital considering the                

increased use of estimates in preparation 

of Financial Statements in current                    

scenario. To provide a universal answer to 

this million dollar question International 

Federation of Accountant (IFAC) has                 

issued a publication having title “Auditing 

Accounting Estimates : ISA 540 (Revised) 

Implementation Tools”. I made an effort to 

conclude out of this 35 page publication – 

“how to proceed with audit of accounting 

estimates”.  

The above referred publication                           

stipulates / suggests 10 steps to audit               

accounting estimates: 

Step 1.1: Obtain an understanding of the 

entity and its environment, the applicable 

financial reporting framework related to its 

accounting estimates and related                             

disclosures.  

 
Unlike before starting audit of any element 

of financial statement as a first step one 

has to gain an understanding of a. Business 

Unit & it’s environment and b. Financial               

Reporting Framework & Internal Control 

System. Through all this exercise auditor 

shall be in a position to set sample size.   

Obviously acceptable risk level and                    

materiality of assertions are also equally 

important for setting sample size for                    

accounting estimates. In addition to it                

attention is also invited to some other                

matters which are specifically related to 

accounting estimates. 

 
What: to understand about Unit/

Environment/Control System/Reporting 

Framework: 

1. Condition (Transaction or Event) that 

require estimation of some element of 

financial statement or which can 

cause change in estimate. 

2. Financial Reporting Framework/                  

Regulatory Framework (Including   

Codified and Un Codified accounting 

practices) applicable to that business 

related to accounting estimates. For 

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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this auditor should have sound 

knowledge of ICAI’s publications. One 

should also understand how much 

inherent risk prevails in those                    

circumstances. 

3.  Nature of Accounting Estimate and 

related disclosures. 

 
Why: to understand about Unit/

Environment/Control System/Reporting 

Framework: 

1. To assess risk of probable                          

misstatement about estimates. 

2. To discuss with Management about 

accounting requirement and                        

disclosure requirement of accounting 

estimates. 

How: to understand about Unit/

Environment/Control System/Reporting 

Framework: 

1. By way of reading and understanding 

Financial Reporting Framework. 

2. Inquiries/representation from man-

agement specially who are responsi-

ble for accounting estimates. 

3. Inquires / representation from man-

agement about changes in - entity’s 

operations, business environment, 

technology. Also use technique of in-

spection, observation and reading of 

documents in this respect. 

4. Use of Analytical procedures to find 

risk prone areas and unusual transac-

tions. 

 
Step 1.2: Obtain an understanding of the 

entity’s system of internal control related to 

its accounting estimates. 

 
What: To understand about Internal Control 

System related with Accounting Estimates: 

1. How much management’s Financial 

Reporting System related with ac-

counting estimates is regulated? 

2. If estimation requires specialized or 

knowledge then how that need has 

been identified and how experts are 

employed? 

3. How risk related with accounting esti-

mates is identified and addressed by 

the management? 

4.  For estimation and disclosure, how 

management: 

• Identified - method, assumption and 

data source for estimation of some el-

ement of financial statement. 

• Management pay attention to underly-

ing uncertainty of an accounting esti-

mate. 

• Address uncertainty – by quantifying & 

providing and disclosing it in financial 

statement.    

5. How management controls process of 

estimation of elements of financial 

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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statement. 

6. How previous estimates are com-

pared with actual outcome. 

Why: To understand about Internal Con-

trol System related with Accounting Esti-

mates: 

To find out underlying risk of material mis-

statement and designing further audit 

procedures (Nature, Timing and Extent). 

How: To understand about Internal Con-

trol System related with Accounting Esti-

mates: 

1. Determine how much control system 

is under strict control of manage-

ment. 

2. Find out how management identifies 

risk associated with Internal Control 

System. Also assess how manage-

ment respond to changes in meth-

ods, significant assumptions or the 

data used in making accounting es-

timates, taking into account  risk as-

sociated there with. 

3. Obtain an understanding about busi-

ness’s Information System related 

with accounting estimates. For this 

auditor should identify is estimation 

in existence for both routine and non 

recurring transactions. And finally to 

find How the information system ad-

dresses the completeness of ac-

counting estimates and related dis-

closures, in particular for accounting 

estimates related to liabilities. 

4. Understanding management’s process 

of monitoring and correcting internal 

control system. Example : one such 

way is Internal Audit. 

5. Audit Techniques and Documentation 

while carrying out point no. 1 to 4 

above: understanding of the above 

components of the entity’s system of 

internal control can be achieved by:  

• Inquiring of relevant personnel about 

the procedures used to initiate,                 

record, process, and report                     

transactions or about the entity’s              

financial reporting process  

• Inspecting policy or process manuals 

or other documentation of the entity’s 

IT system  

• Observing the performance of the poli-

cies or procedures by entity’s personnel  

•  Selecting transactions and tracing 

them through the applicable process in 

the IT system Obtain audit evidence 

about the design and implementation 

of identified controls in the control               

activit ies component over                             

management’s process for making  

accounting estimates (including those 

related to significant risks) by:  

• Inquiring of entity personnel  

• Observing the application of specific 

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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controls  

• Inspecting documents and reports 

However, inquiry alone is not                   

sufficient for such purposes  

 
Step 2: Perform a retrospective review 

 
What: is retrospective review of                                  

Accounting Estimates: 

This means reviewing the accounting              

estimates in previous years and also their 

re – estimation in subsequent years with 

an objective to develop an understanding 

as to inherent risk. For deciding nature 

and extent of review procedure auditor 

takes into account volume and nature of 

accounting estimates. 

Why: is retrospective review of Accounting 

Estimates: 

To find out effectiveness of                              

management’s estimation process used 

in previous years. This implies likely                    

effectiveness of current process. If there is 

evidence that management failed to                  

consider relevant and reliable information 

that it had, or reasonably could have              

obtained, related to previous accounting 

estimates, a difference between the                

outcome and management’s accounting 

estimate may be a misstatement.  

How: To retrospective review of                              

Accounting Estimates 

1. The review may cover accounting           

estimates made in one or more                   

previous fiscal years, half-years or 

quarters. The period covered may               

depend on when the outcome of an 

accounting estimate is resolved. For 

this length of current accounting                 

period may be considered. 

2. • Consider whether there is any                     

indication that one or more previous 

accounting estimates were biased. 

3. After this Analytical procedures may 

be applied to perform the review. 

These may be useful when accounting 

estimates arise from the recording of 

routine and recurring transactions. For 

example, trends may be identified                 

indicating, on a preliminary basis, 

whether this year’s accounting                       

estimates appear reasonable. On the 

other hand, based on the assessment 

in a previous year, one or more                         

inherent risks of material misstatement 

may be assessed as higher. In that 

case, a more detailed retrospective    

review may be required, for                              

example – when practicable – a focus 

on how the data and significant                   

assumptions used affected the                         

previous accounting estimates. This 

procedure (Review of previous years) 

is not applicable to non recurring           

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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nature of transaction where                       

accounting estimate is involved. 

 
Step 3: Determine whether the                             

engagement team requires specialized 

skills or knowledge. 

  

What : is Specialized skill or knowledge 

associated with Audit of Accounting                  

Estimates 

 Accounting Estimates must be developed 

by the team of management who has             

required knowledge, skills and experience 

to develop accounting estimates. Similarly 

it should be audited by the engagement 

team having a like competence. 

Why: There is need for specialized skill or 

knowledge associated with Audit of             

Accounting Estimates 

Quality management standards (ISA 240) 

require that the engagement team and 

any auditor’s experts collectively have the 

appropriate competence and capabilities 

to perform the audit engagement and 

enable an auditor’s report that is                        

appropriate in the circumstances  

In some cases, this could mean that the 

firm may be able to audit accounting               

estimates only when: The engagement 

team includes:   

• One or more members with                         

specialized skills or knowledge of  

certain aspects of the accounting                

estimate, the business, or industry.  

•  Auditor’s experts who possess                         

expertise in fields other than                          

accounting or auditing. 

How : specialized skill or knowledge                      

associated with Audit of Accounting                   

Estimates can be acquired 

1. Nature, Timing and Extent of he                      

involvement of individuals with                     

specialized skill may vary throughout 

the audit, depending of fact and                     

circumstances. 

2. Primarily engagement team                       

themselves may have understanding 

and experience to audit accounting 

estimates. 

3. Secondly they may engage someone 

to : A. develop and apply concept and 

techniques to meet requirement of            

accounting framework. B. understand 

technically business or legal concept 

or data. C. who can address difficulties 

who can procuring data and                      

processing it in a meaningful                           

information. 

4. For some infrequent or non recurring 

transaction and event. 

5. Accounting estimates according to 

nature of business 

6. Degree of estimation certainty may be 

considered for determining how much 

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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skill & expertise required by the                   

auditor 

7. Complexities involved in Methods or 

Model used, Requirement of financial 

reporting framework and level of              

entity’s use of IT also determines how 

muhch expertise required by the              

auditors while auditing accounting 

estimates. 

 
Step 4: Identify and assess the risks of 

material misstatement.  

 
What: is identification and assessment of 

risk of material misstatement in relation to 

accounting estimates. 

The auditor shall separately assess                      

inherent and control risk, and take the              

following into account in identifying the 

risks of material misstatement and in              

assessing inherent risk specifically                       

associated to volume and nature of                

accounting estimate:  

a. The degree to which the accounting     

estimate is subject to estimation                      

uncertainty; and  

b. The degree to which the following are 

affected by, complexity, subjectivity, or 

other inherent risk factors:  

i. The selection and application of the 

method, assumptions and data in making 

the accounting estimate; or  

ii. The selection of management’s point          

estimate and related disclosures for                   

inclusion in the financial statements. 

Why: identification and assessment of risk 

of material misstatement in relation to           

accounting estimates. 

Very precisely it is to find out nature and  

extent of further audit procedure to be              

applied. To assess the likelihood and                 

magnitude of misstatement. The level of  

inherent risk varies on a scale (the 

“spectrum of inherent risk”). The higher the 

assessed inherent risk is on this spectrum, 

the more persuasive (relevant and reliable) 

the audit evidence provided by further              

audit procedures needs to be.  

How: identification and assessment of risk 

of material misstatement in relation to              

accounting estimates 

Auditor should use results of Step 1 to Step 3 

for identification and assessment of risk of 

material misstatement in relation to         

accounting estimates. 

The following examples may increase or 

decrease risk. Consider whether:  

• There are constraints on obtaining               

reliable data from external sources or 

on the amount of knowledge that 

management can obtain about the 

subject matter of an accounting                  

estimate.  

• Data from past events is useful in          

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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predicting future outcomes.  

• Management’s methods require the 

use of unobservable inputs.  

• A lack of prescriptive guidance in the 

applicable financial reporting   

framework results in a need for  

management to use considerable 

judgment in selecting methods,               

assumptions and data sources. This 

may increase the degree of                   

subjectivity in making an accounting 

estimate and the likelihood of               

intentional or unintentional                      

management bias or other fraud risk 

factors insofar as they affect inherent 

risk.  

• Those making and reviewing the             

accounting estimates have obtained 

and applied appropriate levels of 

specialized skills and knowledge 

when warranted.  

• Events occurring after the date of the 

financial statements may provide 

additional information relevant to risk 

assessments. This information may 

result in a need to revise initial                  

assessments.  

 
Step 5: Identify and assess any significant 

risks and identify controls that address the 

significant risk and evaluate whether they 

were designed effectively and determine 

whether they have been implemented. 

 
What : To identify and assess risk and                 

internal controls in existence to address 

those risk. Also to evaluate that they were 

effectively designed and implemented. 

If the auditor has determined that a                    

significant risk exists, the auditor shall                 

identify controls that address that risk and 

evaluate whether such controls have been 

designed effectively, and determine  

whether they have been implemented.   

Why: To obtain more persuasive audit               

evidence to respond to a significant risk,  

including a risk that fraudulent financial             

reporting may occur through intentional 

misstatement of accounting estimates. 

How: To identify and assess risk and internal 

controls in existence to address those risk 

Through Step no 4 one shall be in a position 

to find out inherent risks associated with the 

Accounting Estimates. Determine whether it 

is practicable to obtain sufficient                          

appropriate audit evidence for an                       

accounting estimate by performing only 

substantive procedures or whether the               

operating effectiveness of controls also 

needs to be tested. This may be the case, 

for example, when an estimation process is 

highly automated and complex. 

Also to Consider whether an accounting  

estimate and related disclosures are              

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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affected by:  

• Recent significant economic,                      

accounting or other developments 

that require specific attention                        

• Significant transactions with related 

parties  

• Significant transactions that are                

outside the normal course of              

business for the entity, or that                     

otherwise appear to be unusual. 

 
Step 6: Determine the approach you will 

use in performing substantive procedures 

 
What: To determine the approach one 

should use for performance of substantive 

procedures 

After finding inherent risk involved and 

performing compliance audit procedures 

for audit of accounting estimates. The   

auditor’s further audit procedures shall  

include one or more of the following               

approaches:  

a. Obtaining audit evidence from events 

occurring up to the date of the auditor’s 

report (see paragraph 21);  

b. Testing how management made the 

accounting estimate (see paragraphs 22 

– 27); or  

c. Developing an auditor’s point estimate 

or range (see paragraphs 28 – 29).  

The auditor’s further audit procedures 

shall take into account that the higher the 

assessed risk of material misstatement, the 

more persuasive the audit evidence needs 

to be. The auditor shall design and perform 

further audit procedures in a manner that is 

not biased towards obtaining audit                     

evidence that may be corroborative or                 

towards excluding audit evidence that may 

be contradictory. 

 
Why : To determine the approach one 

should use for performance of substantive 

procedures 

Before expressing an opinion on the                      

financial statement auditor must gather 

“Sufficient and Appropriate” audit                           

evidences to substantiate assertions made 

(By all the elements) in financial statement. 

In this process after assessing risk,                      

assessing internal controls, management 

competence etc. and setting benchmark 

for acceptance of error auditor device 

compliance and substantive test                          

procedures. 

How: The three approaches may be used 

individually, or in combination, in auditing 

one or more of the data, assumptions or 

methods used by management.  

• Consider using Approach A when the 

outcome of events relevant to an                

accounting estimate becomes known 

before the date of the auditor’s report 

| Audit of Accounting Estimates: Analysis with special reference to SA 540 
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and therefore estimation uncertainty 

is minimal and not likely to require 

disclosure.  

• Consider using Approach B when, for 

example:  

• The auditor’s review of similar                    

accounting estimates made in the 

prior period financial statements 

suggests that management’s current 

period process is appropriate.  

• The accounting estimate is based on 

a large population of items of a                

similar nature that individually are 

not significant. 

• The applicable financial reporting 

framework specifies how                         

management is expected to make 

the accounting estimate.  

• The accounting estimate is derived 

from the routine processing of data. • 

Consider using  

• Approach C when, for example:  

• The auditor’s review of similar                     

accounting estimates made in the 

prior period financial statements 

suggests that management’s current 

period process is not expected to be 

effective.  

• The entity’s controls within and over 

management’s process for making 

accounting estimates are not well 

designed or properly implemented. 

• Events or transactions between the  

period end and the date of the                      

auditor’s report have not been properly 

taken into account, when it is                       

appropriate for management to do so, 

and such events or transactions                

appear to contradict management’s 

point estimate. 

• There are appropriate alternative                

assumptions or sources of relevant 

data that can be used in developing 

an auditor’s point estimate or range. 

• Management has not taken                          

appropriate steps to understand or 

address the estimation uncertainty.  

Developing a point estimate, rather than a 

range, may be more effective when the                 

auditor expects less variability in the                     

reasonably possible outcomes and                

therefore the point estimate can be                       

developed with a higher degree of                     

precision. 

 
Basically these approaches are according 

to complexities of fact & circumstances, risk 

associated with accounting estimates and 

intensity & degree of audit procedures/

techniques to be employed. 

 
 Step 7.1: Test how management made the 

estimate. Note: This step describes                     

Approach B. 
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Note: It does not cover Approach A –                 

Obtain Audit Evidence from Events Occur-

ring up to the Date of the Auditor’s Report 

or Approach C – Develop an Auditor’s 

Point Estimate or Range. 

 
What: is “how management made the   

estimate” 

There may be risk of material                              

misstatement related with selection and 

application of the methods, significant 

assumptions and the data used by                    

management in making the accounting 

estimate. In addition to it misstatement 

may be at the time of actual estimation 

and disclosure. Besides audit has an                           

objective:  

• Management’s methods, significant 

assumptions and data are                            

appropriate in the context of the                

applicable financial reporting    

framework and the circumstances of 

the entity, and that changes, if any, 

from prior periods are appropriate; 

and  

• Judgments made in selecting the 

method, significant assumptions and 

data give rise to indicators of                    

possible management bias. 

 
Significant assumptions: Based on the 

knowledge obtained in the audit,             

management’s significant assumptions are 

consistent with each other and with those 

used in other accounting estimates, or with 

related assumptions used in other areas of 

the entity’s business activities. When                   

applicable, management has the intent to 

carry out specific courses of action and has 

the ability to do so 

 
Data: The data is relevant and reliable               

considering the circumstances; and               

Management has appropriately understood 

or interpreted the data, including with                

respect to contractual terms.  

 
Disclosures: Design and perform further  

audit procedures to obtain sufficient                  

appropriate audit evidence regarding the 

assessed risks of material misstatement at 

the assertion level for disclosures related to 

an accounting estimate, other than those 

about estimation of uncertainty. 

 
Why: It is required to find “how                           

management made the estimate” 

To appropriately respond to assessed risks 

and thereby enable the auditor to obtain 

sufficient appropriate audit evidence about 

whether the accounting estimate and                 

related disclosures resulting from                    

management’s selection and application of 

its methods, significant assumptions and 
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data are reasonable in the context of the 

applicable financial reporting framework. 

Arbitrary changes in management’s 

methods, significant assumptions or data 

sources may indicate possible                        

management bias and a risk of material 

misstatement. 

How: to find “How management made an 

estimate” 

Methods, significant assumptions, data 

and disclosures used by the management 

may be understood using audit technique 

of inquires, representations, scrutiny of 

management policy and other                     

documents related with accounting                

estimates and examination. Tools like Flow 

charting, Questionnaires etc. may also be 

used at appropriate places.  

 
Step 7.2: Evaluate management’s                      

selection of its point estimate and related 

disclosures about estimation uncertainty. 

This describes Approach B with no                  

reliance on the effective operation of  

controls. 

 
What: To evaluate estimate developed by 

management and disclosers made in              

financial statements  

Auditor again through various audit               

procedures, techniques and tools                              

establish that management has taken 

appropriate steps to understand  

a. uncertainty associated with estimates 

and b. that uncertainty has been                           

appropriately considered at the time of               

development of estimates & disclosure. 

If in auditor’s judgment management has 

not taken appropriate steps then auditor 

shall: 

a. Request management to perform                      

additional procedures to understand                  

estimation uncertainty or to address it by 

reconsidering the selection of                            

management’s point estimate or                    

considering providing additional                    

disclosures relating to the estimation                 

uncertainty, and evaluate management’s 

response(s) in accordance SA 

b. If the auditor determines that                         

management’s response to the auditor’s 

request does not sufficiently address                    

estimation uncertainty, to the extent                      

practicable, he should develop an point  

estimate or range as per his own judgment 

in accordance with SA; and  

c. Evaluate whether a deficiency in internal 

control exists and, if so, communicate in 

accordance SA to Those Charged with    

Governance and Management. 

Why : To evaluate estimate developed by 

management and disclosers made in                  

financial statements 

To appropriately respond to assessed risks 
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and thereby enable sufficient appropriate 

audit evidence to be obtained about 

whether the accounting estimate                       

resulting from management’s selection of 

its point estimate and development of               

related disclosures about estimation                

uncertainty are reasonable in the context 

of the applicable financial reporting 

framework 

How: To evaluate estimate developed by 

management and disclosers made in                 

financial statements 

In addition to procedures used in 7.1 also 

establish: 

• Attributes of an asset or liability used 

in estimating its fair value (valuation 

attributes) were appropriate and 

complete. 

• Management’s point estimate is                 

appropriately chosen from the                  

reasonably possible measurement 

outcomes. 

• When applicable, management has 

followed requirements in the                       

applicable financial reporting     

framework that prescribe how to              

select an amount from reasonably 

possible outcomes. 

 
Step 8: Evaluate whether there are                      

indicators of possible management bias 

and, if there are, the implications for the 

audit 

 
What: is indicators of possible                           

management bias and it’s implication for 

audit 

 
The auditor shall evaluate whether                      

judgments and decisions made by                     

management in making the accounting  

estimates included in the financial                    

statements, even if they are individually 

reasonable, are indicators of possible  

management bias. When indicators of  

possible management bias are identified, 

the auditor shall evaluate the implications 

for the audit. Where there is intention to 

mislead, management bias is fraudulent in 

nature. 

 
Why : To Evaluate whether there are                    

indicators of possible management bias 

and, if there are, the implications for the  

audit 

Management may use considerable                  

judgment in developing accounting                    

estimates and related disclosures.                   

Judgments are susceptible to bias that 

may increase the risk of material                        

misstatement, including a misstatement 

due to fraud. 

 
How: To evaluate whether there are                     
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indicators of possible management bias 

and, if there are, the implications for the 

audit 

Make an evaluation in relation to groups 

of accounting estimates or all the                     

estimates in aggregate since, when                

considered individually, estimates may 

appear reasonable. Consider whether 

management’s:  

• Assessment of a need to change an 

estimate is subjective  

• Judgments and decisions are                     

favorable for management                        

objectives; for  example,                            

management may make point                   

estimates that provide them with a 

more favorable financial reporting 

outcome by consistently trending  

toward one end of the range of                     

reasonable outcomes  

• Selection of a point estimate                        

indicates a pattern of optimism or 

pessimism 

 
Step 9: Make an overall evaluation based 

on the audit procedures performed. 

 
What: is an overall evaluation based on 

audit procedures performed 

After employing audit procedures auditor 

needs draw conclusion out of those             

procedures either auditor form a              

favorable opinion in respect of assertions or 

non favorable opinion. Following                         

conclusions may or may not be drawn by 

the auditor: 

a. The assessments of the risks of                     

material misstatement at the assertion 

level remain appropriate, including 

when indicators of possible                        

management bias have been                      

identified;  

b. Management’s decisions relating to 

the recognition, measurement,      

presentation and disclosure of the              

accounting estimates in the financial 

statements are in accordance with the 

applicable financial reporting                  

framework; and  

c. Sufficient appropriate audit evidence 

has been obtained.  

 
If auditor has formed a contrary opinion 

then he may consider reporting accordingly 

as suggested by ICAI pronouncement.  

 
Why: there is an overall evaluation based 

on audit procedures performed 

An overall evaluation helps to determine: 

The auditor has obtained sufficient                      

appropriate audit evidence when risk                 

assessments have changed during the 

course of the audit. Whether the changes 

made to the audit procedures to respond to 
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the higher assessed risk enabled the               

auditor to obtain sufficient appropriate 

audit evidence. The auditor has obtained 

sufficient appropriate audit evidence                  

regarding the reasonableness of amounts 

within an estimate range when. The                 

requirements of the applicable financial 

reporting framework have been met. For 

example, when management has not  

recognized an accounting estimate, it 

may be useful to reconsider whether the 

recognition criteria in the applicable                 

financial reporting framework were in fact 

met. Misstatements have been                        

appropriately identified, including                    

misstatements that may be indicative of 

fraud, Disclosures are appropriate,                      

including those regarding estimation               

uncertainty, and supported by sufficient 

appropriate audit evidence 

How: overall evaluation based on audit 

procedures performed 

Identify whether any information that has 

come to the auditor’s attention differs  

significantly from the information on 

which the risk assessment was based. 

When audit evidence supports that a wide 

range for an estimate is appropriate in the 

circumstances, reconsider whether the 

auditor has obtained sufficient                             

appropriate audit evidence regarding the 

reasonableness of the amounts within the 

range. When audit evidence supports a 

point estimate that differs from                          

management’s point estimate, the                  

difference constitutes a misstatement. 

When audit evidence supports a range that 

does not include management’s point                   

estimate, the misstatement is the difference 

between management’s point estimate 

and the nearest point of the range                      

supported by audit evidence. Review                 

identified misstatements for indicators of 

possible management bias that may not 

have been previously identified. 

 
Step 10: Document the audit work 

 
What: is documenting the audit work 

(specially with reference to accounting              

estimates) 

 
Documentation may be in the form of               

representations, questionnaire, audit plans, 

audit observations, various documents 

generated internally/externally. These              

documents shall aim at: 

a. Key elements of the auditor’s                         

understanding of the entity and its                     

environment, including the entity’s internal 

control related to the entity’s accounting 

estimates;  

b. The linkage of the auditor’s further audit 

procedures with the assessed risks of           
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material misstatement at the assertion 

level, taking into account the reasons 

(whether related to inherent risk or control 

risk) given to the assessment of those 

risks;  

c. The auditor’s response(s) when                   

management has not taken appropriate 

steps to understand and address                        

estimation uncertainty;  

d. Indicators of possible management            

bias related to accounting estimates, if 

any, and the auditor’s evaluation of the 

implications for the audit, and  

e. Significant judgments relating to the 

auditor’s determination of whether the 

accounting estimates and related                    

disclosures are reasonable in the context 

of the applicable financial reporting 

framework, or are misstated.  

 
Why: Documentation related with audit 

estimates 

To provide evidence that the audit was 

planned and performed in accordance 

with ISA 540 (Revised) and other applicable 

ISAs and that the auditor exercised                      

professional skepticism. and 

To enable reviews of the work performed 

and provide a record of matters of                    

continuing significance to future audits. 

How: Documentation related with audit             

estimates 

In addition to the documentation                          

requirements in ISA 540 (Revised) (listed 

above), comply with the requirements and 

guidance in ISA 230, and with the                       

documentation requirements in ISA 315 

(Revised 2019) and ISA 330. 

The auditor is not required to document 
how every inherent risk factor was taken  
into account in identifying and assessing 
the risks of material misstatement in                      
relation to each accounting estimate. 
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Glimpses 

Topic: Seminar On Practical Aspects Of Corporate Restructuring & Compounding Of Con-
traventions Under FEMA And Session On Stress Management 

Day & Date : Saturday, 13th April 2024 

Venue : Hotel Radisson Gurgaon, Sohna Road, Sector-49, Gurugram 
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Glimpses 

Topic: CA Students Industrial Visit 2024 

Day & Date : Friday, 19th April 2024 

Venue : Jay Fe Cylinders Limited , Bhiwadi Unit, Rajasthan 
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