Alternative Investments – Audit Considerations
A Practice Aid for Auditors
General Considerations

The auditor’s approach will be based on their Assessment of the Risk of Material Misstatements of the Financial Statement. (RMM)
Materiality – 

· AU 312:11 consideration of materiality is a matter of professional judgment

· Involves Qualitative and Quantitative considerations

Includes both inherent risk and control risk

Risk Assessment depends on:

· Significance of alternative investments to the financial statements

· Nature and complexity, and liquidity of the underlying assets

· Extent of management’s process and related internal control associated with the valuation of alternative investments

· Nature and extent of information available to management to support its valuation process and valuation conclusions

Obtaining sufficient appropriate audit evidence with respect to existence and valuation assertions in the form of:

· Observable market prices (e.g., recent sale or purchase transactions)
· Details of values in the underlying investments

· Audited financial statements of alternative investments

Given the wide range of types of alternative investments, thoughtful assessment of the RMM and evaluation of the sources of possible audit evidence to support the existence and valuation assertions are necessary to design effective audit procedures.
Because of the assessed level of RMM and the constraints on the availability of audit evidence, there may be circumstances where the auditor may not be able to obtain sufficient appropriate audit evidence over the existence or valuation assertions.
Existence Assertion
Whether alternative investments exist at a given date, and whether recorded transactions occurred during a given period.
Auditor must have an understanding of the internal control sufficient to plan the audit. 
Confirm from the manager of alternative investments the entities interest (ownership) in the fund as of the balance sheet date. See Appendix -1 for example.
Interpretation gives guidance:

· Confirmation in the aggregate is not sufficient

· Confirmation on a security-by-security basis would typically constitute adequate audit evidence.
Auditor must obtain sufficient appropriate audit evidence – either through confirmation or otherwise. If confirmation does not contain sufficient detail the auditor should perform other procedures directed toward assessing existence. 
These may include:

· Observing management site visits, telephone calls to investee fund or reviewing documentation of such

· Review executed partnership or other legal agreements

· Review other documentation that supports existence, e.g., correspondence, trustee transaction acknowledgements

· Review periodic statements from the fund and amounts recorded by investor
· Vouching relevant cash receipts and disbursements

Valuation Assertion

Whether alternative investments reflected in the financial statements are reflected at appropriate amounts.
Auditor must determine whether the appropriate method for accounting is applied, i.e., cost, equity (valuations based on the investee’s financial results), or fair value.
Even in situations where the cost or equity method are required to be used as the carrying amounts for alternative investments, consideration must be given to fair value disclosures required by GAAP.
1. Investor management’s responsibility for the valuation process and related internal controls
The auditor begins with understanding the process used by the investor entity’s management in developing its fair value estimates and the controls that have been established relative to those estimates.
Management is responsible for the valuation of alternative investment amounts within the investor entity’s audited financial statements.

This responsibility cannot, under any circumstances, be outsourced or assigned to a party outside of the investor entity’s management. Although management may look to the fund manager for the mechanics of the valuation, management must have sufficient information to evaluate and independently challenge the fund’s valuation. 
Taking Responsibility means having a sufficient understanding of the:

· Nature of the underlying investments

· Portfolio strategy of the alternative investments

· Method and significant assumptions used by the manager to value the underlying investments. 

Effective process for supporting fair value estimates of alternative investments includes:
· Understanding of the underlying investments held by the alternative investment

· In higher risk situations (defined later) the effective process may include periodic access to a detailed listing of underlying investments and related debt or other obligations of the fund.
In the absence of availability of a detailed listing of underlying investments at year-end management gains sufficient understanding through other activities, e.g.,: 

· Periodic interviews with fund management to understand the fund’s strategy, positions and valuation methodologies sufficient to provide investor management with the ability to compare data obtained from the fund manager with other available information, such as sector data, indexes and cash distributions.

· Such data could be corroborated with information regarding the underlying investments obtained through the annual audited financial statements of the fund.

Extent of management’s process and internal controls should reflect:
· The significance of the alternative investments to the financial statements

· Nature of underlying investments
· Management’s risk assessment (e.g., COSO Internal Control Framework)
For example: smaller portfolio of alternative investments with readily marketable securities requires a less sophisticated process and internal controls than a large portfolio with underlying investments that are more complex and difficult to value. Management’s process may include a variety of approaches due to the different types of alternative investments held.

Management’s valuation process:

· Need not include recalculation of estimated fair values

· Should ensure sufficient understanding of the: 

· characteristics of the underlying investments

· fund manager’s valuation process
· Separate valuation need not be prepared unless management becomes aware of incomplete, incorrect methodologies and assumptions

· Obtaining the detail of underlying investments may indicate a strong process, simply obtaining the detail is not sufficient by itself for management to support its assertion regarding valuation.
Refer to Appendix 2 for Due Diligence, Monitoring, and financial reporting controls. These can assist the auditor in evaluating management’ process. 
However, due diligence controls are by their nature difficult to link to the financial statement valuation assertion and  do not replace controls over monitoring and financial reporting in support of the valuation process.
2. Auditor’s approach

Auditor’s approach is based on the assessment of the RMM of the financial statements and includes:

· Identification of risks associated with relevant financial statement assertions

· Assessment of those risks

· Determination of the significant Risk of Material Misstatement (RMM)
· Design procedures responsive to these risks and so as to reduce the risks to the acceptable level
The auditor must consider the sufficiency (quantity) and appropriate (quality) of Audit Evidence Needed.  The greater the risk of material misstatement the more evidence is likely required. The higher quality of audit evidence, the less the audit evidence  (quantity) may be required. Accordingly, the sufficiency and appropriateness of audit evidence is interrelated. 
The extent of audit evidence required (sufficiency and appropriateness) increases as:

1. Percentage of alternative investments to both Total Assets, and Total Investment Portfolio increases

2. Nature, complexity and volatility of the underlying investments increases
Audited financial statements of the alternative investment at investor entity’s year-end are among the highest quality of evidence. Detailed listing of underlying investments enhances at investor’s year-end the quality of evidence.
Limited visibility in underlying detracts form the quality of the audit evidence.

Other levels of visibility, e.g., condensed level of schedule of investments or detailed listing at date other than investor’s year-end fall between the two extremes.

Quality of such evidence is subject to auditor professional judgment.
Examples:

	Example
	Percent of Net Assets
	Readily determined market value of underlying investments
	Risk Assessment

	1
	5%
	Yes, in vehicles with readily determined market value
	Lower

	2
	5%
	No, e.g., natural resources, startup entities
	Moderate

	3
	35%
	Yes, in vehicles with readily determined market value
	Moderate

	4
	35%
	No, e.g., natural resources, startup entities
	Higher


In example 3, the lower inherent risk associated with these types of investments mitigates the risk associated with the significance of the investments to the financial statements taken as a whole. In example 4, the quality and quantity of audit evidence that the auditor would need  to obtain would be higher.

3. Obtain an understanding of internal control – sufficient to plan the audit
And determine if they have been placed in operation.
Might consider:

· Management’s process used to determine estimated fair value (FV) and consistent application of accounting principles and valuation methods

· Availability of information used in determining FV, including any details of underlying that might be available to investor entities

· Nature of underlying investments, liquidity of trading markets, frequency of trading activity
· Frequency of management interaction with fund manager, nature of interaction and extent to which they enable management to estimate fair value as of balance sheet date.
· Competence and experience of investor entity personnel assigned to monitor and estimate FV

· Availability of SAS 70 reports surrounding controls and procedures

· Use of advisors to monitor alternatives, including underlying investments, and/or markets or market indicators and their effect on the estimate of FV

· Availability of audited reports and whether such statements are as of the same date as the client’s financial statements, the timing of availability, and whether conducted by qualified, reputable independent audit firms

Refer to Due Diligence and Monitoring to assist auditors in identifying relevant controls.

Auditor should determine whether significant deficiencies or material weaknesses in design or operation of internal controls exist with respect to management’s process for valuing alternative investments.  These matters may include:

· Lack of management understanding of nature and extent of alternative investments held by the entity and risks associated with such investments
· Lack of comprehensive policy on strategy and objectives for investing in alternative investments

· Lack of segregation of duties between authorizing and recording investment activity

· Failure to obtain appropriate information, including visibility into underlying investments, to support the financial statement assertions relative to the estimate of FV of assets of significant alternative investments.

· Instances in which alternative investment’s risk profile in not consistent with the entities investment policy

4. Fair value method of accounting

The valuation assertion may involve significant judgment by management. The more complex or illiquid the investment and/or lack of sufficient management processes and records over valuation, the greater the risk of misstatement, and the more pervasive the audit evidence that needs to be obtained by the auditor. 
Auditor should utilize a combination of the following approaches

· Confirmation of the alternative investment. Refer to interpretation
· Review and test the investor entity’s significant assumptions and the underlying data in its valuation or its analysis of the assumptions and data obtained from the fund manager. [if detailed information is not available, the auditor looks to the other data that management used in its valuation and performs tests on such data]

· Reconcile to audited financial statements as of the same date [in lower risk situations auditor might perform additional procedures, such as obtaining interim financial information, testing management’s tracking analysis]

· Review transactions at or near the balance sheet date. [liquidations close to the year-end may support the valuation. Are settlement prices and financial reporting values the same?]

Estimates of FV as of an interim date, management will need a robust process and strong internal control over the roll forward period to the balance sheet. Management needs to have the ability to obtain sufficient information to record investments at estimated FV as of the balance sheet date, including changes in the estimated FV during the roll forward period. 
5. Cost method of accounting

· Confirming with the issuer or holder

· Inspecting documentation that indicates the purchase price of the investment

· Evaluating management’s conclusion about the need to recognize an impairment loss for a decline in the investment’s estimated FV below its cost that is other than temporary

The auditor also audits the investor entity’s estimated FV disclosures.
6. Equity method of accounting

Refer to Practice Aid document for this section and other aspects of Management Representations, Disclosures, and Reporting. The section on Modification, page 14-15 provides illustration of an auditor’s “Evaluation of Sufficiency and Appropriateness of Audit Evidence.” 
