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Abstract:

Purpose: The article provides a comparative analysis of several fair value measurement
techniques contained in IFRS and US GAAP standards in order to select the valuation
method of financial reporting elements that is most applicable to auditing.
Design/Methodology/Approach: A study of the conceptual issues of valuation of
accounting objects at fair value in order to select a valuation technique that allows to
evaluate the asset or liability with maximum accuracy.

Findings: The authors have developed a methodology for auditors to select the most
accurate estimates, considering prices prevailing only in observed markets.

Practical Implications: The application of the developed methodology for determining fair
value can be used by auditors to form a reliable professional judgment in obtaining audit
evidence.

Originality/Value: The authors proposed a new audit algorithm for the validity of the
valuation of assets and liabilities at fair value, based on obtaining audit evidence to
determine whether the estimates in the financial statements are reasonable in relation to
the applicable financial reporting framework or if they are distorted.
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1. Introduction

In international and Russian accounting practices, issues related to the valuation of
elements of financial statements are becoming increasingly important, with fair
value being the most applicable and most discussed in the valuation of assets and
liabilities. International Committee on valuation standards (International Valuation
Standards Committee - IVVSC) develops International Standards for evaluation. IVSC
unites professional organizations of appraisers from many countries, including the
Russian society of appraisers.

In March 2014, the IASB and IVSC issued joint protocols on cooperation in
establishing fair value measurement standards and guidelines for the preparation of
International Financial Statements in order to resolve significant differences in the
methodology for their determination. In April 2016, the IVSC has released a new
draft of the international valuation standards and their conceptual bases in 2017. The
bill provides for mandatory use of the definition of "fair value" as formulated in the
standards of the International Accounting Standards Board (IASB) and the
Committee on financial accounting standards of the United States (FASB), as it
described the circumstances under which the selection of one valuation method or
combination thereof for each of the three methods (market, income and cost).

Russia is also developing conceptual issues of transition in the assessment of objects
of accounting at fair value. Thus, in November 2018, the Ministry of Finance of the
Russian Federation published and recommended to apply the document "Conceptual
framework for financial reporting” (hereinafter - the Concept)” adopted by the IFRS
Council, which presents the following classification of types of assessment of
financial reporting elements (Figure 1).

2. Literature review

Fair value is the subject of a separate international standard IFRS 13, which contains
its definition, sets out the basis for its assessment, as well as discloses information
about the estimates. IFRS 13 describes a complex methodology for its definition,
which is reflected in the work of economists. Thus, A.l. Artemenkov (Artemenkov,
A.l. 2017) described in detail the theory of fair value measurement in professional
valuation. Economist T.Yu. Druzhilovskaya (Druzhilovskaya, 2018) revealed the
main problems of practical application of fair value, and scientists L.V. Prishchepa
(Prishchepa, 2017) and L.B. Trofimova (Trofimova, 2012) considered the essence of
fair value in the system of market valuation of accounting objects.

Conceptual framework for the presentation of financial statements
https://www.minfin.ru/ru/perfomance/accounting/mej_standart_fo/docs/# date of application
24.05.2019.
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Figure 1. Classification of the assessment of financial reporting elements

Basic types of assessment
of financial reporting
elements

Historical cost | | Current cost |

Fair value |

Value in use |

Current value of
replacement

Source: Compiled by the authors on the basis of Concepts.

A.R. Shidov (Shidov, 2018) conducted an analysis of discrepancies in the
assessment of fair value according to IFRS and RAS. A.V. Kozlova (Kozlova et al.,
2017) devoted their works to the problematic issues of the Russian audit) and D.V.
Kuznetsova (Kuznetsova et al., 2017). However, attention has not been paid by
economists to the study of the audit features in relation to the validity of the
assessment of elements of financial statements at fair value (Yiicel et al., 2010;
Adamczyk et al., 2019; Arribas et al., 2019; Labanauskis et al., 2019; Goryushkina
et al., 2018; Leonteva et al., 2018; Ponomareva et al., 2019; Puryaev, 2015).

3. Methodology

Tips SFU United States and IFRS in the newly published standards often apply the
concept of fair and not historical cost. US GAAP standards, according to
interpretations of generally accepted accounting principles, have several types of
definitions of fair value (Bragg, 2010) (Table 1).

Table 1. Modifications to fair value definitions contained in several US GAAP
standards

Ne | The concept of «fair value» ASC Standards

p/p
1 |2 3

1. | The purchase or sale price of the asset between | ASC 815 «Accounting for derivatives
the parties in a normal transaction. and hedging transactions».
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Ne | The concept of «fair value» ASC Standards
p/p

1 |2 3

2. | The cost, which can be obtained by the usual | ASC 820 «fair value Measurement and
operations of purchase and sale between the | disclosurey.

parties on the valuation date. Although GAAP
applies fair value to assets and liabilities, this
definition of fair value also applies to equity
instruments.

3. | The value that can be obtained in the ordinary | ASC 825 « Financial
course of a sale transaction between the parties | Tools».
at the valuation date.

4. | Amount of cash or cash equivalents of the | ASC 970 « real Estate ».
value of consideration received or receivable in
a transaction between buyer and seller in
respect of a current sale of real estate (other
than a forced or liquidated sale).

Source: Translation of the author’s interpretation and application of generally accepted
accounting principles S. Bragg (Bragg, 2010).

In accordance with ASC 820, the following approaches are used to determine fair
value:

1) market;
2) profit;
3) cost.

The 1ASB has several definitions of fair value in several standards (Figure 2). The
definition contained in the new IFRS 13 standard has a more universal application,
although in our view it should have been emphasized that the transaction must be
concluded between independent parties. IFRS 13 introduces a fair value hierarchy
within which sets the priority of the original data when measuring the fair value
(Trofimova, 2015) (Figure 3).

The first level includes quotes in the active market for identical assets or liabilities,
information about which the company can obtain at the valuation date (Pujiyono et
al., 2019; Maguth and Koskey, 2019; Cherepovitsyn et al., 2016; Romasheva et al.,
2018; Smirnova and Izotov, 2017). The second level includes inputs other than the
guotes included in the first level observed for the asset or liability directly or
indirectly. The third level includes unobservable inputs to the valuation of an asset
or liability.
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Figure 2. Comparative analysis of the definitions of fair value contained in IFRS

Figure 3. Hierarchical structure of fair value measurement (Weinstein et al., 2013).

Level1
Information
from the observed market,
which reflects quotes
prices of identical assets or liabilities in an
active market

Level 2
Information from the observed market,

such as, for example, price quotes for similar assets or
liabilities; prices in markets that are not active; information
from the observed market other than price quotes
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Fair value measurement assumes that transactions take place in an active (main)
market, i.e. the market with the largest volume and level of activity for an asset or
liability. The best indicator of fair value is a quotation in an active market, that is, a
market in which transactions with an asset or liability are made with enough
frequency and volume to ensure that price information is provided on an ongoing
basis (Korableva et al., 2018). Fair value, according to IFRS 13, is the price paid or
an obligation transferred between willing parties to a transaction at a certain date,
and this price must be measurable. However, it can be argued that measurement,
disclosure and verification of information is a complex process, as the formation of
an assessment is usually developed by management (or the evaluators employed by
the audited company) using significant professional judgment (Korableva et al.,
2019). Moreover, the existence of special specific conditions, such as the absence of
an active market, whose prices could be used as a basis, and the availability of
information from other sources also complicates the audit process (Dobrovolskiené
et al., 2017; Singareddy et al., 2019; Aleksandrova et al, 2017; Gurman et al., 2017;
Yemelyanov et al., 2018; 2019).

Fair value as a measurement method in the financial statements is most commonly
used in reports prepared under IFRS. However, due to the existence of several types
of assessments and the approaches taken by the professionals involved in the asset
assessment, the quality of the assessment may vary.

4. Results

Both in assessing and verifying the correctness and completeness of the disclosure of
the assumptions underlying the determination of fair value, professional judgment is
of paramount importance. The high degree of subjectivity inherent in professional
judgment concerns investors, auditors and regulators alike. The European securities
and markets (European Securities and Markets Authority, ESMA) regularly
publishes extracts from its decisions, which can be interpreted as the official position
of the regulators and a guide to action. ESMA considered the completeness of
disclosure of non-observable data at the third level of the fair value hierarchy of a
number of private companies. At the same time, attention was drawn to the fact that
the professional judgments of companies in determining the fair value did not
coincide with the opinion of the regulator. At the same time, the fair value audit is
regulated by the international auditing standard.

The order of the Ministry of Finance of the Russian Federation of January 9, 2019 N
2n put into effect the international standard of audit (International Standard on
Auditing — ISA) 540 "Audit of estimated values, including the assessment of fair
value, and the corresponding disclosure of information™, combining and replacing
two previously existing standards ISA (ISA) 545 "Audit of measurement and
disclosure of fair value™ and ISA (ISA) 540 "Audit of estimated values” of 2016.
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The new ISA 540 establishes the auditor's responsibilities for the audit of estimates,
including fair value measurements. In accordance with this standard, some items of
the financial statements cannot be accurately estimated, they can only be estimated,
such items are referred to as “estimates”.

The concept of financial reporting may include the measurement of fair value based
on a hypothetical contingent current transaction that takes place on market
conditions between "market participants”. In this assessment, it is important to
answer the following questions:

1. * What is the way to identify transactions that require recognition of
estimated values in the reporting;

» What is the method of calculating the estimated values;

» What the estimated values are based on;

» What is the method used to calculate the estimated value;

* What controls are in place;

« Attracted the leadership expert;

» Are there any assumptions when calculating estimates;

» Whether there is an assessment of the impact of uncertainty in the
assessment.

N GRWN

The auditor is required to determine, on the basis of the audit evidence, whether the
estimates in the financial statements are reasonable in relation to the applicable
financial reporting concept or whether they are misstated. Estimates calculated using
data from open sources, such as published interest rates or stock quotes. For fair
value measurement, such data can be called "observable™. Non-observable valuation
data include the following types of fair value measurements:

9. » valuation of derivative financial instruments that are not traded on the
stock exchange;

10. * estimates based on a model developed by the organization itself;

11. « assumptions or non-market observable inputs.

Not all financial statements that require fair value measurement are characterized by
measurement uncertainty. For example, this may be the case where there is an active
and open market for individual financial statements that provides publicly available
and reliable information on the prices at which actual transactions are conducted. In
such cases, published quotations are usually the best audit evidence of fair value.
However, estimation uncertainty may exist even if the method of estimation and the
data are very well defined.

For example, it may be necessary to adjust the valuation of securities quoted on the
active and open market at the declared market value if the package of such securities
is significant in terms of market size or the liquidity of such securities is limited. In
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addition, the uncertainty of the valuation may be affected by General economic
factors existing at the time of its calculation, such as the lack of liquidity in a
particular market.

Fair value measurements can be calculated using both observable and unobservable
inputs. If fair value estimates are calculated using unobservable inputs, the auditor
may examine, for example, how management confirms the following:

12. * how to determine the characteristics of market participants important for
the calculation of the estimated values;

13. » what are the changes that management has made to its assumptions in
order to express its opinion on the assumptions used by market participants;

14. » take into account whether the user the best information that was available
at his disposal under the circumstances;

15. » where applicable, how comparable transactions, assets and liabilities are

accounted for in management's assumptions.

In accordance with the international standard ISA 540, the calculation of a point
estimate or range of estimates can be a reliable response to risks in cases where the
estimated value is calculated in a way different from the standard data processing in
the accounting system of the organization.

Auditors apply a method of narrowing the range of estimates to a level where all the
results of the range are considered reasonable, in particular by excluding from the
range of estimates the results at its extreme points, which, in the opinion of the
auditor, are unlikely.

5. Discussion

Indonesian scientists Mita, A.F. and Siregar, S.V. (Mita and Siregar, 2019) proved in
their scientific work, examining 54 companies registered on the Indonesian stock
exchange in terms of the appropriateness of choosing a fair value in the evaluation of
investment property.

Californians Lu, H.Y. and Wang, S. (Lu and Wang, 2019) justified the importance
of choosing a relevant assessment of income and expenses, pointing out that the
correct method of determining the fair value directly affects the quality of the audit.

In their research, Pannese Danny and Alan Del Favero (Pannese and Favero, 2010)
cite the following list of problems faced by auditors in conducting a fair value
review:

« the price assigned to an asset or liability may not reflect its economic reality;
* there may be deviations in the fair value of an asset or liability above the
materiality level;
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» the third level of the fair value hierarchy is based on unobserved markets, so it is
difficult to verify the market price;

« there is often a real opportunity for managers to manipulate revenues in the
absence of a quality fair value measurement test.

Many economists paid attention to the problems of valuation of assets and liabilities
at fair value in a market economy, in particular the economist S.L. Lozhkina
(Lozhkina, 2018) studied the features of the formation of the reliability of prices
depending on the different degree of market activity (Nikolaeva et al., 2018;
Talovina et al., 2017; Smirnova and Rudenko, 2016; 2017).

Formation evaluation measurement of fair value is inherently very subjective
process, so as specialists who installs it, can use a variety of professional judgement,
as previously mentioned. There are also a number of variables and possible
assumptions, each of which can be used as an estimate, and this, in turn, causes
difficulties in the audit, compared with other types of estimates.

The procedure for calculating the fair value is quite complex, labor-intensive and
requires high qualification of specialists. In this regard, many companies invite an
independent appraiser, which can significantly reduce the time of preparation of
reports and improve its reliability and independence from subjective assessments of
management in the eyes of auditors and regulators.

6. Conclusion

Based on the audit evidence obtained, the auditor may conclude that there is a
difference between the estimated value and the management's point estimate. If the
audit evidence supports a point estimate, the difference between the auditor's point
estimate and the management's point estimate is a misstatement. If the auditor finds
that the audit evaluation of the range provides sufficient and appropriate audit
evidence, such evidence will not support management's point assessment that is
outside the audit evaluation of the range. In such cases, the amount of distortion will
be no less than the difference between management's point estimate and the nearest
point in the range's audit estimate. When auditing fair value measurements, the
following things should be noted:

1) availability of audit documentation;

2) understanding the relationship between management's assumptions in the
assessment and the actual values of the methodological characteristics of these
measurements;

3) training of the company's clients;

4) communicate with third-party evaluators;

5) assessment of qualification of specialists;

6) review of the work carried out by the evaluators.
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Auditors need to understand and document judgments and the rationale for the
guidance in measuring the fair value. Also, it is necessary to consider the
requirements contained in ISA 500 "Audit evidence".

Procedures that are commonly used and documented to assess the reasonableness of
the fair value applied by management of the audited company are included but are
not limited to comparing management's assumptions about market research and
financial documentation of similar companies. As a rule, the company's management
or its third-party experts develop a model for assessing business or intangible assets.
Regardless of who does it, in any case the audited company is responsible for
providing the information that will be used as the source data for the audit. The input
data for the model may include specific management assumptions, such as a 5%
increase in revenues over the next five years, which are classified as "unobservable",
that is, this information cannot be confirmed by a person who is not familiar with the
internal management reports of the company. Upon detection by the auditor of the
prices prevailing in the market is unobserved, they must be removed. After initial
recognition, when measuring fair value using a method or measurement methods
that use unobservable resources, the reporting entity should ensure that these
measurement methods reflect observable market data (such as the value of a similar
asset or liability) at the measurement date.

Part of the auditors' job is not just to review the company's financial statements. In
addition, they may explain to clients some aspects of the reporting of assets,
liabilities, which may take the form of an expression of opinion, or disagreement
related to their accounting. Auditors should "train" their customers, that is, explain to
them the need to understand the relevance of the assessment of the model,
approaches. This gives the audited company a clearer idea of the documentation that
needs to be provided to the auditing organization and can motivate the top
management of the audited entity to better understand how the fair value
measurement was formed. Moreover, it is also a reminder to management that it is
responsible for the financial statements, including fair value measurement, even if
they have been prepared by third party professionals (Korau$ et al., 2019;
Dyussembekova et al., 2019; Dunets et al., 2019).

Management, evaluators and auditors should agree on what methods of fair value
formation will be used well in advance of the assessment. Auditors should ask the
management of the company to provide them with a preliminary valuation method,
which will be used in determining the value, as they are the necessary information.
The discussion should include potential issues related to the definition of the
assessment (e.g. limited customer data) and any other issues that may affect the
analysis. This method of communication will help to save considerable time and
avoid possible delays associated with the audit, instead, and avoid uncoordinated
expectations after receiving the evaluation report.
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The assessment of the qualification of evaluators includes an assessment of whether
the evaluator has the necessary competence, capabilities and objectivity. The review
process should include an examination of the interests and relationships that may
jeopardize the objectivity of the evaluator. All considerations should be carefully
documented in the auditor's file. When conducting an audit, auditors should
determine whether appraisers use different methods or use a common approach to
the type of evaluation and whether they can explain why they used or did not use
them. Thus, the use of the above methods can help auditors to make the most
reliable assessment of how accurately the fair value of the asset is determined, as
well as to minimize risks.

In order to improve the audit of the fair value of assets and liabilities, further
research is required in the following three areas:

1) reducing the impact of material uncertainty on the auditor's conclusion by
requiring the auditor to;

2) increasing the level of professional skepticism of the auditor by changing the
procedures, starting with the analysis of events after the reporting date, then carrying
out an independent fair value assessment and only then ending with the analysis of
the internal control over the fair value assessment process;

3) clarification of the procedure for using the results of the work of third parties
(including professional appraisers).
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