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This paper was developed by staff of the Office of the Chief Auditor (the "staff") of the 
Public Company Accounting Oversight Board (the "Board" or "PCAOB"). It is not a 
statement of the Board, nor does it necessarily reflect the views of the Board or its 
members.  
 
This paper discusses and solicits comment on certain issues related to auditing 
accounting estimates and fair value measurements. It describes the staff's preliminary 
views concerning the potential need for change and presents potential revisions to 
PCAOB standards in response to that potential need for change. This paper requests 
comment on these issues and on a possible approach to changing existing standards, 
as well as possible alternatives.  
 
The staff welcomes comment on the matters discussed in this paper. Written comments 
should be sent to the Office of the Secretary, PCAOB, 1666 K Street, N.W., Washington 
DC 20006-2803. Comments also may be submitted by email to 
comments@pcaobus.org or through the PCAOB's website at: www.pcaobus.org. All 
comments should refer to the Staff Consultation Paper, Auditing Accounting Estimates 
and Fair Value Measurements, on the subject or reference line and should be submitted 
no later than November 3, 2014.  
 
Questions about this paper should be directed to Martin F. Baumann, Chief Auditor 
(202/207-9192, baumannm@pcaobus.org); Greg Scates, Deputy Chief Auditor 
(202/207-9114, scatesg@pcaobus.org); Barbara Vanich, Associate Chief Auditor 
(202/207-9363, vanichb@pcaobus.org); Nike Adesoye, Assistant Chief Auditor 
(202/591-4177, adesoyen@pcaobus.org); or Dominika Taraszkiewicz, Assistant Chief 
Auditor (202/591-4143, taraszkiewiczd@pcaobus.org). 
 

 

mailto:comments@pcaobus.org
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Introduction 

The staff of the PCAOB's Office of the Chief Auditor is evaluating whether 
existing PCAOB standards relating to auditing accounting estimates and fair value 
measurements can and should be improved. This paper seeks additional information to 
help the staff assess the potential need for changes to the PCAOB standards in this 
important area and develop a possible approach for the Board’s consideration.  

As discussed in this paper, auditing accounting estimates and fair value 
measurements1 has proven challenging to auditors. Over the last decade, there have 
been changes in the financial reporting frameworks relating to accounting estimates and 
an increasing use of fair value as a measurement attribute, together with new related 
disclosure requirements.2 Through its oversight activities, the PCAOB has observed 
significant audit deficiencies in this area.3 Deficiencies have been noted in audits 
performed not only under the standards of the PCAOB, but also under the standards of 
other standard setters around the world. For example, the past two surveys by the 
International Forum of Independent Audit Regulators ("IFIAR") found the highest 
number of deficiencies in audits of public companies to be in the area of fair value 
measurements.4  

                                            
1  This paper uses the terms "accounting estimate" and "fair value measurement" to 
have the same meaning as those terms have in AU sec. 342, Auditing Accounting 
Estimates ("AU sec. 342") and AU sec. 328, Auditing Fair Value Measurements and 
Disclosures ("AU sec. 328") and does not intend to convey that fair value 
measurements generally are not accounting estimates. The discussion of a potential 
new standard, including examples of possible requirements, generally uses the term 
"accounting estimate" to mean both accounting estimates and fair value measurements. 

2  The Financial Accounting Standards Board ("FASB") has issued standards 
relating to accounting estimates and fair value measurements. See footnote 16 for 
additional detail.  

3  See, e.g., Report on Observations of PCAOB Inspectors Related to Audit Risk 
Areas Affected by the Economic Crisis, PCAOB Release No. 2010-006 (September 29, 
2010). See also Report on 2007-2010 Inspections of Domestic Firms that Audit 100 or 
Fewer Public Companies, PCAOB Release No. 2013-001 (Feb. 25, 2013). 

4  See generally Report on 2013 Survey of Inspection Findings, IFIAR (April 10, 
2014), https://www.ifiar.org/IFIAR/media/Documents/IFIARMembersArea/Member 
Updates/IFIAR-Inspection-Survey-9-April-2014_1.pdf; and 2012 Summary Report of 
Audit Inspection Findings, IFIAR (December 18, 2012), 

https://www.ifiar.org/IFIAR/media/Documents/IFIARMembersArea/MemberUpdates/IFIAR-Inspection-Survey-9-April-2014_1.pdf
https://www.ifiar.org/IFIAR/media/Documents/IFIARMembersArea/MemberUpdates/IFIAR-Inspection-Survey-9-April-2014_1.pdf
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The staff has had a project on its agenda for a number of years to consider 
replacement or amendment of the Board's existing standards on auditing accounting 
estimates and fair value measurements.5 During that time, the staff has issued 
guidance, performed research, and conducted outreach to inform the project, 
particularly with respect to the use of third parties in determining fair value 
measurements. This work has included, among other things:  

 Six Staff Audit Practice Alerts issued by the PCAOB between 2007 and 
2012 that addressed, to varying degrees, auditing accounting estimates 
and fair value measurements;6  
 

 Meetings with the Board's Standing Advisory Group (the "SAG") on 
auditing fair value measurements, including in 2007 and 2009;7  

 

 Meetings with the Pricing Sources Task Force (the "Task Force")8 in May, 
June, and September of 2011 that included discussions on fair value 
related topics, such as the use of third-party pricing sources and how 
financial instruments are valued in an illiquid market; 

 

 The ongoing review of inspection findings related to audit deficiencies of 
both large and small firms concerning accounting estimates and fair value 
measurements, together with actions the firms have taken to address 
audit deficiencies; and 

 

                                                                                                                                             
https://www.ifiar.org/IFIAR/media/Documents/General/IFIAR-2012-Summary-Report-of-
Members-Inspection-Findings-18-Dec-12-(2).pdf.  

5  See Office of the Chief Auditor, Standard-Setting Agenda, PCAOB (June 30, 
2014), http://pcaobus.org/Standards/Documents/201406_standard_setting_agenda.pdf.  

6  See footnote 18 for a description of these Staff Audit Practice Alerts.  

7  See Standing Advisory Group Meeting, PCAOB (June 21, 2007), 
http://pcaobus.org/News/Events/Pages/06212007_SAGMeeting.aspx; and Standing 
Advisory Group Meeting, PCAOB (October 14–15, 2009), 
http://pcaobus.org/News/Events/Pages/10142009_SAGMeeting.aspx, respectively. 
 
8  The Task Force of the SAG was formed to assist the staff in gaining insight into 
issues related to auditing the fair value of financial instruments. 

https://www.ifiar.org/IFIAR/media/Documents/General/IFIAR-2012-Summary-Report-of-Members-Inspection-Findings-18-Dec-12-(2).pdf
https://www.ifiar.org/IFIAR/media/Documents/General/IFIAR-2012-Summary-Report-of-Members-Inspection-Findings-18-Dec-12-(2).pdf
http://pcaobus.org/Standards/Documents/201406_standard_setting_agenda.pdf
http://pcaobus.org/News/Events/Pages/06212007_SAGMeeting.aspx
http://pcaobus.org/News/Events/Pages/10142009_SAGMeeting.aspx
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 Continuing coordination and discussion with PCAOB inspection personnel 
on related matters involving audit firm practices, such as: audit practices 
related to the use of third-party sources, including pricing services; the use 
of centralized pricing desks or groups by firms; and how audit firms 
currently apply specific substantive audit procedures to accounting 
estimates and fair value measurements.  

As part of its work on this project, the staff has been exploring a possible 
recommendation to the Board for revisions to the Board's existing standards concerning 
the auditing of accounting estimates and fair value measurements. While the staff 
continues to analyze a number of alternatives, it is considering developing a single 
standard (the "potential new standard") for the Board to consider proposing. As 
envisioned by the staff, the potential new standard could replace AU sec. 342 and AU 
sec. 328, and replace certain or all of the requirements in AU sec. 332, Auditing 
Derivative Instruments, Hedging Activities, and Investments in Securities ("AU sec. 
332") (AU sec. 342, AU sec. 328, and AU sec. 332 are collectively referred to as the 
"existing standards"). As discussed further in this paper, the potential new standard 
could be designed to: (i) align with the Board's risk assessment standards;9 (ii) generally 
retain the approaches to substantive testing from AU sec. 328 and AU sec. 342, but 
include requirements that apply to both accounting estimates and fair value 
measurements; (iii) establish more specific audit requirements relating to the use of 
third parties in developing accounting estimates and fair value measurements; and 
(iv) create a more comprehensive standard related to auditing accounting estimates and 
fair value measurements to promote greater consistency and effectiveness in 
application.  

Before recommending to the Board a specific standard-setting proposal, the staff 
is conducting additional outreach by issuing this consultation paper to obtain information 
and views, beyond what it has learned from the Board's oversight activities. Specifically, 
the staff is seeking information on: (i) the potential need for changes to the Board’s 
existing auditing standards to better address changes in the financial reporting 
frameworks related to accounting estimates and fair value measurements and 
(ii) current audit practices that have evolved to address issues relating to auditing 
accounting estimates and fair value measurements. For example, the staff is interested 
in obtaining information about current audit practices related to, among other things, the 

                                            
9  The Board's "risk assessment standards," Auditing Standards No. 8 through No. 
15, set forth requirements relating to the auditor's assessment of, and response to, the 
risks of material misstatement in the financial statements. See Auditing Standards 
Related to the Auditor's Assessment of and Response to Risk and Related 
Amendments to PCAOB Standards, PCAOB Release No. 2010-004 (August 5, 2010).  
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use of centralized pricing desks or groups by accounting firms, and the use of third 
parties. The staff also is seeking commenters' views on a possible approach to 
changing existing standards, and the requirements of a potential new standard. 
Additionally, the staff is seeking relevant economic data about potential economic 
impacts of standard setting in this area, including data to inform the PCAOB's economic 
analysis associated with standard setting in this area.  

The staff welcomes input on these matters and any other matters that 
commenters believe are relevant. While this paper focuses on a preliminary approach to 
a potential new standard and the audit requirements that might be included in this 
approach, the staff is also interested in commenters' views on alternative approaches 
that warrant consideration. This paper also includes general and specific questions and 
requests for pertinent information and data that will help the staff in developing 
improvements to the PCAOB's auditing standards in this area.  

The Potential Need for Standard Setting 

A. Background 

In general, accounting estimates are typically derived from an initial 
measurement, re-measurement, or recognition of a transaction or event in the financial 
statements. Accounting estimates may be based on subjective or objective information 
(or both) and involve some level of measurement uncertainty. While some accounting 
estimates may be easily determinable, others are inherently subjective or complex. Fair 
value, as a measurement, is defined by the financial reporting frameworks. Under U.S. 
generally accepted accounting principles ("GAAP"), a fair value measurement 
represents the price that would be received to sell an asset or paid to transfer a liability 
in an orderly transaction between market participants at the measurement date.10 Like 
other accounting estimates, fair value measurements may be based on subjective or 
objective information and generally involve measurement uncertainty. Accounting 
estimates and fair value measurements involving a high degree of subjectivity and 
judgment may be more susceptible to misstatement and generally require more auditor 
focus. 

Financial statements and disclosures of most companies include accounting 
estimates. Examples of accounting estimates include allowances for doubtful accounts, 
impairments of long-lived assets, valuations of financial and non-financial assets, and 
estimates of revenues from contracts with customers.  

                                            
10  FASB Accounting Standards Codification ("ASC"), Topic 820, Fair Value 
Measurement, paragraph 10-35-2. 
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Currently, a number of auditing standards, issued at different points in time, 
address how the auditor considers accounting estimates, fair value measurements, 
derivatives, and investments in securities ("securities"). For example, the risk 
assessment standards, adopted by the Board in 2010, set forth general requirements 
for the auditor's assessment of and response to risk in an audit.11 The risk assessment 
standards address audit procedures performed throughout the audit, from the initial 
planning stages through the evaluation of the audit results.  

Also, the existing standards establish requirements that relate specifically to 
auditing accounting estimates, fair value measurements, derivatives, and securities. 
The Board adopted the existing standards in 2003 on an interim basis along with other 
standards of the American Institute of Certified Public Accountants ("AICPA") in 
existence at the time.12  

Briefly, the existing standards cover the following areas: 

 AU sec. 328 (originally issued in January 2003) – contains guidance and 
requirements related to auditing the measurement and disclosure of 
assets, liabilities, and specific components of equity presented or 
disclosed at fair value in financial statements.13 

 AU sec. 332 (originally issued in September 2000) – contains guidance 
and requirements related to planning and performing audit procedures for 
assertions about derivative instruments, hedging activities, and 
investments in securities. Its scope includes, among other things, 
requirements for auditing the valuation of derivative instruments and 
securities, including those measured at fair value.14 

                                            
11  See PCAOB Release No. 2010-004.  

12  On April 16, 2003, the PCAOB adopted on an interim, transitional basis, the 
generally accepted auditing standards, described in the AICPA's Auditing Standards 
Board's ("ASB") Statement on Auditing Standards No. 95, Generally Accepted Auditing 
Standards, then in existence. Since that time, the Board has superseded or amended 
many of those auditing standards and has been engaged in updating and reconsidering 
the remaining standards and, more recently, aligning them with the risk assessment 
standards. 
 
13  See generally AU sec. 328.01. 

14  See generally AU secs. 332.01–.04. 
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 AU sec. 342 (originally issued in April 1988) – contains guidance and 
requirements related to auditing accounting estimates.15 

Since the issuance of the existing standards, the financial reporting frameworks 
have continued to evolve. Over the last decade, there have been changes in the 
financial reporting frameworks related to accounting estimates and an increasing use of 
fair value as a measurement attribute, along with new disclosure requirements.16 
FASB's adoption of a definition of fair value for financial reporting purposes provided 
clarification on how fair value should be measured; for example, market participant 
assumptions must now be considered.17 

Financial instruments also continue to evolve. The complex nature of some 
financial instruments creates challenges in determining their value, which can be based 
primarily on unobservable inputs (that is, inputs not corroborated by market data). As a 
result, many companies and auditors use third parties, including pricing services, to 
obtain information relevant to determining and auditing fair value or estimates of fair 
value for financial instruments, which may or may not be developed using unobservable 
inputs.  

In addition, a number of other accounting estimates in a company's financial 
statements may be developed by management using information provided by third 
parties. For example, companies often use a valuation specialist to inform 

                                            
15  See generally AU sec. 342.01. 

16  See, e.g., Statement of Financial Accounting Standards ("SFAS") No. 159: The 
Fair Value Option for Financial Assets and Financial Liabilities, FASB (February 2007), 
http://www.fasb.org/pdf/fas159.pdf. See also paragraph B41 of SFAS No. 141 (Revised 
2007): Business Combinations, FASB (December 2007), 
http://www.fasb.org/pdf/fas141r.pdf, at 62 (listing in the basis for conclusions as a 
reason to eliminate the pooling method: "Both Boards observed that the pooling method 
is an exception to the general concept that exchange transactions are accounted for in 
terms of the fair values of the items exchanged."). See also Accounting Standards 
Update 2014-09, Revenue from Contracts with Customers (Topic 606), FASB (May 
2014), https://asc.fasb.org/imageRoot/00/51801400.pdf. 

17  See FASB ASC subparagraph 820-10-05-1C ("Because fair value is a market-
based measurement, it is measured using the assumptions that market participants 
would use when pricing the asset or liability, including assumptions about risk. As a 
result, a reporting entity's intention to hold an asset or to settle or otherwise fulfill a 
liability is not relevant when measuring fair value").  

http://www.fasb.org/pdf/fas159.pdf
http://www.fasb.org/pdf/fas141r.pdf
https://asc.fasb.org/imageRoot/00/51801400.pdf
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management's estimation of the value of assets acquired and liabilities assumed in a 
business combination or to assess whether intangible assets are impaired.  

The complexity and risks of material misstatement associated with certain 
accounting estimates and fair value measurements, as well as the changes in the 
overall economic environment affecting estimates since the adoption of the existing 
standards, have led the staff to prepare several Staff Audit Practice Alerts to highlight 
considerations relevant to auditing accounting estimates and fair value 
measurements.18  

B. The Potential Need for Improvement 

 The potential need for improvement to the Board's standards in the area of 
accounting estimates and fair value measurements is illustrated by a number of factors 
that are summarized briefly below. These include: (i) audit deficiencies noted by the 
PCAOB and by other audit regulators; (ii) the changes in the financial reporting 
frameworks relating to accounting estimates, including fair value measurements; 
(iii) changes in the methods used to develop accounting estimates and fair value 
measurements, including the growing reliance on the work of third parties; and 
(iv) concern expressed by some auditors over perceived inconsistencies in the existing 
standards.  

As previously noted, revisions to the financial reporting frameworks affect the use 
of management judgments and estimates in significant accounts. Recently, for example, 
in May 2014, the FASB and the International Accounting Standards Board issued new 
requirements for recognizing revenue from contracts with customers. The recognition of 
revenue under the new accounting standard requires, among other things the 
determination of a transaction price, which may include variable consideration; the 
allocation of the transaction price to the performance obligations in the contract; and 

                                            
18  Staff Audit Practice Alerts relevant to auditing accounting estimates and fair 
value measurements include: (1) Matters Related to Auditing Fair Value Measurements 
of Financial Instruments and the Use of Specialists, Staff Audit Practice Alert No. 2, 
(December 10, 2007); (2) Audit Considerations in the Current Economic Environment, 
Staff Audit Practice Alert No. 3 (December 5, 2008); (3) Auditor Considerations 
Regarding Fair Value Measurements, Disclosures, and Other-Than-Temporary 
Impairments, Staff Audit Practice Alert No. 4 (April 21, 2009); (4) Auditor Considerations 
of Litigation and Other Contingencies Arising from Mortgage and Other Loan Activities, 
Staff Audit Practice Alert No. 7 (December 20, 2010); (5) Assessing and Responding to 
Risk in the Current Economic Environment, Staff Audit Practice Alert No. 9 (December 
6, 2011); and (6) Maintaining and Applying Professional Skepticism in Audits, Staff 
Audit Practice Alert No. 10 (December 4, 2012). 
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determination of when performance obligations are satisfied. These procedures may 
involve adjusting the transaction price for the time value of money, estimating the 
amount of variable consideration to which the company will be entitled, and estimating 
the relative standalone selling price.19 Given that revenue is one of the most important 
measures used by investors, and that improper revenue recognition represents a 
presumed fraud risk,20 the staff expects that revenue recognition and the related 
accounting estimates will continue to warrant significant audit attention.  

The complexity inherent in auditing certain accounting estimates and fair value 
measurements also has been raised at various meetings of the SAG.21 In these 
meetings, many SAG members recognized the complexities related to accounting 
estimates and fair value measurements, and were generally supportive of the Board's 
standard-setting efforts in these areas. Discussions with the SAG led to the formation of 
the Task Force, which included auditors, issuers, investors, regulators, and 
representatives from several pricing sources. The Task Force held several meetings in 
2011 and focused primarily on the use of third-party pricing sources to determine fair 
value of financial instruments, including issues observed when auditing fair value 
measurements of financial instruments that are not actively traded and issues regarding 
how third-party sources develop their estimates. During the meetings, information was 
obtained about the different valuation methodologies used by pricing sources, including 
the extent of transactions of comparable instruments and broker quotes used in the 
development of prices. Other topics discussed included types of substantive audit 
procedures that are used when a range of acceptable prices exists and auditors' use of 
centralized approaches to performing certain substantive procedures.  

The staff's assessment of the potential need for changes to the existing 
standards also has been informed, in part, by the work and experience of other auditing 
standard setters that have updated and amended their standards. For example, the 
International Auditing and Assurance Standards Board ("IAASB") in 2009 issued a 
single standard that establishes requirements related to auditing accounting estimates 
and fair value estimates, International Standard on Auditing 540, Auditing Accounting 
Estimates, Including Fair Value Accounting Estimates, and Related Disclosures 
("ISA 540"). The ASB issued an analogous standard, AU-C 540, Auditing Accounting 
Estimates, Including Fair Value Accounting Estimates, and Related Disclosures ("AU-C 

                                            
19  See generally Accounting Standards Update 2014-09, Revenue from Contracts 
with Customers, FASB in Focus (FASB, Norwalk, Connecticut), May 28, 2014 at 1. 

20  See generally paragraph 68 of Auditing Standard No. 12, Identifying and 
Assessing Risks of Material Misstatement. 

21  See footnote 7. 
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540").22 However, notwithstanding these revisions to auditing standards, the issue of fair 
value measurement continues to be an issue of ongoing concern for audit regulators 
globally.23  

Observations from the Board's oversight activities may illustrate some of the 
challenges of auditing accounting estimates and fair value measurements. The Board's 
inspection staff has identified audit deficiencies, at both large and small audit firms, that 
relate to various types of fair value measurements and accounting estimates.24 
Deficiencies were observed relating to auditing data and testing assumptions used in 
determining fair values, as well as issues relating to understanding information provided 
by third-party pricing sources sufficient to assess reliability and relevance of the 
information. Deficiencies were noted related to various aspects of substantive testing, 
including numerous situations in which auditors did not adequately test fair value 
measurements. Deficiencies were also noted related to auditing accounting estimates 
for a variety of audit areas, including the allowance for doubtful accounts or loan losses, 
goodwill and intangible asset impairment, inventory valuation allowances, and income 
tax valuation allowances. 

The staff is in the process of reexamining the existing standards in view of the 
nature and extent of the Board's inspection findings. The staff understands that some 
auditors have expressed concern over perceived inconsistencies in the existing 
standards, including the existing standards' scope and required procedures. The staff 

                                            
22  The IAASB and ASB did not issue a separate standard for auditing derivatives 
and securities. 

23  See generally Report on 2013 Survey of Inspection Findings, IFIAR (April 10, 
2014) at 1 https://www.ifiar.org/IFIAR/media/Documents/IFIARMembersArea/Member 
Updates/IFIAR-Inspection-Survey-9-April-2014_1.pdf, ("The survey, conducted in 2013, 
indicates the persistence of deficiencies in important aspects of audits and that there is 
a basis for ongoing concerns with audit quality."); id. at 2 ("For audits of listed [public 
interest entities (e.g., publicly traded companies)], the three inspection themes with the 
highest number of findings were: [f]air value measurement, [i]nternal control testing, and 
[a]dequacy of financial statements and disclosures.") (emphasis added). See also 2012 
Summary Report of Audit Inspection Findings, IFIAR (December 18, 2012), 
https://www.ifiar.org/IFIAR/media/Documents/General/IFIAR-2012-Summary-Report-of-
Members-Inspection-Findings-18-Dec-12-(2).pdf, at 2 ("The survey results indicate that 
the largest number of inspection findings in audits of public companies occurred in the 
following areas: [f]air value measurements; [i]nternal control testing; and [e]ngagement 
quality control reviews.") (emphasis added).  

24  See PCAOB Release No. 2010-006. See also PCAOB Release No. 2013-001. 

https://www.ifiar.org/IFIAR/media/Documents/IFIARMembersArea/MemberUpdates/IFIAR-Inspection-Survey-9-April-2014_1.pdf
https://www.ifiar.org/IFIAR/media/Documents/IFIARMembersArea/MemberUpdates/IFIAR-Inspection-Survey-9-April-2014_1.pdf
https://www.ifiar.org/IFIAR/media/Documents/General/IFIAR-2012-Summary-Report-of-Members-Inspection-Findings-18-Dec-12-(2).pdf
https://www.ifiar.org/IFIAR/media/Documents/General/IFIAR-2012-Summary-Report-of-Members-Inspection-Findings-18-Dec-12-(2).pdf
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has observed that while the existing standards became effective at different times and 
differ in scope, they share a number of common concepts and, in certain cases, 
common audit procedures.  

 
The factors discussed previously, including the effect of changes to the financial 

reporting frameworks relating to accounting estimates and fair value measurements 
since the issuance of the existing standards, the complexity of certain accounting 
estimates and fair value measurements, and the evolution of auditing practices for 
testing the valuation of financial instruments, suggest the need to consider updating the 
existing standards. Further, the number of audit deficiencies identified in the Board's 
oversight activities also have led the staff to consider whether changes to the existing 
standards could improve audit quality, including by addressing perceived 
inconsistencies, further integrating the requirements of the existing standards with those 
of the risk assessment standards, and adding requirements in certain areas, such as 
with respect to the auditor's use of third parties. 

C. Current Requirements and Certain Audit Practices  

1. Current Requirements 

As discussed above, current requirements of the PCAOB relating to auditing 
accounting estimates and fair value measurements are in the risk assessment 
standards and also in the existing standards.  

The risk assessment standards set forth the foundational requirements for 
identifying, assessing, and responding to risk in an audit, and for evaluating the results 
of the audit. The risk assessment standards include requirements that apply broadly in 
an audit and contain several requirements that are specific to accounting estimates. 
Those requirements include specific procedures regarding identifying and assessing 
risks of material misstatement in accounting estimates,25 evaluating identified 
misstatements in accounting estimates,26 and evaluating potential management bias 
associated with accounting estimates.27  

The existing standards contain specific procedures relevant to auditing 
accounting estimates and fair value measurements. AU sec. 328 and AU sec. 342 
provide the primary procedural requirements related to auditing fair value 

                                            
25  See generally paragraph 13 of Auditing Standard No. 12. 

26  See paragraph 13 of Auditing Standard No. 14, Evaluating Audit Results. 

27  See paragraph 27 of Auditing Standard No. 14. 
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measurements and accounting estimates. These standards share common approaches 
for substantively testing accounting estimates and fair value measurements and certain 
common concepts under each approach. In general, there are three approaches 
common to both standards, as discussed below. When performing an audit, the auditor 
selects one or a combination of these approaches.  

 Testing management's process. 

o The auditor generally evaluates significant assumptions used by 
management for reasonableness and tests the data used, including 
evaluating whether the data is complete, accurate and relevant.28  

o The auditor also evaluates the consistency of assumptions used by 
management.29 

 Developing an independent estimate.  

o The auditor can use management's or alternative assumptions to 
develop an independent estimate or an expectation as to the 
estimate.30  

 Reviewing subsequent events or transactions. 

o The auditor can use events or transactions occurring subsequent to 
the balance sheet date but prior to the date of the auditor's report to 
provide evidence about the reasonableness of the estimate.31 

 In addition to the common concepts described above, AU sec. 328 specifies 
additional procedures for testing management's process and developing an 
independent estimate.32 For example, when the company estimates fair value using a 
valuation method, AU sec. 328.18 requires the auditor to evaluate whether the 
company's method of measurement is appropriate in the circumstances. AU sec. 332 
primarily addresses auditing derivative instruments and the related assertions. This 

                                            
28  See generally AU sec. 342.11 and AU secs. 328.26–.39. 

29  Id. 

30  See generally AU sec. 342.12 and AU sec. 328.40. 

31  See generally AU sec. 342.13 and AU secs. 328.41–.42. 

32  See generally AU secs. 328.26 –.40. 
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standard also includes requirements regarding auditing valuation, including valuation 
based on an investee's financial results and testing assertions about securities based 
on management's intent and ability.33 

2. Certain Aspects of Current Practice 

As described above, the Board, through its oversight activities, has observed 
practice issues and reviewed inspection findings relating to the auditor's evaluation of 
accounting estimates and fair value measurements. The staff understands that, in 
response to such inspection findings, some audit firms have taken steps to modify their 
internally developed audit guidance to improve compliance with the existing standards. 

The PCAOB staff also has obtained information and conducted outreach to 
further understand current firm practices. The staff understands that many firms with 
international audit practices are familiar with and use ISA 540. Additionally, the staff has 
conducted outreach relating to how audit firms use third-party sources in the 
determination of accounting estimates and fair value measurements, including through 
the Task Force. The staff's understanding is that, depending on the nature of the 
estimate, such third-party sources may include, among others:  

 Pricing services, which may provide pricing information generally available 
to customers; and 

 Specialists,34 who may develop independent estimates or assist in 
evaluating a company's estimate or the work of the company's specialist.  

Some larger audit firms have implemented centralized approaches to developing 
independent estimates of fair value measurements of financial instruments. These firms 
may use centralized, national-level pricing desks or groups to perform certain 
procedures relating to the pricing of financial instruments. The level of information 
provided by these centralized groups to engagement teams varies. In some cases, the 
national-level pricing desk obtains price quotes from third-party pricing services and 
provides these quotes to the audit engagement team. In other cases, the national-level 
pricing desk itself may develop estimates of fair value for certain types of securities. 

                                            
33  See generally AU secs. 332.28 – .34 and AU secs. 332.56 – .57. 

34  The staff's agenda has a separate project relating to the use of specialists, 
Auditors' Responsibilities with Respect to Other Accounting Firms, Individual 
Accountants, and Specialists. See Office of the Chief Auditor, Standard-Setting Agenda, 
PCAOB (June 30, 2014), http://pcaobus.org/Standards/Documents/201406_standard 
_setting_agenda.pdf. 

http://pcaobus.org/Standards/Documents/201406_standard_setting_agenda.pdf
http://pcaobus.org/Standards/Documents/201406_standard_setting_agenda.pdf
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National-level pricing desks or valuation specialists employed by audit firms sometimes 
perform an analysis of prices obtained from pricing services, interact with the pricing 
services to obtain an understanding of controls and methodologies, and may provide 
information to inform an audit engagement team's risk assessment or evaluation of audit 
differences. In other cases, engagement teams do more of this work themselves.  

As will be further discussed, the staff is exploring whether audit procedures 
tailored to the source of information used by the auditor are appropriate for developing 
an independent estimate. The staff is also seeking comment on emerging developments 
in current audit practices, particularly those related to the use of third parties including 
pricing services. The staff is specifically requesting views and relevant data on the 
following:  

Questions: 

1. Does the information presented above reflect aspects of current audit 
practice? Are there additional aspects of current practice, of both larger 
and smaller audit firms – including centralized testing, the use of third 
parties, or specific challenges to auditing accounting estimates and fair 
value measurements – that are relevant to the staff's consideration of the 
need for standard setting in this area? 

2. The staff understands differences may exist in the use of centralized or 
national-level pricing desks at audit firms. The staff is interested in current 
practice for interaction between national-level pricing desks and 
engagement teams. For example, how (and by whom) are national-level 
pricing desks supervised given the engagement partner's responsibility 
under the risk assessment standards? How should these considerations 
affect auditing standards? 

3. What other issues relevant to the need for standard setting should be 
considered by the staff? 

Staff Consideration of Alternative Approaches  

A. Alternative Approaches 

The staff has identified a number of alternative approaches that the Board may 
wish to consider to address the issues raised regarding auditing accounting estimates 
and fair value measurements. The staff is interested in views relating to these 
alternative approaches, which are summarized below, together with certain 
considerations that may be relevant to the appropriateness of those alternatives. 
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 Issue Staff Guidance 

One alternative approach to standard setting would be for the staff to issue 
additional staff guidance. Since 2007, the PCAOB has issued six Staff Audit Practice 
Alerts that discuss various issues relating to auditing accounting estimates and fair 
value measurements.35 The staff has considered issuing additional practice alerts or 
other staff guidance specific to the use of third parties, such as pricing services.36 This 
approach could provide targeted guidance to auditors in a relatively short period of time. 
However, guidance issued by the staff would be limited to discussing the auditor's 
application of the existing standards and therefore may not be a long-term solution to 
the issues raised in this paper regarding auditing accounting estimates and fair value 
measurements. 

 Develop a Separate Standard on Auditing Fair Value of Financial 
Instruments in Addition to the Existing Standards 

 The staff has considered developing a separate standard that would specifically 
address auditing the fair value of financial instruments. This approach could provide a 
framework for auditors specific to an area that may pose significant auditing challenges. 
Existing PCAOB standards, however, already include requirements for auditing fair 
value measurements and for auditing derivatives and securities, and the addition of a 
separate standard could result in confusion and potential inconsistencies in the 
application of these standards. Additionally, the auditing issues pertinent to accounting 
estimates and fair value measurements, including financial instruments, inherently 
overlap.  
 
 Enhance Existing Standards on Auditing Accounting Estimates and Fair 

Value Measurements Through Targeted Amendments 

The staff has considered amending, rather than replacing, the three existing 
standards relating to auditing accounting estimates, fair value measurements, 
derivatives, and securities. This approach could involve fewer changes to firms’ existing 
audit methodologies. However, retaining multiple standards with similar requirements 
would not eliminate redundancy and could result in confusion and potential 
inconsistencies in the application of the standards. In addition, the nature and extent of 

                                            
35  See footnote 18.  

36  Other standard setters have issued guidance relating to their existing standards. 
For example, the IAASB issued International Auditing Practice Note 1000, Special 
Considerations in Auditing Financial Instruments (December 16, 2011), to provide 
guidance to auditors when auditing fair value measurements of financial instruments. 
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amendments that could be made to the existing standards could essentially result in 
new standards.  

 Issue a New Single Standard That Addresses Auditing of Accounting 
Estimates and Fair Value Measurements and Supersedes the Existing 
Standards  

As discussed in this paper, the staff is currently considering developing a single 
standard on auditing accounting estimates and fair value measurements for the Board 
to consider proposing. The potential new standard the staff is considering would replace 
the existing standards. While this approach to standard setting may involve more 
significant change to existing PCAOB standards, a single standard on auditing 
accounting estimates and fair value measurements could provide a more 
comprehensive approach to auditing accounting estimates and fair value measurements 
that could promote more consistent auditor performance. In addition, a potential new 
standard that is further integrated with the risk assessment standards could help 
auditors improve their overall assessments of and responses to risks of material 
misstatement, including risks associated with accounting estimates and fair value 
measurements.  

While this paper focuses on the development of a potential new standard, the 
staff is continuing to consider the various approaches described above and is seeking 
commenters’ views on these matters.  

B. Overview of the Approach Being Considered by the Staff 

As noted above, based on research and outreach to date, the staff is considering 
developing a single standard for the Board to consider proposing that would supersede 
AU sec. 328 and AU sec. 342, and much of AU sec. 332. The potential new standard 
could be designed to: (i) align with the risk assessment standards; (ii) generally retain 
the approaches to substantive testing from AU sec. 328 and AU sec. 342, but include 
requirements that apply to both accounting estimates and fair value measurements; 
(iii) establish more specific audit requirements related to the use of third parties in 
developing accounting estimates and fair value measurements; and (iv) create a more 
comprehensive standard related to auditing accounting estimates and fair value 
measurements to promote greater consistency and effectiveness in application. 
Notably, the research and outreach conducted by the staff to date have not led the staff 
to initially conclude that the common approaches for testing accounting estimates and 
fair value measurements in the existing standards should be replaced. The potential 
new standard also could take into account the various ways that auditors develop 
independent estimates.  
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A potential new standard also could supersede the requirements in AU sec. 332 
related to auditing the valuation of derivatives and securities. AU sec. 332 includes 
guidance and requirements related to auditing assertions, other than valuation with 
respect to derivatives and securities, that in many cases are duplicative of the 
requirements in the risk assessment standards. The staff is interested in commenters' 
views on (i) whether to supersede AU sec. 332 in its entirety, (ii) whether elements of 
AU sec. 332 should be retained, and (iii) whether enhancements could be made to this 
standard that could result in improved audit quality. 

The staff is requesting views and relevant data on the following: 

Questions: 

4. Do accounting estimates and fair value measurements have sufficiently 
common attributes that the audit procedures should be included within a 
single standard? Are there limitations to the approach of having a single 
standard address both auditing accounting estimates and fair value 
measurements?  

5. Are there considerations affecting accounting estimates relative to the 
financial reporting frameworks, such as recent changes to revenue 
recognition, that the staff should specifically take into account in 
developing a potential new standard? 

6. Are there other considerations relating to the alternatives explored, 
including other alternatives not discussed in this paper, that the staff 
should consider in connection with this project? 

7. Based on commenters' experience in applying ISA 540 (or AU-C 540), are 
there any aspects, positive or negative, of a single-standard approach that 
the staff should consider in connection within a potential new standard? 
Are there any other lessons learned from the implementation of ISA 540 
(or AU-C 540) that the staff should consider in its approach to standard 
setting in this area? 

8. If AU sec. 332 were to be superseded, are there elements that should be 
retained? With respect to derivatives and securities, are there 
enhancements related to auditing assertions other than valuation that the 
staff should consider? 
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9. Are there considerations relevant to auditing accounting estimates and fair 
value measurements including other regulatory requirements37 specific to 
certain industries that the staff should take into account? 

Key Aspects of a Potential New Standard and Related Potential 
Requirements 

This section discusses possible options for a potential new standard on auditing 
accounting estimates and fair value measurements (generally referred to as "accounting 
estimates" in this section) as well as related potential requirements under consideration. 
Similar to the existing standards, the objective of the auditor under a potential new 
standard would be to obtain sufficient appropriate audit evidence to determine whether 
accounting estimates are reasonable and in conformity with the applicable financial 
reporting framework. Although the staff continues to explore potential alternatives, this 
discussion focuses and seeks input on the approach of auditing accounting estimates 
through a single standard.  

In summary, under the approach being considered by the staff: 

 The auditor would continue to perform procedures in accordance with 
Auditing Standard No. 12 to identify and assess risks of material 
misstatement related to accounting estimates, and continue to perform 
procedures in accordance with Auditing Standard No. 13, The Auditor's 
Responses to the Risks of Material Misstatement, to design and 
implement an audit response to the identified and assessed risks. These 
include substantive procedures and, as appropriate, tests of controls.  

o Targeted amendments could be proposed to Auditing Standards 
Nos. 12 and 13 to specifically address accounting estimates and 
the related disclosures in certain areas.  

 A potential new standard on accounting estimates would generally not 
duplicate or restate risk assessment requirements relating to the auditor's 
identification and assessment of risks of material misstatement in these 
areas. The potential new standard could establish specific requirements 
for performing substantive audit procedures for the auditor's response to 
identified and assessed risks of material misstatement related to 
accounting estimates.  

                                            
37  See, e.g., U.S. Securities and Exchange Commission ("SEC"), Codification of 
Financial Reporting Policies Section 404.03, Accounting, Valuation and Disclosure of 
Investment Securities, Accounting Series Release No. 118 (December 23, 1970). 
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o The specific requirements included in the potential new standard 
could generally retain the approaches for substantive audit 
procedures included in AU sec. 328 and AU sec. 342, but refine 
the requirements under each approach so that they are applicable 
to both accounting estimates and fair value measurements. For 
example: 

 Testing the company's process could include: 

 Evaluating specific considerations regarding whether 
the company's method used to develop accounting 
estimates is appropriate; 

 Audit procedures for testing data, including accuracy 
and completeness of the data, internal consistency of 
the data, and relevance to the measurement 
objective for the accounting estimate; 

 Factors to assist the auditor in identifying significant 
assumptions; 

 Factors that the auditor evaluates in determining the 
reasonableness of significant assumptions and 

 Auditor considerations when management uses a 
specialist.  

 Developing an independent accounting estimate could 
include: 

 Audit procedures tailored to whether the data and 
assumptions used in the independent accounting 
estimate were produced by the company, determined 
by the auditor, or obtained from a third party; and 

 Audit procedures specific to evaluating evidence 
obtained from third-party sources related to fair 
values of financial instruments. 
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 Evaluating audit evidence from subsequent events could 
include: 

 Factors for the auditor to take into account in 
evaluating the relevance of audit evidence from 
subsequent events or transactions.  

A. Alignment with the Risk Assessment Standards 

 The staff is considering an approach to integrate a potential new standard with 
the risk assessment standards. The risk assessment standards set forth the 
foundational requirements for identifying, assessing, and responding to risk in an audit, 
and for evaluating the results of the audit. As a result, the staff believes it is important to 
consider the interaction of the risk assessment standards with any new auditing 
standards, especially standards that establish audit performance requirements. While 
the risk assessment standards apply broadly to identifying, assessing, and responding 
to risk in an audit, they also include requirements that are specific to accounting 
estimates.38 In addition to the risk assessment standards, the existing standards also 
contain certain requirements that include elements of assessing the risks of material 
misstatement and that are specifically relevant to accounting estimates.39  

As discussed earlier, under existing requirements, the auditor performs risk 
assessment procedures in accordance with Auditing Standard No. 12 to identify and 
assess risks of material misstatement related to accounting estimates and in 
accordance with Auditing Standard No. 13 to design and implement an audit response 
to the identified and assessed risks, including substantive procedures and, as 
appropriate, tests of controls. Under the approach being considered by the staff, a 
potential new standard could establish specific requirements for performing substantive 
audit procedures in response to identified and assessed risks of material misstatement 
related to accounting estimates, and generally would not duplicate or restate 
requirements relating to identifying and assessing those risks presented in Auditing 
Standard No. 12.  

Additionally, the staff is exploring certain targeted amendments to the risk 
assessment standards that specifically address matters relating to accounting 
estimates. The potential amendments and the staff's possible approach for integrating a 
potential new standard with the risk assessment standards are discussed below. 

                                            
38  See, e.g., paragraph 27 of Auditing Standard No. 14. 

39  See, e.g., AU sec. 328.09. 



 
Staff Consultation Paper  

August 19, 2014 
Page 22 

 
 
 

1. Identifying and Assessing Risks of Material Misstatement 

 Auditing Standard No. 12 establishes requirements regarding the process of 
identifying and assessing risks of material misstatement.40 This process involves 
obtaining an understanding of the company and its environment,41 including among 
other things, the company's selection and application of accounting principles, and 
related disclosures.42 Auditing Standard No. 12 further states that the accounts or 
disclosures for which judgment is used in the application of significant accounting 
principles, especially in determining management's estimates and assumptions, are 
relevant to the understanding of the company's selection and application of accounting 
principles.43  

The risk assessment process under Auditing Standard No. 12 also involves 
obtaining an understanding of internal control over financial reporting.44 This includes 
obtaining an understanding of the company's risk assessment process, information 
system relevant to financial reporting, and control activities. These requirements inform 
the auditor's understanding of how the company develops accounting estimates 
including related internal controls. 

Further, Auditing Standard No. 12 requires the auditor to identify the significant 
accounts and disclosures and their relevant assertions based on their qualitative and 
quantitative risk factors such as the nature of the account or disclosure and the 
accounting and reporting complexities associated with the account or disclosure.45 
Accordingly, with respect to accounting estimates, it is important for the auditor to 
evaluate the nature of the asset or liability being valued and the measurement objective 
of the accounting estimate in determining whether the related account or disclosure is 
significant. The auditor also should determine the likely sources of potential 
misstatements related to accounting estimates. This includes determining whether the 

                                            
40  See paragraph 1 of Auditing Standard No. 12. 

41  See generally paragraphs 7 through 17 of Auditing Standard No. 12. 

42  See paragraph 7.c. of Auditing Standard No. 12. 

43  See paragraph 13 of Auditing Standard No. 12. 

44  See generally paragraphs 18 through 40 of Auditing Standard No. 12. 

45  See paragraph 60 of Auditing Standard No. 12. 
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components of accounting estimates and the related disclosures are subject to 
significantly differing risks.46 

 Lastly, under Auditing Standard No. 12, the auditor should determine whether 
any of the identified and assessed risks are significant risks; this includes identified and 
assessed risks related to accounting estimates.47  

As the requirements in Auditing Standard No. 12 already apply to accounts and 
disclosures involving accounting estimates, additional audit requirements to identify and 
assess risks of material misstatement may not be necessary in a potential new 
standard. However, the staff is exploring whether certain targeted amendments to 
Auditing Standard No. 12, as further discussed, could enhance the existing 
requirements for identifying and assessing risk as they relate to accounting estimates.  

Questions: 

10. Should the requirements for identifying and assessing risks of material 
misstatement with respect to accounting estimates and fair value 
measurements – including risk assessment procedures – be included in 
Auditing Standard No. 12 or be separately set forth in a potential new 
standard on auditing accounting estimates?  

11. Are there additions or revisions to the existing requirements in PCAOB 
standards for identifying and assessing risks of material misstatement 
regarding accounting estimates that should be considered?  

a. Understanding Processes Used to Develop Accounting Estimates  

The staff is considering recommending to the Board a potential amendment to 
Auditing Standard No. 12 to emphasize that the auditor, as part of understanding 
internal control over financial reporting, should understand the company's methods, 
data, assumptions, and use of third parties in developing accounting estimates. Auditing 
Standard No. 12 already requires that the auditor obtain an understanding of the 
company's information system relevant to financial reporting, including the classes of 
transactions in the company's operations that are significant to the financial statements, 
and the procedures by which those transactions are initiated, authorized, processed, 
recorded, and reported.48 AU sec. 328 also requires that the auditor obtain an 
                                            
46  See generally paragraph 63 of Auditing Standard No. 12. 

47  See generally paragraphs 70 and 71 of Auditing Standard No. 12. 

48  See generally paragraph 28 of Auditing Standard No. 12.  
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understanding of the company's process for determining fair value measurements and 
disclosures, and of the relevant controls.49  

A potential amendment to Auditing Standard No. 12 could state that, as part of 
obtaining an understanding of the company's information system relevant to financial 
reporting, the auditor should obtain an understanding of how a company develops its 
accounting estimates, specifically:  

 
The processes used to develop accounting estimates, including: 

 
a. The methods, which may include models; 

 
b. The data and assumptions; and 

 
c. The extent to which the company uses a third party or information 

provided by a third party in developing the accounting estimates.  
 

Questions: 

12. Is the potential amendment to Auditing Standard No. 12 described above 
clear and appropriate for both accounting estimates and fair value 
measurements? Are there other matters relevant to understanding the 
process used to develop accounting estimates or fair value measurements 
that could be included in Auditing Standard No. 12? 

13. In circumstances where the company uses information obtained from a 
third party, are there matters— such as information systems at third 
parties, controls that management has over the work of third parties, and 
controls at third parties— not currently addressed in AU sec. 324, Service 
Organizations, or other standards that the staff should consider?  

b. Identifying Significant Accounts and Disclosures and Significant Risks 

As discussed earlier, Auditing Standard No. 12 already requires that the auditor 
identify significant accounts and disclosures.50 In the staff's preliminary view, additional 
requirements involving the identification of significant accounts and disclosures specific 

                                            
49  See AU sec. 328.09.  

50  See paragraph 59.e. of Auditing Standard No. 12. 
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to accounting estimates may not be necessary. However, the staff is considering 
recommending to the Board a potential amendment to Auditing Standard No. 12 to 
require that the auditor evaluate certain additional factors relevant to accounting 
estimates in determining which risks are significant risks.  

Currently, Auditing Standard No. 12 sets forth certain factors used to evaluate 
which risks are significant risks. These factors include the degree of complexity or 
judgment in the recognition or measurement of financial information related to the risk, 
especially if the measurements involve a wide range of measurement uncertainty.51 
Subjective assumptions and complex calculations or models used to determine 
accounting estimates often can result in a wide range of measurement uncertainty. In 
the staff's view, certain environmental factors, such as changes in market liquidity, may 
affect the extent of unobservable inputs that are used to determine fair value 
measurements. The greater use of these unobservable inputs in turn may result in a 
wider range of measurement uncertainty.  

As such, the staff is considering whether Auditing Standard No. 12 should be 
amended to add factors that an auditor should evaluate in determining which risks are 
significant risks. Specifically, the staff is considering recommending to the Board a 
potential amendment to paragraph 71 of Auditing Standard No. 12 that would require 
the auditor to take into account particular factors that could be relevant to assessing the 
degree of complexity or judgment in the recognition or measurement of an accounting 
estimate. For example: 

 
In evaluating the degree of complexity or judgment in the recognition or measurement of 
an accounting estimate, especially those measurements involving a wide range of 
measurement uncertainty, the auditor should take into account: 
 

a. The extent of unobservable inputs used; 
 

b. The type of models or calculations used, if applicable; 
 

c. The degree of subjectivity associated with a future occurrence or outcome 
of events underlying the assumptions used such as estimates of future 
cash flows or prepayment assumptions; and  
 

d. The extent of market liquidity or activity for the asset or liability, if relevant 
to the measurement objective.  

                                            
51  See paragraph 71.f. of Auditing Standard No. 12. 
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Questions: 

14. Is the potential amendment to Auditing Standard No. 12 described above 
clear and appropriate for both accounting estimates and fair value 
measurements? Are there other factors that would be relevant in the 
auditor's evaluation of the degree of complexity of judgment in the 
recognition or measurement of an accounting estimate or fair value 
measurement (e.g., the use of a third party for the determination of a 
price)? 

15. Are there additional factors specific to accounting estimates or fair value 
measurements that would be useful in identifying significant accounts and 
disclosures, or in determining significant risks that should be considered? 

16. Are there certain types of accounting estimates or fair value 
measurements that should be presumed to be significant risks?  

2. Responding to the Risks of Material Misstatement 

Once the auditor has identified and assessed the risks of material misstatement 
pursuant to Auditing Standard No. 12, the auditor must design and implement an audit 
response to those risks pursuant to Auditing Standard No. 13.52 The auditor's response 
includes tests of controls and substantive procedures, and requires the auditor to 
determine the nature, timing, and extent of the audit procedures to be performed. A 
potential new standard could focus on the nature of substantive procedures to be 
performed. Such an approach could require the auditor to continue to look to Auditing 
Standard No. 13 for requirements related to the timing and extent of those procedures.  

The following discussion addresses other specific issues relevant to accounting 
estimates the staff is considering related to the auditor's response to risks.  

Question: 

17. Are there considerations particular to the timing and extent of these 
procedures (e.g., interim audit procedures), beyond the requirements of 
paragraphs 42–46 of Auditing Standard No. 13, that the staff should 
consider including in a potential new standard? 

                                            
52  See paragraph 3 of Auditing Standard No. 13. 
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a. Testing Conformity with the Applicable Financial Reporting Framework 

In general, financial reporting frameworks govern the preparation of accounting 
estimates, and related disclosures. Under Auditing Standard No. 14, the auditor has a 
responsibility to evaluate whether the financial statements are presented fairly in 
conformity with the applicable financial reporting framework.53 Further, AU sec. 328 
requires the auditor to evaluate whether the disclosures about fair values made by the 
company are in conformity with GAAP. The auditor also evaluates whether the company 
has made adequate disclosures about fair value information.54  

Given the existing requirement in Auditing Standard No. 14, the staff is not 
considering including in a potential new standard additional requirements for evaluating 
whether the company's disclosures are in conformity with the applicable financial 
reporting framework. However, the staff is exploring a potential amendment to the risk 
assessment standards to emphasize the auditor's responsibilities related to testing 
conformity with the applicable financial reporting framework. Specifically, the staff is 
contemplating whether an amendment to Auditing Standard No. 13 would be useful to 
underscore the importance of considering the related accounting requirements when 
auditing significant accounts and disclosures.  

 For example, paragraph 36 of Auditing Standard No. 13 could be amended by 
adding the following statement:  

 
Performing substantive procedures for the relevant assertions of significant accounts 
and disclosures involves testing whether the significant accounts and disclosures are in 
conformity with the applicable financial reporting framework. 
 

 
Questions: 

18. Is the potential amendment to Auditing Standard No. 13 described above 
helpful in emphasizing the auditor's consideration of the applicable 
accounting framework when auditing significant accounts and 
disclosures? 

                                            
53  See paragraph 30 of Auditing Standard No. 14. 

54  See generally AU secs. 328.43–.45. 
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19. Should a potential new standard include specific audit procedures related 
to auditing disclosures of accounting estimates (e.g., disclosures on levels 
within the fair value hierarchy55)? 

b. Tests of Controls 

As discussed previously, a possible approach for a potential new standard would 
be to focus on substantive procedures. Auditing Standard No. 12 requires the auditor to 
obtain an understanding of each of the five components of internal control sufficient to 
plan the audit.56 The existing requirements in Auditing Standard No. 13 (and Auditing 
Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated 
With An Audit of Financial Statements, as applicable) require the auditor to obtain 
evidence that the controls selected for testing were designed and operated effectively 
during the entire period of reliance.57 While the requirements in existing PCAOB 
standards address tests of controls and can be readily applied to tests of controls over 
accounting estimates, the staff is considering whether additional requirements related to 
accounting estimates are necessary. 

Question: 

20. Given the existing requirements related to testing controls in Auditing 
Standard No. 13 (and Auditing Standard No. 5, as applicable), would 
specific requirements on testing internal controls over accounting 
estimates be useful (e.g., evaluation of design and operating effectiveness 
of key review controls over accounting estimates)?  

c. Procedures Relating to Significant Risks  

For significant risks, Auditing Standard No. 13 already requires the auditor to 
perform substantive procedures, including tests of details that are specifically 
responsive to the assessed risks.58 The staff is considering whether a potential new 
standard should include additional audit procedures if the auditor concludes that an 
identified and assessed risk related to accounting estimates or fair value measurements 
is a significant risk. 

                                            
55  See FASB ASC, subparagraph 820-10-50-2b.  

56  See generally paragraph 18 of Auditing Standard No. 12. 

57  See paragraph 16 of Auditing Standard No. 13. 

58  See paragraph 11 of Auditing Standard No. 13. 
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The staff has considered the approach in ISA 540, which generally requires, for 
accounting estimates that give rise to significant risks, the auditor to evaluate: 
(i) reasonableness of management's significant assumptions; (ii) consideration by 
management of alternative assumptions or outcomes; and (iii) other steps taken by 
management to address estimation uncertainty in making the accounting estimate.59 
ISA 540 also requires the auditor to obtain sufficient appropriate audit evidence about 
whether management's decision to recognize the accounting estimates in the financial 
statements, and the selected measurement basis for the accounting estimates, are in 
accordance with the requirements of the applicable financial reporting framework.60  

The staff believes that the procedures in the preceding paragraph are inherent in 
the requirements of Auditing Standard No. 13 and the other requirements discussed in 
this paper. Nonetheless, the staff is sensitive to concerns that auditors might need 
additional direction in the standard to adequately address measurement uncertainty 
associated with significant risks in accounting estimates. Thus, the staff seeks input on 
whether additional specificity is needed regarding the nature of potential audit 
procedures to respond to significant risks in accounting estimates. 

Question: 

21. Should a potential new standard include specific audit procedures that 
would be applicable when the auditor identifies and assesses a risk 
related to accounting estimates as a significant risk? If so, are there 
factors regarding measurement uncertainty or any other characteristics 
relevant to staff considerations of potential audit requirements? 

B. Substantive Procedures for Testing Accounting Estimates 

 The staff is exploring the nature of substantive procedures for testing accounting 
estimates that might be included in a potential new standard. Under existing audit 
requirements, the auditor performs substantive audit procedures in a manner that 
addresses the assessed risks of material misstatement for each relevant assertion of 
each significant account and disclosure.61 This would include performing substantive 
audit procedures relating to accounting estimates in significant accounts and 
disclosures.  

                                            
59  See generally paragraph 15 of ISA 540. 

60  See paragraph 17 of ISA 540. 

61  See generally paragraph 8 of Auditing Standard No. 13. 
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As previously discussed, the existing standards require that the auditor use one 
or a combination of the following approaches to test accounting estimates: (i) test the 
company's process; (ii) develop an independent estimate; and (iii) review subsequent 
events and transactions. The staff is considering retaining these approaches, with 
possible refinements to the existing requirements. The staff is also exploring whether to 
provide direction on the selection of the appropriate testing approach. While the nature 
of the accounting estimate informs the auditor's selection of a testing approach, certain 
other factors may also affect this determination. For example, it is possible that the 
availability of audit evidence, the results of the auditor's tests of controls and the 
auditor's retrospective review required by paragraph 64 of AU sec. 316, Consideration 
of Fraud in a Financial Statement Audit, also could inform the auditor's selection of 
testing approaches.  

The staff is considering including in the potential new standard factors the auditor 
should take into account when selecting testing approaches. 

  
Questions: 

22. Are there specific factors that affect the auditor's selection of approaches 
related to testing accounting estimates? What considerations would be 
appropriate for the auditor to take into account when determining which 
approach (or combination of approaches) for testing accounting estimates 
should be selected? 

23. Aside from testing management's process, developing an independent 
estimate, or reviewing subsequent events and transactions as further 
discussed, should a potential new standard allow for or require other 
approaches to testing accounting estimates? If so, what other approaches 
would be appropriate? 

24. Are there certain types of accounting estimates for which substantive 
procedures other than those described in this paper would provide better 
audit evidence?  

1. Testing the Company's Process 

As noted above, the staff is considering whether a potential new standard should 
retain the ability for the auditor to test the company's process used to develop an 
accounting estimate. A company's process for developing accounting estimates 
generally consists of a particular method used to develop the estimate and the relevant 
data and assumptions applied to the method. The method used to develop an 
accounting estimate depends on the measurement objective of the estimate and, in 
some instances, the requirements of the applicable financial reporting framework. In 
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some cases, observable market data may exist and be used by management in 
developing accounting estimates. In other cases, the accounting estimate is determined 
primarily using unobservable data.  

A potential new standard could build on the requirements in the existing 
standards for testing the company's process including: (i) evaluating the 
appropriateness of the company's methods; (ii) testing the data used; and (iii) evaluating 
the reasonableness of significant assumptions. The staff is exploring possible 
enhancements to the requirements for testing the company's process, as discussed 
below. Further, the staff is exploring whether the existing requirements for testing the 
data used in paragraph 39 of AU sec. 328, could be included in a potential new 
standard or if those requirements should be enhanced. 

Question: 

25. Are there enhancements to the existing requirements for testing data used 
by management to develop the accounting estimate the staff should 
consider?  

a. Evaluating the Company's Method Used to Develop an Accounting Estimate 

The staff is considering what requirements a potential new standard could 
include relating to evaluating the company's method used to develop accounting 
estimates. The existing standards generally require that the auditor evaluate the 
appropriateness of the method used by the company to develop an accounting 
estimate. For example, AU sec. 328 requires that the auditor evaluate whether the 
company's method of measurement is appropriate in the circumstances when 
management uses a valuation method.62 This evaluation includes, among other things, 
obtaining an understanding of management's rationale for selecting the valuation 
method, and considering certain factors related to the valuation method, such as the 
appropriateness in relation to the item being valued and the company's business, 
industry, and environment.63  

A potential new standard could carry forward the concepts in the existing 
standards by requiring the auditor to evaluate whether the company's methods used to 
develop accounting estimates are appropriate. Further, as discussed below, the 
potential new standard could specify certain factors the auditor should evaluate as part 
of determining the appropriateness of the company's methods. 

                                            
62  See AU sec. 328.18. 

63  Id. 
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For example, similar to the existing standards, a potential new standard could 
require that the auditor, in evaluating whether the company's methods used to develop 
the accounting estimates are appropriate, evaluate whether the company's methods are 
in conformity with the applicable financial reporting framework. For certain accounting 
estimates, the financial reporting framework may suggest a specific method to be used 
in determining the accounting estimate. For example, in determining the value of certain 
share-based payment arrangements, the valuation technique utilized should meet the 
criteria outlined in the financial reporting framework -- such as use of a lattice or closed-
form model.64 In other instances, the financial reporting framework does not prescribe a 
specific method and may allow for a more principles-based approach to developing the 
accounting estimate or fair value measurement.  

Consistent with the existing standards, a potential new standard also could 
require that the auditor evaluate whether the company's methods are accepted within 
the company's industry.65 In cases where the financial reporting framework allows for 
judgment in the selection of the method for determining an accounting estimate, the 
auditor's evaluation could include whether the company's industry follows a particular 
method of measurement to develop the estimate. In those circumstances, the use of an 
alternate method by the company might pose additional risks that require audit attention 
similar to the requirements for evaluating the company's selection and application of 
accounting principles in Auditing Standard No. 12. 

Similar to existing requirements, a potential new standard also could state that 
evaluating the appropriateness of the company's methods includes evaluating whether 
the methods used to develop accounting estimates are applied consistently.66 The 
evaluation could take into account whether the consistency is appropriate, considering 
changes in the environment or circumstances affecting the company.67 

The staff is aware that situations may arise where circumstances affecting the 
company would necessitate a change in the method used to develop an accounting 

                                            
64  See FASB ASC, Topic 718, Compensation—Stock Compensation, paragraph 
10-55-16.  

65  See AU sec. 328.18. 

66  See AU sec. 328.19. 

67  Id. 
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estimate.68 The staff also recognizes that, for some accounting estimates, more than 
one method to develop the estimate is permitted under the applicable financial reporting 
framework. To address those circumstances, a potential new standard could require the 
auditor to determine the reasons for the method selected by the company and to 
evaluate the appropriateness of the selection and the reasons for the change.  

Further, in situations where a company uses more than one method in 
developing an accounting estimate, and the company has determined that different 
methods result in significantly different estimates, a potential new standard also could 
require the auditor to determine the reason for the method selected by the company and 
evaluate the appropriateness of the selection. 

For example, a potential new standard could include the following requirements 
relating to the auditor's evaluation of the appropriateness of the company's methods 
used to develop an accounting estimate: 

 
The auditor should evaluate whether the company's methods used to develop the 
accounting estimates are appropriate. In evaluating the appropriateness of the methods, 
the auditor should evaluate whether the methods are in conformity with the applicable 
financial reporting framework. 
 
The auditor also should evaluate whether the methods are: 
 

a. Accepted within the company's industry; and  
  

b. Applied consistently, including whether consistency is appropriate considering 
changes in the environment or circumstances affecting the company. 

 
If the company has changed the method for determining the accounting estimate, the 
auditor should determine the reasons for and evaluate the appropriateness of such 
changes. 
 
In circumstances where the company has determined that different methods result in 
significantly different estimates, the auditor should determine the reasons for the 
method selected by the company and evaluate the appropriateness of the selection. 
 

 
                                            
68  Under these circumstances, the auditor should evaluate and report on a change 
in accounting estimate effected by a change in accounting principle in accordance with 
Auditing Standard No. 6, Evaluating Consistency of Financial Statements. 
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Questions: 

26. Are the potential requirements described above for evaluating whether the 
company's method used to develop accounting estimates appropriate for 
both accounting estimates and fair value measurements?  

27. In circumstances where the financial reporting framework does not specify 
the use of a particular valuation method, is the consideration of methods 
accepted by the company's industry relevant? Are there other criteria that 
auditors could use to evaluate the appropriateness of the company's 
method used to develop accounting estimates? 

b. Evaluating the Reasonableness of Significant Assumptions 

The staff is exploring potential enhancements to the requirements for identifying 
and evaluating the reasonableness of the significant assumptions underlying the 
company's accounting estimates. The audit procedures in the existing standards set 
forth requirements for identifying significant assumptions and testing those assumptions 
for reasonableness.69 The staff envisions that similar requirements could be included in 
a potential new standard but with certain refinements. For example, for the purpose of 
evaluating reasonableness of the assumptions used by the company in developing an 
accounting estimate, the potential new standard could require the auditor to identify the 
assumptions used by management that are significant to the accounting estimate, that 
is, the assumptions that are important to the recognition or measurement of the 
accounting estimate in the financial statements. Similar to the existing standards, the 
auditor's evaluation of reasonableness could include, among other things, evaluating 
the significant assumptions for consistency with certain factors. A potential new 
standard could also take into account information the auditor obtained in performing 
procedures required by the risk assessment standards, such as information on the 
company's objectives and strategies and relevant industry factors.70 

i. Identifying Significant Assumptions 

The existing standards require the auditor to devote attention to the significant 
assumptions that management has identified.71 A potential new standard could build on 
the existing requirement by also requiring the auditor to evaluate whether management 

                                            
69  See generally AU secs. 328.26–.36 and AU sec. 342.11. 

70  See generally paragraph 7 of Auditing Standard No. 12. 

71  See generally paragraph AU sec. 328.33. 
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has identified the significant assumptions in the accounting estimate. In the staff's view, 
in circumstances where the company has a robust process in place for developing 
accounting estimates, it is likely that management would have, as part of this process, 
identified the significant assumptions that were used. As such, the auditor would include 
those assumptions identified by management in the auditor's identification of significant 
assumptions. The auditor also may identify additional significant assumptions. To 
address circumstances when management has not identified as significant an 
assumption that is important to the overall measurement of the accounting estimate, a 
potential new standard could require the auditor to nevertheless test that significant 
assumption. The new requirement could help to assure that the significant assumptions 
are evaluated even if management has not identified or disclosed them to the auditor.  

Further, to help the auditor determine whether the significant assumptions have 
been identified, the potential new standard could provide a description of significant 
assumptions, along with certain identifying characteristics. In a potential new standard, 
significant assumptions could include those that are important to the recognition or 
measurement of the accounting estimate in the financial statements, such as 
assumptions that: 

 

 
a. Cause a significant change in the accounting estimate, based on a minor 

variation in the assumption; 
 

b. Are susceptible to manipulation or bias; 
 
c. Are based on unobservable data; 

 
d. Are based on observable data adjusted by the company; 
 
e. Are based on the company's intent and ability to carry out specific courses of 

action; or 
 
f. Are otherwise important to the recognition or measurement of the accounting 

estimate. 
 

 
Questions: 

28. Would a requirement for the auditor to determine which assumptions used 
by management are significant assumptions present difficulties in 
practice? Should the staff consider a requirement for the auditor to identify 
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assumptions not used by management, which might be important to the 
recognition or measurement of the accounting estimate? 

29. Is the potential requirement suggested above clear and appropriate for 
both accounting estimates and fair value measurements? Are there other 
specific characteristics of significant assumptions that should be included? 

ii. Evaluating the Reasonableness of Significant Assumptions Identified 

As discussed earlier, the existing standards require the auditor to evaluate 
significant assumptions for reasonableness. A potential new standard could include a 
similar requirement. A potential new standard could also emphasize that the auditor, in 
evaluating the reasonableness of the assumptions, should take into account all relevant 
and reliable evidence, regardless of whether it appears to corroborate or contradict 
management's assertions regarding the assumptions. This is consistent with the 
requirements of Auditing Standard No. 14.  

In addition, a potential new standard could include additional factors to take into 
account in evaluating the reasonableness of assumptions, drawing largely from the 
corresponding factors in AU sec. 328.72 The factors could relate to information about the 
company and its environment obtained while performing procedures required by 
Auditing Standard No. 12.  

The following requirement could be included in a potential new standard relating 
to the auditor's evaluation of the reasonableness of the identified significant 
assumptions: 

                                            
72  See generally AU sec. 328.36.  
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When evaluating significant assumptions, the auditor should evaluate the consistency of 
each significant assumption with the following, if applicable: 
 

a. Relevant industry, regulatory, and other external factors, including 
economic conditions; 

 
b. The company's objectives, strategies, and related business risks; 

 
c. Existing market information; 

 
d. Historical or recent experience, taking into account changes in conditions 

and events affecting the company; and 
 

e. Other interdependent assumptions used by the company.  
 

 
Question: 

30. Are the suggested factors described above appropriate for evaluating the 
reasonableness of significant assumptions? Are there other factors the 
auditor should assess when evaluating the reasonableness of significant 
assumptions relevant to accounting estimates? 

c. Management's Use of a Specialist 

The staff is also exploring whether to include in a potential new standard audit 
procedures to address information developed by a company's specialist related to 
accounting estimates. Under existing requirements in AU sec. 328, management's 
assumptions include assumptions developed by management under the guidance of the 
board of directors and assumptions developed by a specialist engaged or employed by 
management.73 The staff understands that a company's process to develop an 
accounting estimate or fair value measurement often includes using a specialist. A 
similar requirement to test assumptions could apply to both accounting estimates and 
fair value measurements. 

Therefore, a potential new standard could include the existing requirement 
related to testing assumptions developed by a company's specialist in AU sec. 328, but 
apply it more broadly to information provided for accounting estimates. As such, if a 
company uses a specialist to develop an accounting estimate, a potential new standard 

                                            
73  See footnote 2 to AU sec. 328.05. 
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could direct the auditor to test that information as if it were produced by the company. In 
this case, the auditor would be required, as applicable, to evaluate the appropriateness 
of the methods, test the data used, and evaluate the reasonableness of significant 
assumptions, with respect to the information provided by the specialist. For example, 
the potential new standard could include the following requirement:  

 
When the company uses a specialist employed or engaged by the company to develop 
an accounting estimate, the auditor should test the information provided by the 
specialist as if it were produced by the company. 
 

 
Question: 

31. Is the potential requirement described above appropriate for all types of 
accounting estimates? Are there other considerations that should be taken 
into account in applying this requirement to accounting estimates? 

2. Developing an Independent Accounting Estimate 

As noted earlier, the staff is considering that a potential new standard would 
continue to allow auditors to test accounting estimates by developing an independent 
estimate. 

Under existing standards, when developing an independent estimate using 
management's assumptions, the auditor is required to evaluate those assumptions for 
reasonableness consistent with the procedures for testing management's process.74 
Instead of using management's assumptions, the auditor may use his or her own 
assumptions to develop an independent estimate. In that situation, the auditor 
nevertheless is required to understand management's assumptions. Under AU sec. 328, 
the auditor uses that understanding to ensure that his or her independent estimate 
takes into consideration all significant variables and to evaluate any significant 
difference from management's estimate.75 The auditor also is required to test the data 
used to develop the independent estimate. AU sec. 342 takes a similar approach by 
allowing an auditor to independently develop an expectation as to the estimate by using 

                                            
74  See generally AU sec. 328.40. 

75  Id. 
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other key factors or alternative assumptions about those factors based on the auditor's 
understanding of the facts and circumstances.76 

 Auditors also may use third-party sources in developing independent accounting 
estimates, for example, information from third-party pricing sources when developing an 
independent estimate of the fair value of a financial instrument. 

A potential new standard could retain the requirements from the existing 
standards for developing an independent estimate but recognize that auditors develop 
independent estimates in different ways. For example, a potential new standard could 
include audit procedures specific to the source (such as the company or a third party) of 
the data and assumptions. Including audit procedures that are tailored to the source of 
the data and assumptions may be more reflective of the various ways in which auditors 
determine independent estimates. 

 Under this approach, a potential new standard could present separate 
requirements that depend on the source of the data and assumptions, which may 
provide greater clarity regarding the procedures to be performed for developing an 
independent estimate.  

A potential new standard could retain the ability for the auditor to develop an 
independent accounting estimate using his or her own assumptions or those produced 
by the company. Under this scenario, the potential new standard could generally include 
the requirements in the existing standards to test the accuracy and completeness of the 
data, evaluate the internal consistency of the data, and evaluate whether the data is 
relevant to the measurement objective for the accounting estimate.77 This approach 
would retain the existing requirement in AU sec. 328 with regard to testing company-
provided data. 

If the auditor obtains data and significant assumptions from a third party in 
developing an independent estimate, the potential new standard could emphasize that, 
under those circumstances, the auditor evaluates the relevance and reliability of the 
data and assumptions obtained in accordance with Auditing Standard No. 15, Audit 
Evidence. Additional discussion of this potential requirement is included in the section 
titled "Evaluating Audit Evidence from Third-Party Sources" of this paper, including 
discussion of additional factors for evaluating the relevance and reliability that could be 
included in a potential new standard. 

                                            
76  See AU sec. 342.12. 

77  See generally AU sec. 328.39. 
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A potential new standard also could emphasize the auditor's responsibility to take 
into account all information relevant to the accounting estimate. This information could 
include, for example, consideration of significant variables from management's 
assumptions in circumstances where the independent accounting estimate is 
determined by the auditor. 

As discussed earlier, AU sec. 328 requires the auditor to test data used to 
develop the fair value measurement. The staff is exploring how this requirement should 
apply when the auditors independently derive or obtain data from other sources. The 
staff recognizes that, in practice, the auditor may obtain data and assumptions from 
other sources other than the company. For example, the auditor could obtain mortality 
rates from a third party for the purposes of testing the company's pension liability. 
Based on its outreach, the staff understands that there may be limitations in testing data 
obtained from certain third-party sources for completeness and accuracy.  

One approach may be that a potential new standard could nonetheless require 
that the auditor determine whether data is appropriate, which includes testing reliability 
and relevance to comply with paragraph 6 of Auditing Standard No. 15. In summary, the 
procedures to be applied when the auditor develops an independent accounting 
estimate could be tailored to the source of the data and assumptions used in the 
independent accounting estimate. For example, requirements in a potential new 
standard could include the following:  

 
Data and Assumptions Produced by the Company and Used by the Auditor in 
Developing an Independent Estimate 
 

 When developing an independent estimate using data and assumptions 
produced by the company, the auditor should test the accuracy and 
completeness of the data, evaluate the internal consistency of the data, and 
evaluate whether the data is relevant to the measurement objective for the 
accounting estimate.  

 

 The auditor should also evaluate the reasonableness of the significant 
assumptions, which includes identifying the assumptions that are important to the 
recognition or measurement of the accounting estimate in the financial 
statements.  

 
Data and Assumptions Obtained by the Auditor from Third Parties and Used in 
Developing an Independent Estimate 
 

 When the auditor obtains data and significant assumptions from a third party, the 
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auditor should evaluate the relevance and reliability of the data and assumptions 
in accordance with the requirements of Auditing Standard No. 15, Audit 
Evidence. 
 

 
Questions:  

32. Are the potential requirements described above for developing an 
independent estimate, including the potential requirements regarding 
testing data and assumptions, clear and appropriate for both accounting 
estimates and fair value measurements? Would these requirements 
present challenges for certain types of accounting estimates and fair value 
measurements? 

33. Are there additional considerations that should be addressed with respect 
to information obtained by the auditor from a third-party source?  

34. Are there factors that the staff should consider when developing potential 
audit requirements for testing the reliability and relevance of data 
independently derived by the auditor or obtained from other sources? 

a. Developing an Independent Accounting Estimate as a Range 

 Auditing Standard No. 14 provides for developing a range of possible estimates 
for purposes of evaluating misstatements relating to accounting estimates. In addition, 
AU sec. 342.12 states that the auditor may independently develop an expectation of an 
estimate by using other key factors or alternative assumptions about those factors. 

The staff is considering what a potential new standard could include related to 
developing an independent estimate as a range of estimates. One approach may be for 
a potential new standard to emphasize that the estimate is limited to outcomes within 
the range that are supported by sufficient appropriate audit evidence. 

Question:  

35. Are there other matters relevant to developing a range that a potential new 
standard could address (e.g., requiring a sensitivity analysis)? 

3. Evaluating Audit Evidence from Subsequent Events 

 As previously discussed, the staff is contemplating that a potential new standard 
would continue to allow auditors to test accounting estimates by reviewing subsequent 
events and transactions. The existing requirements recognize that events and 
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transactions that occur after the balance-sheet date but before the date of the auditor's 
report may provide audit evidence regarding management's accounting estimates and 
fair value measurements as of the balance-sheet date.78 Additionally, the existing 
standards recognize that such information may be important in identifying and 
evaluating the reasonableness of accounting estimates or assumptions used in the 
preparation of an accounting estimate.79  

  Existing PCAOB standards also provide that some subsequent events or 
transactions may reflect changes in circumstances occurring after the balance-sheet 
date and thus do not constitute appropriate evidence of the fair value measurement at 
the balance-sheet date (for example, the prices of actively traded marketable securities 
that change after the balance-sheet date).80 A potential new standard also could include 
a similar procedure that makes allowance for these considerations. A potential new 
standard might also include factors for the auditor to take into account when evaluating 
the relevance of the audit evidence from the subsequent events or transactions.  

For example, requirements in a potential new standard addressing the use of 
subsequent events could include the following:  

 
When the auditor obtains audit evidence from events or transactions that occur 
subsequent to the measurement date, the auditor should determine that the audit 
evidence is reliable and relevant to the recorded accounting estimate.  
 

 In evaluating the relevance of the audit evidence from the event or transaction to 
the accounting estimate, the auditor should take into account: 

 
o The period between the event or transaction date and the measurement 

date;  
 

o The comparability of the event or transaction involved to the company's 
accounting estimate, as appropriate; and  
 

o Changes in the company's circumstances or the general economic 
conditions between the event or transaction date and the measurement 
date. 

                                            
78  See generally AU sec. 328.41 and AU sec. 342.13. 
 
79  See generally AU sec. 342.13. 
 
80  See AU sec. 328.42. 
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Questions:  

36. Are the potential requirements described above for evaluating audit 
evidence from events or transactions that occur subsequent to the 
measurement date through the date of the auditor's report, appropriate for 
both accounting estimates and fair value measurements?  

37. Are there additional factors that should be taken into consideration when 
evaluating the relevance of the audit evidence obtained from events or 
transactions that occur subsequent to the measurement date through the 
date of the auditor's report?  

C. Use of Third Parties 

As previously discussed, the staff is exploring ways a potential new standard 
could address the varying circumstances when auditors obtain information from third 
parties, including specialists engaged by the auditor. Based on its outreach, the staff 
understands that auditors often engage a specialist or use specialists on staff for the 
purpose of developing an independent estimate. One approach would be for the auditor 
to continue to look to the requirements of existing PCAOB standards (e.g., AU sec. 336, 
Using the Work of a Specialist), as applicable. However, an auditor may obtain 
information from third-party sources that provide the same information to the public. For 
example, pricing services often provide uniform price information and other data about 
financial instruments to the public for a fee. In that case, the auditor does not engage 
the third party specifically to develop an estimate; rather, the auditor obtains information 
that is developed for, and widely available to, the public. In other cases, the auditor 
obtains a specific estimate directly from a third-party source that is generated 
specifically for the auditor. The staff is considering developing an approach in the 
potential new standard that could potentially recognize some of these differences.  

 In other instances, third parties, for example pricing services, may be used by 
both the company and the auditor to provide values of financial instruments. In other 
instances, a company might use values of financial instruments provided by a third 
party, for example a custodian, who obtains the values from the same pricing service 
used by the auditor. These instances may raise questions about whether the auditor 
could arrive at an independent estimate. 

The staff is considering including a requirement that would apply when the 
auditor and the company use the same third-party source to arrive at an accounting 
estimate. For example:  
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If the third-party source used by the auditor is the same as the third-party source used 
by the company, the auditor should evaluate the audit evidence obtained as if it were 
produced by the company, which includes testing data and evaluating reasonableness 
of significant assumptions.  
 

 
Questions: 

38. Would the potential requirements described above address procedures 
performed by audit firms that use a centralized testing approach? Would 
these requirements create issues in practice for smaller firms? 

39. Should the potential new standard require the auditor to use a third party 
that is different from the third party used by management? Would such a 
requirement present challenges for certain types of accounting estimates 
and fair value measurements? 

1. Evaluating Audit Evidence from Third-Party Sources 

As part of its overall outreach to date, the staff sought input on auditors' use of 
third-party sources in obtaining fair value measurements of financial instruments. The 
discussions with the Task Force members brought to light the various methodologies 
used by third-party pricing sources to value these instruments and the measurement 
uncertainty inherent in those valuations. The existing standards address the auditor's 
consideration of data and assumptions in the determination of fair value measurements.  

The staff understands that, in many cases, financial instruments are valued using 
methodologies that incorporate a mix of inputs. Further, available observable inputs 
may be adjusted for other market factors in the ultimate determination of the price. The 
existing standards do not specifically address the use of alternate valuation 
methodologies employed by many pricing sources. The staff also understands that 
pricing sources are increasingly providing products that could provide auditors with 
insight as to how their prices or estimates are developed. 

The staff is considering how a potential new standard could address audit 
evidence obtained from third-party sources, such as pricing services and broker-
dealers. In considering potential requirements related to fair value of financial 
instruments, the staff recognizes the nature of evidence obtained from third-party 
sources varies based on the type of instrument being valued and the source of 
information used by pricing services. Some pricing services provide consensus prices; 
that is, a value derived from prices provided by each subscriber to the services. Other 
pricing services use their own methodology based on various market data obtained or 
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derived from other sources, including trades of comparable instruments, broker quotes, 
and historical trade activity to determine a value. Pricing services also may combine 
multiple approaches to arrive at a value for a particular instrument.81 

 Furthermore, auditors also may obtain a price for a financial instrument directly 
from a broker-dealer that is based (or not based) on a binding quote. Given the 
differences in how values of financial instruments are derived and obtained, the staff is 
exploring whether a new standard should set forth specific requirements for evaluating 
information from third-party pricing sources as part of evaluating the relevance and 
reliability of the evidence pursuant to Auditing Standard No. 15.  

Under that approach, the auditor would first evaluate the reliability of the 
evidence provided by the third-party pricing source, taking into account certain factors. 
For example:  

 
a. The experience and expertise of the third party relative to the type of asset or liability 

being valued; and 
 
b. The methods used by the third party in determining fair value for the specific 

company's assets or liabilities being tested and whether the methodology used is in 
conformity with the applicable financial reporting framework. 

 

 
Under this approach, the auditor would then evaluate the relevance of the 

evidence obtained from the third-party source. For example: 

 
The auditor should evaluate whether the evidence provided by the third-party source is 
relevant to the fair value measurement, which includes determining the following: 
 

a. Whether fair values are based on trades of the same instrument or active 

                                            
81  See generally SEC, Money Market Reform; Amendments to Form PF, 
Investment Company Act Release No. 31166 (July 23, 2014) at 281-82, 79 Federal 
Register 47736 (August 14, 2014) at 47813 ("In matrix pricing, portfolio asset values are 
derived from a range of different inputs, with varying weights attached to each input, 
such as pricing of new issues, yield curve information, spread information, and yields or 
prices of securities of comparable quality, coupon, maturity, and type. … [P]rices from 
third-party pricing services … may take into account these inputs as well as prices 
quoted from dealers that make markets in these instruments and financial models.") 
(footnotes omitted). 
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market quotations; 
 

b. When the fair values are based on transactions of comparable assets or 
liabilities, how those transactions are identified and considered 
comparable; 

 
c. When there are no transactions either for the asset or liability or 

comparable assets or liabilities, how the information was developed 
including whether the inputs developed represent the assumptions that 
market participants would use when pricing the asset or liability, if 
applicable; or 

 
d. When the fair value measurement is based on a broker quote, whether the 

broker quote: 
 
i. Is from a market maker who transacts in the same type of financial 

instrument; and 
 

ii. Is binding or nonbinding, with more weight placed on quotes based 
on binding offers. 

 

 
Questions: 

40. Would the factors noted above help the auditor in evaluating the reliability 
and relevance of evidence obtained from third-party pricing sources? Are 
there other factors that are applicable in determining the reliability or 
relevance of evidence obtained from third-party pricing sources? 

41. Are there other approaches to testing evidence obtained from third-party 
pricing sources that the staff should consider? 

42. How could a potential new standard differentiate between a third-party 
pricing source and a specialist?  

43. Would the potential requirement address the various methods used by 
third-party pricing sources for determining fair value measurements of 
financial instruments (e.g., use of consensus pricing and proprietary 
models)? 
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Questions Related to Economic Impacts and Implications 

As the staff continues to explore an appropriate standard-setting approach, it is 
interested in information and views regarding economic implications of the alternatives 
described above. The staff is seeking data and other information on current practices 
and potential regulatory alternatives that would help to inform its analysis. This includes 
information on the likely costs and benefits of a potential new standard and of 
alternative approaches, such as those discussed in the section titled "Staff 
Consideration of Alternative Approaches."  

The staff welcomes the views of commenters on the general economic 
implications of alternatives, including a potential new standard discussed in this paper, 
and on these specific matters: 

Questions: 

44. What are the likely economic impacts, including benefits and costs, of the 
potential alternatives discussed in this consultation paper? Are there any 
unintended consequences that might result from the alternatives?  

45. As part of considering the need for change, the staff is reviewing 
academic literature, including identified papers that synthesize the 
academic literature.82 Is there ongoing research or other information that 
the staff should consider in evaluating the economic aspects of changes in 
standards for auditing accounting estimates and fair value 
measurements?  

 
 

* * * 

                                            

82  See, e.g., Roger D. Martin, Jay S. Rich, and T. Jeffrey Wilks, Auditing Fair Value 
Measurements: A Synthesis of Relevant Research, 20 Accounting Horizons, 287 
passim (2006); Brant E. Christensen, Steven M. Glover, and David A. Wood, Extreme 
Estimation Uncertainty in Fair Value Estimates: Implications for Audit Assurance, 31 
Auditing: A Journal of Practice & Theory, 127 passim (2012); Timothy B. Bell and 
Jeremy B. Griffin, Commentary on Auditing High-Uncertainty Fair Value Estimates, 31 
Auditing: A Journal of Practice & Theory, 147 passim (2012); and Brian Bratten, Lisa 
Milici Gaynor, Linda McDaniel, Norma R. Montague, and Gregory E. Sierra, The Audit 
of Fair Values and Other Estimates: The Effects of Underlying Environmental, Task, and 
Auditor-Specific Factors, 32 Auditing: A Journal of Practice & Theory, 7 passim (2013). 


