EXHIBIT G

New York Law School v. Ascot Partners, L.P. et al Doc. 48 Att. 9

Dockets Justia.com


http://dockets.justia.com/docket/new-york/nysdce/1:2008cv10922/337661/
http://docs.justia.com/cases/federal/district-courts/new-york/nysdce/1:2008cv10922/337661/48/9.html
http://dockets.justia.com/

Pl:dsY
ACPA042-p473-584  ACPAQ42-VolI-PSsls  July 16,2008  1hi3

Auditing Derivative Instruments 491

AU Section 332

Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities!

{Supersedes SAS No, 81)
Source: 5AS No, 92.
See section 9332 for interpretations of this section,

Effective for audits of financial stalements for fiscal years ending on or after
June 30, 2001, Early application is permitied.

Applicability

{01 This section provides guidance to auditors in planning and perform-
ing auditing procedures for assertons about derivative instruments, hedging
activities, and investments in securities? that are made in an entity's financial
statements? Those assertions* arve classified according to three broad cate-
gories that are discussed in section 326, Audit Evidence, parvagraphs ,14-.18,

asg follows;
a  Assertions aboub classes of transactions and events for the peried un-

der audit:
i Oceurrence. Transactions and svenits that have been recorded
have occurred and pertain to the entily.
ii. Completeness, All transactions and events that should have been
recorded hava been recorded,
i, Accuracy. Amounts and other data relating fo recorded transac-
tiong and events have been yecorded appropriately.
iv, Cutoff. Transactions and events have been recorded in the correct
accounting period.
v. Classification. Transactions and svents have been recordedin the
proper accounis,
b,  Assertions about account balances at the period end:
i. Fxistence, Assets, liabilities, and equity interests exist.
ii. Rights and obligations. The entity holds or controls the rights to
assets, and liabilities are the obligations of the entity.

¥ The ATCPA wilt izsue an Audit Gulde scetion entitted Auditing Derfuntive Instrunients, Hedg:
ing Activities and Invesiments In Securifies (the Guide). The Guide provides practical guidencs for
implementing this section,

2 Throughout the remainder of this section, the word security or zecurllies refers to an entity's
investment in a seturity or securities, )

3 The guldancs provided in this section applies to andits of financial statoments prepared in
accordance with penerally accepted acounting principles or a comprehensive basis of accounting
other than generally accepted accounting principles. Such other bases of decounting are deseribed in
section 623, Special Reporls, paragraph 04. References in this section to generally accepted acconating
pringiples ars intended fo elso refer to other comprehensiva bases of accounting when the zeference
15 relevant to the basis of accounting used. ‘

£ Throughout the remainder of this section, the word asserffon refers 1o an assertion mede in an
eniily's financial stataments, N
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iii. Completeness, All assels, liabilities, and equity interests that
shontd have been recorded havs been recorded.

iv. - Valuation and allocation. Asssets, lHabilities, and equity interests
are included in the financial statements at apprepriate amounts
and any resulting valuation or allocation adjustments are appro-
priately recorded.

¢ Assertions about presentation and disclosure:
f.  Qeccurrence and rights and obligations. Disclosed ovents and
transactions have occurred and pertain to the entity.

it. Completeness. All disclosures that should have been included in
the financial statements have been Included.

#i,  Classification and understandability, Financlal informationis ap-
propriately presented and described and disclosures are clearly
expressed.

iv. Aceuracy and valugtion, Financial and other information are dis-
closed fairly and at appropriate amounts.

fRevised, March 2006, to reflect conforming changes necessary due to the is-
suancs of Statement on Avditing Standards No. 106.]

Derivative Instruments and Hedging Activities Included in the
Scope of this Section

{02 The guidance in this section applies to derivative instruments, Includ-
ing certain derivative instruments embedded in other contracts (collectively
veforred to as derivatives), of ail entities, This section uses the definition of
derivative that is in Financial Accounting Standards Boavd (FASB) Statement
of Financial Accounting Standards (Statement) No. 183, Accounting for Derivae-
five Instruments and Hedging Activities, as amended [AC seetion 150] (here-
inafter referred {o as FASB Statement No, 133), FASB Statement No. 185 ad-
dresses the accounting for derivatives that ave either freestanding or embedded

in contracts or agresments, For purposes of applying the guidance in this sec-

tion, a derivative is a financial instrument or ether coniract with all three of
the characteristics listed in FASB Statement No. 133, which are the following.

a.  Tthas(1)oneor more vnderlyings and (2)one or more notional amounts
or payment provisions or béth. Those terms determine the amount
of the settlement or sottlements, and, in some cases, whether or net
settlement is required, ‘ .

.. b, Itrequiresnoinitial netinvestmentoraninitial netinvestment that is
smatler than would be required for other types of contracts that would
ba expected to have a similar response to changes in marlket factors.

¢. Itstermasrequire or permit net settlement, it can readily be seftled net
by a means outside the conkrack, or it provides for delivery of an asset
that puts the recipiont in a position not substantially different from
net sattlement, ’

03 An entity may enter into a derivative® for investment purpeses or to
designate it as a hedge of exposure to changes in fair vaiue (referred fo as
a fair value hedge), exposure to variabilily in cash flows (referred to as a cash
flow hedge), or foreign curreney exposure. The puidance in thissection applies to
hedging activities in which the entity designates a derivative or anonderivative

& Ty aimplify the use of terminclogy, the remainder of Ehis section often vses the term derivafive
to refor to beth the derlvative and the puzpose for which the entity uses it :
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finaneial instrument as a hedge of exposure for which FASB Statement No. 133
pormits hedge accounting.

Securities Included in the Scope of this Section

.04 The guidance in this section applics to all securities, There are two
types of securities—debt securities and equity securities. This section uses the
definitions of debt securily and equity security that are in FASB Statement
No. 115, Accounting for Certain Investments in Debt and Equity Securities [AC
section 180], "This section applies to debt and equity seeurities without regard
to whather thay ave subject to the accounting requirements of FASB Statement
No. 115, Far exampls, it applies to asseriions about securities agcounted for
under the equity method following the requivements of Accounting Principles
Board Opinion No. 18, The Equity Method of Accounting for Investments in
Common Stock TAC section 182],

The Need for Special Skill or Knowledge to Plan and

Perform Auditing Procedures

.08 The auditor may need special skill or knowledge te plan and perform
auditing procedures for certain assertions about dexivatives and securities. Ex-
amples of such anditing procedures and the special skill or knowledge required
include—

¢ Obtaining an understanding of an entity's information system for
derivalives and securlties, including services provided by a sexvice or-
ganivation, which may require that the auditor have special skilt or
knowledge with respect ko computer applications when significant in-
forination shout derivatives and gecurities is transmitted, processed,
maintained, or accessed electronically.

¢ Identifying controls placed in operation by a service organization that
provides services to an entity that ave part of the entity's information
system for derivatives and seeurities, which may require that the andi-
tor have an undezstanding of the operating characteristies of entities
in a certain industry. .

¢ TUnderstangding the application of generally accepted accounting prin-
ciples for assertions about devivatives, which might require that the
auditor have speelal knowledge because of the complexity of those prin-
eiples. In addition, a devivative may have complex features that require
the anditor to have specisl knowledge to evaluate the measurement
and disclosure of the derivative in conformity with generally accopted
acconnting principles. For example, features embedded in contracts or
agreements may require separate accounting as a derivative, and com-
plexpricing structuros may increase the complexity of the assumptions
uged in estimating the fair value of a derivative. .

¢ TUnderstanding the determination of the fair values of derivatives and
securities, including the appropriateness of various types of valuation
models and the reasonablensss of key factors and assumplions, which
may require knowledge of valuation concepts.

¢ Assessing inherent risk and eontrol visk for assertions about deriva-
tives used in hedging activities, which may require an understanding
of general risk managoment concepts and typical asset/liability man-
apement strategies, ‘
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.08 The auditer may plan to seek the assistance of employees of the au-
ditor's firm, or others outside the firm, with the necessary skill or knowledge,
Section 311, Planning and Superviston, provides guidance on the use ofindivid-
nals who serve as members of the audit team and assist the auditor in planning
and performing auditing procedures, The auditor also may plan to nse the work
of & specialist. Section 388, Using the Work of a Specialist, provides guidance
on the use of the work of specialists as audit evidence, {Revised, March 2006,
to reflact conforming chranges necessary due to the issuance of Statement on
Auditing Standards No. 105.]

Audit Risk and Materiality

.07 Section 812, Audit Risk and Malerielily in Conducting an Audit, pro-
vides guidance on the auditor's consideration of audit risk and materiality when
planning and performing an audit of financial statements In accordance with
generally accepted auditing standards. It requires the auditor to design proce-
dures to obtain reasonable assurance of detecting misstatements of agsertions
about derivatives and securities that, when aggregated with misstatements
of other assertions, could cause the fnancial statements taken as a whole to
be materially misstated. When designing such procedures, the auditor should
consider the inherent risk and control risk for these assertions. The auditor
may also consider the work performed by the entity's internal auditors in de-
signing procedures, Guidance on considering the work performed by internal
auditors is found in section 328, The Auditor’s Consideration of the Internal
Audit Funciion in an Audit of Financial Statements,

Inherent Risk Assessment

.08 "The inherent risk for an assertion about a devivative or securlly Is its
susceptibility to a material misstatement, assuming there are no related con-
trols, Examples of considerations that might affect the auditor’s assessmont of
inherent risk for assertions about a derlyative or sceurity include the following.

o Management’s objeciives. Accounting requirements based on manage-
ment’s objectives may increase the inherent risk for certain assertions.
For example, in response to management's objective of minimizing the
visk of loss from changes in market conditions, the entity may enter
jnta derivatives as hedges, The use of hedges is subject fo the risk
that market eonditions will change in 2 manner other than expected
when the hedge was implemented so that the hedge is no longer of
fective, That inereases the inherent risk for certain assertions about
the derivatives because in such circumstances continued application of
hedge accounting would not be in conformity with generally accepted
accounting prineiples,

®  The complexity of the features of the derivative or security, The com-
plexity of the features of the derivative or security may increase the
complexity of measurement and discloswre considerations required by
generally accepted accounting prineiples. For example, interest pay-
ments on a structured note may be based on twa or more factors, such
ag one or more interest rates and the markeb price of cortain equity
securities, & formula may dictate the interaction of the factors, such
as a preseribed interest rate less a multiple of another yate. The num-
Jer end intoraction of the factors may increase the inherent risk for
assertions about the fair value of the note, .

AU §332.06
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o Whether the iransastion that gave rise fo the derfvative or security in-
volved te exchange of cash. Derivatives that do not involve an initial
sxchange of cash are subject to an increased risk that they will not be
identified for valuation and disclosure considerations. For example, a
foraign exchange forward contract that is not vecorded at its incoption
beeause the entity does not pay cash to enter into the contract i sub-
ject £o an increased risk that it will not be identified for subsequent
adjustment to fair value, Similarly, & stock warrant for a traded se-
eurity that is donated to an entity is subject to an increased risk that
it will not be identified for initial or continuing measurement at fair
value,

e ‘Theentity’s experience with the derivative or security. An entity’s inex-
perience with a derivative or security increases the inherent risk for
assertions about it, For example, undor a new arrangement, an onkity
may pay a small deposit to’ enter into a futures contract for foreign
curveney to pay for purchases from an overseas supplier, The entity's
inexperience with such devivatives may lead it to incorrectly account
for the deposit, such as treating it as inventory cost, thereby increasing
the risk that the contract will not be identified for subsequent adjust-
ment to fair value. .

¢ Whethker ¢ derivaiive is freestonding or an embedded feature of an
agreement, Embedded derivatives are less likely to be identified by
management, which increnses the inhevent risk for certain assertions.
Yor example, an aption 1o convert the principal outstanding undey
a loan agreement into equity securities is less likely to be identificd
for valuation and disclosure considerations if it is a clause in a loan
agreement than if it is a freestanding agreement. Similarly, a strue-
tured nobe may include a provision for payments related to changes in
# stock index or commodities prices that requires separate accounting,

o Whether external factors offect the assertion, Assertiong about deriva-
tives and secunrities may be affected by a variety of risks related to
external factars, such as—

- Credit risk, which exposes the entity to the risk of less as a result
of theissuer of a debt security or the counterparly to a derivative
failing to meet its obligation,

w  Market risk, which exposes the entity to the risk of loss from

. adverse changes in market factors that affect the fair value of
a derivative or securily, such as interest rates, foreign exchange
rates, and market indexes for equity securities.

—  Basis risk, which exposes the entity to the risk of loss from inef-
fective hedging activilies, Basis risk is the difference between the
faiy value {or cash flows) of the hedgeditem and the fair value (or
cash flows) of the hedging derivative. The entity is subject to the
rigk that fair values {or eash flows) wilt change so that the hedge
will no longer be effective.

«—  Legal risk, which exposes the entity to the risk of loss from a
legal or regulatory aclion that invalidates or otherwise precludes
performance by one or both parties to the derlvative or security.

Following are examples of how changes in external factors can affect
assertions about derivatives and securities,

~— ‘The inerease in credit visk associated with amounts dus un-
der debt securities issued by cntities that operate in declining
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industries increases the inherent risk for valuation assertions
about those securitios,

- Sipnifieant changes in and the volatility of general inferest rates
jneroase the inherent risk for the valuation of derivatives whose
value is significantly affected by interast rates.

—  Significant changes in default rates and prepayments inerease
the inherent risk for the valuation of retained interests in a se-
curitization,

—  The fair value of a foreign currency forward contract will be af-
fected by changes in the exchange rate, and the fair value of a
put option for an available-for-sale securdty will be affected by
changes in the fair value of the underlying security,

‘Phe evolving nature of derivatives and the applicable generally aceepled
nccounting principles. As new forms of derivatives are developed, in-
torpretive accounting guidance for them may not be issued until after
the derivatives are broadly used in tha marketplace. In addition, gen-
evally accepted accounting principles for derivatives may be subject to
frequent interpratation by various standard-setting bodies. Bvolving
interpretative guidance and its applicability inerease the inherent risk
for valuation and other assertions about existing forms of devivatives.

Significant reliance on outside purties. An entity that relies on exter-
nal expertise may be unable to appropriately challenge the specialists
methodology or assumptions, This may occur, for example, whon a val-
uation speclalist values a derivative, .

Generally accepted accounting principles inay vequire developing as-
sumptions about fitfure conditions. As the number and subjectvity of
those assnmptions increase, tho inherent risk of material misstate-
1ment inareases for certain assertions, For example, the inherent risk
for valuntion assertions hased on assumptions about debt securities
whose valne fluctuates with changes in propayments (for exemple,
interest-only strips) increases as the expected holding period length-
ens, Similarly, the inherent risk for assertions sbout cash flow hedges
fluctuates with the suljectivity of the assumptions about probability,
timing, and amounis of future cash flows,

Control Risk Assessment

Obtaining en Understanding of Internal Conirol to Plan the Audit

09 Section 814, Understanding the Entity and Iis Environment ond As-
sessing the Risks of Materia} Misstatement, requires the auditor fo cbtain an
understanding of internal control that will enable the auditor to--

&
b,

G

Identify the visk of material misstatement at the assertion lev_el.
Assess the risk of material misstatement at the assertion level.

Evaluate the design of internal controls and detexmine whether they
are implementad,

[Revised, May 2001, toreflect conforming changes necessary due to the issuanco
of Statement on Auditing Standards No. 94. Revised, March 2008, to veflect
conforming changes necessary dus to the issuance of Statement on' Auditing
Standards Ne, 108.] .
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.10 Controls should be related to management's objectives for financial
reporting, operations, and compliance,® For example, to achieve its objectives,
menagement of an entity with extensive devivatives iransactions reay imple-
ment ¢ontrols that call for—

¢, Monitoring by a control staff that is fully indepondent of derivatives
activities.

5. Derivatives poersonnel o obtain, prior to exceeding limits, at least oral
approval fram membors of senior management who are independent
of devivatives activities.

e, Seniormanagement to properly addresslimit excesses and divergences
from approved derivatives strategies,

d.  The aceurate transmitial of derivatives positions to the risk measure-
ment systems,

e. ‘The performance of apprapriste reconciliations to ensure data in-
toprily across the full range of derivatives, Including any new or exist-
ing derivatives that may be monitored apart from the main processing
networks.

£ Derivaiives traders, risk managers, and senior management to define
constraints on derivatives activities and justify identified excesses,

g Seniormanagement, anindependen$ group, or an fndividuat that man-
agement designates to perform a regular review of the identified con-
trols and financial resulis of the derivatives activities to determine
whether contrals are being effectively implemonted and the entity’s
business objectives and stratogies are being achieved,

b, Areview of limits in the context of changes in strategy, risk tolerance
of the entity, and mavket conditions.

11 The extent of the understanding of internal control over derivatives
and securlties obtained by the auditor depends on how much information the
auditor needs toidentify and assess the risk of material misstatement at the as-
sertion level. Theunderstanding obtained may include contrels over devivatives
and securities transactions from their initistion to their inclusion in the finan-
cial statements. It may encompass controls placed in operation by the entity
and by service organizations whose services ave part of the entity's informa-
tion system, Section 814.81 defines the information system as the procedures,
whatlior automated or manua), and records established by an ontity to initiate,
authorize, record, process, and report entity transactions and to maintain ac-
countability for the related assets, liabilities, and equity, Following thaguidance
in section 824, Service Organizations, a service organization’s services ave part
of an entity's information system for derivatives and securities if they affect
any of the following:

a.  How the entity's derivatives and securities transactions are initiated,

b The accounting records, supporting information, and specific accounts
in the financial statements ircvolved in the processing and reporting of
the entity's derivatives and securities transactions

& Tho AICPA issued an Audit Guide coneurrent with this seetion entitled Auditing Derivative
Instruments, Hedging Actlvities, and Investments In Securites {the Guide). Chapter b of the Guide,
“Control Risk Assessment,” provides sampls control objectives for derivatives, hedging activities, and
securities which may be useful 1o suditors in assessing confrol risk for relevant asserilons. Addition.
ally,in 1898, The Cormittee of Sponsaring Organizationsof the Treadway Commicslon (COS0)Mssued
Tnternat Control Issues in Derivatives Usage: An Information Tool for Considering the COSO Interral
Control—Integrated Framework in Derlvatives Applitotions, Although the document precedes FASB
Statement No. 133, ils guldance may bo useful to entities in developing controls over derivatives
transactions and to sudifors in assessing rontrel cisk for assertions about thess transactions,
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e The accounting processing involved from the initiation of these trans-
actions to their inclusion in the financial statements, including elec-
tronic means (such as computers and electronic data interchange) uged
to transmit, process, maintain, and access information

d. The process the enlity uses to report information about derivatives
and securities transactions in its financial statements, including sig-
nificant aceounting estimates and disclosures

[Revised, May 2001, to reflect conforming changes necessary due to the issuance
of Statement on Auditing Standards No, 94. Revised, March 2006, to veflect
conforming changes neecssary due to the issuancs of Statements on Auditing
Standards No. 106, and No. 108.}

12 Bxamples of a service organization’s services that would be part of an

entity's information system include—

¢ ‘Phe initiation of the purchasge or sale of cquiby securities by a service
organization acting ag investment adviser or manager.

& Services that are ancillary to holding” an entity's securities such as—

—  Collecting dividend and interest income and distributing that in-
come to the endity.

—  Receiving notification of corporate actions,

—  Receiving notification of security purchiase and sale transactions,

—  Receiving payments from purchasers and dishursing proceeds to
gellers for gecurity purchase and sale transactions.

~ Maintaining records of secorities transactions for the entity,

o A pricing service providing {uir values of derivatives and securities
through paper documents or electronic downloads that the entity uses
to valus its derivatives and seouritios for inaneial statement veporiing.

.18 Examples of a servics organization's services that would not be part of

an entity's information system are the following:

¢ The execution by a securities broker of trades that are initiated by
either the entity or its investment adviser

®  The holding of an entity's securities

14 An auditor whe needs iInformation about the natuve of a service organt-
zation's services that are part of an entity’s information system for derivatives
and securities transactions, or its controls over those services, to plan the audit
may be able to gather the information from o variely of sources, such as the

following:
e User manuals
©  System overviews
¢ Technieal manuals
v The contract between the entity and the service organization
o Reports by anditors,? internal auditors, or regulatory authorities on

the information system and other controls plaeed in operation by a
‘service oxganization ,

7 Jnthis section, maintaining custody of securities, either in physical or electronieform, is referred
1o a5 holding securities, and performing ancillary services s referred to as servielng securiiles,

$ Saction 524 provides guidance on auditors' repocts on controls placed in opsration by a service
‘ organization and the oparating effectiveness of those controls. -

AU §332.12
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*  Tnquiry or observation of personnel at the entity or at the gervice or-
ganization

In addition, if the services and the service organization's eontrols over thoso
services are highly standardized, information about the service organization's
services, or its controls over those services, obtained through the auditor’s prior
experience with the service organization may be helpful in planning the audit.

Assessing Control Risk

156 After obtaining the understanding of internal control over derivatives
and securities transactions, the auditor should assess control risk for the re-
lated pssertions. Guidance on that assessment is found in section 314. {(Revised,
Maxch 2008, to rofiect conforming changes necessary due to the jssuance of
Statement on Auditing Standards No. 109.]

.18 If the auditor plans o assess control risk below the maximum for one
or more assertions about derivatives and securitiss, the auditor should identify
specific controls relevant to the assertions thal ave likely to prevent or detect
material misstatements and that have been placed in operation by either the
entity or the service oxganization, axd gather audit evidencs about their operat-
ing effectiveness, Audit evidence about the operating effectiveness of a service
organization's controls may be gathercd through tests performed by the auditor
or by an auditor engaged by either the auditor or the service organization—

@, Aspartofan engagement in which a service auditor reports on the con-
trols placed in operation by the service organization and the op erating
effectiveness of those controls, as deseribed in section 324,

An agreed-tpon procedures engagemend.’

To work under the direction of the auditor of the entity's financial
statements.

Confirmations of balances or iransactions from a service organization do not
provide audit svidence about its controls, [Revised, March 26086, o reflect con-
forming changes necessary due to the issnance of Statement on Auditing Stan-
dards No. 105.]

,17 The auditor sheuld consider the size of the ontity, the entity's organi-
zational strusture, the nature of its operations, the types, frequency, and com-
plexity of its dorivatives and securities transactions, and its conirols over thoss
transactions in designing auditing proceduves for assertions about derivatives
and securities, For example, if the entity has a varisty of derivatives and se-
curities that are reported at fair value estimated vsing valuation models, the
auditor may be able to reduce the substantive procedures for valuation as-
sertions by gathering audit evidence about the controls ever the design and
use of the models (including the significant assumptions) and evaluating their
operating offectiveness. [Revised, March 2008, to reflect conforming changes
necessary due to the issuance of Statement on Auditing Standards Ne. 106.]

18 Tn some circumstances, 16 may not be practicable or possible for the
auditor to redues andit risk to an acceptable level without identifying controls
placed in operation by the entily or a service organization and gathering audit
evidence about the oparating effectiveness of those controls, For example, if the
entity has & large number of derivatives or securitios transactions, the auditor

9 AP seclion 201, Agreed-Upon Procedures Engogements, provides guidance on applying agreed-
upon procedures to eontegle. [Footnoto revised, Januoey 2001, toreflect conforming ¢hanges necessary
2ue fo the issnance of Statement on Standsrds for Attestation Engagaments No, 10
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likely would be unable to reduce audit risk to an acceptable level for asser-
tions about the peeurrence of earnings on those securities, including gaing and
losses from sales, without identifying conirols over the authorization, recording,
engtody, and segregation of dutfes for those transactions and gathering andit
evidence abous their operating effectiveness.'® [Revised, March 2086, to reflect
conforming changes necessary due {o the issuance of Statement on Auditing
Standards No. 105.1

Designing Subskantive Procedures Based on

Risk Assessmenfs

.19 'fhe auditor should use the assessed levels of inherent risk and control
risk for assertions about derivatives and sscurities to determine the nature, tim-
ing, and extent of the substantive procedures to be performad to detect material
misstatements of the financial statement assertions, Some substaniive proce-
dures address more than one assertion about a derivative or security. Whether
one or a combination of substantive procedures should be used to address an
assertion depends on the auditor's assessment of the inherent and control risk
associated with it as well as the auditor’s judgmont about a procedure’s effec-
tiveness, Paragraphs .21 through .68 provide examples of substantive proce-
dures that address assertions about derivatives and securities, In addition, the
aunditor should consider whether the results of other audit procedures conflict
with management’s assertions about devivatives and securities. The auditor
should consider the impack of any such identified matters on management's
assertions about derivatives and securities, Additionally, the auditor should

: consider the impact of such matters on the sufficlency of the audit evidence

evaluated by the auditor in support of the assertions. [Revised, March 2008,
to veflect eonforming changes necessary due to the issuance of Statement on
Auditing Standards Ne. 106.}

.20 The provision by a service organization of services that ave part of
an entity's information system may aftect the nature, Himing, and extent of the
auditor's substantive procedures for assertions abont derivatives and securitles
in a variety of ways. Following are examples of such services and how they may
affect the nature, timing, and extent of the auditor’s substantive procedures,

¢  Supporting documentation, such as derivative contracts and securities
purchages and sales advices, may be located at the service organiza-
tion's facilities, As a resul}, sither the anditor of the entity's financial
statsments, an auditor working under the direction of that auditor, ov
an auditor engaged by the service organjzation may need to visit the
facilities to inspeet the documentation,

¢ Data processors, invasiment advisers, holders of securities, record-
keepers, and other service organizations may electronically transmit,
vrocess, maintain, or access significant information about an entity's
securities. In such situations, it may not be practicable or possible for
the auditor to reduce audit risk to an acceptable lavel without iden-
tifying eontrols placed in operation by the service organization or the
entity and gathering audit evidence about the operating effectiveness
of these controls, .

¢ Servics organizalions may initiale securities iransactions for an entity

and hold and service the securities. In dotermining the level of detec-
tion risk for substantive tests, the auditor should comsider whether

0 Sep footnote 6,
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there is a segregation of duties and other conirols for the services pro-
vided. Examples include—

—  When oneservice organization initiates fransactions as aninvest-
ment adviser and another service organiZation holds and services
those securities, the nuditor may corrchorate the information pro-
vided by the two organizations, For example, the audilor may con-
firm holdings with the holder of the securities and apply other
substantive tests to transactions reported by the entity based on
information provided by the investment adviser Depending on
the facts and circurnstances, the auditor also may confirm transe-
actions or holdings with the investment adviser and review the
reconciliation of differences. Paragraph .24 provides additional
guidanca on the aunditor's considerations.

— If one service organization initiates transactions as an invest-
ment adyviser and also holds and services the securities, all of the
information available to the auditor is based on the service orga-
nization's information. The auditor may be unable to sufficiently
limit audit risk without obtaining audit evidence about the op-
exating effectiveness of ane or mora of the service organization's
econtrols, An exaraple of such controls is establishing independent
departments that provide the invesiment advisory services and
the holding and servicing of securities, then reconciling the infor-
mation about the securities that is provided by each department.

[Revised, Mareh 2008, to reflect conforming changes necessary dus {o the is-
suance of Statement on Aunditing Standaxrds No. 105.}

Financial Statement Asserlions

Existence or Occurrence

.21 Exigtence assertions address whether the devivatives and securities
reported in the financial statements through recognition or disclosure exist at
the date of the statement of financial position. Gecurrence assertions address
whether derivatives and secmitios transactions reported in the financial state-
ments, a8 & part of eavnings, other comprehensive incomse, or cash flows or
through disclosure, occurred. Pavagraph .18 provides goidance on the auditor's
dotermination of the nature, timing, and extent of substantive procedures to
be performed, Examples of substantive procedures for existence or aceurrence
assertions about derivatives and securities include—

¢ (Confirmation with the issuer of the security.

e Confirmation with the holder of the security, including seeurities in
electronic form, or with the counterparty to the derivative,'t

¢  Confirmation of scttled transactions with the broker-dealer or coun-
terparty,

N Gestion 330, provides guidance to auditors in using confirmations as substantive tests of fi-
nancisl statement asserlions. Confirmations may be used as a substantive test of various financial
stalement assertivns about derivalives and securities, For example, & confirmation may be destgned
to— .
+ Obtain Information about valuatien assertions or assumptions vnderlying valuations.

+ Dztermina whether thore are any sids agreements that affect assertions abeut the entity’s
rights end obligations associated with a iransaction, such as an agreement to repurchrse
securities sold or an agreemant {o pledge securities as collateral for a loan,

+ Determine whether the holder of the entity's securities sgrees to deliver the securities
reported or their value when required by the entity. '
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e Confirmation of unzettled transactions with the broker-dealer or coun-
terparty.

¢  Physical inspection of the security or derivative contract,
¢ Reading executed pavtnership or similar agreements.

¢  Tnspecting underlying ngreements and other forms of supporiing doc-
umentation, in paper or electronie form, for the following:

—  Amounis veported :
—  Evidence that would preclude the sales treatment of & transfer
—  Unrecorded repurchase agreements

¢  Inspecting supporting documentation for subsequent realization or
settlament. aftor the end of the reporting period. ~

s Parforming analytical procedures,’? For example, the absonce of a ma-
terial difference from an expectation that interest income will be a
fixed percentage of a debt security based on the effective interest rate
determined when the entity purchased the security provides evidence
about exdstence of the security,

Completeness

.22 Completeness assertions address whether all of the entity's deriva-
{ives and securities are reported in the financial statements through recog-
nition o disclosure, They also address whether all derivatives and securities
trangactions are reported in the financial statements as a part of earnings,
ather comprehensive income, or cash flows or through disclosure. The oxtent
of substantive procedures for completeness may properly vary in relation {o
the assessod Jevel of control risk. In addition, the auditor should consider that
since derivabives may notinvolve an initial exchange of tangible consideration,
it may he diffcult to limit audit risk for assertions aboeut the completeness of
derivatives to an acceptable lovel with an assessed level of control risk at the
maximum. Paragraph 19 provides guidance on the auditor’s determination of
the naturs, timing, and extent of substantive procedures to be performed. Ex-
amples of substantive procedures for completeness assertions about derivatives
and securities are—

®  Requesting the counterparty to a derivative or the holder of a security
to provide information about if, such as whether there are any side
agresments or agreements fo rapurchase securities sold.

® Requesting counterparties or holders whe are frequently used, but
with whom the accounting records indicate there are presently ne
derivatives or securities, to state whether they arve counterparties to
derivatives with the entity or holders of its securities.!?

¢ Inspeecting financial instruments and other agreements toidentily em-
bedded derivatives,

o Inspecting documentation in paper or electronic form for ackivity sub-
sequent to the end of the reporting period.

o Performing analyticel precedures, For example, a difference from an
expectation thatinterest expenss is a fixed percentage of a note based

% Saction 329, provides guldnnee ta auditors in uslag analytical procedures as substantive tests,

¥ Spetlon 330.17 dlzeusses the blank form of pasitive confirmation in which the auditor dees not
stato the smount or other information hut instead asks the respondent to provide information.
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on the jnterest provisions of the underlying agreement may judicate
the existence of an Interest rate swap agreement.

e Comparing previous and cwrrent account detail to identify asssfs that
have heen removed from the accounts and testing those items further
to determine that the criteria for sales treatment have been met.

o Reading other information, such as minutes of meetings of the board
of directors or finance, asset/liability, investment, or other committees,

99 One of the characteristics of derivatives is that they may involve only &
commitment to perform under a contract and not an initial exchanga of tangible
consideration, Therefore, auditors designing tests related to the completeness ’
assertion should not focus exclusively on evidence relating to cash receipts
and dishursements. When testing for completeness, audilors should consider
making inquiries, inspecting agreements, and reading other information, such
as minutes of meotings of the board of directors or finance, asset/liability, In-
vostiment, or other committees. Auditors should also consider making inquiries
about aspects of ‘eperating activities that might present risks hedged using
derivatives. For example, if the entity conducts business with foreign entities,
the auditor should inquire about any arrangements the entity has made for
purchasing foreign currency, Similarly, if an entity i in an industry in which
commodity coniracts are comuon, the auditor should inquire shout any com-
modity eontracts with fixed prices that run for unusual durations or involve
unusually large quantities, The anditor also should consider inquiving as {o
whether the entity has converted interest-bearing debt from fixed to variable,
or vice versa, using derivatives,

.24 Derivatives may not invelve an initial exchange of tangible considera-
tion, as discussed inparagraphs .22 and 23, Ifone or more gervice organizations
provide sarvices that are part of the entity's information system for derlvatives,
the auditor may be unable to sufficiently limit audit risk for agsertions ahout
the completeness of derivatives without obtaining audit avidence about the op-
erating effectiveness of conlrols at one or more of the service erganizations,
Since the auditor's concern is that derivatives that do not require an initial
exchange of tangible consideration may not have been recorded, testing recon-
ciliations of information provided by twe or more of the service organizations
as disowssed in paragraph .20 of this section may not sufficiently Hmit audit
risk for assertions about the completeness of dexivatives. [Revised, March 2006,
io reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 105.}

Rights and Obligalions

25 Asserbionsaboutrights and oblgations address whether the entity has
the rights and obligations assoeiated with derivatives and securities, including
pledging arrangements, reported in the financial statements. Paragraph .19
provides guidance on the auditor's determination of the nature, timing, and
extont of substantive procedures to be performed, Examples of substantive pro-
cedures for assertions about rights and ohligations assoclated with derivatives
and securities are— _

o  Confirming significant ferms with the counterparty to a derivative or

the holder of a security, including the absence of any side agresments,

e Inspecting underlying agreements and other forms of supporting doc¢-

umentation, in paper or electronic form.

¢  (Consldering whether the findings of other auditing procedures, such

as reviewing minutes of meetings of the board of divectors and read-
ing contracts and other agreements, provide evidence about rights and
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obligations, such as pledging of securities as collatoral or se}Iing SeCU-
rities with a commitment, to repurchase them,

Valuation

.28 Assertions about the valuation of derivatives and securities address
whether the amounts reported in the financial statements through measure-
maent or disclosure were dstersiined in conformity with genorally accepted ac-
counting principles. ‘Tests of valuation assertions should be designed aceording
to the valuation method used for the mensurement or disclosure. Generally
accepted accounting principles mey requive that a derivative or security be
valued based on cost, the invesiee's financial results, or fair value, They also
mey require disclosures about the value of a derivative or security and specify
thal impairment losses should be vecognized In esrnings prior o their real-
ization. Also, génerally accopted accounting principles for securities may vary
depending on the type of security, the nature of the transaction, management's
objectives related to the security, and the type of entity. Procedures for evalu-
ating management's consideration of the need to recognize impairment losses
are discussed in paragraphs 47 and .48 of this section.

9% Valuation Based on Cost. Procedures to obtain evidence about the cost
of sesurities may fnclude inspection of documentation of the purchase price,
confirmation with the issuer or holder, and testing discount or premium amor-
tization, either by recomputation or analytical procedures, The auditor should
avaliate management's conclusion about the need to recognize an impairment
loss for a dedline in the security's fair value below ite cost that is other than
femporary.

28 Valuation Based on an Investee’s Financial Results. For valuations
hased on an investes's financial results, including but not limited o the equity
method of accounting, the auditor should obtain sufficient apprepriate audit
evidence in support of the investee's financial results, The auditor should read
available financlal statements of the investes and the accompanying audit re-
port, if any. Financial statements of the investee that have been audited by an
auditor whose report is satisfactory, for this purpose,'? to the investor's audi-
tor may eonstitute appropriate audit evidence, [Revised, March 2006, to reflect
conforming changes necessary due to the issuance of Statement on Auditing
Standards No. 105.]

.20 If in the auditor's judgment additional audit evidence is needed, the
guditor should perform procedures to gather such evidence, Yor example, the
auditor may conclude that additional andit evidence isneeded becanse of signif-
icant differences infiscal year-ends, significant differences in accounting prinet-
ples, changes in ownership, changes in eonditions affecting the use of the equity
method, oy the materiality of the investment o the investor’s financial position:
or results of operations, Examples of procedures the auditor may pexform ave
reviewing information in the investor's files that relates to the investee such as
investee minutes and budgets and eash flows information about the investes
and making inquiries of investor management ahout the investee's financial
results, [Revised, March 2008, to-reflect conforming changes necessary due to
the issuance of Statement on Auditing Standards No. 105.]

34 Indetermining whether thereport of another euditor is satisfactory for this purpose, the auditor
may consider performing procedures such as making inquiries as i the professional reputation and
standing of the other auditor, visiting the other auditer and discussing the audit procedures followed
and the results thereof, and reviewing the audit program and/or working papers of the other auditon
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.30 Ifthe investee's financial statements are not audited, or if the investea
auditor's report is not satisfactory to the investor’s auditor for this purpoge, the
investor's auditor should apply, or should request that the inyestor arrange with
the investee to have another auditor apply, appropriate auditing procedures to
such fnancial stalements, considering the matedality of the investment in
velation to the finencial statements of the investor.

.81 If the carrylng amount of the security reflects factors that are not rec-
ognized in the Investeo’s financial statements or fair vaiues of assets that are
materially different from the investee’s carrying amounts, the auditor should
obtain sufflcient evidence in support of these amounts. Paragraphs .35 through
46 of this section provide guidance on audit evidence that may be used fo
corroborate assertions about the faiv value of derivatives and securities, and
paragraphs .47 and .48 provide guidance on procedures for evaluating manage-
menbs consideration of the need to vecognize jmpairment losses,

.32 There may be a time lag in reporting hetween tha date of the financial
statements of the investor and that of the investee. A time lag in reporting
ghould be consistent from period to period. If a time Jag between the data of
the entity's financial statements aud those of the investes has a material offect
on the entity's financial slatements, the auditor ghould determine whether the
entity's management has properly considered the lack of comparability. The
effect may be matevisl, for example, because the time lag i not consistent with
the prior perlod in comparative statements or beeause a significant transaction
oecurred during the time lag, If a change in time lag occurs that has a material
effect on the investor's financial statements, an explanatory paragraph should
be ndded to the auditor’s repork because of the change in veporting period.'®

83 The auditor should evaluate management's conclusion about the need
to recognive an impairment loss for a decline in the security’s fair value below
its carrying amount that is other than temporary. In addition, with respect io
subsequent events and transactions of the investes oceurring after the date of
the investee's financial statoments but before the date of the investor auditor's
veport, the auditor should vead available interim Anancial statements of the
investee and make appropriate inquiries of the investor to identify subsagquent
events and transaclions that are material to the investor's financial statements,
Such events or trangactions of the type contemplated in section 560, Subsequent
Fuvents, paragraphs .05-,06), should be disclosed in the notes to the investor's
fnancial statemnents and (where applicable) Iabeled as unaudited information.
For the purpose of recording the investor’s ghare of tha investes's resulis of
operations, recognition should be given to events or transactions of the byps
contenmplated in section 560,08. .

.84 Evidence relating to material transactions between the entity and ths
investec should be obtained to evaluale () the propriety of the elimination
of unrealized profits and Josses on transactions betwesn the entity and the in-
vestoe thatis required when the equity method of accounting s used to account
for an jnvestmont under generally accepted accounting principles and (b) tha
adequacy of disclosures about material rolated party transactions.

85 Vuluation Based on Fair Value. 'The anditor should obtain evidanes
supporting management's assertions about the fir value of derivalives and
securities measured or disclosed at fair value, The method for determining fair
valuo may be specified by generally accepted accounting principles and may
vary depending on the industzy in which the entity operates or the nature of
the entity, Such differences may relate to the consideration of price quotations

15 Geq section 508, Reports on Audited Fiunnci;:l! Stalements, perageaphs 16-.18,
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from inactive markets and significant Hquidity discounts, control premiums,
and commissions and other eosts that would be incurred to dispose of the deriva-
tiva or security. The auditor should determine whether generally accepted ac-
counting principles specify the method to be used to getermins the fair value
of the entity's derivatives and secuvities and evaluats whether the determinea-
tion of fabr value is consistent with the specified valuation method. Pavagraphs
.35 through .46 of this section provide guidance on audit evidence that may be
used to support assertions about fair value; that guidance should he consid-
eved in the context of specific accounting requivements. If the deterrination of
fair value requires the use of estimates, the auditor should consider the goid-
ance in section 842, Audifing Accounting Estimates. In addition, seetion 812,66
provides guidance on considering a difference between an estimatéd amount
best supported by the audif evidence and the estimated amount included in
the finandial statements, [Revised, March 2008, to reflaet conforming changes
necessary due to the issuanes of Statement on Auditing Standards No. 107.]

.38 Quoted market prices for derivatives and securities listed on national
cexchanges or over-the-counter markets are available from sources such asfinan-
cial publications, the exchanges, the Nationa) Association of Securities Dealers
Auntomated Quotations System (NASDAQ), or pricing services based on sources
guch na thoze, Quoted market prices obtained from those sources are generally
considered to provide sufficient evidence of the fair value of the derivatives and
secnrities,

.37 For certein other derivatives and securities, gueted market prices may
be obtained from broker-dealers who are mavket makers in them or through the
National Quotation Bureau, However, using such a price quote to test valuation
asserlions may require special knowledgo to understand the cireumstances in
which the quote was developed. For example, quotations published by the Na-
tional Quotation Bureaun may not be hased on recent trades and may only be
an indication of interest and not an actnal price for which a counterparty will
purchase or soll the underlying derivative or security.

.88 ¥ quoted market prices ave not available. for the devivative or security,
estimates of fair value frequently ean be obtained from broker-dealers or other
third-party sources based on proprietary valuation models or from the entity
based on internally or externally developed valuation models (for example, the
Black-Scholes option pricing medel), The auditer should understand the method
used by the broker-dealer ox other third-party source in developing theestimate,
fox example, whether a pricing model or a cash flow projection was used. The
auditor may also determaine that it is necessary to obtain estimates from more
than one pricing source, For example, this may e appropriate if either of the
following occurs,

o ‘The pricing source has a relationship with an entity thal might impair
its ohjectivity, such as an affilintoor a counterparty involved in selling
or structuring the product,

¢  The valuaiion is based on assumptions that are highly subjective or
patticularly sensitive to changes in the pnderlying circumstances,

y .39 Yor fair-value estimates obtained from broker-dealers and other third-
parcty sources, the auditor should consider the applicability of the guidance in
seckion 836 or section 324, The auditor’s decision aboub whether such guidance
is applicable and which guidanceis applicable will depend on the clrcumstances.
The guidance in gection 336 may be applicable if the third-party source derives
the fair value of the derivative or securily by using modeling or similar tach-
nigues. Jf the entity uses a pricing service to obtain prices of securities and
derivatives, the guldance in seetion 324 may be appropriate. -
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40 Tf the derivative or security is valued by the entity using a valuation
model, the auditor does not function as an appraiser and is not expected to sub-.
stitute hig or her judgment for that of the entity's management.'® Bxamples
of valuation models include the present value of expected future cash flows,
option-pricing models, matrix pricing, option-adjusted spread models, and fon-
damental analysis.

The auditor should obtain evidence supporting management's assertions about
fair value detormined using a model by performing procedures such as—

¢ Assessing the reasonableness and appropriateness of the model, The
auditor should determine whether the valuation model is appropriate
for the derivative or security to which it is applied and whether the
assumptions used are reasonable and appropriately supported. Esti-
mates of expected future cash flows, for example, to determine the fair
valuo of debt securities should be based on yeasonable and supperts
able assumptions. The evaluation of the appropriateness of valuation
models and each of the assumptions used in the models may requive
considerable judgment and knowledge of valuation techniques, market
Factors that affect value, and actual and expected market conditions,
particultarly in relation to sinilar derivatives and securities that ave
tradad, Accordingly, the auditor may consider it necessary to involve
a specialist in assessing the model.

o  Caleulating the value, for example using a model developed by the
auditor or by a specialist engaged by the auditor, to develop an in-
dependent expectation to corroborate the reasonableness of the value
calculated by the entity.

¢ Comparing the fair value with subsequent ov recent transactions.

However,  valuation model should not be used to determine fair value when
generally accepted accounting prineiples ragquive that the fair value of a security
he determined using quoted market prices.

A1 Tvaluating audit evidence for assertions about derivaiives and seeuri-
ties may requira the auditor fouse considerablejudgment. That may be because
the assertions, especially those about valuation, are based on highly subjee--
tive assumplions or are particularly sensilive to changes in the underlying
circumstances, Valuatlon assertions may be based on assumptions about the
sceurrence of future events for which expectatione ave difficult te develop or on
assumptions about conditions expected to exist over a long period; for example,
default rates or prepayment rates. Accordingly, competent persons could reach
difforent conclusions about estimates of fair values or estimates of yanges of
fair values. [Revised, March 2008, to reflect conforming changes necessavy due
$o the jesuance of Statement on Auditing Standards No, 105.]

42 Considerable judgment may also be reguirved in evaluating audit evi-
dence for assertions based on features of the Jerivative or security and appli-
cable accounting principles, including underlying eriteria such as for hedgaac-
counting, that are extremely complex. For example, delermining the fair value

of a structured note may require considoration of a variety of features of the

3 Independencs Standards Board Interpretation 89.1, FAS J33 Assisfonce, provides guidance
to auditors of publo companies on services an auditor may provide menagement to assist with the
application of FASH Statemant No. 138 that wonld and would not impafr the auditor’s Independence.
Rihics Interpretation 101:3, Performance of Nonafiest Services [ET section 1005}, provides general
guidance o sudijors of ell entities on the effect of nonatiest services on the auditor’s ndependenca,
[Footnote revised, September 2008, to reflect conforming changes necessary dua to the revision of
Ethics Interpretation 101-3.)
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note that react differently to changes in econornic conditions. In addition, one
ar more other dorivatives may be designated to hedge changes in cash flows
under the note, Bvaluating audit evidence to support the fair value of the note,
the determination of whethaer the hedge is highly offective, and the allocation of
changes in fair value to earnings and other comprehensive income may vequire
considerable judgment, [Revised, March 2006, to reflect conforming changes
necessary due to the issuanee of Statement on Auditing Standards No, 105.]

438 Tn pitnations requiring considerable judgment, the auditor should con-
sider the guidance in—

& Section 349% on obtaining and evaluating sufficient appropriate audit
aevidence to support significant accounting estimates.

b, Section 336 on tho use of the work of a specialist in performing sub-
stantive procedures.

[Revised, March 2006, to reflsct conforming changes necessary due fo the is-
quancs of Staiement on Auditing Standards No. 105.}

44 Negotiable securities, real estate, chattels, or other property is often
assigned as collateral for debt securities. If the collateral 3s an important factor
{n evaluating the fair value and collectibility of the security, the auditor should
ohtmin evidence regarding the existence, fair value, and transferability of such
collateral as well as the investor's vights to the collateral,

46 Qenerally accopted accounting principles may specify how to account
for unrealized appreciation and depreciation in the fair value of the entity’s
darivatives and securities. For example, generally accepted aecounting prin-
ciples require the entity to xaport a changs in the unrealized appreciation or
depreciation in the fair value of—

o A derivative that iz designated as a fait value hedge in earnings, with
disclogure of the inaffective portion of the hedge.

o Aderivativethatis designated ag 2 eash flow hedge in two compenents,
with the ineffective portion reported in earnings and the effective por-
tion reported in other comprehensive income.

¢ A derivative that was previously designated a8 a hedge butis nolonger
highly effective, or a derivative that is not designated as a hedge, in
earnings,

¢  An available-for-sale security in other comprehensive inconte.

Generally aceepted accounting principles may also require the entity Lo reclas-
sify amounts from accumulated other comprehensive income to carpings. For
example, such reclassifications may be required because a hedged transaction
is determined to no longer be probable of ceowrring, 2 hedged forecasted trans-
action affects earnings for the period, or a decline in fair value is determined
{0 be other than temporary '

46 The auditor should evaluate management’s conclusion about the need
to recognize in eainings an impaivment 1053 for a decline in fair value that is
other than temporary as discussed in paragraphs 47 and .48 of this section, The
auditor should also gather audit evidence to support the amount of unvealized
appreciation or depreciation in the fair value of a derivative that is vecognized
in earnings or other comprehensive income or that is disclosed because of the
ineffectiveness of a hedge. That requives an understanding of the methods used
to determina whether the hedgeis highly effective and to determine the ineffec-
tive portion of the hedge. [Revised, March 2006, to refiect conforming changes
necessary duc to the issuance of Statement on Auditing Standards No. 105.1
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A7 Impairment Losses. Regardless of the valuation method used, gener-
ally accepted accounting prineiples might vequire recognizing in earnings an
jmpairment loss for a decline in fair valie that is other than temporary. Deler-
miinations of whether Yosses are other than temporary often involve estimating
the outcoma of futuye events, Accordingly, judgment is required in determining
whether facters exist that indicats that an impairment loss has been ineurred
at the end of tho reporting period. These judgments are based on subjective
ag well as objective factors, including knowledge and exporience about past
and current evenis and assumptions about future avents, The following are
examples of such factors.

&  Fair value is significantly below cost and—

—  The decline is attributable 1o adverse conditions specifically re-
lated to the security or to specific conditions in an industry or in
a geographic area,

— 'The decline has existed for an extended period of {ime,

—  Management does not possess both the intent and the ability to
hol@d the secerity for a period of time sufficient to allow for any
anticipated recovery in fair valve.

¢  The security has been downgraded by a rating ageney.
¢  The financial condition of the issuer has deteriorated.

¢ Dividends have besn reduced or eliminated, or scheduled interest pay-
ments have nob been made.

¢ The entity recorded losses from the security subsequent to the end of
the reporting period.

48 The auditor showld evaluate {¢) whether management has considered
relevant information in determining whether factors such as those Hsted in
pavagraph .47 exist and (b) management’s conclusions about the need &6 rec-
ognize an impairment loss. That evaluation requires the auditor to obtain evi-
dence about such factors that tand to corrchorate or condfliet with management's
conclusions, When the entity has recognized an impatvment Joss, the auditor
should gather evidence supporting the smount of the impairment adjustment
vecorded and determine whether the entity has appropriately followed gener-
ally accepted accounting principles.

Presentation and Disclosure

A9 Assertions about presentation and disclosure address whether theclas-
sification, description, and disclosure of devivatives and securities in the entity's
financial statements are in conformity with generally accepted accounting prin-
oiples. The auditor should evaluate whether the presentation and disclosure of
derivatives and securities arve in conformity with generally accepted accounting
principles, As noted in section 411, The Meaning of Present Fairly in Confor-
rity with Generally Accopted Accounting Principles, pavagraph .04, the audi-
tor's opinion as to whether financal statements are presented in conformity
with generally accepted accounting principles should e based on the auditor's
judgement as to whether—

a. The accounting principles selected and applied have general accep-

tance,
The aceounting principles are appropriate in the ¢ircumstances,
The financial statements, including the related notes, ave informative

of matters that may affect their use, understanding, and interpreta-
tion, i :
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d. Theinformation presented in the financial statements is classified and
summarized in a reasonable manner, that is, neither too detailed nor
too condensed,

"e. The financial statoments reflect the underlying transactions and
events in a manner that presents the financial pesition, resulis of oper-
ations, and cash flows stated within a range of accoptable Hmits, that
is, limits that are reasonable and practicable to attain in financial
statements,

+

Fitle of section 411 amended, effective for reports issued or reissued on or after
June 30, 2001, by Statement on Auditing Standards No. £3.

50 For some derivatives and securities, genevally sccepted account-
ing principles may prescribe presentation and disclosure requirements. For
example—

®  Whether changes in the fair value of derivatives used to liedge risks
© are requived to be reported as a component of earnings or other com-
prehensive income depends on whether they are intended to hedge the
risk of changes in the fair value of assets and labilities or changes in
exgecbed future cash flows and on the degree of effectiveness of the
hedge.

¢  (ertainsecurities are requived to ho classified into categories according
to management's intent and ability, such as held-to-maturity

o  Specific information is required to be disclosed about dexivatives and
geeurities,

.61 In evaluating the adequacy of presentation and disclosure, the auditor
should consider the form, arrangement, and content of the financial statements
and thelr notes, including, for sxample, ths terminology used, the amount of de-
tail givon, the classification ofitems in the statoments, and the bases of amounts
reported. The auditor should compare the presentation and disclosure with the
requirements of generally aceepted accounting principles, However, the auditor
should also follow the guidance in section 431, Adeguacy of Disclosure in Finan-
cial Stalements, in evaluating the adequaey of disclosure that is not specifically
required by generally accepted accounting prineiples,

Additional Considerations About Hedging Activities

B2 To aceount for 4 derivative as a hedge, generally accepted accounting
principles requive management at the inception of the hedge to designate the
devivative as a hedge and contemporaneonsly formally document!? the hedging
relationship, the entity's xisk management objective and strategy for underiak-
ing the hedge, and the method of assessing the effectiveriass of the hedge. In
addition, fo qualify for hedge accounting, generally aceepted accounting prin-
ciples require that management have an expectation, both at the inception of
the hedge and on an ongoing basis, that the hedging relationship will be highly
effective in achieving the hedging strategy.®

11 FASB Statement No. 133 requires formal documentation of prescribed aspects of hedging re.
lationships at the inception of the hedge. .

18 FASH Statement No. 133 requires management to periodieatly reassoss the sffectiveness of
hedging relationships whenever inancial statements or earnings arereported, and atleast every thres
mionthe, It also requives that all assessmenta of effociivencss ho consistent with the risk management
strateny documented for the particular hedglag relationship. .
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.53 Tha anditor should gather audit evidence to determine whether man-
agement complicd with the hedge accounting requirements of generally ac-
capted accounting principles, ineluding designatien and documentation re-
quirements, In addition, the auditor should gather audif evidence {o support
management's expectation at the inception of the hedge that the hedging re-
lationship will be highly effective and its periodic agsessmont of the ongoing
effsctiveness of the hedging relationship as required by generally accepted ac-
counting principles. [Revised, March 20086, to reflect conforming changes nec-
essary due to the issuance of Statement on Auditing Standards No, 105.]

.54 When the entity designates a derivative as a falr value hedge, gen-
orally accepted accounting principles require that the entity adjust the earry-
ing amount of the hedged itom for the change in the hedged item's fair vatue
that is atiributable to the hedged risk, The auditor should gather andit evi-
dence supporting the recorded change in the hedged item's fair value that is
attributable to the hedged xisk, Additionally, the auditor should gather andit
evidence to determine whether management has properly applied generally
acespled accounting principles to the hedged item. [Revised, March 2086, to
refleck conforming changes necessary due to the jssuance of Statement on Au-
diting Standards No. 10B.] .

.55 For a cash flow hedge of a forecasted transaction, generally accepted
aecounting principles require managoment to determine that the forecasted
transaction is probable of oceurcing. Those principles reguive that the likelihood
that the transaction will take piace not babased solely on management'sinient.
Instead, the transaction’s probability should be supported by observable facts
and the attendant eircumstances, such as the following:

¢ The frequency of similar past transactions

© The financial and operational ability of the entity to carry out the
transaction

o The extent of loss that could result if the transaction does no} eceur

®  Tha likelihood that transactions with substantially different cherae-
teristics might be used to achieve the same business purpose

The auditor should evaluate management's detormination of whother a fore-
casted transaction is probable. :

Assertions About Securities Based on Management's
Intent and Ability _

.86 Generally accepted accounting prineiples require that management's
intent and ability be considered in valuing certain securities; for oxample,
whether—

¢ Debtseourities ave classifted as held-to-maturity and reported at their
cost depends on managormont's intent and ability to hold them to their
maturity. .

¢  Fquity securities ave reported using the equity method depends on
management'’s ability to significantly influence the investee.

¢  Equity securities ave classified as lrading or available-for-sale depends
on management's intent and objectives in investing in the securities.
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The Standards of Field Work

87 In evaluating management's intent and ability, the auditor should—

&€,

b

Obtain an underatanding of the process used by management to clas-
sify securities as trading, available-for-sale, or held-to-maturity

For an investment accounted for using the eguity methed, jnquire of
management as to whether the entity has the ability to exercise signif-
icant influence over the operating and financial policies of the investee
and evaluate the attendant cireumstances that sexve as a basis for
management's conclusions,

If the entity accounts for the investment contrary {o the presump-
tion established by generally accepted accounting principles for use of
the equity method, obtain sufficient appropriate audit evidence about
whether that presumption has been overcome and whether appropri-
ate disclosure is made regarding the reasons for not accounting for the
investment in keeping with that presamption.

Consider whether management’s activities corroborate or conflict with
its stated intent. For example, the auditor should evaluate an asser-
tlon that management intends to hold debt securities fo thelr matu-
vity by examining evidence such as documentation of management's
strategies and sales and other historical activities with respect to those
sceurities and similar securities,

Detormine whether generally aceepted accounting principles requive
management to document its intentions and specify the content and
timeliness of that documentation,l® The auditor should inspact the doc-
umentation and ebtain audit evidence shout its timeliness, Unlike the
formal documentation required for hedging activities, andit evidence
§:19portilng tha classification of debt and equity securities may be more
informal,

Deatermine whether management's activities, contractual agreements,
or the entity's finanelal condition provide evidence of its ability. Exam-
ples follow,

(1) The entity's finaneial position, working capital needs, operating

: results, debi agresments, guarantees, alternate sources of liquid-
ity, and other relovant contractual cbligations, as well as laws and
regulations, may provide evidence about an entity's ability to hold
debt securities to their maturity.

(%) Management's cash flow projections may suggest that it does not
have the ability to hold debt securities to thelr maturity,

+ {3) Management's inability to obtain information from an investes

may suggest that it does not have the ability to significantly in-
flusnce the investee,

{4) 1If the entity asserls that it maintains effective control over se-
curities transferred under a repurchase agreement, the contrae-
tual agreement may be such that the entity acinally surrendered
eontrol over the securities and therefore should account for the
transfor as a sale instead of a zecured borrowing,

{Revised, March 200G, to reflect conforming changes necessary due to the is-
suance of Statement on Auditing Standards No. 105.}

1% FASB Stalement No. 116 requices an investor fo decument the clasaification of dabt and eq-
ulty seeurities Info one of three eategories—held-to-maturity, available-for-sale, or trading—at their
requisition, -
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Management Represeniations

68 Section 338, Management Representations, provides guidance to audi-
tors in obtaining written representations from management, The auditor or-
dinarily should obtain written representations from management confirming
aspects of management's intent and ability that affect assertions about deriva-
tives and securities, such as itsintent and ability to hold & debt secwnity until its
maturity or to enter into a forecasted transaction for which hedge accounting is
applied. In addition, the auditor should consider obhtaining written representa-
tions from management confirming other aspects of derivatives and seourities
transactions that affect assertions about them 20

Effective Date

59 This section is effectiva for audils of finaneial statements for fiscal
years ending on or after June 30, 2001. Barly application is permitted.

[The next page iz 498-21,]

% Boction 838,17 provides illusirative representations about derivatives end securities transae-
tions. . .
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