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AUD Section

STATEMENTS OF POSITION—AUDITING AND
ATTESTATION

Introduction

Auditing and Attestation Statements of Position (SOPs) are issued to achieve
one or more of several objectives: to revise, clarify, or supplement guidance in
previously issued Audit and Accounting Guides; to describe and provide imple-
mentation guidance for specific types of audit and attestation engagements; or
to provide guidance on specialized areas in audit and attestation engagements.

Auditing SOPs

An auditing SOP is recognized as an interpretive publication as defined in AU-
C section 200, Overall Objectives of the Independent Auditor and the Conduct of
an Audit in Accordance With Generally Accepted Auditing Standards (AICPA,
Professional Standards). Interpretive publications are recommendations on the
application of generally accepted auditing standards (GAAS) in specific circum-
stances, including engagements for entities in specialized industries.

An interpretive publication is issued under the authority of the AICPA Auditing
Standards Board (ASB) after all ASB members have been provided an opportu-
nity to consider and comment on whether the proposed interpretive publication
is consistent with GAAS. The members of the ASB have found this SOP to be
consistent with existing GAAS.

Although interpretive publications are not auditing standards, AU-C section
200 requires the auditor to consider applicable interpretive publications in plan-
ning and performing the audit because interpretive publications are relevant
to the proper application of GAAS in specific circumstances. If the auditor does
not apply the auditing guidance in an applicable interpretive publication, the
auditor should document how the requirements of GAAS were complied with
in the circumstances addressed by such auditing guidance.

Attestation SOPs

An attestation SOP is recognized as an attestation interpretation as defined
in AT section 50, SSAE Hierarchy (AICPA, Professional Standards). Attesta-
tion interpretations are recommendations on the application of Statements on
Standards for Attestation Engagements (SSAEs) in specific circumstances, in-
cluding engagements for entities in specialized industries. Attestation inter-
pretations are issued under the authority of the ASB. The members of the ASB
have found this SOP to be consistent with existing SSAEs.

A practitioner should be aware of and consider attestation interpretations ap-
plicable to his or her attestation engagement. If the practitioner does not apply
the guidance included in this SOP, the practitioner should be prepared to ex-
plain how he or she complied with the SSAE provisions of this SOP.

©2015, AICPA
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AUD Section 10

Statement of Position 92-8 Auditing
Property/Casualty Insurance Entities’
Statutory Financial Statements— Applying
Certain Requirements of the NAIC Annual
Statement Instructions

October 1992

NOTE

This AICPA Statement of Position (SOP) has been developed by the
AICPA Insurance Companies Committee to provide guidance regard-
ing the audit of property/casualty insurance entities' statutory financial
statements in applying certain requirements of the National Associa-
tion of Insurance Commissioners' Annual Statement Instructions.

This SOP is recognized as an interpretive publication as defined in AU-
C section 200, Overall Objectives of the Independent Auditor and the
Conduct of an Audit in Accordance With Generally Accepted Auditing
Standards (AICPA, Professional Standards). Interpretive publications
are recommendations on the application of generally accepted auditing
standards (GAAS) in specific circumstances, including engagements for
entities in specialized industries.

An interpretive publication is issued under the authority of the AICPA
Auditing Standards Board (ASB) after all ASB members have been pro-
vided an opportunity to consider and comment on whether the proposed
interpretive publication is consistent with GAAS. The members of the
ASB have found this SOP to be consistent with existing GAAS.

Although interpretive publications are not auditing standards, AU-C
section 200 requires the auditor to consider applicable interpretive pub-
lications in planning and performing the audit because interpretive
publications are relevant to the proper application of GAAS in specific
circumstances. If the auditor does not apply the auditing guidance in an
applicable interpretive publication, the auditor should document how
the requirements of GAAS were complied with in the circumstances
addressed by such auditing guidance.

Applicability

.01 This statement of position (SOP) provides guidance on the impact of
certain requirements of the National Association of Insurance Commission-
ers' (NAIC's) Annual Statement Instructions—Property and Casualty on the
auditor's procedures in the audit of statutory financial statements of prop-
erty/casualty insurance entities.
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Introduction

.02 The NAIC's Annual Statement Instructions direct property/casualty
insurers to require their independent certified public accountants to subject
the current Schedule P-Part 1 (excluding those amounts related to bulk and
incurred-but-not-reported [IBNR] reserves and claim counts) to the auditing
procedures applied in the audit of the current statutory financial statements to
determine whether Schedule P-Part 1 is fairly stated in all material respects in
relation to the basic statutory financial statements taken as a whole. Schedule
P-Part 1 includes Part 1-Summary and Part 1A-1R.

.03 Although no separate report on Schedule P-Part 1 is required by the
NAIC, the provisions of AU-C section 725, Supplementary Information in Rela-
tion to the Financial Statements as a Whole (AICPA, Professional Standards),
and the provisions of this SOP apply when information in Schedule P-Part 1
is subjected to auditing procedures applied in the audit of the basic statutory
financial statements. The requirements of this SOP do not preclude an auditor
from issuing a report similar to those illustrated in paragraph .A17 of AU-C
section 725. [Revised, June 2009, to reflect conforming changes necessary due
to the issuance of recent authoritative literature. Revised, December 2010, to
reflect conforming changes necessary due to the issuance of SAS Nos. 118-120.
Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122-126.]

Auditing Procedures

.04 Certain of the information in Schedule P-Part 1 is typically subjected to
auditing procedures applied in the audit of the basic statutory financial state-
ments (for example, premiums earned and losses paid). Other information not
directly related to the basic statutory financial statements is also presented
(for example, lines of business classifications for immaterial lines). Although
such information may not have been subjected to auditing procedures applied
in the audit of the basic statutory financial statements in all instances, such
information may have been derived from accounting records that have been
tested by the auditor.

.05 Paragraph .A5 of AU-C section 725 states that although an auditor
has no obligation to apply auditing procedures to supplementary information
presented outside the basic financial statements, the auditor may choose to
modify or redirect certain of the procedures to be applied in the audit of the
basic financial statements so that the auditor may express an opinion on the
supplementary information in relation to the financial statements as a whole.
[Revised, December 2010, to reflect conforming changes necessary due to the
issuance of SAS Nos. 118-120. Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122—-126.]

.06 Chapter 4, "The Loss Reserving and Claims Cycle," of the AICPA Au-
dit and Accounting Guide Property and Liability Insurance Entities (the guide),
addresses auditing the claims data base, and is applicable when applying au-
diting procedures to the information presented in Schedule P-Part 1. Chapter
4 also provides a comprehensive discussion of auditing loss reserves and the
claims cycle. [Revised, June 2009, to reflect conforming changes necessary due
to the issuance of recent authoritative literature.]

.07 As stated in chapter 4 of the guide, because claim data and character-
istics such as dates and types of loss can significantly influence reserve esti-
mation, the auditor should test the completeness, accuracy, and classification
of the claim loss data during the audit of the statutory financial statements. In
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extending those procedures to Schedule P-Part 1, the auditor should determine
that

a. The data presented on Schedule P-Part 1 is properly reconciled to
the statistical records of the company.

b. Changes between the prior-year and current-year Schedule P-
Part 1 are properly reconciled to the current-year audited statu-
tory financial statements.

c¢.  The source of the data for the auditing procedures applied to the
claim loss and loss adjustment expense data during the current
calendar year (for example, tests of payments on claims for all
accident years that were paid during the current calendar year)
is the same as (or reconciles to) the statistical records that support
the data presented on Schedule P-Part 1.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.08 If; as a result of the procedures performed during the audit of the statu-
tory financial statements, the auditor concludes, on the basis of facts known to
the auditor, that Schedule P-Part 1 is materially misstated in relation to the
basic financial statements as a whole, the auditor should communicate to the
company's management and the opining actuary that Schedule P-Part 1 is not
fairly stated and should describe the misstatement. If the company will not
agree to revise Schedule P-Part 1, the auditor should issue a report on Sched-
ule P-Part 1 and should include a description of the misstatement in that report.
(The auditor should refer to AU-C section 725 when a report will be issued.)
The auditor should consider the impact of a misstatement in Schedule P-Part
1 on the auditor's report on the statutory financial statements. [Revised, June
2009, to reflect conforming changes necessary due to the issuance of recent au-
thoritative literature. Revised, December 2010, to reflect conforming changes
necessary due to the issuance of SAS Nos. 118-120. Revised, December 2012, to
reflect conforming changes necessary due to the issuance of SAS Nos. 122-126.]

Effective Date

.09 This SOP is effective for audits of statutory-basis financial statements
of property/casualty insurance entities for periods ending after December 15,
1992.

Insurance Companies Committee (1991-1992)
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AUD Section 15

Statement of Position 99-1 Guidance to
Practitioners in Conducting and Reporting on
an Agreed-Upon Procedures Engagement to
Assist Management in Evaluating the
Effectiveness of Its Corporate Compliance
Program

May 21, 1999

NOTE

This AICPA Statement of Position (SOP) has been developed by the
AICPA Health Care Pilot Task Force of the AICPA Auditing Standards
Board (ASB) to provide guidance regarding the application of State-
ments on Standards for Attestation Engagements (SSAEs) to agreed-
upon procedures attestation engagements performed to assist a health
care provider in evaluating the effectiveness of its corporate compli-
ance program consistent with the requirements of a Corporate Integrity
Agreement entered into with the Office of Inspector General of the U.S.
Department of Health and Human Services.

This SOP is recognized as an attestation interpretation as defined in
AT section 50, SSAE Hierarchy (AICPA, Professional Standards). At-
testation interpretations are recommendations on the application of
SSAEs in specific circumstances, including engagements for entities in
specialized industries. Attestation interpretations are issued under the
authority of the ASB. The members of the ASB have found this SOP to
be consistent with existing SSAEs.

A practitioner should be aware of and consider attestation interpre-
tations applicable to his or her attestation engagement. If the practi-
tioner does not apply the guidance included in this SOP, the practitioner
should be prepared to explain how he or she complied with the SSAE
provisions of this SOP.

Summary

This Statement of Position (SOP) provides guidance to practitioners in con-
ducting and reporting on an agreed-upon procedures engagement performed
pursuant to the AICPA Statements on Standards for Attestation Engagements
(SSAEs) to assist a health care provider in evaluating the effectiveness of its
corporate compliance program consistent with the requirements of a Corporate
Integrity Agreement (CIA) entered into with the Office of Inspector General
(OIG) of the U.S. Department of Health and Human Services. CIAs are specific
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to the entity involved; consequently, users of this SOP should be familiar with
the specific requirements of the entity's CIA.

Introduction and Background

.01 Within the past several years, the health care industry has experienced
a significant increase in the number and magnitude of allegations of fraud
and abuse involving federal health care programs (for example, Medicare and
Medicaid) and private health care insurance. These allegations have triggered
regulatory scrutiny, litigation, significant monetary settlements, and negative
publicity related to—among other things—coding and billing practices, patient
referrals, cost reporting, quality of care, and clinical practices. Typically, as part
of the global resolution of these allegations, the entity enters into a CIA with the
OIG of the U.S. Department of Health and Human Services. Such agreements
require that management annually report on its compliance with the terms of
the CIA and that there be an assessment of the entity's compliance with the
CIA. This assessment includes a billing analysis, which may be performed by an
independent review organization (such as a practitioner or consultant) or the
provider (if permitted by the OIG), and an agreed-upon procedures engagement.

.02 This SOP provides guidance to practitioners in conducting and re-
porting on an agreed-upon procedures engagement performed pursuant to the
AICPA Statements on Standards for Attestation Engagements to assist an en-
tity in evaluating the effectiveness of its corporate compliance program consis-
tent with the requirements of a CIA.! The terms of a CIA are unique to the
entity; consequently, users of this SOP need to be familiar with the actual CIA
and its requirements.

.03 This SOP applies to agreed-upon procedures engagements to assist in
evaluating an entity's compliance for a specified period. Such engagements
should follow the AICPA attestation standards, including AT section 201,
Agreed-Upon Procedures Engagements (AICPA, Professional Standards), and
the applicable sections of AT section 101, Attest Engagements (AICPA, Profes-
sional Standards), and AT section 601, Compliance Attestation (AICPA, Pro-
fessional Standards). The engagement should be conducted in accordance with
standards established by the AICPA, including the criteria set forth in this
SOP. However, this SOP is not intended to provide all the required criteria set
forth in individual CIAs, nor all the applicable standards established by the
AICPA. Additionally, the SOP contains some guidance that may be applied in
evaluating an organization's corporate compliance program, even though the
program was not imposed by a CIA.

Overview of a Typical Corporate Integrity Agreement

.04 A CIA is an agreement between a health care provider and the OIG in
conjunction with a global settlement of a fraud investigation. Such an agree-
ment typically seeks to establish a compliance program within the health care
provider (for example, hospital, clinical lab, physician group) that will promote

I The practitioner also might be engaged to assist in other areas beyond an agreed-upon pro-
cedures engagement such as providing consulting services in connection with evaluating the com-
pany's billing practices, policies, and procedures as required by the CIA or in implementing, assessing,
and reporting on voluntarily adopted compliance programs. In addition, the practitioner may assist
in preparing an entity's self-disclosure reports to federal health agencies related to billing errors
and other compliance matters. Similarly, practitioners may be involved in an entity's preparation of
government-required (but not CIA-imposed) compliance reporting (for example, contract requirements
for Medicare part C) beyond an agreed-upon procedures engagement.
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compliance with the requirements of Medicare, Medicaid, and all other federal
health care programs.

.05 CIAs are case-specific. Their terms are tailored to address the organi-
zational and operating deficiencies related to providing and billing for health
care services that have been identified by the OIG, the entity, or others. Detailed
compliance requirements are imposed as a condition for continued participa-
tion in federal health care programs. A sample CIA, provided by the OIG and
intended to identify potential requirements, is included in appendix A [para-
graph .32], "Sample Corporate Integrity Agreement Between the Office of
Inspector General of the Department of Health and Human Services and
[Provider]." Typical agreements cover five years and require the entity to ad-
dress the following areas:

® Appointment of a compliance officer and establishment of a com-
pliance committee

® Kstablishment of a code of conduct

® [Establishment of policies and procedures regarding the compli-
ance program

® Development of an information and education program as to the
CIA requirements, compliance program and code of conduct

® Annual assessment of billing policies, procedures, and practices

Establishment of a confidential disclosure program
Prohibition of employment of excluded or convicted persons
Notification to OIG of investigation or legal proceedings
Reporting of credible evidence of misconduct

Notifications to OIG of new provider locations

Provision of implementation and annual reports

Proper notification and submission of required reports

Granting of OIG access to documents and individuals to conduct
assessments

® Documentation of record retention requirements
® Awareness of disclosure criteria

® Agreement to comply with certain default provisions, penalties,
and remedies

® Review of rights as to dispute resolution

® Review of effective and binding agreement clauses

Conditions for Engagement Performance

.06 A practitioner may perform an agreed-upon procedures engagement
related to management's compliance with a CIA if all of the conditions specified
in AT sections 201 and 601 are met.

.07 As discussed more fully in the AT sections identified in paragraph .06,
management's assertions as to its compliance must be capable of evaluation
against reasonable criteria that either have been established by a recognized
body or are stated in or attached to the practitioner's report in a sufficiently
clear and comprehensive manner. Generally, to avoid confusion, management's
assertions, which are based on the specific terms of its CIA, should be attached
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to the practitioner's report. If the entity is not required to have a CIA, man-
agement may develop its assertions using the model CIA. A sample based on
the model CIA, which is not meant to be all-inclusive, is included as appendix
B (paragraph .33), "Sample Statement of Management's Assertions." [Revised,
June 2009, to reflect conforming changes necessary due to the issuance of recent
authoritative literature.]

Establishing an Understanding With the Client

.08 The practitioner should document the understanding in the working
papers, preferably through a written communication with the client, such as
an engagement letter. Appendix C [paragraph .34], "Sample Engagement Let-
ter," contains a sample engagement letter that may be used for this kind of
engagement.

Responsibilities of Specified Parties

.09 AT section 201 identifies the users of an agreed-upon procedures re-
port as specified parties. The specified parties to the agreed upon procedures
report described in this SOP typically would be the management of the health
care provider and the OIG. Management is responsible for ensuring that the
entity complies with the requirements of the CIA. That responsibility encom-
passes (a) identifying applicable compliance requirements, (b) establishing and
maintaining internal control policies and procedures to provide reasonable as-
surance that the entity complies with those requirements, (¢) evaluating and
monitoring the entity's compliance, and (d) preparing reports that satisfy le-
gal, regulatory, or contractual requirements. Management's evaluation may
include documentation such as accounting or statistical data, policy manuals,
accounting manuals, narrative memoranda, procedural write-ups, flowcharts,
completed questionnaires, internal auditors' reports, and other special studies
or analyses. The form and extent of documentation will vary depending on the
nature of the compliance requirements and the size and complexity of the en-
tity. Management may engage the practitioner to gather information to assist it
in evaluating the entity's compliance. Regardless of the procedures performed
by the practitioner, management must accept responsibility for its assertions
and must not base such assertions solely on the practitioner's procedures. [Re-
vised, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]

.10 The specified parties are responsible for the sufficiency (nature, timing,
and extent) of the agreed-upon procedures because they best understand their
own needs. The specified parties assume the risk that such procedures might
be insufficient for their purposes. In addition, the specified parties assume the
risk that they might misunderstand or otherwise inappropriately use findings
properly reported by the practitioner. Use of an agreed-upon procedures report
is restricted to the specified parties. [Revised, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

Practitioner’s Responsibilities

.11 The objective of the practitioner's agreed-upon procedures is to present
specific findings to assist the specified parties in evaluating an entity's compli-
ance with the requirements specified in the CIA. (See appendix D [paragraph
.35], "Sample Procedures.") [Revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]
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.12 The practitioner's procedures generally may be as limited or extensive
as the specified parties desire, as long as the specified parties s agree upon
the procedures performed or to be performed and take responsibility for the
sufficiency of the agreed-upon procedures for their purposes. [Revised, June
2009, to reflect conforming changes necessary due to the issuance of recent
authoritative literature.]

.13 To satisfy the requirements that the practitioner and the specified par-
ties agree upon the procedures performed or to be performed and that the
specified parties take responsibility for the sufficiency of the agreed-upon pro-
cedures for their purposes, ordinarily the practitioner should communicate di-
rectly with and obtain affirmative acknowledgment from each of the specified
parties. For the purposes of these engagements, an effective way to obtain this
agreement ordinarily is to distribute a draft of the report, detailing the proce-
dures, that is expected to be issued to the OIG with a request for any comments
it may have. [Revised, June 2009, to reflect conforming changes necessary due
to the issuance of recent authoritative literature.]

.14 To avoid possible misunderstandings, the practitioner should circulate
the draft with a legend stating that these are the procedures expected to be
performed, and unless informed otherwise, the practitioner assumes that there
are no additional procedures that he or she is expected to perform. A legend
such as the following might be used.

This draft is furnished solely for the purpose of indicating the form of report that
we would expect to be able to furnish pursuant to the request by Management
of [Provider] for our performance of limited procedures relating to [Provider?s]
compliance with the Corporate Integrity Agreement with the Office of Inspector
General (OIG) of the U.S. Department of Health and Human Services. Based
on our discussions with [Provider], it is our understanding that the procedures
outlined in this draft report are those we are expected to follow. Unless informed
otherwise within ninety (90) days of this transmittal, we shall assume that
there are no additional procedures that we are expected to follow. The text of
the definitive report will depend, of course, on the results of the procedures.

Involvement of a Specialist 2

.15 The practitioner's education and experience enable him or her to be
knowledgeable about business matters in general, but he or she is not expected
to have the expertise of a person trained for or qualified to engage in the prac-
tice of another profession or occupation. In certain circumstances, it may be
appropriate to involve a specialist to assist the practitioner in the performance
of one or more procedures. The following are examples:

® An attorney might provide assistance concerning the application
of laws, regulations, or rules to a client's situation.

® A medical specialist might provide assistance in understanding
the characteristics of diagnosis codes documented in patient med-
ical records.

.16 The practitioner and the specified parties should agree to the involve-
ment of a specialist in assisting a practitioner in the performance of an agreed-
upon procedures engagement. This agreement may be reached when obtaining

2 A specialist is a person (or firm) possessing special skill or knowledge in a particular field
other than the attest function. As used herein, a specialist does not include a person employed by the
practitioner's firm who participates in the attestation engagement.
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agreement on the procedures performed or to be performed and acknowledg-
ment of responsibility for the sufficiency of the procedures, as discussed pre-
viously. The practitioner's report should describe the nature of the assistance
provided by the specialist. [Revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

.17 A practitioner may agree to apply procedures to the report or work
product of a specialist that does not constitute assistance by the specialist
to the practitioner in an agreed-upon procedures engagement. For example,
the practitioner may make reference to information contained in a report of a
specialist in describing an agreed-upon procedure. However, it is inappropriate
for the practitioner to agree to merely read the specialist's report solely to de-
scribe or repeat the findings, or to take responsibility for all or a portion of any
procedures performed by a specialist or the specialist's work product.

Internal Auditors and Other Personnel 3

.18 The agreed-upon procedures to be enumerated or referred to in the
practitioner's report are to be performed entirely by the practitioner except
as discussed in paragraphs .16—.18 of this SOP. However, internal auditors or
other personnel may prepare schedules, accumulate data, perform an internal
assessment of management's compliance, or provide other information for the
practitioner's use in performing the agreed-upon procedures.

.19 A practitioner may agree to perform procedures on information docu-
mented in the working papers of internal auditors. For example, the practitioner
may agree to

® repeat all or some of the procedures.

® determine whether the internal auditors' working papers contain
documentation of procedures performed and whether the findings
documented in the working papers are presented in a report by
the internal auditors.

.20 However, it is inappropriate for the practitioner to

® agreetomerely read the internal auditor's report solely to describe
or repeat its findings.

® take responsibility for all or a portion of any procedures performed
by internal auditors by reporting those findings as the practi-
tioner's own.

® report in any manner that implies shared responsibility for the
procedures with the internal auditors.

Planning the Engagement

.21 Planning an agreed-upon procedures engagement involves working
with the specified parties to develop an overall strategy for the expected conduct
and scope of the engagement. To develop such a strategy, practitioners should
have adequate technical training and proficiency in the attestation standards
and have adequate knowledge in health care regulatory matters to enable them
to sufficiently understand the events, transactions, and practices that, in their

3 AU-C section 610A, The Auditor's Consideration of the Internal Audit Function in an Audit
of Financial Statements (AICPA, Professional Standards), does not apply to agreed-upon procedures
engagements. [Footnote revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122-126.]
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judgment, have a significant effect on the presentation of the assertions. [Re-
vised, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]

Documentation

.22 The practitioner should prepare and maintain attest documentation,
the form and content of which should be designed to meet the circumstances of
the particular attest engagement. Attest documentation is the principal record
of attest procedures applied, information obtained, and conclusions or findings
reached by the practitioner in the engagement. The quantity, type, and content
of attest documentation are matters of the practitioner's professional judgment
and are discussed in paragraphs .100—.103 of AT section 101. Paragraphs .104—
.107 of AT section 101 present further requirements and guidance regarding
attest documentation. [Revised, June 2009, to reflect conforming changes nec-
essary due to the issuance of recent authoritative literature.]

.23 Concern over access to the practitioner's documentation might cause
some clients to inquire about documentation requirements. In situations where
the practitioner is requested to not maintain copies of certain client documenta-
tion, or to not prepare and maintain documentation similar to client documents,
the practitioner may refer to Interpretation No. 1, "The Effect of an Inability to
Obtain Audit Evidence Relating to Income Tax Accruals," of AU-C section 500,
Audit Evidence (AICPA, Professional Standards, AU-C sec. 9500 par. .01-.22),
for guidance. See Interpretation No. 4, "Providing Access to or Copies of Attest
Documentation to a Regulator," of AT section 101 (AICPA, Professional Stan-
dards, AT sec. 9101 par. .43-.46), for guidance related to providing access to
or copies of attest documentation to a regulator in connection with work per-
formed on an attestation engagement. [Revised, June 2009, to reflect conform-
ing changes necessary due to the issuance of recent authoritative literature.
Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122-126.]

Management’s Representations

.24 The practitioner should obtain written representation from manage-
ment on various matters including the following:

a. Acknowledging management's responsibility for complying with
the CIA

b. Acknowledging management's responsibility for establishing and
maintaining effective internal control over compliance

c¢. Stating that management has performed an evaluation of the en-
tity's compliance with CIA-specified requirements

d. Stating management's assertions about the entity's compliance
with all aspects of the CIA, including the specific issues that gave
rise to the CIA %5

4 Footnote 21 in paragraph .100 of AT section 101, Attest Engagements (AICPA, Professional
Standards), indicates that attest documentation may also be referred to as working papers. [Footnote
added, June 2009, to reflect conforming changes necessary due to the issuance of recent authoritative
literature.]

5 Depending on the circumstances, representations in the following areas might be appropriate.

e Violations or possible violations of laws or regulations, such as those related to the Medicare
and Medicaid antifraud and abuse statutes
(continued)
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e. Stating that management has disclosed to the practitioner all
known noncompliance with the CIA

[ Stating that management has made available all documentation
relating to compliance with the CIA

g Stating management's interpretation of any compliance require-
ments that have varying interpretations

h. Stating that management has disclosed any communication from
regulatory agencies, internal auditors, legal counsel, and other
parties concerning matters regarding the design, implementa-
tion, and monitoring of the policies and procedures in place, in-
cluding communication received between the end of the reporting
period and the date of the practitioner's report (the date of signa-
ture)

i. Stating that management has disclosed any known noncompli-
ance occurring subsequent to the end of the reporting period

J. Describing any related material fraud or abuse, other fraud, abuse
or illegal acts that, whether or not material, involve management
or other employees who have a significant role in the entity's de-
sign, implementation, and monitoring of the policies and proce-
dures in place upon which compliance is based

k. Stating that management has disclosed to the practitioners, orally
or in writing, information about past noncompliance issues cov-
ered in the settlement agreement that gave rise to the CIA and
the related corrective measures taken to support compliance in
those areas

Management's refusal to furnish all appropriate written representations con-
stitutes a limitation on the scope of the engagement sufficient to require with-
drawal from the engagement.®

Reporting Considerations

.25 A practitioner should present the results of applying agreed-upon pro-
cedures to the specific subject matter in the form of findings. The practitioner
should not provide negative assurance about whether the assertion is fairly
stated in accordance with established or stated criteria. For example, the prac-
titioner should not include a statement that "nothing came to my attention that
caused me to believe that the assertion is not fairly stated in accordance with
(established or stated) criteria."

.26 The practitioner should report all findings from the application of the
agreed-upon procedures. The concept of materiality does not apply to findings
to be reported in an agreed-upon procedures engagement unless the definition

(footnote continued)

e Compliance of third-party billings with applicable coding guidelines (for example, ICD-9-
CM, CPT) and laws and regulations (including medical necessity, proper approvals, and
proper rendering of care)

o Proper filing of all required Medicare, Medicaid, and similar reports under the applicable
reimbursement rules and regulations (including nature of costs—allowable, patient-related,
properly allocated, in accordance with applicable rules and regulations, properly adjusted to
reflect prior audit adjustments) and adequacy of disclosures (including disputed costs) [Foot-
note renumbered, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]

6 See paragraph .62 of AT section 101. [Footnote added, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]
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of materiality is agreed to by the specified parties. Any agreed-upon materiality
limits should be described in the practitioner's report. [Revised, June 2009, to
reflect conforming changes necessary due to the issuance of recent authoritative
literature.]

.27 The practitioner has no obligation to perform procedures beyond the
agreed-upon procedures. However, if noncompliance related to management's
assertion comes to the practitioner's attention by other means, such information
ordinarily should be included in his or her report.

.28 The practitioner may become aware of noncompliance related to man-
agement's assertion that occurs subsequent to the reporting period but before
the date of the practitioner's report. The practitioner should consider including
information regarding such noncompliance in his or her report. However, the
practitioner has no responsibility to perform procedures to detect such noncom-
pliance other than obtaining management's representation about noncompli-
ance in the subsequent period.

.29 The practitioner should follow the reporting guidance in AT section
201. A sample report is included in appendix E (paragraph .36), "Sample
Report."

.30 Evaluating compliance with certain requirements may require inter-
pretation of the laws, regulations, rules, contracts, or other agreements that
establish those requirements. In such situations, the practitioner should con-
sider whether he or she is provided with the reasonable criteria required to
evaluate an assertion under the third general attestation standard. If these in-
terpretations are significant, the practitioner may include a paragraph stating
the description and the source of interpretations made by the entity's manage-
ment. An example of such a paragraph, which should precede the procedures
and findings paragraph(s), follows:

We have been informed that, under [name of entity's] interpretation of [iden-
tify the compliance requirement], lexplain the nature and source of the relevant
interpretation)].

.31 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner's report.
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Appendix A—Sample Corporate Integrity Agreement
Between the Office of Inspector General of the
Department of Health

and Human Services and [Provider]

I. Preamble

[Provider] ("[Provider]") hereby enters into this Corporate Integrity Agreement

("CIA") with the Office of Inspector General ("OIG") of the United States De-
partment of Health and Human Services ("HHS") to ensure compliance by its
employees with the requirements of Medicare, Medicaid and all other Federal
health care programs (as defined in 42 U.S.C. 1320a-7b(f)) (hereinafter collec-
tively referred to as the "Federal health care programs"). [Provider's] compli-
ance with the terms and conditions in this CIA shall constitute an element of
[Provider's] present responsibility with regard to participation in the Federal
health care programs. Contemporaneously with this CIA, [Provider] is entering
into a Settlement Agreement with the United States, and this CIA is incorpo-
rated by reference into the Settlement Agreement.

II. Term of the CIA

The period of the compliance obligations assumed by [Provider] under this CIA
shall be 5 years from the effective date of this CIA (unless otherwise specified).
The effective date of this CIA will be the date on which the final signatory of
this CIA executes this CIA (the "effective date").”

II1. Corporate Integrity Obligations

[Provider] shall establish a compliance program that includes the following
elements:

A. Compliance Officer

Within ninety (90) days after the effective date of this CIA, [Provider] shall
appoint an individual to serve as Compliance Officer, who shall be responsible
for developing and implementing policies, procedures, and practices designed
to ensure compliance with the requirements set forth in this CIA and with the
requirements of the Federal health care programs. The Compliance Officer shall
be a member of senior management of [Provider], shall make regular (at least
quarterly) reports regarding compliance matters directly to the CEO and/or to
the Board of Directors of [Provider] and shall be authorized to report to the
Board of Directors at any time. The Compliance Officer shall be responsible
for monitoring the day-to-day activities engaged in by [Provider] to further its
compliance objectives as well as any reporting obligations created under this
CIA. In the event a new Compliance Officer is appointed during the term of this
CIA, [Provider] shall notify the OIG, in writing, within fifteen (15) days of such
a change.

[Provider] shall also appoint a Compliance Committee within ninety (90) days
after the effective date of this CIA. The Compliance Committee shall, at a min-
imum, include the Compliance Officer and any other appropriate officers as

* Source: Office of the Inspector General of the United States Department of Health and Human
Services.

AUD §15.32 ©2015, AICPA



Guidance to Practitioners in Conducting and Reporting 1631

necessary to meet the requirements of this CIA within the provider's corporate
structure (e.g., senior executives of each major department, such as billing,
clinical, human resources, audit, and operations). The Compliance Officer shall
chair the Compliance Committee and the Committee shall support the Compli-
ance Officer in fulfilling his/her responsibilities.

B. Written Standards

1. Code of Conduct. Within ninety (90) days of the effective date of
this CIA, [Provider] shall establish a Code of Conduct. The Code
of Conduct shall be distributed to all employees within ninety (90)
days of the effective date of this CIA. [Provider] shall make the
promotion of, and adherence to, the Code of Conduct an element
in evaluating the performance of managers, supervisors, and all
other employees. The Code of Conduct shall, at a minimum, set
forth:

a. [Providers] commitment to full compliance with all
statutes, regulations, and guidelines applicable to Fed-
eral health care programs, including its commitment to
prepare and submit accurate billings consistent with Fed-
eral health care program regulations and procedures or
instructions otherwise communicated by the Health Care
Financing Administration ("HCFA") (or other appropriate
regulatory agencies) and/or its agents;

b. [Provider's] requirement that all of its employees shall
be expected to comply with all statutes, regulations, and
guidelines applicable to Federal health care programs and
with [Provider's] own policies and procedures (including
the requirements of this CIA);

c. the requirement that all of [Provider's] employees shall
be expected to report suspected violations of any statute,
regulation, or guideline applicable to Federal health care
programs or with [Provider's] own policies and procedures;

d. the possible consequences to both [Provider] and to any em-
ployee of failure to comply with all statutes, regulations,
and guidelines applicable to Federal health care programs
and with [Provider's] own policies and procedures or of fail-
ure to report such non-compliance; and

e. the right of all employees to use the confidential disclosure
program, as well as [Provider's] commitment to confiden-
tiality and non-retaliation with respect to disclosures.

Within ninety (90) days of the effective date of the CIA, each employee shall
certify, in writing, that he or she has received, read, understands, and will
abide by [Provider's] Code of Conduct. New employees shall receive the Code
of Conduct and shall complete the required certification within two (2) weeks
after the commencement of their employment or within ninety (90) days of the
effective date of the CIA, whichever is later.

[Provider] will annually review the Code of Conduct and will make any nec-
essary revisions. These revisions shall be distributed within thirty (30) days of
initiating such a change. Employees shall certify on an annual basis that they
have received, read, understand and will abide by the Code of Conduct.

2. Policies and Procedures. Within ninety (90) days of the effective
date of this CIA, [Provider] shall develop and initiate implementa-
tion of written Policies and Procedures regarding the operation of
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[Provider's] compliance program and its compliance with all fed-
eral and state health care statutes, regulations, and guidelines,
including the requirements of the Federal health care programs.
At a minimum, the Policies and Procedures shall specifically ad-
dress [insert language relevant to allegations in the case]. In addi-
tion, the Policies and Procedures shall include disciplinary guide-
lines and methods for employees to make disclosures or otherwise
report on compliance issues to [Provider] management through
the Confidential Disclosure Program required by section IILE.
[Provider] shall assess and update as necessary the Policies and
Procedures at least annually and more frequently, as appropriate.
A summary of the Policies and Procedures will be provided to OIG
in the Implementation Report. The Policies and Procedures will
be available to OIG upon request.

Within ninety (90) days of the effective date of the CIA, the relevant portions
of the Policies and Procedures shall be distributed to all appropriate employ-
ees. Compliance staff or supervisors should be available to explain any and all
policies and procedures.

C. Training and Education
1. General Training. Within ninety (90) days of the effective date of
this CIA, [Provider] shall provide at least two (2) hours of training
to each employee. This general training shall explain [Provider's]:
a. Corporate Integrity Agreement requirements;
b. Compliance Program (including the Policies and Proce-
dures as they pertain to general compliance issues); and
c. Code of Conduct.

These training materials shall be made available to the OIG, upon request.

New employees shall receive the general training described above within thirty
(30) days of the beginning of their employment or within ninety (90) days after
the effective date of this CIA, whichever is later. Each year, every employee
shall receive such general training on an annual basis.

2. Specific Training. Within ninety (90) days of the effective date
of this CIA, each employee who is involved directly or indirectly
in the delivery of patient care and/or in the preparation or sub-
mission of claims for reimbursement for such care (including, but
not limited to, coding and billing) for any Federal health care
programs shall receive at least [insert number of training hours]
hours of training in addition to the general training required
above. This training shall include a discussion of:

a. the submission of accurate bills for services rendered to
Medicare and/or Medicaid patients;

b. policies, procedures and other requirements applicable to
the documentation of medical records;

c. the personal obligation of each individual involved in the
billing process to ensure that such billings are accurate;

d. applicable reimbursement rules and statutes;
e. the legal sanctions for improper billings; and
f. examples of proper and improper billing practices.

These training materials shall be made available to OIG, upon request. Persons
providing the training must be knowledgeable about the subject area.
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Affected new employees shall receive this training within thirty (30) days of
the beginning of their employment or within ninety (90) days of the effective
date of this CIA, whichever is later. If a new employee has any responsibility
for the delivery of patient care, the preparation or submission of claims and/or
the assignment of procedure codes prior to completing this specific training, a
[Provider] employee who has completed the substantive training shall review
all of the untrained person's work regarding the assignment of billing codes.

Each year, every employee shall receive such specific training on an annual
basis.

3. Certification. Each employee shall certify, in writing, that he or
she has attended the required training. The certification shall
specify the type of training received and the date received. The
Compliance Officer shall retain the certifications, along with spe-
cific course materials. These shall be made available to OIG upon
request.

D. Review Procedures

[Provider] shall retain an entity, such as an accounting, auditing or consult-
ing firm (hereinafter "Independent Review Organization"), to perform review
procedures to assist [Provider] in assessing the adequacy of its billing and com-
pliance practices pursuant to this CIA. This shall be an annual requirement and
shall cover a twelve (12) month period. The Independent Review Organization
must have expertise in the billing, coding, reporting and other requirements
of the Federal health care programs from which [Provider] seeks reimburse-
ment. The Independent Review Organization must be retained to conduct the
assessment of the first year within ninety (90) days of the effective date of this
CIA. For purposes of complying with this review procedures requirement, the
OIG at its discretion, may permit the [Provider] to utilize internal auditors to
perform the review(s). In such case, the [Provider] will engage the Independent
Review Organization to verify the propriety of the internal auditors' methods
and accuracy of their results. The [Provider] will request the Independent Re-
view Organization to produce a report on its findings which report shall be
included in the Annual Report to the OIG.

The Independent Review Organization (or the [Provider], if permitted by the
OIG, as set forth above) will conduct two separate engagements. One will be an
analysis of [Provider's] billing to the Federal health care programs to assist the
[Provider] and OIG in determining compliance with all applicable statutes, reg-
ulations, and directives/guidance ("billing engagement"). The second engage-
ment will assist the [Provider] and OIG in determining whether [Provider] is
in compliance with this CIA ("compliance engagement").

1. Billing Engagement. The billing engagement shall consist of a
review of a statistically valid sample of claims for the relevant
period. The sample size shall be determined through the use
of a probe sample.! At a minimum, the full sample must be
within a ninety (90) percent confidence level and a precision
of twenty-five (25) percent. The probe sample must contain at
least thirty (30) sample units and cannot be used as part of the
full sample. Both the probe sample and the sample must be se-
lected through random numbers. [Provider] shall use OIG's Of-
fice of Audit Services Statistical Sampling Software, also known
as "RAT-STATS", which is available through the Internet at
https://oig.hhs.gov/compliance/rat-stats/index.asp.

1 Probe sample is defined as a small, random preliminary sample.
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Each annual billing engagement analysis shall include the following compo-
nents in its methodology:

a.

Billing Engagement Objective: Provide a statement stat-
ing clearly the objective intended to be achieved by the
billing engagement and the procedure or combination of
procedures that will be applied to achieve the objective.

. Billing Engagement Population: Identify the population,

which is the group about which information is needed. Ex-
plain the methodology used to develop the population and
provide the basis for this determination.

Sources of Data: Provide a full description of the source of
the information upon which the billing engagement conclu-
sions will be based, including the legal or other standards
applied, documents relied upon, payment data, and/or any
contractual obligations.

Sampling Unit: Define the sampling unit, which is any of
the designated elements that comprise the population of
interest.

Sampling Frame: Identify the sampling frame, which is
the totality of the sampling units from which the sample
will be selected.

As part of the billing engagement:

a.

Inquire of management as to the procedures and controls
affecting the billing process subject to the annual assess-
ment as specified in the CIA. Document that aspect of the
billing process (e.g., flow of documents, processing activi-
ties), and those controls that will be tested in the sample.
The documentation may consist of flow charts, excerpts
from policies and procedures manuals, control question-
naires, etc.

Report the sample results, including the overall error rate
and the nature of the errors found (e.g., no documentation,
inadequate documentation, assignment of incorrect code).

Document findings related to [Provider's] procedures to
correct inaccurate billings and codings to the Federal
health care programs and findings regarding the steps
[Provider] is taking to bring its operations into compliance
or to correct problems identified by the audit.

2. Agreed-upon Procedures or Compliance Engagement. An Indepen-
dent Review Organization (or the [Provider], if permitted by the
OIG) shall also conduct an agreed-upon procedures or compliance
engagement, which shall assist the users in determining whether
[Providers] program, policies, procedures, and operations comply
with the terms of this CIA. This engagement shall include a sec-
tion by section analysis of the requirements of this CIA.

A complete copy of the Independent Review Organization's billing and agreed-
upon procedures or compliance engagement shall be included in each of
[Provider's] Annual Reports to OIG.

3. Disclosure of Overpayments and Material Deficiencies. If, as a re-
sult of these engagements, [Provider] or the Independent Review
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Organization identifies any billing, coding or other policies, proce-
dures and/or practices that result in an overpayment, [Provider]
shall notify the payor (e.g., Medicare fiscal intermediary or car-
rier) within 30 days of discovering the deficiency or overpayment
and take remedial steps within 60 days of discovery (or such ad-
ditional time as may be agreed to by the payor) to correct the
problem, including preventing the deficiency from recurring. The
notice to the payor shall include:

a. astatement that the refund is being made pursuant to this
CIA;

b. a description of the complete circumstances surrounding
the overpayment;

c. the methodology by which the overpayment was deter-
mined;

d. the amount of the overpayment;

e. any claim-specific information used to determine the over-
payment (e.g., beneficiary health insurance number, claim
number, service date, and payment date);

[ the cost reporting period; and

g. the provider identification number under which the repay-
ment is being made.

If [Provider] determines an overpayment represents a material deficiency, con-
temporaneous with [Provider's] notification to the payor as provided above,
[Provider] shall also notify OIG of:

a. a complete description of the material deficiency;
b. amount of overpayment due to the material deficiency;

c. [Providers] action(s) to correct and prevent such material
deficiency from recurring;

d. the payor's name, address, and contact person where the
overpayment was sent;

e. the date of the check and identification number (or elec-
tronic transaction number) on which the overpayment was
repaid.

For purposes of this CIA, an "overpayment" shall mean the amount of money the
provider has received in excess of the amount due and payable under the Federal
health care programs' statutes, regulations or program directives, including
carrier and intermediary instructions.

For purposes of this CIA, a "material deficiency" shall mean anything that
involves: (i) a substantial overpayment or improper payment relating to the
Medicare and/or Medicaid programs; (ii) conduct or policies that clearly violate
the Medicare and/or Medicaid statute, regulations or directives issued by HCFA
and/or its agents; or (iii) serious quality of care implications for federal health
care beneficiaries or recipients. A material deficiency may be the result of an
isolated event or a series of occurrences.

4.  Verification/Validation. In the event that the OIG determines
that it is necessary to conduct an independent review to deter-
mine whether or the extent to which [Provider] is complying with
its obligations under this CIA, [Provider| agrees to pay for the
reasonable cost of any such review or engagement by the OIG or
any of its designated agents.
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E. Confidential Disclosure Program

Within ninety (90) days after the effective date of this CIA, [Provider] shall
establish a Confidential Disclosure Program, which must include measures
(e.g., a toll-free compliance telephone line) to enable employees, contractors,
agents or other individuals to disclose, to the Compliance Officer or some other
person who is not in the reporting individual's chain of command, any identified
issues or questions associated with [Provider's] policies, practices or procedures
with respect to the Federal health care program, believed by the individual to
be inappropriate. [Provider] shall publicize the existence of the hotline (e.g.,
e-mail to employees or post hotline number in prominent common areas).

The Confidential Disclosure Program shall emphasize a non-retribution, non-
retaliation policy, and shall include a reporting mechanism for anonymous, con-
fidential communication. Upon receipt of a complaint, the Compliance Officer
(or designee) shall gather the information in such a way as to elicit all relevant
information from the individual reporting the alleged misconduct. The Com-
pliance Officer (or designee) shall make a preliminary good faith inquiry into
the allegations set forth in every disclosure to ensure that he or she has ob-
tained all of the information necessary to determine whether a further review
should be conducted. For any disclosure that is sufficiently specific so that it
reasonably: (1) permits a determination of the appropriateness of the alleged
improper practice, and (2) provides an opportunity for taking corrective action,
[Provider] shall conduct an internal review of the allegations set forth in such
a disclosure and ensure that proper follow-up is conducted.

The Compliance Officer shall maintain a confidential disclosure log, which shall
include a record and summary of each allegation received, the status of the
respective investigations, and any corrective action taken in response to the
investigation.

F. Ineligible Persons

[Provider] shall not hire or engage as contractors any "Ineligible Person." For
purposes of this CIA, an "Ineligible Person" shall be any individual or entity
who: (i) is currently excluded, suspended, debarred or otherwise ineligible to
participate in the Federal health care programs; or (ii) has been convicted of
a criminal offense related to the provision of health care items or services and
has not been reinstated in the Federal health care programs after a period of
exclusion, suspension, debarment, or ineligibility.

Within ninety (90) days of the effective date of this CIA, [Provider] will review its
list of current employees and contractors against the General Services Admin-
istration's List of Parties Excluded from Federal Programs (available through
the Internet at www.arnet.gov/epls) and the HHS/OIG Cumulative Sanction
Report (available through the Internet at www.dhhs.gov/progorg/oig) to ensure
that it is not currently employing or contracting with any Ineligible Person.
Thereafter, [Provider] will review the list once semi-annually to ensure that no
current employees or contractors are or have become Ineligible Persons.

To prevent hiring or contracting with any Ineligible Person, [Provider] shall
screen all prospective employees and prospective contractors prior to engaging
their services by (i) requiring applicants to disclose whether they are Ineligi-
ble Persons, and (ii) reviewing the General Services Administration's List of
Parties Excluded from Federal Programs (available through the Internet at
www.arnet.gov/epls) and the HHS/OIG Cumulative Sanction Report (available
through the Internet at www.dhhs.gov/progorg/oig).

If [Provider] has notice that an employee or agent is charged with a criminal
offense related to any Federal health care program, or is suspended or proposed
for exclusion during his or her employment or contract with [Provider], within
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10 days of receiving such notice [Provider| will remove such employee from
responsibility for, or involvement with, [Provider's] business operations related
to the Federal health care programs until the resolution of such criminal action,
suspension, or proposed exclusion. If [Provider] has notice that an employee or
agent has become an Ineligible Person, [Provider] will remove such person from
responsibility for, or involvement with, [Provider's] business operations related
to the Federal health care programs and shall remove such person from any
position for which the person's salary or the items or services rendered, ordered,
or prescribed by the person are paid in whole or in part, directly or indirectly,
by Federal health care programs or otherwise with Federal funds at least until
such time as the person is reinstated into participation in the Federal health
care programs.

G. Notification of Proceedings

Within thirty (30) days of discovery, [Provider] shall notify OIG, in writing,
of any ongoing investigation or legal proceeding conducted or brought by a
governmental entity or its agents involving an allegation that [Provider] has
committed a crime or has engaged in fraudulent activities or any other know-
ing misconduct. This notification shall include a description of the allegation,
the identity of the investigating or prosecuting agency, and the status of such
investigation or legal proceeding. [Provider] shall also provide written notice to
OIG within thirty (30) days of the resolution of the matter, and shall provide
OIG with a description of the findings and/or results of the proceedings, if any.

H. Reporting

1. Credible evidence of misconduct. If [Provider] discovers credible
evidence of misconduct from any source and, after reasonable in-
quiry, has reason to believe that the misconduct may violate crim-
inal, civil, or administrative law concerning [Provider's] practices
relating to the Federal health care programs, then [Provider] shall
promptly report the probable violation of law to OIG. Defendants
shall make this disclosure as soon as practicable, but, not later
than thirty (30) days after becoming aware of the existence of the
probable violation. The [Provider's] report to OIG shall include:

a. the findings concerning the probable violation, including
the nature and extent of the probable violation;

b. [Provider's] actions to correct such probable violation; and

c. any further steps it plans to take to address such probable
violation and prevent it from recurring.

To the extent the misconduct involves an overpayment, the report shall include
the information listed in section II1.D.3 regarding material deficiencies.

2.  Inappropriate Billing. If [Provider] discovers inappropriate or in-
correct billing through means other than the Independent Review
Organization's engagement, the provider shall follow procedures
in section ITI.D.3 regarding overpayments and material deficien-
cies.

IV. New Locations

In the event that [Provider] purchases or establishes new business units after
the effective date of this CIA, [Provider] shall notify OIG of this fact within
thirty (30) days of the date of purchase or establishment. This notification shall
include the location of the new operation(s), phone number, fax number, Federal
health care program provider number(s) (if any), and the corresponding payor(s)
(contractor specific) that has issued each provider number. All employees at
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such locations shall be subject to the requirements in this CIA that apply to
new employees (e.g., completing certifications and undergoing training).

V. Implementation and Annual Reports

A. Implementation Report

Within one hundred and twenty (120) days after the effective date of this CIA,
[Provider] shall submit a written report to OIG summarizing the status of its
implementation of the requirements of this CIA. This Implementation Report
shall include:

1. the name, address, phone number and position description
of the Compliance Officer required by section III.A;

2. the names and positions of the members of the Compliance
Committee required by section III.A;

3. a copy of [Provider's] Code of Conduct required by section
I11.B.1;

4. the summary of the Policies and Procedures required by
section II1.B.2;

5. a description of the training programs required by section
II1.C including a description of the targeted audiences and
a schedule of when the training sessions were held;

6. a certification by the Compliance Officer that:
a. the Policies and Procedures required by sec-
tion III.B have been developed, are being imple-

mented, and have been distributed to all perti-
nent employees;

b. all employees have completed the Code of Conduct
certification required by section II1.B.1; and
c. allemployees have completed the training and ex-
ecuted the certification required by section II1.C;
7. a description of the confidential disclosure program re-
quired by section IIL.E;

8. the identity of the Independent Review Organization(s)
and the proposed start and completion date of the first
audit; and

9. a summary of personnel actions taken pursuant to section
IILF.

B. Annual Reports

[Provider] shall submit to OIG an Annual Report with respect to the status and
findings of [Provider's] compliance activities. The Annual Reports shall include:

1. any change in the identity or position description of the
Compliance Officer and/or members of the Compliance
Committee described in section III.A;

2. a certification by the Compliance Officer that:

a. all employees have completed the annual Code of
Conduct certification required by section III.B.1;
and

b. all employees have completed the training and ex-
ecuted the certification required by section III.C;
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3. notification of any changes or amendments to the Policies
and Procedures required by section III.B and the reasons
for such changes (e.g., change in contractor policy);

4. a complete copy of the report prepared pursuant to the In-
dependent Review Organization's billing and compliance
engagement, including a copy of the methodology used;

5. [Provider's] response/corrective action plan to any issues
raised by the Independent Review Organization;

6. a summary of material deficiencies reported throughout
the course of the previous twelve (12) months pursuant to
II1.D.3 and II1.H;

7. a report of the aggregate overpayments that have been
returned to the Federal health care programs that were
discovered as a direct or indirect result of implementing
this CIA. Overpayment amounts should be broken down
into the following categories: Medicare, Medicaid (report
each applicable state separately) and other Federal health
care programs;

8. acopy of the confidential disclosure log required by section
IILE;

9. a description of any personnel action (other than hiring)
taken by [Provider] as a result of the obligations in section
IILF;

10. a summary describing any ongoing investigation or legal
proceeding conducted or brought by a government entity
involving an allegation that [Provider] has committed a
crime or has engaged in fraudulent activities, which have
been reported pursuant to section III.G. The statement
shall include a description of the allegation, the identity of
the investigating or prosecuting agency, and the status of
such investigation, legal proceeding or requests for infor-
mation;

11. a corrective action plan to address the probable violations
of law identified in section III.H; and

12. a listing of all of the [Provider's] locations (including lo-
cations and mailing addresses), the corresponding name
under which each location is doing business, the corre-
sponding phone numbers and fax numbers, each location's
Federal health care program provider identification num-
ber(s) and the payor (specific contractor) that issued each
provider identification number.

The first Annual Report shall be received by the OIG no
later than one year and thirty (30) days after the effective
date of this CIA. Subsequent Annual Reports shall be sub-
mitted no later than the anniversary date of the due date
of the first Annual Report.

C. Certifications

The Implementation Report and Annual Reports shall include a certification
by the Compliance Officer under penalty of perjury, that: (1) [Provider] is in
compliance with all of the requirements of this CIA, to the best of his or her
knowledge; and (2) the Compliance Officer has reviewed the Report and has
made reasonable inquiry regarding its content and believes that, upon such
inquiry, the information is accurate and truthful.
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VI. Notifications and Submission of Reports

Unless otherwise stated in writing subsequent to the effective date of this CIA,
all notifications and reports required under this CIA shall be submitted to the
entities listed below:

OIG:

Civil Recoveries Branch—Compliance Unit
Office of Counsel to the Inspector General
Office of Inspector General
U.S. Department of Health and Human Services
Cohen Building, Room 5527
330 Independence Avenue, SW
Washington, DC 20201
Phone 202-619-2078; Fax 202-205-0604

[Provider]:
[Address and Telephone number of Provider's Compliance Contact]

VII. OIG Inspection, Audit and Review Rights

In addition to any other rights OIG may have by statute, regulation, or contract,
OIG or its duly authorized representative(s), may examine [Providers] books,
records, and other documents and supporting materials for the purpose of ver-
ifying and evaluating: (a) [Provider's] compliance with the terms of this CIA;
and (b) [Provider's] compliance with the requirements of the Federal health care
programs in which it participates. The documentation described above shall be
made available by [Provider] to OIG or its duly authorized representative(s)
at all reasonable times for inspection, audit or reproduction. Furthermore, for
purposes of this provision, OIG or its duly authorized representative(s) may
interview any of [Provider's] employees who consent to be interviewed at the
employee's place of business during normal business hours or at such other
place and time as may be mutually agreed upon between the employee and
OIG. [Provider] agrees to assist OIG in contacting and arranging interviews
with such employees upon OIG's request. [Provider's] employees may elect to
be interviewed with or without a representative of [Provider] present.

VIII. Document and Record Retention

[Provider] shall maintain for inspection all documents and records relating to
reimbursement from the Federal health care programs or to compliance with
this CIA one year longer than the term of this CIA (or longer if otherwise
required by law).

IX. Disclosures

Subject to HHS's Freedom of Information Act ("FOIA") procedures, set forth
in 45 C.F.R. Part 5, the OIG shall make a reasonable effort to notify [Provider]
prior to any release by OIG of information submitted by [Provider] pursuant
to its obligations under this CIA and identified upon submission by [Provider]
as trade secrets, commercial or financial information and privileged and confi-
dential under the FOIA rules. [Provider] shall refrain from identifying any in-
formation as trade secrets, commercial or financial information and privileged
and confidential that does not meet the criteria for exemption from disclosure
under FOIA.

X. Breach and Default Provisions

[Provider] is expected to fully and timely comply with all of the obligations
herein throughout the term of this CIA or other time frames herein agreed to.
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A. Stipulated Penalties for Failure to Comply with Certain Obligations

As a contractual remedy, [Provider] and OIG hereby agree that failure to comply
with certain obligations set forth in this CIA may lead to the imposition of the
following monetary penalties (hereinafter referred to as "Stipulated Penalties")
in accordance with the following provisions.

1. A Stipulated Penalty of $2,500 (which shall begin to accrue
on the day after the date the obligation became due) for
each day, beginning 120 days after the effective date of
this CIA and concluding at the end of the term of this CIA,
[Provider] fails to have in place any of the following:

a. a Compliance Officer;

a Compliance Committee;

a written Code of Conduct;
written Policies and Procedures;

® &R o &

a training program; and
f. a Confidential Disclosure Program;

2. A Stipulated Penalty of $2,500 (which shall begin to accrue
on the day after the date the obligation became due) for
each day [Provider] fails to meet any of the deadlines to

submit the Implementation Report or the Annual Reports
to the OIG.

3. A Stipulated Penalty of $2,000 (which shall begin to ac-
crue on the date the failure to comply began) for each day
[Provider]:

a. hires or contracts with an Ineligible Person after
that person has been listed by a federal agency as
excluded, debarred, suspended or otherwise in-
eligible for participation in the Medicare, Medi-
caid or any other Federal health care program (as
defined in 42 U.S.C. 1320a7b(f)). This Stipulated
Penalty shall not be demanded for any time period
if [Provider]| can demonstrate that it did not dis-
cover the person's exclusion or other ineligibility
after making a reasonable inquiry (as described
in section IIL.F) as to the status of the person;

b. employs or contracts with an Ineligible Person
and that person: (i) has responsibility for, or in-
volvement with, [Provider's] business operations
related to the Federal health care programs or (ii)
is in a position for which the person's salary or the
items or services rendered, ordered, or prescribed
by the person are paid in whole or in part, directly
or indirectly, by the Federal health care programs
or otherwise with Federal funds (this Stipulated
Penalty shall not be demanded for any time period
during which [Provider] can demonstrate that it
did not discover the person's exclusion or other in-
eligibility after making a reasonable inquiry (as
described in ITI.F) as to the status of the person);

c. employs or contracts with a person who: (i) has
been charged with a criminal offense related to
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any Federal health care program, or (ii) is sus-
pended or proposed for exclusion, and that per-
son has responsibility for, or involvement with,
[Providers] business operations related to the
Federal health care programs (this Stipulated
Penalty shall not be demanded for any time pe-
riod before 10 days after [Provider] received no-
tice of the relevant matter or after the resolution
of the matter).

4. A Stipulated Penalty of $1,500 (which shall begin to accrue
on the date the [Provider] fails to grant access) for each
day [Provider] fails to grant access to the information or
documentation as required in section V of this CIA.

5. A Stipulated Penalty of $1,000 (which shall begin to accrue
ten (10) days after the date that OIG provides notice to
[Provider] of the failure to comply) for each day [Provider]
fails to comply fully and adequately with any obligation of
this CIA. In its notice to [Provider], the OIG shall state the
specific grounds for its determination that the [Provider]
has failed to comply fully and adequately with the CIA
obligation(s) at issue.

B. Payment of Stipulated Penalties

1.

AUD §15.32

Demand Letter. Upon a finding that [Provider] has failed to comply
with any of the obligations described in section X.A and determin-
ing that Stipulated Penalties are appropriate, OIG shall notify
[Provider] by personal service or certified mail of (a) [Provider's]
failure to comply; and (b) the OIG's exercise of its contractual right
to demand payment of the Stipulated Penalties (this notification
is hereinafter referred to as the "Demand Letter").

Within fifteen (15) days of the date of the Demand Letter,
[Provider] shall either (a) cure the breach to the OIG's satisfac-
tion and pay the applicable stipulated penalties, or (b) request a
hearing before an HHS administrative law judge ("ALJ") to dis-
pute the OIG's determination of noncompliance, pursuant to the
agreed-upon provisions set forth below in section X.D. In the event
[Provider] elects to request an ALJ hearing, the Stipulated Penal-
ties shall continue to accrue until [Provider] cures, to the OIG's
satisfaction, the alleged breach in dispute. Failure to respond to
the Demand Letter in one of these two manners within the al-
lowed time period shall be considered a material breach of this
CIA and shall be grounds for exclusion under section X.C.

Timely Written Requests for Extensions. [Provider] may submit a
timely written request for an extension of time to perform any act
or file any notification or report required by this CIA. Notwith-
standing any other provision in this section, if OIG grants the
timely written request with respect to an act, notification, or re-
port, Stipulated Penalties for failure to perform the act or file the
notification or report shall not begin to accrue until one day after
[Provider] fails to meet the revised deadline as agreed to by the
OIG-approved extension. Notwithstanding any other provision in
this section, if OIG denies such a timely written request, Stipu-
lated Penalties for failure to perform the act or file the notification
or report shall not begin to accrue until two (2) business days after
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[Provider] receives OIG's written denial of such request. A "timely
written request" is defined as a request in writing received by OIG
at least five (5) business days prior to the date by which any act is
due to be performed or any notification or report is due to be filed.

3.  Form of Payment. Payment of the Stipulated Penalties shall be
made by certified or cashier's check, payable to "Secretary of the
Department of Health and Human Services," and submitted to
OIG at the address set forth in section VI.

4.  Independence from Material Breach Determination. Except as oth-
erwise noted, these provisions for payment of Stipulated Penalties
shall not affect or otherwise set a standard for the OIG's determi-
nation that [Provider] has materially breached this CIA, which
decision shall be made at the OIG's discretion and governed by
the provisions in section X.C, below.

C. Exclusion for Material Breach of this CIA

1. Notice of Material Breach and Intent to Exclude. The parties agree
that a material breach of this CIA by [Provider] constitutes an
independent basis for [Providers] exclusion from participation
in the Federal health care programs (as defined in 42 U.S.C.
1320a7b(f)). Upon a determination by OIG that [Provider] has ma-
terially breached this CIA and that exclusion should be imposed,
the OIG shall notify [Provider| by certified mail of (a) [Provider's]
material breach; and () OIG's intent to exercise its contractual
right to impose exclusion (this notification is hereinafter referred
to as the "Notice of Material Breach and Intent to Exclude").

2. Opportunity to Cure. [Provider] shall have thirty-five (35) days
from the date of the Notice of Material Breach and Intent to Ex-
clude Letter to demonstrate to the OIG's satisfaction that:

a. [Provider] is in full compliance with this CIA;
b. the alleged material breach has been cured; or

c. the alleged material breach cannot be cured within the
35-day period, but that: (i) [Provider] has begun to take
action to cure the material breach, (ii) [Provider] is pur-
suing such action with due diligence, and (iii) [Provider]
has provided to OIG a reasonable timetable for curing the
material breach.

3. Exclusion Letter. If at the conclusion of the thirty-five (35) day pe-
riod, [Provider] fails to satisfy the requirements of section X.C.2,
OIG may exclude [Provider] from participation in the Federal
health care programs. OIG will notify [Provider] in writing of its
determination to exclude [Provider] (this letter shall be referred
to hereinafter as the "Exclusion Letter"). Subject to the Dispute
Resolution provisions in section X.D, below, the exclusion shall
go into effect thirty (30) days after the date of the Exclusion Let-
ter. The exclusion shall have national effect and will also apply to
all other federal procurement and non-procurement programs. If
[Provider] is excluded under the provisions of this CIA, [Provider]
may seek reinstatement pursuant to the provisions at 42 C.F.R.
§§1001.3001-.3004.

4. Material Breach. A material breach of this CIA means:
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a. afailure by [Provider] to report a material deficiency, take
corrective action and pay the appropriate refunds, as pro-
vided in section II1.D;

b. repeated or flagrant violations of the obligations under
this CIA, including, but not limited to, the obligations ad-
dressed in section X.A of this CIA;

c. a failure to respond to a Demand Letter concerning the
payment of Stipulated Penalties in accordance with section
X.B above; or

d. a failure to retain and use an Independent Review Orga-
nization for review purposes in accordance with section
IT1.D.

D. Dispute Resolution

1.
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Review Rights. Upon the OIG's delivery to [Provider] of its De-
mand Letter or of its Exclusion Letter, and as an agreed-upon
contractual remedy for the resolution of disputes arising under
the obligation of this CIA, [Provider] shall be afforded certain re-
view rights comparable to the ones that are provided in 42 U.S.C.
§§1320a7(f) and 42 C.F.R. §1005 as if they applied to the Stipu-
lated Penalties or exclusion sought pursuant to this CIA. Specifi-
cally, the OIG's determination to demand payment of Stipulated
Penalties or to seek exclusion shall be subject to review by an
ALJ and, in the event of an appeal, the Departmental Appeals
Board ("DAB"), in a manner consistent with the provisions in 42
C.F.R. §§1005.2—-.21. Notwithstanding the language in 42 C.F.R.
§1005.2(c), the request for a hearing involving stipulated penal-
ties shall be made within fifteen (15) days of the date of the De-
mand Letter and the request for a hearing involving exclusion
shall be made within thirty (30) days of the date of the Exclusion
Letter.

Stipulated Penalties Review. Notwithstanding any provision of
Title 42 of the United States Code or Chapter 42 of the Code of
Federal Regulations, the only issues in a proceeding for stipulated
penalties under this CIA shall be (a) whether [Provider] was in full
and timely compliance with the obligations of this CIA for which
the OIG demands payment; and (b) the period of noncompliance.
[Provider] shall have the burden of proving its full and timely
compliance and the steps taken to cure the noncompliance, if any.
If the ALJ finds for the OIG with regard to a finding of a breach of
this CIA and orders [Provider] to pay Stipulated Penalties, such
Stipulated Penalties shall become due and payable twenty (20)
days after the ALJ issues such a decision notwithstanding that
[Provider] may request review of the ALJ decision by the DAB.

Exclusion Review. Notwithstanding any provision of Title 42 of
the United States Code or Chapter 42 of the Code of Federal Reg-
ulations, the only issues in a proceeding for exclusion based on a
material breach of this CIA shall be (a) whether [Provider] was
in material breach of this CIA; (b) whether such breach was con-
tinuing on the date of the Exclusion Letter; and (c) the alleged
material breach cannot be cured within the 35-day period, but
that (i) [Provider] has begun to take action to cure the material
breach, (ii) [Provider] is pursuing such action with due diligence,

©2015, AICPA



Guidance to Practitioners in Conducting and Reporting 1645

and (iii) [Provider] has provided to OIG a reasonable timetable
for curing the material breach.

For purposes of the exclusion herein, exclusion shall take effect
only after an ALJ decision that is favorable to the OIG. [Provider's]
election of its contractual right to appeal to the DAB shall not ab-
rogate the OIG's authority to exclude [Provider] upon the issuance
of the ALJ's decision. If the ALJ sustains the determination of the
OIG and determines that exclusion is authorized, such exclusion
shall take effect twenty (20) days after the ALJ issues such a de-
cision, notwithstanding that [Provider] may request review of the
ALJ decision by the DAB.

4.  Finality of Decision. The review by an ALJ or DAB provided for
above shall not be considered to be an appeal right arising under
any statutes or regulations. Consequently, the parties to this CIA
agree that the DAB's decision (or the ALJ's decision if not ap-
pealed) shall be considered final for all purposes under this CIA
and [Provider] agrees to waive any right it may have to appeal
the decision administratively, judicially or otherwise seek review
by any court or other adjudicative forum.

XI. Effective and Binding Agreement

Consistent with the provisions in the Settlement Agreement pursuant to which
this CIA is entered, and into which this CIA is incorporated, [Provider] and OIG
agree as follows:

a. This CIA shall be binding on the successors, assigns and trans-
ferees of [Provider];

b. This CIA shall become final and binding on the date the final
signature is obtained on the CIA;

c¢. Anymodifications to this CIA shall be made with the prior written
consent of the parties to this CIA; and

d. The undersigned [Provider] signatories represent and warrant
that they are authorized to execute this CIA. The undersigned

OIG signatory represents that he is signing this CIA in his official
capacity and that he is authorized to execute this CIA.

On Behalf of [Provider]

Date

Date

Date
[Please identify all signatories]

ON BEHALF OF THE OFFICE OF INSPECTOR GENERAL
OF THE DEPARTMENT OF HEALTH AND HUMAN
SERVICES

Lewis Morris [Date]
Assistant Inspector General for Legal Affairs

Office of Inspector General
U.S. Department of Health and Human Services
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Appendix B

Sample Statement of Management's Assertions

[Date]

In connection with the Corporate Integrity Agreement (CIA) entered into with
the Office of the Inspector General of the United States Department of Health
and Human Services dated [date], we make the following assertions, which are
true to the best of our knowledge and belief.

Governance
Within 90 days of the date of the CIA, we—

1. Established a Compliance Committee, which meets at least
monthly and requires a quorum to meet.

2. Appointed to our Compliance Committee members who include
at a minimum those individuals specified in the CIA.

3. Delegated to the Compliance Committee the authority to imple-
ment and monitor the CIA, as evidenced by the organization chart
or the Compliance Committee's charter.

4. Appointed a compliance officer, who reports directly to the indi-
vidual specified in the CIA.

We appointed a compliance officer who—

1. Has sufficient staff and resources to carry out his or her respon-
sibilities.
2. Actively participates in compliance training.

3. Hasauthority to conduct full and complete internal investigations
without restriction.

4. Periodically revises the compliance program to meet changing cir-
cumstances and risks.

Billing Practices, Policies, and Procedures

Although no system of internal controls can provide absolute assurance that all
bills comply in all respects with Medicare, Medicaid, and other federal health
care program guidelines, we are not aware of any material weaknesses in our
billing practices, policies, and procedures. Billings to third-party payors comply
in all material respects with applicable coding principles and laws and regula-
tions (including those dealing with Medicare and Medicaid antifraud and abuse)
and only reflect charges for goods and services that were medically necessary,
properly approved by regulatory bodies (e.g., the Food and Drug Administra-
tion), if required and properly rendered. [Insert other assertions as necessary to
address matters covered in the CIA.] Any Medicare, Medicaid, and other fed-
eral health program billing deficiencies that we identified have been properly
reported to the applicable payor within 60 days of discovery of the deficiency.

Corporate Integrity Policy

1.  Our policy was developed and implemented within [number] days
of execution of the CIA.
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2. The policy addresses the Company's commitment to preparation
and submission of accurate billings consistent with the standards
set forth in federal health care program statutes, regulations, pro-
cedures and guidelines or as otherwise communicated by Health
Care Financing Administration (HCFA), its agents or any other
agency engaged in the administration of the applicable federal
health care program.

3. The policy addressed the specific issues that gave rise to the set-
tlement, as well as other risk areas identified by the OIG in pub-
lished Fraud Alerts issued through [date].

4.  Further details on the development and implementation of our
policy were provided to the OIG in our letter dated [date].

5. Our policy was distributed to all employees, physicians and inde-
pendent contractors involved in submitting or preparing requests
for reimbursement.

6. We have prominently displayed a copy of our policy on the Com-
pany's premises.

Information and Education Program

As discussed more fully in our letter to the OIG dated [date], we conducted an
Information and Education Program within [number] days of the CIA. The In-
formation and Education Program requires that each officer, employee, agent
and contractor charged with administering federal health care programs (in-
cluding, but not limited to billers, coders, nurses, physicians, medical records,
hospital administration and other individuals directly involved in billing fed-
eral health care programs) receive at least [number] hours of training.

The training provided to employees involved in billing, coding, and/or charge
capture consisted of instructions on submitting accurate bills, the personal
obligations of each individual to ensure billings are accurate, the nature of
company-imposed disciplinary actions on individuals who violate company poli-
cies and/or laws and regulations, applicable federal health care program rules,
legal sanctions against the company for submission of false or fraudulent in-
formation, and how to report potential abuses or fraud. The training material
addresses those issues underlying our settlement with the OIG.

The experience of the trainers is consistent with the topics presented.

Confidential Disclosure Program
Our Confidential Disclosure Program—
1. Was established within [number] days of the CIA.

2.  Enables any employee to disclose any practices or billing proce-
dures relating to federal health care programs.

3. Provides a toll-free telephone line maintained by the Company,
which Company representatives have indicated is maintained
twenty-four hours a day, seven days a week, for the purpose of
making any disclosures regarding compliance with the Company's
Compliance Program, the obligations in the CIA, and Company's
overall compliance with federal and state standards.

4. Includes policies requiring the review of any disclosures to per-
mit a determination of the appropriateness of the billing practice
alleged to be involved and any corrective action to be taken to
ensure that proper follow-up is conducted.
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A detailed summary of the communications (including the num-
ber of disclosures by employees and the dates of such disclosures)
concerning billing practices reported as, and found to be, inappro-
priate under the Confidential Disclosure Program, and the results
of any internal review and the follow-up on such disclosures are
summarized in Attachment [¢i¢le] to our Annual Report.

Excluded Individuals or Entities

Company policy—

1.

Prohibits the employment of or contracting with an individual or
entity that is listed by a federal agency as convicted of abuse or
excluded, suspended or otherwise ineligible for participation in
federal health care programs.

Includes a process to make an inquiry into the status of any po-
tential employee or independent contractor.

Provides for an annual review of the status of all existing employ-
ees and contractors to verify whether any individual had been
suspended or excluded or charged with a criminal offense relat-
ing to the provision of federal health care services.

We are not aware of any individuals employed in contravention of the prohibi-
tions in the CIA.

Record Retention
Our record retention policy is consistent with the requirements of the CIA.

Signed by:

[Chief Executive Officer]

[Chief Financial Officer]

[Corporate Compliance Officer]
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Appendix C

Sample Engagement Letter

The following is an illustration of a sample engagement letter that may be used
for this kind of engagement.

[CPA Firm Letterhead]
[Client's Name and Address]
Dear

This will confirm our understanding of the arrangements for our performance of
certain agreed-upon procedures in connection with management's compliance
with the terms of the Corporate Integrity Agreement (CIA) with the Office of
Inspector General (OIG) of the U.S. Department of Health and Human Services
(HHS) dated [date of CIA] for the period ending [date].

We will perform those procedures enumerated in the attachment to this letter.
Our responsibility is to carry out these procedures and report our findings. We
will conduct our engagement in accordance with standards established by the
American Institute of Certified Public Accountants. Our planned procedures
were agreed to by management and will be communicated to the OIG for its
review and are based on the terms specified in the CIA. The sufficiency of these
procedures is solely the responsibility of the specified parties to the report.
Consequently, it is understood that we make no representation regarding the
sufficiency of the procedures described in the attachment for the purpose for
which this report has been requested or for any other purpose.

Management is responsible for the Company's compliance with all applicable
laws, regulations, and contracts and agreements, including the CIA. Manage-
ment also is responsible for the design, implementation, and monitoring of the
policies and procedures upon which compliance is based.

Our engagement to perform agreed-upon procedures is substantially less in
scope than an examination, the objective of which is the expression of an opinion
on management's compliance with the CIA. Accordingly, we will not express
such an opinion or any other form of assurance thereon.!

Working papers that are prepared in connection with this engagement are the
property of the independent accountant. The working papers are prepared for
the purpose of providing the principal support for the independent accountant's
report. At the completion of our work, we expect to issue an agreed-upon pro-
cedures report in the attached form.

1 The independent accountant may wish to include an understanding with the client about any
limitation or other arrangements regarding liability of the practitioner or the client in the engagement
letter. For example, the following might be included in the letter:

Our maximum liability relating to services rendered under this letter (regardless of form of action,
whether in contract, negligence or otherwise) shall be limited to the charges paid to us for the
portion of the services or work products giving rise to liability. We will not be liable for consequential
or punitive damages (including lost profits or savings) even if aware of their possible existence.

You will indemnify us against any damage or expense that may result from any third-party
claim relating to our services or any use by you of any work product, and you will reimburse us for
all expenses (including counsel fees) as incurred by us in connection with any such claim, except
to the extent such claim (i) is finally determined to have resulted from our gross negligence or
willful misconduct or (ii) is covered by any of the preceding indemnities.
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If, however, we are not able to complete all of the specified procedures, we will
so advise you. At that time, we will discuss with you the form of communication,
if any, that you desire for our findings. We will ask you to confirm your request
in writing at that time. If you request that we delay issuance of our report until
corrective action is taken that will result in compliance with all aspects of the
CIA, we will do so only at your written request. Our working papers will be
retained in accordance with our firm's working paper retention policy.

The distribution of the independent accountant's report will be restricted to the
governing board and management of the Company and the OIG.

Our fees will be billed as work progresses and are based on the amount of time
required at various levels of responsibility plus actual out-of-pocket expenses.
Invoices are payable upon presentation. We will notify you immediately of any
circumstances we encounter that could significantly affect our initial estimate
of total fees.

We agree that to the extent required by law, we will allow the Comptroller
General of the United States, HHS, and their duly authorized representatives
to have access to this engagement letter and our documents and records to
the extent necessary to verify the nature and amount of costs of the services
provided to the Company, until the expiration of four years after we have con-
cluded providing services to the Company that are performed pursuant to this
Engagement Letter. In the event the Comptroller General, HHS, or their duly
authorized representatives request such records, we agree to notify the Com-
pany of such request as soon as practicable.

In the event we are requested or authorized by the Company or are required
by government regulation, subpoena, or other legal process to produce our doc-
uments or our personnel as witnesses with respect to our engagements for the
Company, the Company will, so long as we are not a party to the proceeding in
which the information is sought, reimburse us for our professional time and ex-
penses, as well as the fees and expenses of our counsel, incurred in responding
to such requests.

If this letter correctly expresses your understanding of this engagement, please
sign the enclosed copy where indicated and return it to us. We appreciate the
opportunity to serve you.

Sincerely,
[Partner's Signature]
[Firm Name or Firm Representative]

Accepted and agreed to:
[Client Representative's Signature]

[Title]
[Date]

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]
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Appendix D

Sample Procedures

Procedure Findings

Governance

1. We read the Company's corporate minutes and organization chart and
ascertained that, within [number] days of the date of the Corporate Integrity
Agreement (CIA), the Company—

a.  Established a Compliance Committee, which is to meet meets at
least monthly and requires a quorum to meet.

b.  Appointed to its Compliance Committee members who include, at
a minimum, those individuals specified in the CIA.

c¢.  Delegated to the Compliance Committee the authority to
implement and monitor the CIA, as evidenced by the
organization chart or the Compliance Committee's charter.

d.  Appointed a compliance officer who reports directly to the
individual specified in the CIA.

2. We interviewed the compliance officer and were informed that, in his or her
opinion, the Compliance Officer—

a.  Has sufficient staff and resources to carry out his or her
responsibilities.

b.  Actively participates in compliance training.
Has the authority to conduct full and complete internal
investigations without restriction.

d.  Periodically revises the compliance program to meet changing
circumstances and risks.

3. We read the OIG notification letter as specified in the CIA and noted that the
appropriate official signed the letter, that it was addressed to the OIG, that it
covered items (a) through (d) in Step 1, and that it was dated within [number of]
days of the execution of the CIA.

Billing Practices, Policies, and Procedures

The practitioner might be engaged to provide consulting services in connection with
the evaluation of the company's billing practices, policies, and procedures. If so,
generally no agreed-upon procedures would be performed relating to this area.
Alternatively, if the procedures relating to the Company's billing practices, policies,
and procedures are performed by others such as the Company's internal audit staff,
the practitioner performs Steps 4 through 9.

4. We read the compliance work plan and noted the following:

a.  The work plan's stated objectives include the determination that
billings are accurate and complete, for services rendered that
have been deemed by medical specialists as being necessary, and
are submitted in accordance with federal program guidelines.

b.  The work plan sampling methodology sets confidence levels
consistent with those defined in the CIA.

c¢.  The work plan identifies risk areas, as defined in the CIA (if
applicable), and specifies testing procedures by risk area.

d. The work plan specifies that samples are taken in risk areas (if
applicable) identified by the CIA.

e. The work plan includes testing procedures, which the
practitioner should modify as required by the CIA, for the
following risks areas (if applicable) identified in the CIA:
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Findings

(1) Clinical documentation, as follows:

(i) No documentation of service
(i) Insufficient documentation of service

(iii) Improper diagnosis or treatment plan
giving rise to the provision of a
medically unnecessary service or
treatment

(iv) Service or treatment does not conform
medically with the documented
diagnosis or treatment plan

(v) Services incorrectly coded
(2) Billing and coding, as follows:

(1) Noncovered or unallowable service
(i) Duplicate payment

(iii) DRG window error

(iv) Unbundling

(v) Utilization

(vi) Medicare credit balances

[Note to Practitioner: Modify the preceding list as required by the CIA.]

5. We selected [quantity] probe samples performed by the independent review
organization for the following risk areas [list risk areas tested]. For the probe
samples selected, we noted that the—

a. Sample patient billing files were randomly selected.
b.  Sample size reflected confidence levels specified in the CIA.

c. Sample plan describes how missing items (if any) would be
treated.

d.  Patient billing files tested were pulled per the listing of random
numbers and all patient billing files were accounted for in the
working papers.

e.  Work plans for the specific sample described the risk areas (if
applicable) being tested and the testing approach/procedures.

f.  Working papers noted the completion of each work plan step.
g.  Working papers contained a summary of findings for the sample.

[}

. We reperformed the work plan steps [list of specific steps performed] for the
sample patient billing files. The reperformance of work plan steps related to the
medical review of the sample patient billing files was performed by the
following individuals [note the professional qualifications of individuals without
listing names]. Any exceptions between our findings and the Company's are
summarized in the Attachment to this report.

|

. We read the summary findings of all internal compliance reviews that the
Company's Internal Audit department indicated it had performed for the
Company and noted that all material billing deficiencies [specify material
threshold as defined by the Company] noted therein were discussed in written
communications addressed to the appropriate payor (for example, Medicare Part
B carrier) and were dated within 60 days from the time the deficiency occurred.!

o)

. We inquired of [individual] as to whether the Company took remedial steps
within [number of] days (or such additional time as agreed to by the payor) to
correct all material billing deficiencies noted in Step 7. We were informed that
such remedial steps had been taken.

L The CIA provides its own legal definition of a "material deficiency." Determination of whether a
billing or other act meets this definition is normally beyond the auditor's professional competence and
may have to await final determination by a court of law. Accordingly, to avoid confusion, a working
definition different from that provided in the CIA (e.g., a specified dollar threshold) may be necessary.
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9. By reading applicable correspondence, we noted that any material billing
deficiencies noted in Step 7 were communicated to the OIG, including specific
findings relative to the deficiency, the Company's actions taken to correct the
deficiency, and any further steps the Company plans to take to prevent any
similar deficiencies from recurring.

Corporate Integrity Policy
10. We read the Company's Corporate Integrity Policy and noted the following.

a.  The policy was developed and implemented within [number of]
days of execution of the CIA.

b.  The policy addressed the Company's commitment to preparation
and submission of accurate billings consistent with the standards
set forth in federal health care program statutes, regulations,
procedures, and guidelines or as otherwise communicated by
HCFA, its agents, or any other agency engaged in the
administration of the applicable federal health care program.

c¢.  The policy addressed the specific issues that gave rise to the
settlement, as well as other risk areas identified by the OIG in
published Fraud Alerts issued through [agency].

d.  Correspondence addressed to the OIG covered the development
and implementation of the policy.

e.  Documentation indicating that the policy was distributed to all
employees, physicians, and independent contractors involved in
submitting or preparing requests for reimbursement.

f The prominent display of a copy of the policy on the Company's
premises.

11. We selected a sample of ten employees (involved in submitting and preparing
requests for reimbursement) and examined written confirmation in the
employee's personnel file indicating receipt of a copy of the Corporate Integrity
Policy.

Information and Education Program
12. We read the Company's Information and Education Program and noted the

following.
a.  The Information and Education Program agenda was dated
within [number of] days of execution of the CIA.
b. Correspondence covering the development and implementation of
the Information and Education Program was addressed to the
OIG.
c¢.  The Information and Education Program requires that each

officer, employee, agent, and contractor charged with
administering federal health care programs (including, but not
limited to billers, coders, nurses, physicians, medical records,
hospital administration and other individuals directly involved in
billing federal health care programs) receive at least [number of]
hours of training.

13. We selected a sample of ten employees involved in billing, coding and/or charge
capture and examined sign-in logs of the training classes and noted that each
had signed indicating that they had received at least /[number of] hours of
training as specified in the Information and Education Program. We also
reviewed tests and surveys completed by each of the ten trained employees
noting evidence that they were completed.

14. We inquired as to the training of individuals not present during the regularly
scheduled training programs and were informed that each such individual is
trained either individually or in a separate make-up session. We inquired as to
the names of individuals not initially present and selected one such individual
and examined that individual's post-training test and survey for completion.
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15. We read the course agenda and noted that the training provided to employees

involved in billing, coding, and/or charge capture consisted of instructions on
submitting accurate bills, the personal obligations of each individual to ensure
billings are accurate, the nature of company-imposed disciplinary actions on
individuals who violate company policies and/or laws and regulations
applicable to federal health care program rules, legal sanctions against the
company for submission of false or fraudulent information, and how to report
potential abuses or fraud. We also noted that the training material addressed
the following issues which gave rise to the settlement [practitioner list].

16. We inquired of the Corporate Compliance Officer as to the qualifications and

experience of the trainers and were informed that, in the Corporate
Compliance Officer's opinion, they were consistent with the topics presented.

17. We noted that the Company's draft Annual Report to the OIG dated [date]

addresses certification of training.

Confidential Disclosure Program

18. We read documentation of the Company's Confidential Disclosure Program

and noted that it—

a. Includes the printed effective date that was within [number of]
days of execution of the CIA.

b.  Consists of a confidential disclosure program enabling any
employee to disclose any practices or billing procedures relating
to federal health care programs.

c.  Provides a toll-free telephone line maintained by the Company,
which Company representatives have indicated is maintained
twenty-four hours a day, seven days a week, for the purpose of
making any disclosures regarding compliance with the
Company's Compliance Program, the obligations in the CIA, and
Company's overall compliance with federal and state standards.

d.  Includes policies requiring the review of any disclosures to permit
a determination of the appropriateness of the billing practice
alleged to be involved and any corrective action to be taken to
ensure that proper follow-up is conducted.

19. We made five test calls to the toll free telephone line (hotline) and noted the

following.

a.  Each call was captured in the hotline logs and reported with all
other incoming calls.

b.  Anonymity is not discouraged.

20. We noted that the Company included in its draft Annual Report addressed to

OIG dated [date] a detailed summary of the communications (including the
number of disclosures by employees and the dates of such disclosures)
concerning billing practices reported as, and found to be, inappropriate under
the Confidential Disclosure Program, and the results of any internal review
and the follow-up on such disclosures.

21. We observed the display of the Company's Confidential Disclosure Program,

including notice of the availability of its hotline, on the Company's premises.

Excluded Individuals or Entities

22. We read the Company's written policy relating to dealing with excluded or

AUD §15.35

convicted persons or entities and noted that the policy—

a.  Prohibits the hiring of or contracting with an individual or entity
that is listed by a federal agency as convicted of abuse or
excluded, suspended, or otherwise ineligible for participation in
federal health care programs.

b.  Includes a process to make an inquiry into the status of any
potential employee or independent contractor.
c¢.  Provides for a semi-annual review of the status of all existing

employees and contractors to verify whether any individual had
been suspended or excluded or charged with a criminal offense
relating to the provision of federal health care services.
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23. We selected a sample of ten employees hired over the course of the test period
as defined in the CIA and examined support in the employee's personnel file
documenting inquiries made into the status of the employee, including
documentation of comparison to the [source specified in the CIA].

24. We performed the following procedures related to the Company's semi-annual
review of employee status.

a. Read documentation of the semi-annual review as evidence that
a review was performed.

b.  Selected and reviewed the lesser of ten or all exceptions and
determined that such employees were removed from
responsibility for or involvement with Provider business
operations related to the Federal health care programs.

c.  Examined a notification letter addressed to the OIG and dated
within 30 days of the employee's removal from employment.

d. Inquired of [officer]| as to whether he or she was aware of any
individuals employed in contravention of the prohibitions in the
CIA. If so, we further noted that [indicate specific procedures] to
confirm that such situation was cured within 30 days by [indicate
how situation was cured).

Annual Report

25. We read the Company's draft Annual Report dated [date] and determined that
it included the following items, to be modified as appropriate, by the

practitioner:
a. Compliance Program Charter and organization chart
b.  Amendments to policies
c¢.  Detailed descriptions of reviews and audits
d.  Summary of hotline communications
e. Summary of annual review of employees
f.  Cross-referencing to items noted in the CIA

Record Retention

26. We read the Company's record retention policy and noted that it was
consistent with the requirements as outlined in the CIA.
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Appendix E
Sample Report

Independent Accountant's Report

[Date]

[Sample Health Care Provider]
Office of Inspector General of the U.S. Department of Health and Human
Services

We have performed the procedures enumerated in the Attachment, which were
agreed to by Sample Health Care Provider (Company) and the Office of In-
spector General (OIG) of the U.S. Department of Health and Human Services,
solely to assist the users in evaluating management's assertion about [name
of entity's] compliance with the Corporate Integrity Agreement (CIA) with the
OIG dated [date of CIA] for the [period] ending [date], which is included as
Attachment A to this report. This agreed-upon procedures engagement was
performed in accordance with standards established by the American Institute
of Certified Public Accountants. The sufficiency of these procedures is solely
the responsibility of the specified users of the report. Consequently, we make
no representation regarding the sufficiency of the procedures described in At-
tachment B either for the purpose for which this report has been requested or
for any other purpose.

We were not engaged to and did not perform an examination, the objective of
which would be the expression of an opinion on management's compliance with
the CIA. Accordingly, we do not express such an opinion. Had we performed
additional procedures, other matters might have come to our attention that
would have been reported to you.

This report is intended solely for the information and use of the Compliance
Committee and management of the Company and the OIG, and is not intended
to be and should not be used by anyone other than those specified parties.

[Include as Attachments the CIA and the summary that enumerates procedures
and findings.]

[Signature]

Auditing Standards Board 1998
DEBORAH D. LAMBERT, Chair J. MICHAEL INZINA
JAMES S. GERSON, Vice Chair CHARLES E. LANDES
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RICHARD DIETER GEORGE H. TUCKER III
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STEPHEN D. HOLTON
Health Care Pilot Task Force 1998

WILLIAM R. TITERA, Chair ERIC HOLZBERG
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AUD Section 20

Statement of Position 00-1 Auditing Health
Care Third-Party Revenues and Related
Receivables

March 10, 2000

NOTE

This AICPA Statement of Position (SOP) has been developed by the
AICPA Health Care Third-Party Revenue Recognition Task Force of the
AICPA Auditing Standards Board (ASB) to provide guidance regard-
ing auditing financial statement assertions about third-party revenues
and related receivables of health care entities. This SOP is recognized
as an interpretive publication as defined in AU-C section 200, Overall
Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance With Generally Accepted Auditing Standards (AICPA, Pro-
fessional Standards). Interpretive publications are recommendations
on the application of generally accepted auditing standards (GAAS) in
specific circumstances, including engagements for entities in special-
ized industries.

An interpretive publication is issued under the authority of the ASB
after all ASB members have been provided an opportunity to consider
and comment on whether the proposed interpretive publication is con-
sistent with GAAS. The members of the ASB have found this SOP to
be consistent with existing GAAS.

Although interpretive publications are not auditing standards, AU-C
section 200 requires the auditor to consider applicable interpretive pub-
lications in planning and performing the audit because interpretive
publications are relevant to the proper application of GAAS in specific
circumstances. If the auditor does not apply the auditing guidance in an
applicable interpretive publication, the auditor should document how
the requirements of GAAS were complied with in the circumstances
addressed by such auditing guidance.

Summary

This Statement of Position (SOP) provides guidance to auditors regarding un-
certainties inherent in health care third-party revenue recognition. It discusses
auditing matters related to testing third-party revenues and related receiv-
ables, and provides guidance regarding the sufficiency and appropriateness of
audit evidence and reporting on financial statements, prepared in accordance
with generally accepted accounting principles (GAAP), of health care entities
exposed to material uncertainties. [Revised, June 2009, to reflect conform-
ing changes necessary due to the issuance of recent authoritative literature.

©2015, AICPA AUD §20



1660 Statements of Position—Auditing and Attestation

Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122-126.]

Introduction and Background

.01 Most health care providers participate in payment programs that pay
less than full charges for services rendered. For example, some cost-based pro-
grams retrospectively determine the final amounts reimbursable for services
rendered to their beneficiaries based on allowable costs. With increasing fre-
quency, even non-cost-based programs (such as the Medicare Prospective Pay-
ment System) have become subject to retrospective adjustments (for example,
billing denials and coding changes). Often, such adjustments are not known for
a considerable period of time after the related services were rendered.

.02 The lengthy period of time between rendering services and reaching
final settlement, compounded further by the complexities and ambiguities of
reimbursement regulations, makes it difficult to estimate the net patient service
revenue associated with these programs. This situation has been compounded
due to the frequency of changes in federal program guidelines.

.03 Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 954-605-45-2 states, in part, that "service revenue shall be
reported net of contractual and other adjustments in the statement of opera-
tions, including patient service revenue." As a result, patient receivables, in-
cluding amounts due from third-party payors, are also reported net of expected
contractual and other adjustments. However, amounts ultimately realizable
will not be known until some future date, which may be several years after
the period in which the services were rendered. [Revised, June 2009, to re-
flect conforming changes necessary due to the issuance of recent authoritative
literature.]

.04 This SOP provides guidance to auditors regarding uncertainties in-
herent in health care third-party revenue recognition. It discusses auditing
matters related to testing third-party revenue and related receivables, includ-
ing the effects of settlements (both cost-based and non-cost-based third-party
payment programs), and provides guidance regarding the sufficiency and ap-
propriateness of audit evidence and reporting on financial statements of health
care entities exposed to material uncertainties. [Revised, June 2009, to reflect
conforming changes necessary due to the issuance of recent authoritative liter-
ature.]

Scope and Applicability

.05 This SOP applies to audits of health care entities falling within the
scope of the AICPA Audit and Accounting Guide Health Care Entities (the
guide). Its provisions are effective for audits of periods ending on or after June
30, 2000. Early application of the provisions of this SOP is permitted.

Third-Party Revenues and Related
Receivables—Inherent Uncertainties

.06 Health care entities need to estimate amounts that ultimately will be
realizable in order for revenues to be fairly stated in accordance with GAAP. The
basis for such estimates may range from relatively straightforward calculations
using information that is readily available to highly complex judgments based
on assumptions about future decisions.
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.07 Entities doing business with governmental payors (for example, Medi-
care and Medicaid) are subject to risks unique to the government-contracting
environment that are hard to anticipate and quantify and that may vary from
entity to entity. For example

® a health care entity's revenues may be subject to adjustment as
a result of examination by government agencies or contractors.
The audit process and the resolution of significant related mat-
ters (including disputes based on differing interpretations of the
regulations) often are not finalized until several years after the
services were rendered.

® different fiscal intermediaries (entities that contract with the fed-
eral government to assist in the administration of the Medicare
program) may interpret governmental regulations differently.

e differing opinions on a patient's principal medical diagnosis, in-
cluding the appropriate sequencing of codes used to submit claims
for payment, can have a significant effect on the payment amount.!

® otherwise valid claims may be determined to be nonallowable after
the fact due to differing opinions on medical necessity.

® claims for services rendered may be nonallowable if they are later
determined to have been based on inappropriate referrals.?

® governmental agencies may make changes in program interpreta-
tions, requirements, or "conditions of participation," some of which
may have implications for amounts previously estimated.

.08 Such factors often result in retrospective adjustments to interim pay-
ments. Reasonable estimates of such adjustments are central to the third-party
revenue recognition process in health care, in order to avoid recognizing rev-
enue that the provider will not ultimately realize. The delay between rendering
services and reaching final settlement, as well as the complexities and ambi-
guities of billing and reimbursement regulations, makes it difficult to estimate
net realizable third-party revenues.

Management’s Responsibilities

.09 Management and, when appropriate, those charged with governance
are responsible for the preparation and fair presentation of its financial state-
ments in accordance with GAAP as well as for the design, implementation, and
maintenance of internal control relevant to the preparation and fair presenta-
tion of financial statements that are free from material misstatement, whether
due to fraud or error. Despite the inherent uncertainties, management is re-
sponsible for estimating the amounts recorded in the financial statements and
making the required disclosures in accordance with GAAP, based on manage-
ment's analysis of existing conditions. [Revised, June 2009, to reflect conform-
ing changes necessary due to the issuance of recent authoritative literature.

1 Historically, the Health Care Financing Administration contracted with Peer Review Organiza-
tions to validate the appropriateness of admissions and the clinical coding from which reimbursement
was determined. Such reviews were typically performed within ninety days of the claim submission
date. However, the government has modified its policies with respect to such reviews and now ana-
lyzes coding errors through other means, including in conjunction with investigations conducted by
the Office of the Inspector General of the U. S. Department of Health and Human Services.

2 Effective January 1, 1995, the Limitation on Certain Physician Referrals law prohibited physi-
cians from referring Medicare and Medicaid patients to health care entities with which they had a
financial relationship for the furnishing of designated health services. Implementing regulations have
not yet been adopted as of the date of this publication.
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Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122-126.]

.10 Management's assertions regarding proper valuation of its revenues
and receivables are embodied in the financial statements. Management is re-
sponsible for recognizing revenues when their realization is reasonably assured.
As a result, management makes a reasonable estimate of amounts that ulti-
mately will be realized, considering—among other things—adjustments asso-
ciated with regulatory reviews, audits, billing reviews, investigations, or other
proceedings. Estimates that are significant to management's assertions about
revenue include the provision for third-party payor contractual adjustments
and allowances. [Revised, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature.]

.11 Management also is responsible for preparing and certifying cost re-
ports submitted to federal and state government agencies in support of claims
for payment for services rendered to government program beneficiaries.

The Auditor’s Responsibilities

.12 The auditor's responsibility is to obtain reasonable assurance about
whether the financial statements as a whole are free from material misstate-
ment, whether due to fraud or error, thereby enabling the auditor to express an
opinion on whether the financial statements are presented fairly, in all mate-
rial respects, in accordance with an applicable financial reporting framework.
Reasonable assurance is obtained when the auditor has obtained sufficient ap-
propriate audit evidence to reduce audit risk (that is, the risk that the auditor
expresses an inappropriate opinion when the financial statements are materi-
ally misstated) to an acceptably low level. In developing an opinion, the auditor
should conclude whether the auditor has obtained reasonable assurance, which
includes considering whether, among other matters,

® sufficient appropriate audit evidence has been obtained.

® uncorrected misstatements are material, individually or in aggre-
gate.

® the financial statements are prepared and fairly presented, in all
material respects, in accordance with GAAP.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature. Revised, December 2012, to reflect
conforming changes necessary due to the issuance of SAS Nos. 122-126.]

.13 Current industry conditions, as well as specific matters affecting the
entity.? provide relevant information when planning the audit. Among a num-
ber of procedures, the auditor's procedures may include an analysis of historical
results (for example, prior fiscal intermediary audit adjustments and compar-
isons with industry benchmarks and norms) that enable the auditor to better
assess the risk of material misstatements in the current period. When there
are heightened risks, the auditor should perform audit procedures that respond
to those risks, for example, more extensive tests covering the current period.
Exhibit 10-1 of the guide includes examples of procedures auditors may per-
form. [Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature. Revised, December 2012, to reflect

3 Risk factors, including ones related to legislative and regulatory matters, are discussed annually
in the AICPA Audit Risk Alert Health Care Industry Developments.
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conforming changes necessary due to the issuance of the 2012 edition of the
Audit and Accounting Guide Health Care Entities.]

.14 With respect to auditing third-party revenues, a relevant considera-
tion in addition to the usual revenue recognition considerations, is whether ul-
timately realizable amounts are known or will be presently known, or whether
those amounts are uncertain because they are dependent on some other fu-
ture, prospective actions or confirming events. For example, under a typical
fee-for-service contract with a commercial payor, if the provider has performed
a service for a covered individual, the revenue to which the provider is entitled
should be determinable at the time the service is rendered. On the other hand, if
the service was provided under a cost-based government contract, the revenue
ultimately collectible may not be known until certain future events occur (for
example, a cost report has been submitted and finalized after desk review or
audit). In this case, management estimates the effect of such potential future
adjustments. [Revised, June 2009, to reflect conforming changes necessary due
to the issuance of recent authoritative literature.]

.15 As stated previously, management is responsible for preparing the es-
timates contained in the financial statements. The auditor should evaluate the
sufficiency and appropriateness of the evidence supporting those estimates,
including the facts supporting management's judgments, and the judgments
made based on conditions existing at the time of the audit. The fact that net rev-
enues recorded at the time services are rendered differ materially from amounts
that ultimately are realized does not necessarily mean the audit was not prop-
erly planned or carried out. Similarly, the fact that future events may differ
materially from management's assumptions or estimates does not necessarily
mean that management's estimates were not valid or the auditor did not follow
generally accepted auditing standards as described in this SOP with respect to
auditing estimates. [Revised, June 2009, to reflect conforming changes neces-
sary due to the issuance of recent authoritative literature.]

Audit Evidence

.16 The measurement of estimates is inherently uncertain and depends on
the outcome of future events. AU-C section 540, Auditing Accounting Estimates,
Including Fair Value Accounting Estimates, and Related Disclosures (AICPA,
Professional Standards), and AU-C section 705, Modifications to the Opinion
in the Independent Auditor's Report (AICPA, Professional Standards), provide
guidance to the auditor when the ultimate outcome of uncertainties cannot be
expected to exist at the time of the audit because the outcome and related audit
evidence are prospective. In the current health care environment, conclusive
evidence concerning amounts ultimately realizable cannot be expected to exist
at the time of the financial statement audit because the uncertainty associated
with future program audits, administrative reviews, billing reviews, regulatory
investigations, or other actions will not be resolved until sometime in the fu-
ture. [Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature. Revised, December 2012, to reflect
conforming changes necessary due to the issuance of SAS Nos. 122-126.]

.17 The fact that information related to the effects of future program au-
dits, administrative reviews, regulatory investigations, or other actions does not
exist does not lead to a conclusion that the evidence supporting management's
assertions is not sufficient to support management's estimates. Rather, the au-
ditor's professional judgment regarding the sufficiency of the audit evidence is
based on the audit evidence that is, or should be, available. If, after consider-
ing the existing conditions and available evidence, the auditor concludes that
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sufficient appropriate audit evidence supports management's assertions about
the nature of a matter involving an uncertainty (in this example, the valuation
of revenues and receivables), and their presentation or disclosure in the finan-
cial statements, an unmodified opinion ordinarily is appropriate. [Revised, June
2009, to reflect conforming changes necessary due to the issuance of recent au-
thoritative literature. Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122-126.]

.18 The inability to obtain sufficient appropriate audit evidence that the
auditor needs to conclude that the financial statements as a whole are free
from material misstatement would require the auditor to express a qualified
opinion or to disclaim an opinion because of a scope limitation. For example,
if an entity has conducted an internal evaluation (for example, of coding or
other billing matters) under attorney-client privilege and management and
its legal counsel refuse to respond to the auditor's inquiries and the auditor
determines the information is necessary, and the auditor concludes that the
possible effects on the financial statements of undetected misstatements, if
any, could be material but not pervasive, the auditor would express a qualified
opinion for a scope limitation. If the auditor concludes that the possible effects
on the financial statements of undetected misstatements, if any, could be both
material and pervasive, the auditor would disclaim an opinion. [Revised, June
2009, to reflect conforming changes necessary due to the issuance of recent
authoritative literature. Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122-126.]

.19 The accuracy of management's assumptions will not be known until fu-
ture events occur. In evaluating the accuracy of those assumptions, the entity's
historical experience in making past estimates and the auditor's experience
in the industry are relevant. For certain matters, the best evidence available
to the auditor (particularly as it relates to clinical and legal interpretations)
may be the representations of management and its legal counsel, as well as
information obtained through reviewing correspondence from regulatory agen-
cies. [Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature. Revised, December 2012, to reflect
conforming changes necessary due to the issuance of SAS Nos. 122-126.]

.20 Pursuant to AU-C section 580, Written Representations (AICPA, Profes-
stonal Standards), the auditor should request management to provide written
representations that all instances of identified or suspected noncompliance with
laws and regulations whose effects should be considered by management when
preparing financial statements have been disclosed to the auditor. Examples of
specific representations include the following:

® Receivables

— Adequate consideration has been given to, and appropri-
ate provision made for, estimated adjustments to revenue,
such as for denied claims and changes to home health re-
source group, resource utilization group, ambulatory pay-
ment classification, and diagnosis-related group assign-
ments.

— Recorded valuation allowances are necessary, appropriate,
and properly supported.

— All peer review organizations, fiscal intermediary, and
third-party payor reports and information have been made
available.

®  Cost reports filed with third parties
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— All required Medicare, Medicaid, and similar reports have
been properly filed.

— Management is responsible for the accuracy and propriety
of all filed cost reports.

— All costs reflected on such reports are appropriate and al-
lowable under applicable reimbursement rules and regu-
lations and are patient-related and properly allocated to
applicable payors.

— The employed reimbursement methodologies and princi-
ples are in accordance with applicable rules and regula-
tions.

— Adequate consideration has been given to, and appropriate
provision made for, audit adjustments by intermediaries,
third-party payors, or other regulatory agencies.

— All items required to be disclosed, including disputed costs
that are being claimed to establish a basis for a subsequent
appeal, have been fully disclosed in the cost report.

— Recorded third-party settlements include differences be-
tween filed (and to be filed) cost reports and calculated
settlements, which are necessary based on historical expe-
rience or new or ambiguous regulations that may be sub-
ject to differing interpretations. Although management be-
lieves that the entity is entitled to all amounts claimed on
the cost reports, management also believes the amounts of
these differences are appropriate.

® Contingencies

— No violations or possible violations of laws or regulations
exist, such as those related to Medicare and Medicaid an-
tifraud and abuse statutes, in any jurisdiction, whose ef-
fects are considered for disclosure in the financial state-
ments or as a basis for recording a loss contingency other
than those disclosed or accrued in the financial statements.
This is including, but not limited to, the anti-kickback
statute of the Medicare and Medicaid Patient and Program
Protection Act of 1987, limitations on certain physician re-
ferrals (the Stark law), and the False Claims Act.

— Billings to third-party payors comply in all material re-
spects with applicable coding guidelines (for example, ICD-
9-CM and CPT-4) and laws and regulations (including
those dealing with Medicare and Medicaid antifraud and
abuse), and billings reflect only charges for goods and ser-
vices that were medically necessary; properly approved by
regulatory bodies (for example, the Food and Drug Admin-
istration), if required; and properly rendered.

— There have been no internal or external investigations re-
lating to compliance with applicable laws and regulations,
including investigations in progress, that would have an
effect on the amounts reported in the financial statements
or on the disclosure in the notes to the financial statements.

— There have been no oral or written communications
from regulatory agencies, governmental representatives,
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employees, or others concerning investigations or allega-
tions of noncompliance with laws and regulations in any
jurisdiction, including those related to Medicare and Medi-
caid antifraud and abuse statutes; deficiencies in financial
reporting practices; or other matters that could have a ma-
terial adverse effect on the financial statements.

— Adequate consideration has been given to, and appropriate
provision made for, a continuing care retirement commu-
nity's obligation to provide future services and the use of
facilities to current residents.

— Adequate consideration has been given to, and appropri-
ate provision made for, a prepaid health care provider's
obligation to provide future health services.

— Guarantees, whether written or oral, under which the
health care entity is contingently liable, including guaran-
tee contracts and indemnification agreements pursuant to
FASB ASC 460, Guarantees, have been properly recorded
or disclosed in the (consolidated) financial statements.

The auditor of the health care entity also might obtain specific representations,
if applicable, of the following items that are unique or pervasive in the health
care industry:

AUD §20.20

The health care entity is in compliance with the provisions of In-
ternal Revenue Code (IRC) Section 501(c)(3) and is exempt from
federal income tax under IRC Section 501(a), as evidenced by a
determination letter, and from state income tax.

Information returns (Form 990) have been filed on a timely basis.

Provision has been made, when material, for estimated retroactive
adjustments by third-party payors under reimbursement agree-
ments.

The health care organization is in compliance with bond inden-
tures or other debt instruments.

For each of its outstanding bond issues, the health care entity
is in compliance with postissuance requirements, as specified in
the IRC, including, but not limited to, the areas of arbitrage and
private business use.

Pending changes in the organizational structure, financing ar-
rangements, or other matters that could have a material effect
on the financial statements of the entity are properly disclosed.

The health care entity is in compliance with contractual agree-
ments, grants, and donor restrictions.

The health care entity has maintained an appropriate composition
of net assets in amounts needed to comply with all donor restric-
tions.

The internal controls over the receipt and recording of received
contributions are adequate.

The allocation of expenses reported in the notes to the financial
statements is reasonable based on the health care entity's current
operations.
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® The health care entity has properly classified equity securities
with readily determinable fair values and all debt securities as
either trading or other-than-trading securities and reported these
investments at fair value.

® The health care entity has reported to its risk management de-
partment all known asserted and unasserted claims and incidents.
Adequate and reasonable provision has been made for losses re-
lated to asserted and unasserted malpractice, health insurance,
worker's compensation, and any other claims.

® The health care entity is (or is not) subject to the requirements of
Office of Management and Budget Circular A-133, Audits of States,
Local Governments and Non-Profit Organizations, or Title 45 U.S.
Code of Federal Regulations Part 74.26 because it expended (or
did not expend) more than $500,000 in federal awards during the
year.

® The health care entity has classified net assets as unrestricted,
temporarily restricted, or permanently restricted based on its as-
sessment of the donor's intention, as specified in original donor
correspondence, when available. When not available, the entity
used other corroborating evidential matter, including minutes of
the board, accounting records, and financial statements. To the ex-
tent that it was unable to review original donor correspondence to
determine the amount of the original gift and donor additions, its
determination of such amount was based on its best estimate con-
sidering the relevant facts and circumstances. Amounts classified
as temporarily restricted are subject to donor-imposed purpose
or time restrictions that precluded the health care entity from
expending such amounts or recognizing such amounts as unre-
stricted as of the balance sheet date. Amounts classified as perma-
nently restricted are subject to donor-imposed or statutory restric-
tions that require these amounts to be held in perpetuity. In addi-
tion, the health care entity has classified appreciation and income
related to such donations in accordance with relevant donor or
statutory restrictions. Losses on investments of a donor-restricted
endowment fund have been classified in accordance with FASB
ASC 958-205-45. Reclassifications between net asset classes are
proper.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of the 2012 edition of the Audit and Accounting Guide Health Care
Entities and SAS Nos. 122-126.]

.21 Management's refusal to furnish written representations constitutes
a limitation on the scope of the audit. Such refusal is often sufficient to pre-
clude an unmodified opinion and may cause an auditor to disclaim an opinion
or withdraw from the engagement. However, based on the nature of the rep-
resentations not obtained or the circumstances of the refusal, the auditor may
conclude that a qualified opinion is appropriate. [Revised, December 2012, to
reflect conforming changes necessary due to the issuance of SAS Nos. 122-126.]

Potential Departures From GAAP Related to Estimates
and Uncertainties

.22 The auditor also is responsible for determining whether financial state-
ment assertions and disclosures related to accounting estimates have been
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presented in accordance with GAAP. Departures from GAAP related to account-
ing estimates generally fall into one of the following categories:

® Unreasonable accounting estimates
® Inappropriate accounting principles
® Inadequate disclosure

Therefore, in order to render an opinion, the auditor's responsibility is to eval-
uate the reasonableness of management's estimates based on present circum-
stances and to determine that estimates are reported in accordance with GAAP
and adequately disclosed. [Revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

.23 Asdiscussed in AU-C section 500, Audit Evidence (AICPA, Professional
Standards), the objective of the auditor is to design and perform audit proce-
dures that enable the auditor to obtain sufficient appropriate audit evidence to
be able to draw reasonable conclusions on which to base the auditor's opinion.
As discussed previously, exhibit 10-1 of the guide provides a number of sample
procedures that the auditor may perform in auditing an entity's patient rev-
enues and accounts receivable, including those derived from third-party payors.
For example, the guide notes that the auditor might "test the reasonableness of
settlement amounts, including specific and unallocated reserves, in light of the
involved payors, the nature of the payment mechanism, the risks associated
with future audits, and other relevant factors."* [Revised, September 2008, to
reflect conforming changes necessary due to the issuance of SAS No. 105. Re-
vised, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature. Revised, December 2012, to reflect conform-
ing changes necessary due to the issuance of the 2012 edition of the Audit and
Accounting Guide Health Care Entities and SAS Nos. 122-126.]

Unreasonable Accounting Estimates

.24 The basis for management's assumptions regarding the nature of fu-
ture adjustments and calculations as to the effects of such adjustments are rele-
vant factors when evaluating the reasonableness of management's estimates.®
The auditor cannot determine with certainty whether such estimates are right
or wrong, because the accuracy of management's assumptions cannot be con-
firmed until future events occur. [Revised, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

.25 Paragraph .08c¢ of AU-C section 540 requires the auditor to obtain an
understanding of how management makes the accounting estimates, includ-
ing the assumptions underlying the accounting estimates to provide a basis for
the assessment of the risks of material misstatement for accounting estimates.
Based on the assessed risks of material misstatement, the auditor should de-
termine, in accordance with paragraph .12 of AU-C section 540,

a. whether management has appropriately applied the require-
ments of the applicable financial reporting framework relevant
to the accounting estimate and

b. whether the methods for making the accounting estimates are
appropriate and have been applied consistently and whether
changes from the prior period, if any, in accounting estimates

4 See paragraphs .25-.28.
5 The lack of such analyses may call into question the reasonableness of recorded amounts.
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or the method for making them are appropriate in the circum-
stances.

In responding to the assessed risks of material misstatement, as required by
AU-C section 330, Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards),
the auditor should undertake one or more of the following, in accordance with
paragraph .13 of AU-C section 540, taking into account the nature of the ac-
counting estimate:

a. Determine whether events occurring up to the date of the auditor's
report provide audit evidence regarding the accounting estimate.

b. Testhow management made the accounting estimate and the data
on which it is based. In doing so, the auditor should evaluate
whether

i. the method of measurement used is appropriate in the cir-
cumstances,

ii. the assumptions used by management are reasonable in
light of the measurement objectives of the applicable fi-
nancial reporting framework, and

iii. the data on which the estimate is based is sufficiently re-
liable for the auditor's purposes.

c. Test the operating effectiveness of the controls over how manage-
ment made the accounting estimate, together with appropriate
substantive procedures.

d. Develop a point estimate or range to evaluate management's point
estimate. For this purpose

i. ifthe auditor uses assumptions or methods that differ from
management's, the auditor should obtain an understand-
ing of management's assumptions or methods sufficient to
establish that the auditor's point estimate or range takes
into account relevant variables and to evaluate any signif-
icant differences from management's point estimate.

ii. if the auditor concludes that it is appropriate to use a
range, the auditor should narrow the range, based on au-
dit evidence available, until all outcomes within the range
are considered reasonable.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature. Revised, December 2012, to reflect
conforming changes necessary due to the issuance of SAS Nos. 122-126.]

.26 The auditor should evaluate, based on the audit evidence, whether
the accounting estimates in the financial statements are either reasonable in
the context of the applicable financial reporting framework or are misstated.
Based on the audit evidence obtained, the auditor may conclude that the evi-
dence points to an accounting estimate that differs from management's point
estimate. When the audit evidence supports a point estimate, the difference
between the auditor's point estimate and management's point estimate consti-
tutes a misstatement. When the auditor has concluded that using the audi-
tor's range provides sufficient appropriate audit evidence, a management point
estimate that lies outside the auditor's range would not be supported by au-
dit evidence. In such cases, the misstatement is no less than the difference
between management's point estimate and the nearest point of the auditor's
range. (Paragraph .A122 of AU-C section 540). When management has changed
an accounting estimate, or the method in making it, from the prior period based
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on a subjective assessment that there has been a change in circumstances, the
auditor may conclude, based on the audit evidence, that the accounting estimate
is misstated as a result of an arbitrary change by management or may regard it
as an indicator of possible management bias (Paragraph .A123 of AU-C section
540). [Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature. Revised, December 2012, to reflect
conforming changes necessary due to the issuance of SAS Nos. 122-126.]

.27 Approaches and estimates will vary from entity to entity. Some entities
with significant prior experience may attempt to quantify the effects of indi-
vidual potential intermediary or other governmental (for example, the Office of
Inspector General and the Department of Justice) or private payor adjustments,
basing their estimates on very detailed calculations and assumptions regarding
potential future adjustments. Some may prepare cost report® analyses to esti-
mate the effect of potential adjustments. Others may base their estimates on
an analysis of potential adjustments in the aggregate, in light of the payors in-
volved; the nature of the payment mechanism; the risks associated with future
audits; and other relevant factors. [Revised, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

.28 One of the key factors in evaluating the estimate is the historical ex-
perience of the entity (for example, the aggregate amount of prior cost-report
adjustments and previous regulatory settlements) as well as the risk of poten-
tial future adjustments. The fact that an entity currently is not subject to a
governmental investigation does not mean that a recorded valuation allowance
for potential billing adjustments is not warranted. Nor do these emerging in-
dustry trends necessarily indicate that an accrual for a specific entity is war-
ranted. [Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.29 In evaluating valuation allowances, the auditor may consider the en-
tity's historical experience and potential future adjustments in the aggregate.
For example, assume that over the past few years after final cost report audits
were completed, a hospital's adjustments averaged 3 percent to 5 percent of
total filed reimbursable costs. Additionally, the hospital is subject to potential
billing adjustments, including errors (for example, violations of the three-day
window, discharge and transfer issues, and coding errors). Even though spe-
cific incidents are not known, it may be reasonable for the hospital to estimate
and accrue a valuation allowance for such potential future retrospective adjust-
ments, both cost-based and non-cost-based. Based on this and other information
obtained, the auditor may conclude that a valuation allowance for the year un-
der audit of 3 percent to 5 percent of reimbursable costs plus additional amounts
for potential non-cost-based program billing errors is reasonable.

.30 Amounts that ultimately will be realized by an entity are dependent on
a number of factors, many of which may be unknown at the time the estimate
is first made. Further, even if two entities had exactly the same clinical and
coding experience, amounts that each might realize could vary materially due

6 Medicare cost reimbursement is based on the application of highly complex technical rules,
some of which are ambiguous and subject to different interpretations even among Medicare's fiscal
intermediaries. It is not uncommon for fiscal intermediaries to reduce claims for reimbursement that
were based on management's good faith interpretations of pertinent laws and regulations. Addition-
ally, the Provider Reimbursement Review Board or the courts may be required to resolve controversies
regarding the application of certain rules. To avoid recognizing revenues before their realization is
reasonably assured, providers estimate the effects of such potential adjustments. This is occasionally
done by preparing a cost report based on alternative assumptions to help estimate contractual al-
lowances required by generally accepted accounting principles. The existence of reserves or a reserve
cost report does not by itself mean that a cost report was incorrectly or fraudulently filed.
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to factors outside of their control (for example, differing application of payment
rules by fiscal intermediaries, legal interpretations of courts, local enforcement
initiatives, timeliness of reviews, and quality of documentation). As a result, be-
cause estimates are a matter of judgment and their ultimate accuracy depends
on the outcome of future events, different entities in seemingly similar circum-
stances may develop materially different estimates. The auditor may conclude
that both estimates are reasonable in light of the differing assumptions.

Inappropriate Accounting Principles

.31 As previously stated, the auditor also is responsible for determining
whether financial statement assertions and disclosures related to accounting
estimates are presented in accordance with GAAP. When the financial state-
ments are materially affected by a departure from GAAP, the auditor should
express a qualified or adverse opinion in accordance with AU-C section 705. [Re-
vised, June 2009, to reflect conforming changes necessary due to the issuance of
recent authoritative literature. Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122—-126.]

.32 Valuation allowances should be recorded so that revenues are not rec-
ognized until the revenues are realizable. Valuation allowances are not estab-
lished based on the provisions of FASB ASC 450, Contingencies. [Revised, June
2009, to reflect conforming changes necessary due to the issuance of recent
authoritative literature.]

.33 Indicators of possible measurement bias related to valuation al-
lowances include

® valuation allowances that are not associated with any particular
program, issue, or time period (for example, cost-report year or
year the service was rendered).

® distorted earnings trends over time (for example, building up spe-
cific or unallocated valuation allowances in profitable years and
drawing them down in unprofitable years).

[Revised, June 2009, to reflect conforming changes necessary due to the is-
suance of recent authoritative literature.]

Inadequate Disclosure

.34 If the auditor concludes that a matter involving a risk or an uncer-
tainty is not adequately disclosed in the financial statements in accordance
with GAAP, the auditor should express a qualified or adverse opinion in ac-
cordance with AU-C section 705. FASB ASC 275-10-50 provides guidance on
the information that reporting entities should disclose regarding risks and un-
certainties existing as of the date of the financial statements. [Revised, June
2009, to reflect conforming changes necessary due to the issuance of recent au-
thoritative literature. Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122-126.]

.35 In the health care environment, it is almost always at least reason-
ably possible that estimates regarding third-party payments could change in
the near term as a result of one or more future confirming events (for example,
regulatory actions reflecting local or national audit or enforcement initiatives).
For most entities with significant third-party revenues, the effect of the change
could be material to the financial statements. Where material exposure ex-
ists, the uncertainty regarding revenue realization should be disclosed in the
notes to the financial statements. Because representations from legal counsel
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are often key audit evidence in evaluating the reasonableness of management's
estimates of potential future adjustments, the inability of an attorney to form
an opinion on matters about which he or she has been consulted may be in-
dicative of an uncertainty that should be specifically disclosed in the financial
statements. [Revised, June 2009, to reflect conforming changes necessary due
to the issuance of recent authoritative literature.]

.36 Differences between original estimates and subsequent revisions
might arise due to final settlements, ongoing audits and investigations, or pas-
sage of time in relation to the statute of limitations. FASB ASC 954-605 requires
that these differences be included in the statement of operations in the period
in which the revisions are made and disclosed. Such differences are not treated
as prior period adjustments unless they meet the criteria for prior period ad-
justments as set forth in FASB ASC 250-10-45. [Revised, June 2009, to reflect
conforming changes necessary due to the issuance of recent authoritative liter-
ature.]

.37 Disclosures such as the following may be appropriate:

General Hospital (the Hospital) is a (not-for-profit, for-profit, or governmental
hospital or health care system) located in (City, State). The Hospital provides
health care services primarily to residents of the region.

Net patient service revenue is reported at estimated net realizable amounts
from patients, third-party payors, and others for services rendered and includes
estimated retroactive revenue adjustments due to future audits, reviews, and
investigations. Retroactive adjustments are considered in the recognition of
revenue on an estimated basis in the period the related services are rendered,
and such amounts are adjusted in future periods as adjustments become known
or as years are no longer subject to such audits, reviews, and investigations.

Revenue from the Medicare and Medicaid programs accounted for approxi-
mately 40 percent and 10 percent, respectively, of the Hospital's net patient
revenue for the year ended 1999. Laws and regulations governing the Medicare
and Medicaid programs are extremely complex and subject to interpretation.
As a result, there is at least a reasonable possibility that recorded estimates
will change by a material amount in the near term. The 1999 net patient service
revenue increased approximately $10,000,000 due to removal of allowances pre-
viously estimated that are no longer necessary as a result of final settlements
and years that are no longer subject to audits, reviews, and investigations. The
1998 net patient service revenue decreased approximately $8,000,000 due to
prior-year retroactive adjustments in excess of amounts previously estimated.
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.38

Appendix—Other Considerations Related to
Government Investigations

In recent years, the federal government and many states have aggressively in-
creased enforcement efforts under Medicare and Medicaid anti-fraud and abuse
legislation. Broadening regulatory and legal interpretations have significantly
increased the risk of penalties for providers; for example, broad interpretations
of "false claims" laws are exposing ordinary billing mistakes to scrutiny and
penalty consideration. In such circumstances, evaluating the adequacy of ac-
cruals for or disclosure of the potential effects of noncompliance with laws and
regulations in the financial statements of health care entities is a matter that
is likely to require a high level of professional judgment.

As previously discussed in this Statement of Position, the far-reaching nature
of alleged fraud and abuse violations creates an uncertainty with respect to the
valuation of revenues, because future allegations of noncompliance with laws
and regulations could, if proven, result in a subsequent reduction of revenues.
In addition, management makes provisions in the financial statements and
disclosures for any contingent liabilities associated with fines and penalties due
to violations of such laws. Financial Accounting Standards Board Accounting
Standards Codification 450, Contingencies, provides guidance in evaluating
contingent liabilities, such as fines and penalties under applicable laws and
regulations. Estimates of potential fines and penalties are not accrued unless
their payment is probable and reasonably estimable.

The auditor's expertise is in accounting and auditing matters rather than oper-
ational, clinical, or legal matters. Accordingly, the auditor's procedures focus on
areas that normally are subject to internal control relevant to financial report-
ing. However, the further that suspected noncompliance with laws and regula-
tions is removed from the events and transactions ordinarily reflected in the
financial statements, the less likely the auditor is to become aware of the sus-
pected noncompliance, to recognize its possible noncompliance with laws and
regulations, and to evaluate the effect on the financial statements. For exam-
ple, determining whether a service was medically necessary, obtained through a
legally appropriate referral, properly performed (including using only approved
devices, rendered in a quality manner), adequately supervised, accurately doc-
umented and classified, or rendered and billed by nonsanctioned individuals
typically is not within the auditor's professional expertise. As a result, an au-
dit in accordance with generally accepted auditing standards (GAAS) is not
designed to detect such matters.

Further, because of the inherent limitations of an audit, an audit conducted in
accordance with GAAS provides no assurance that all instances of noncompli-
ance with laws and regulations will be detected.!

Nor does an audit under GAAS include providing any assurance on an entity's
billings or cost report. In fact, cost reports typically are not prepared and sub-
mitted until after the financial statement audit has been completed.

Certain audit procedures, although not specifically designed to detect noncom-
pliance with laws and regulations, may bring possible noncompliance with laws

1 Even when auditors undertake a special engagement designed to attest to compliance with
certain provisions of laws, regulations, contracts, and grants (for example, an audit in accordance
with Office of Management and Budget Circular A-133), the auditor's procedures do not extend to
testing compliance with laws and regulations related to Medicare and Medicaid fraud and abuse.
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and regulations to an auditor's attention. When suspected noncompliance is de-
tected, the auditor's responsibilities are addressed in AU-C section 250, Consid-
eration of Laws and Regulations in an Audit of Financial Statements (AICPA,
Professional Standards). Disclosure of noncompliance with laws and regula-
tions to parties other than the client's senior management and its audit com-
mittee or board of directors is not ordinarily part of the auditor's responsibility,
and such disclosure would be precluded by the auditor's ethical or legal obli-
gation of confidentiality, unless the matter affects the auditor's opinion on the
financial statements.? [Revised, June 2009, to reflect conforming changes nec-
essary due to the issuance of recent authoritative literature. Revised, December
2012, to reflect conforming changes necessary due to the issuance of SAS Nos.
122-126.]
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2 Paragraph .A28 of AU-C section 250, Consideration of Laws and Regulations in an Audit of
Financial Statements (AICPA, Professional Standards), discusses circumstances in which a duty to
notify parties outside the entity of identified or suspected noncompliance with laws and regulations
may exist. [Footnote revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122-126.]
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AUD Section 25

Statement of Position 01-3 Performing
Agreed-Upon Procedures Engagements That
Address Internal Control Over Derivative
Transactions as Required by the New York
State Insurance Law

June 15, 2001

NOTE

This AICPA Statement of Position (SOP) has been developed by the
AICPA Reporting on Internal Control Over Derivative Transactions at
Insurance Entities Task Force of the AICPA Auditing Standards Board
(ASB) to provide guidance regarding the application of Statements on
Standards for Attestation Engagements (SSAEs) to agreed-upon proce-
dures engagements performed to comply with the requirements of Sec-
tion 1410 (b)(5) of the New York State Insurance Law, as amended (the
law), which addresses the assessment of internal control over deriva-
tive transactions as defined in Section 1401(a) of the law, and Section
178.5 of Regulation No. 163.

This SOP is recognized as an attestation interpretation as defined
in AT section 50, SSAE Hierarchy (AICPA, Professional Standards).
Attestation interpretations are recommendations on the application of
SSAEs in specific circumstances, including engagements for entities in
specialized industries. Attestation interpretations are issued under the
authority of the ASB. The members of the ASB have found this SOP to
be consistent with existing SSAEs.

A practitioner should be aware of and consider attestation interpre-
tations applicable to his or her attestation engagement. If the practi-
tioner does not apply the guidance included in this SOP, the practitioner
should be prepared to explain how he or she complied with the SSAE
provisions of this SOP.

Introduction and Background

.01 In 1999 and 2000, the New York State Insurance Department (the de-
partment) issued regulations to implement the New York Derivative Law (the
law) which amends Article 14 of the State of New York Insurance Law, effective
July 1, 1999. The law establishes certain requirements for domestic life in-
surers, domestic property and casualty insurers, domestic reciprocal insurers,
domestic mortgage guaranty insurers, domestic cooperative property and casu-
alty insurance corporations, and domestic financial guaranty insurers. Foreign
insurers engaging in derivative transactions and derivative instruments are
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subject to and required to comply with all of the provisions of the law. However,
a foreign insurer may enter into other derivative transactions provided the in-
surer meets certain conditions of its domestic state law. In this document, an
insurer covered by the law is referred to as an insurance company.

.02 The requirements of the law include the following:

®  Approval by the board of directors, or a similar body, of derivative
transactions

® Submission of a derivative use plan (the DUP) to the Department

® Assessment by an independent certified public accountant (CPA)
of the insurance company's internal control over derivative trans-
actions

.03 In addition to the law, the Department also established Regulation
No. 163, "Derivative Transactions" (11 NYCRR 178) (the Regulation), which
provides guidance in implementing the law. Section 178.5 of Regulation No.
163 states the following.

As set forth in section 1410 (b)(5) of the Insurance Law, an insurer engaging in
derivative transactions shall be required to include, as part of the evaluation
of accounting procedures and internal controls required to be filed pursuant to
section 307 of the Insurance Law, a statement describing the assessment by
the independent certified public accountant of the internal controls relative to
derivative transactions. The purpose of this part of the evaluation is to assess
the adequacy of the internal controls relative to the derivative transactions
being conducted by the insurer. Such an assessment shall be made whether or
not the derivative transactions are material in relation to the insurer's financial
statements. The independent certified public accountant shall issue a report
regarding internal controls relative to derivative transactions, whether or not
deficiencies in internal controls would lead to a "reportable condition," as that
term is used in auditing standards adhered to by certified public accountants.
An assessment in the form of an "agreed upon procedures engagement" or an
"attestation engagement," as those terms are used in auditing standards ad-
hered to by certified public accountants, may be used to meet this requirement.
If an "agreed upon procedures engagement" is performed, the procedures used
shall be those that management and the independent certified public accoun-
tant determine are appropriate to meet the purpose of the assessment as set
forth above.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

[.04-.05] [Paragraphs deleted, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

.06 An agreed-upon procedures engagement or other attestation engage-
ment may be used to satisfy the requirements of the law. However, this State-
ment of Position (SOP) only describes an agreed-upon procedures engagement.
It does not address any other attestation engagements that might be performed,
such as an examination-level attestation engagement. For guidance on perform-
ing such other attestation engagements, see AT section 101, Attest Engagements
(AICPA, Professional Standards). [Revised, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

Applicability
.07 This SOP was developed to provide practitioners with guidance on per-
forming agreed-upon procedures engagements that address an insurance com-
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pany's internal control over derivative transactions to meet the requirements
of the law. The engagement described in this SOP is designed only to satisfy
the requirements of the law. The procedures, as set forth in this SOP, are not
necessarily appropriate for use in any other engagement. [Revised, June 2009,
to reflect conforming changes necessary due to the issuance of recent authori-
tative literature.]

.08 Although the Department has indicated that an agreed-upon proce-
dures engagement pursuant to this SOP can be used to satisfy the require-
ments for an assessment of internal control over derivative transactions, the
Department has not agreed to the sufficiency of the procedures included in this
SOP for their purposes.

The Law

Definition of a Derivative

.09 Article 14 of the law defines a derivative instrument as including caps,
collars, floors, forwards, futures, options, swaps, swaptions, and warrants.

.10 The following definitions are included in the law and are applicable
when performing the agreed-upon procedures engagement described in this
SOP.

Cap—An agreement obligating the seller to make payments to the buyer with
each payment based on the amount by which a reference price or level or the
performance or value of one or more underlying interests exceeds a predeter-
mined number, sometimes called the strike rate or strike price.

Collar—An agreement to receive payments as the buyer of an option, cap, or
floor and to make payments as the seller of a different option, cap, or floor.

Floor—An agreement obligating the seller to make payments to the buyer in
which each payment is based on the amount by which a predetermined num-
ber, sometimes called the floor rate or price, exceeds a reference price, level,
performance, or value of one or more underlying interests.

Forward—An agreement (other than a future) to make or take delivery in the
future of one or more underlying interests, or effect a cash settlement, based
on the actual or expected price, level, performance, or value of such underly-
ing interests, but shall not mean or include spot transactions effected within
customary settlement periods, when-issued purchases, or other similar cash
market transactions.

Future—An agreement traded on a futures exchange, to make or take deliv-
ery of, or effect a cash settlement based on the actual or expected price, level,
performance, or value of one or more underlying interests.

Option—An agreement giving the buyer the right to buy or receive (a callop-
tion), sell or deliver (a putoption), enter into, extend or terminate, or effect a cash
settlement based on the actual or expected price, spread, level, performance, or
value of one or more underlying interests.

Swap—An agreement to exchange or to net payments at one or more times
based on the actual or expected price, yield, level, performance, or value of one
or more underlying interests.

Swaption—An option to purchase or sell a swap at a given price and time or at a
series of prices and times. A swaption does not mean a swap with an embedded
option.

Warrant—An instrument that gives the holder the right to purchase or sell the
underlying interest at a given price and time or at a series of prices and times
outlined in the warrant agreement.
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.11 Article 14 of the law permits an insurance company to enter into repli-
cation transactions provided that certain conditions set forth in the law are
met. A replication transaction is defined in the law as follows.

A derivative transaction or combination of derivative transactions effected ei-
ther separately or in conjunction with cash market investments included in the
insurer's investment portfolio in order to replicate the investment characteris-
tic of another authorized transaction, investment or instrument and/or operate
as a substitute for cash market transactions. A derivative transaction entered
into by the insurer as a hedging transaction or income generation transaction
authorized pursuant to this section [of the law] shall not be considered a repli-
cation transaction.

Derivative Use Plan

.12 An insurance company entering into derivative transactions must file
a DUP with the Department. The DUP generally should include the following
items: !

® A certified copy of the authorization by the insurer's board of di-
rectors, or other similar body, to file the DUP, which should include
authorization of derivative transactions and an assurance that in-
dividuals responsible for derivative transactions, processes, and
controls have the necessary experience and knowledge

® A section on management oversight standards including a discus-
sion of the following:

— Limits on identified risks
— Controls over the nature and amount of identified risks
— Processes for identifying such risks

— Processes for documenting, monitoring, and reporting risk
exposure

— Internal audit and review processes that ensure integrity
of the overall risk management process

— Quarterly reporting to the board of directors
— The establishment of risk tolerance levels

— Management's measurement and monitoring against
those levels

® A section on internal control and reporting including a discussion
of the following:

— The existence of controls over the valuation and effective-
ness of derivative instruments

— Credit risk management

— The adequacy of professional personnel
— Technical expertise and systems

— Management reporting

— The review and legal enforceability of derivative contracts
between parties

1 Reference should be made to the law and the Regulation for specific details and exact require-
ments.
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® A section on documentation and reporting requirements which
shall for each derivative transaction document the following:

— The purpose of the transaction
— The assets or liabilities to which the transaction relates
— The specific derivative instrument used

— For over-the-counter (OTC) transactions, the name of the
counterparty and counterparty exposure amount

— For exchange traded transactions, the name of the ex-
change and the name of the firm handling the trade

®  Written guidelines to be followed in engaging in derivative trans-
actions. The guidelines should include or address the following:

— The type, maturity, and diversification of derivative instru-
ments

— The limitation on counterparty exposures, including limi-
tations based on credit ratings
— The limitations on the use of derivatives

— Asset and liability management practices with respect to
derivative transactions

— The liquidity needs and the insurance company's capital
and surplus as it relates to the DUP

— The policy objectives of management specific enough to
outline permissible derivative strategies

— The relationship of the strategies to the insurer's opera-
tions

— How the strategies relate to the insurer's risk

— A requirement that management establish and execute
management oversight standards as required by the law

— Arequirement that management establish and execute in-
ternal control and reporting standards as required by the
law

— A requirement that management establish and execute
documentation and reporting standards as required by the
law

®  Guidelines for the insurer's determination of acceptable levels of
basis risk, credit risk, foreign currency risk, interest rate risk,
market risk, operational risk, and option risk

® Arequirement that the board of directors and senior management
comply with risk oversight functions and adhere to laws, rules,
regulations, prescribed practices, or ethical standards

Related Professional Standards

AT Section 201, Agreed-Upon Procedures Engagements

.13 Agreed-upon procedures engagements performed to meet the require-
ments of the law are to be performed in accordance with AT section 201, Agreed-
Upon Procedures Engagements (AICPA, Professional Standards). As described
in paragraph .03 of AT section 201, an agreed-upon procedures engagement is
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one in which a practitioner is engaged by a client to issue a report of findings
based on specific procedures performed on the subject matter. Not all of the
provisions of AT section 201 are discussed herein. Rather, this SOP includes
guidance to assist practitioners in the application of selected aspects of AT
section 201.

.14 Paragraph .06 of AT section 201 (states, in part, that the practitioner
may perform an agreed-upon procedures engagement provided that, ".. . (c) the
practitioner and the specified parties agree upon the procedures performed or
to be performed by the practitioner; and (d) the specified parties take respon-
sibility for the sufficiency of the agreed-upon procedures for their purposes."

.15 As previously stated, Regulation No. 163 states that an agreed-upon
procedures engagement may be used to meet the requirement for an indepen-
dent CPA's assessment of internal control over derivative transactions. When
performing an agreed-upon procedures engagement under this SOP, practi-
tioners should not eliminate any of the procedures presented in appendix B,
"Agreed-Upon Procedures for Testing Internal Control Over Derivative Trans-
actions" (paragraph .37), of this SOP or reduce the extent of the tests. The
Department or the insurance company may request that additional procedures
be performed and the practitioner may agree to perform such procedures. In
those circumstances, it would be expected that the additional procedures would
be performed in the context of a separate agreed-upon procedures engagement.

.16 As previously noted, the Department has not agreed to the sufficiency
of the procedures included in this SOP for their purposes. Therefore, the Depart-
ment should not be named as a specified party to the agreed-upon procedures
report, and the use of a practitioner's agreed-upon procedures report, issued in
accordance with this SOP, should be restricted to the board of directors and man-
agement of the insurance company. Although the Department is not a specified
party, footnote 15 of AT section 101 states the following, in part:

. a regulatory agency as part of its oversight responsibility for an entity
may require access to restricted-use reports in which they are not named as a
specified party.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

AU-C section 501, Audit Evidence—Specific Considerations for
Selected Items

.17 AU-Csection 501, Audit Evidence—Specific Considerations for Selected
Items (AICPA, Professional Standards), addresses specific considerations by the
auditor in obtaining sufficient appropriate audit evidence, in accordance with
AU-C section 330, Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards),
AU-C section 500, Audit Evidence (AICPA, Professional Standards), and other
relevant AU-C sections in AICPA Professional Standards, regarding the valu-
ation of investments in securities and derivative instruments. A practitioner
performing the agreed-upon procedures engagement described in this SOP may
find it helpful to consider the guidance in paragraphs .01-.10 of AU-C section
501 and the related Audit Guide Special Considerations in Auditing Finan-
cial Instruments. AU-C section 620, Using the Work of an Auditor's Specialist
(AICPA, Professional Standards), addresses the auditor's responsibilities re-
lated to using the work of an individual or organization possessing expertise in
a field other than accounting or auditing to assist the auditor in obtaining suf-
ficient appropriate audit evidence. A practitioner should consider the guidance
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in AU-C section 620 when the practitioner plans to use the work of a specialist
in securities and derivative instruments to perform the agreed upon procedures
described in this SOP. [Revised, June 2009, to reflect conforming changes neces-
sary due to the issuance of recent authoritative literature. Revised, December
2012, to reflect conforming changes necessary due to the issuance of SAS Nos.
122-126.]

.18 The procedures in this SOP are not designed to meet the requirements
of generally accepted auditing standards for an audit of the financial state-
ments of an entity that engages in derivative transactions. In addition, per-
forming the audit procedures described in AU-C section 501 would not meet
the requirements of this SOP. [Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122-126.]

.19 In an audit of financial statements, the auditor may determine that he
or she will not perform procedures related to derivative transactions because
they are not material to the financial statements. There is no requirement
to perform the procedures described in this SOP when performing an audit
of financial statements. In contrast, the law requires that an assessment of
internal control be performed whether or not the derivative transactions are
material to the insurer's financial statements. Accordingly, a decision not to
perform procedures related to derivative transactions in an audit of financial
statements, because of immateriality, would not alleviate the requirement to
perform the agreed-upon procedures engagement described herein.

Procedures to Be Performed

.20 The agreed-upon procedures to be performed are directed toward tests
of controls over derivative transactions that occurred during the period covered
by the practitioner's report. Any projection of the practitioner's findings to the
future is subject to the risk that because of change, the controls may no longer
be in existence, suitably designed, or operating effectively. Also, the potential
effectiveness of controls over derivative transactions is subject to inherent lim-
itations and, accordingly, errors or fraud may occur and not be detected.

.21 The procedures to be performed in the agreed-upon procedures engage-
ment described in this SOP are presented in appendix B (paragraph .37). The
procedures have been designed so that the findings resulting from the applica-
tion of the procedures can be recorded in a tabular format. The three options
available to the practitioner for expressing the findings for each procedure are
No Exception, Exception, or N/A (not applicable). If a procedure is not appli-
cable to a particular insurance company, the procedure should be marked N/A
rather than deleted from the report. [Revised, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

.22 Section 1 of appendix B (paragraph .37) of this SOP is applicable to
all insurance companies that enter into derivative transactions. Therefore, the
procedures in section 1 are to be performed in all engagements performed in
accordance with this SOP. Sections 2—10 of appendix B (paragraph .37) of this
SOP each address a specific type of derivative. The procedures in those sec-
tions are to be performed only if the insurance company entered into derivative
transactions of the type covered by the section. Sections that address types of
derivatives not used by the insurance company should not be attached to the
agreed-upon procedures report.

.23 If any portion of a procedure results in an exception, the findings for
that entire procedure should be recorded as an exception and described in
the section "Description of Exceptions If Any," at the end of each section. The
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practitioner should provide a brief factual explanation for each exception that
will enable the specified parties to understand the nature of the findings result-
ing in the exception. If management informs the practitioner that the condition
giving rise to the exception was corrected by the date of the practitioner's report,
the practitioner's explanation of the exception may include that information;
for example, "Management has advised us that the condition resulting in the
exception was corrected on Month X, 20XX. We have performed no procedures
with respect to management's assertion."

.24 A practitioner may perform significant portions of the agreed-upon
procedures engagement before the end of the period covered by the report.
If, during that time, the practitioner identifies conditions that result in an
exception in one or more agreed-upon procedures, he or she should report the
exception in the findings section of the agreed-upon procedures report, even if
management corrects the condition prior to the end of the period.

.25 The law requires the insurance company to provide the Department
with a statement describing the independent CPA's assessment of the insurance
company's internal control over derivative transactions. It also requires the
insurance company to include a description of any remedial actions taken or
proposed to be taken to correct any deficiencies identified by the independent
CPA.

.26 Paragraph .40 of AT section 201 states the following.

The practitioner need not perform procedures beyond the agreed-upon proce-
dures. However, in connection with the application of agreed-upon procedures,
if matters come to the practitioner's attention by other means that significantly
contradict the subject matter (or written assertion related thereto) referred to
in the practitioner's report, the practitioner should include this matter in his
or her report. For example, if during the course of applying agreed-upon pro-
cedures regarding an entity's internal control, the practitioner becomes aware
of a material weakness by means other than performance of the agreed-upon
procedures, the practitioner should include this matter in his or her report.

.27 A practitioner has no obligation to perform procedures beyond the
agreed-upon procedures included in appendix B (paragraph .37) of this SOP.
However, if information indicating a weakness in internal control over deriva-
tive transactions comes to the practitioner's attention by other means, such
information should be included in the practitioner's report. This would apply
to conditions or events occurring during the subsequent-events period (subse-
quent to the period covered by the practitioner's report but prior to the date
of the practitioner's report) that either contradict the findings in the report or
that would have resulted in the reporting of an exception by the practitioner
if that condition or event had existed during the period covered by the report.
However, the practitioner has no responsibility to perform any procedure to
detect such conditions or events.

Establishing an Understanding With the Client

.28 In accordance with paragraph .10 of AT section 201, the practitioner
should establish an understanding with the client regarding the services to be
performed. Such an understanding reduces the risk that the client may misin-
terpret the objectives and limitations of an agreed-upon procedures engagement
performed to meet the regulatory requirements of the law. Such an understand-
ing also reduces the risk that the client will misunderstand its responsibili-
ties and the responsibilities of the practitioner. The practitioner should docu-
ment the understanding in the working papers, preferably through a written
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communication with the client (an engagement letter). The communication
should be addressed to the client. Matters that might be included in such an
understanding are the following:

® A statement confirming that an agreed-upon procedures engage-
ment is to be performed to meet the requirements of Section
1410(b)(5) of the law

® A statement identifying the procedures to be performed as those
set forth in this SOP

® A statement identifying the client as the specified party to the
agreed-upon procedures report

® A statement acknowledging the client's responsibility for the suf-
ficiency of the procedures in the SOP

® A statement acknowledging that the practitioner makes no repre-
sentation regarding the sufficiency of the procedures in the SOP

® A statement describing the responsibilities of the practitioner, in-
cluding but not limited to the responsibility to perform the agreed-
upon procedures and to provide the client with a report, and the
circumstances under which the practitioner may decline to issue
a report

® A statement indicating that the engagement will be conducted in
accordance with attestation standards established by the Ameri-
can Institute of Certified Public Accountants (AICPA)

® A statement indicating that an agreed-upon procedures engage-
ment does not constitute an examination, the objective of which
would be the expression of an opinion on the internal control
over derivative transactions, and that if an examination were per-
formed, other matters might come to the practitioner's attention

® A statement indicating that the practitioner will not express an
opinion or any other form of assurance

® A statement describing the client's responsibility to comply with
the law and the client's responsibility for the design and operation
of effective internal control over derivative transactions

® A statement describing the client's responsibility for providing ac-
curate and complete information to the practitioner

® A statement indicating that the practitioner has no responsibility
for the completeness or accuracy of the information provided to
the practitioner

® A statement restricting the use of the report to the client

® A statement describing any arrangements to involve a specialist

Management Representations

.29 Although AT section 201 does not require a practitioner to obtain a
representation letter from management in an agreed-upon procedures engage-
ment, when performing the engagement described in this SOP, it is recom-
mended that the practitioner obtain such a letter signed by the appropriate
members of management, including the highest ranking officer responsible for
internal control over derivative transactions. Management's refusal to furnish
written representations that the practitioner has determined to be appropriate
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for the engagement constitutes a limitation on the performance of the engage-
ment that requires either modification of the report or withdrawal from the
engagement. [Revised, June 2009, to reflect conforming changes necessary due
to the issuance of recent authoritative literature.]

.30 The representations that a practitioner deems appropriate will depend
on the specific nature of the engagement; however, they generally include the
following representations from management:

® A statement acknowledging responsibility for establishing and
maintaining effective internal control over derivative transactions

® A statement that there have been no errors or fraud that might
indicate a weakness in the internal control over derivative trans-
actions

® A statement that management has disclosed to the practitioner all
significant deficiencies in the design or operation of the internal
control over derivative transactions

® A statement that management has disclosed to the practitioner
any communications from regulatory agencies, internal auditors,
and other practitioners or consultants relating to the internal con-
trol over derivative transactions

® A statement that management has made available to the prac-
titioner all information they believe is relevant to the internal
control over derivative transactions

® A statement that management has responded fully to all inquiries
made by the practitioner during the engagement

® A statement that no events have occurred subsequent to the date
as of which the procedures were applied that would require ad-
justment to or modification to responses to the agreed-upon pro-
cedures

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.31 Anillustrative representation letter is presented in appendix C, "Illus-
trative Management Representation Letter" (paragraph .38), of this SOP. For
additional information regarding management's representations in an agreed-
upon procedures engagement, see paragraphs .37—.39 of AT section 201.

Restriction on the Performance of Procedures

.32 As previously stated, a practitioner should not agree to do either of the
following.

a. Eliminate any of the procedures presented in appendix B (para-
graph .37) of this SOP, unless a section is not applicable because
the insurance company did not enter into derivative transactions
addressed by the section.

b. Reduce the extent of the tests in an applicable section.

.33 If circumstances impose restrictions on the performance of the agreed-
upon procedures presented in appendix B (paragraph .37) of this SOP, the prac-
titioner should describe the restriction(s) in his or her report or withdraw from
the engagement.
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Dating the Report

.34 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner's report.

Effective Date

.35 This SOP is effective upon issuance and is applicable only to agreed-
upon procedures engagements that address internal control over derivative
transactions required by the law.
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.36

Appendix A—lllustrative Agreed-Upon Procedures
Report

The following is an illustrative agreed-upon procedures report based on the
guidance in AT section 201, Agreed-Upon Procedures Engagements (AICPA,
Professional Standards).

Independent Accountant's Report
on Applying Agreed-Upon Procedures

To the Management of ABC Insurance Company:

We have performed the applicable procedures enumerated in the American
Institute of Certified Public Accountants' Statement of Position (SOP), 01-3,
Performing Agreed-Upon Procedures Engagements That Address Internal Con-
trol Over Derivative Transactions as Required by the New York State Insurance
Law, which were agreed to by ABC Insurance Company, solely to assist you in
complying with the requirements of Section 1410 (b)(5) of the New York State
Insurance Law, as amended (the law), which addresses the assessment of inter-
nal control over derivative transactions as defined in Section 1401(a) of the law,
and Section 178.5 of Regulation No. 163 during the year ended December 31,
20XX. Management of ABC Insurance Company is responsible for maintain-
ing effective internal control over derivative transactions. This agreed-upon
procedures engagement was conducted in accordance with attestation stan-
dards established by the American Institute of Certified Public Accountants.
The sufficiency of these procedures is solely the responsibility of ABC Insurance
Company. Consequently, we make no representation regarding the sufficiency
of the procedures described in the attached appendix either for the purpose for
which this report has been requested or for any other purpose.

The procedures performed and the findings are included in the attached
appendix.

We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on the internal control over deriva-
tive transactions of ABC Insurance Company for the year ended December 31,
20XX. Accordingly, we do not express such an opinion. Had we performed addi-
tional procedures, other matters might have come to our attention that would
have been reported to you.

This report is intended solely for the information and use of the management
and Board of Directors of ABC Insurance Company and is not intended to be
and should not be used by anyone other than these specified parties.

[Signature]
[Date]
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Appendix B—Agreed-Upon Procedures for Testing
Internal Control Over Derivative Transactions

The following table lists the types of derivative transactions permitted by the
New York Derivative Law (the law). We inquired of management of the insur-
ance company as to whether the insurance company used the type of derivative
addressed by each section, and marked the column entitled "Is the Section Ap-
plicable?" either Yes or No based on management's response to the inquiry. For
each type of derivative with a Yes response, we performed the procedures in
the applicable section and attached the section to the report. For each type of
derivative with a No response, we did not perform procedures nor did we at-
tach the applicable section to the report. We compared the types of derivative
reported by the insurance company in its "Schedule of Derivative Transactions"
included in the Annual Statement with the types of derivatives listed in the fol-
lowing table and found that the types of derivatives included in the schedule
were marked Yes in the table.

Attachments to the Report
Section of the Agreed-Upon Procedures Is the Section Applicable?

No. Type of Derivative Yes or No
All Derivative Types Yes
Cap Contracts

Collar Contracts

Floor Contracts

Forward Contracts

Future Contracts

Option Contracts

Swap Contracts

Swaption Contracts

Warrant Contracts

S©0woao otk who =
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Section 1—All Derivative Types

Findings

No

Procedures Exception Exception

The following procedures were performed to test controls
applicable to all derivative transactions. The procedures were
applied to the internal control over derivative transactions in
existence during the year ended December 31, 20XX

Documentation of Controls, Policies, and Procedures

1. Read the insurance company's derivative use plan
(DUP), amendments thereto, and its documentation of
controls, policies, and procedures that describe internal
control over derivative transactions and found that the
DUP and the documentation of controls, policies, and
procedures include a description of controls that address
the following:

a. Systems or processes for the periodic valuation of
derivative transactions including mechanisms for
compensating for any lack of independence in valuing
derivative positions (Valuation)

b. Systems or processes for determining whether a
derivative instrument used for hedging or replication
has been effective (Effectiveness)

c. Credit risk management systems or processes for
over-the-counter (OTC) derivative transactions that
measure credit risk exposure using the counterparty
exposure amount and policies for the establishment
of collateral arrangements with counterparties
(Credit Risk Management)

d. Management assessment of the adequacy and
technical expertise of personnel associated with
derivative transactions and systems to implement
and control investment practices involving
derivatives (Professional Competence)

e. Systems or processes for regular reports to
management, segregation of duties, and internal
review procedures (Reporting)

f. Procedures for conducting initial and ongoing legal
reviews of derivative transactions including
assessments of contract enforceability (Legal
Reviews)

Nontransaction-Specific Procedures

2. Read the minutes of meetings of the board of directors
and found an indication that the board of directors of the
insurance company approved the DUP and any
amendments thereto.

3. Inquired of management as to whether the DUP and
any amendments thereto were approved by the New
York State Insurance Department and was advised that
the DUP and any amendments thereto were approved.

4. Read the minutes of meetings of the board of directors
and found an indication that the board of directors of the
insurance company approved the commitment of
financial resources determined by management to be
sufficient to accomplish the objectives of the insurance
company's DUP.
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Findings

No
Procedures Exception Exception N/A

This procedure does not provide an assessment of or
assurance about the adequacy of the resources determined by
management to be sufficient to accomplish the objectives of
the DUP.

In performing the following procedures, the practitioner
frequently will find that management has designated and
will have in place limits, controls, or procedures that are
more restrictive than those approved for use in the DUP

5. For the year ended December 31, 20XX, inquired of
management and was advised that—

a. There was monitoring of derivative transactions by a
control staff, such as internal audit or other internal
review group, that is independent of derivatives
trading activities.

b. There were procedures in place for derivative
personnel to obtain, prior to exceeding limits
prescribed by management, at least oral approval
from members of senior management who are
independent of derivatives trading activities.

c. There were procedures in place for senior
management to address excesses related to
management-established limits and divergences from
management-approved derivative strategies, and that
such management has authority to grant exceptions
to derivatives limits.

d. There were procedures in place requiring that
management be informed when limits prescribed in
the DUP were exceeded and for management to
approve corrective action(s) in such circumstances.

e. There were procedures in place for the accurate
transmittal of derivatives positions to the risk
measurement systems when management had
implemented risk management systems.

f There were procedures in place for the performance of
appropriate reconciliations to ensure data integrity
across the full range of derivatives, including any new
or existing derivatives that may be monitored apart
from the main processing networks.

g. There were procedures in place for risk managers and
senior management to define constraints on
derivative activities to ensure compliance with the
DUP and to justify excesses with respect to specified
management limits.

h. There were procedures in place for senior
management, an independent group, or an individual
that management designated to perform at least an
annual assessment of the identified controls and
financial results of the derivative activities to
determine that controls were effectively implemented
and that the insurance company's business objectives
and strategies were achieved.

i. There were procedures in place for a review of limits
in the context of changes in strategy, risk tolerance of
the insurance company, and market conditions.

(continued)
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Findings

No
Procedures Exception Exception N/A

Reporting to the Board of Directors or Committee
Thereof

The law contains provisions regarding management
oversight of derivative and replication transactions.

6. Read the minutes of the board of directors meetings
or committees thereof and found an indication that
the board of directors or committee thereof received,
at least quarterly, a report regarding derivative and
replication transactions.

7. Read one quarterly report referred to in procedure 6
and found that the report contained—

a. Alist, or appropriate summaries, of the following:

(1) Derivative transactions during the period

(2) Derivative transactions outstanding at the end e I —
of the period

(3) Unrealized gains or losses on open derivative
positions

(4) Derivative transactions closed during the
period

b. A summary of the performance of the derivatives
in comparison to the objective of the derivative
transactions

¢. An evaluation of the risks and benefits of the
derivative transactions

d. A summary of the amount, type, and performance
of replication transactions

8. Ifthe report referred to in the preceding procedure
was received, reviewed, and approved by a committee
of the board of directors, read the minutes of the
board of directors meeting and found an indication
that a report of such committee was reviewed at the
next board of directors meeting.

9. Read the board of directors minutes and found an
indication that the board of directors received a report
during the year describing the level of knowledge and
experience of individuals conducting, monitoring,
controlling, and auditing derivative and replication
transactions.

Derivative and Replication Limitations

The law contains limits on hedging and replication
transactions. An insurance company may enter into
hedging or replication transactions if, as a result of and
after giving effect to the transaction, the derivative
investments and replication investments do not exceed
certain specified percentages of admitted assets. The
following procedures were performed using one analysis
per quarter prepared by the insurance company to
monitor compliance with the limitations.
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Procedures

10. Obtained and read the insurance company's analysis
used to test limitations on investments in derivatives
and replication transactions and found that the
amounts shown in the analysis indicated that—

a. The aggregate statement value of options,
swaptions, caps, floors, and warrants purchased
was not in excess of seven and one-half percent of
the insurance company's admitted assets, per the
last annual statement.

b. The aggregate statement value of options,
swaptions, caps, and floors written was not in
excess of three percent of admitted assets.

c. The aggregate potential exposure of collars, swaps,
forwards, and futures entered into and options,
swaptions, caps, and floors written was not in excess
of six and one-half percent of admitted assets.

d. The aggregate statement value of all assets being
replicated did not exceed ten percent of the
insurance company's admitted assets.

e. The extent of derivative transactions did not exceed
the insurance company's internal limitations or
that any excess had been specifically authorized by
management.

11. Inquired of the preparer of the analysis read in
procedure 10 and was advised that the analysis
excluded transactions entered into to hedge the
currency risk of investments denominated in a
currency other than United States dollars.

12. Obtained and read the insurance company's analysis
used to test limitations on counterparty exposure, as
defined in section 178.3 (e) of the Regulation, and
found that the report indicated that—

a. The counterparty exposure under one or more
derivative transactions for any single counterparty,
other than a "qualified counterparty," was not in
excess of one percent of the insurance company's
admitted assets.

b. The counterparty exposure under one or more
derivative transactions for all counterparties, other
than qualified counterparties, was not in excess of
three percent of the insurance company's admitted
assets.

13. If the insurance company required collateral
arrangements with the counterparties, obtained and
read the insurance company's analysis used to monitor
the adequacy of the collateral held in accordance with
the terms of the arrangement and found that the
amount of the collateral held as shown on the analysis
was equal to or in excess of the amount to be held.

Description of Exceptions if Any

Procedure Number

Findings

No
Exception Exception NJ/A

Description of Exception

©2015, AICPA

AUD §25.37



1692 Statements of Position—Auditing and Attestation

Section 2—Cap Contracts

Procedures

Performed the following procedures on selected cap
contracts to test internal control over cap transactions.
Selected five percent of each type of cap transaction (that
is, purchases [premium disbursements], sales [premium
receipts], and closeouts [closings and settlings of the
position]), with the selections distributed throughout the
year. If five percent of a given type of transaction
exceeded 40, the number of items selected for that type of
transaction was limited to 40. If five percent of a type of
transaction resulted in less than four items, selected four
or fewer items that represented all the transactions of
that type.

Reporting

1. Read the insurance company's derivative use plan
(DUP) and any amendments thereto and found that
the DUP permits the insurance company to enter into
cap contracts.

2. For each cap selected for testing, read management's
documentation describing the intended use of the cap
and performed the following procedures, as applicable.

For caps used as a hedge—

3. Determined that the documentation described the
following:
a. The risk hedged

b. How the hedge was consistent with the overall risk
management strategy

c¢. How the cap was expected to be effective in
offsetting the exposure

d. The approach in assessing the effectiveness of the
hedge
4. Determined that the following items were
documented:
a. The purpose(s) of the cap as a hedge

b. The terms of the cap, the name of the counterparty,
and the counterparty exposure amount

c. The assets or liabilities (or portion thereof) that the

cap hedged

d. Evidence that the cap continued to be an effective
hedge

e. Evidence that the cap was consistent with the
insurance company's parameters, as specified in
the DUP or applicable company policies and
procedures, for entering into hedge transactions;
for example, the notional amount or underlying

If the cap was an exact offset to an outstanding cap—

5. Read documentation indicating that the cap offset an
outstanding cap previously purchased or sold by the
insurance company and that the cap was an exact
offset of the market risk of the cap being offset.

AUD §25.37
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Procedures

For caps used in a replication transaction—

6.

Determined that the documentation described the
following:

a. The investment type and characteristics
replicated

b. How the replication was consistent with the
overall management investment strategy

c¢. How the cap was expected to be effective in
replicating the investment characteristics of the
replicated investment

d. The approach for assessing the effectiveness of
the replication transaction

Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics replicated

b. The terms of the cap, the name of the
counterparty, and the counterparty exposure
amount

For all selected caps including those that are a part of a
replication transaction—

8.

10.

11.

Obtained a list of individuals, approved by the board
of directors or a committee thereof, who had the
authority to authorize cap transactions. Compared
the name of the individual who authorized the cap
transaction with the names on the list and found the
name of the individual on the list.

Based on the details of the transaction identified in
procedure 2 and company policy, compared the terms
of the transaction with the insurance company's
policy regarding the requirement for the board of
directors or a committee thereof to authorize the
specific transaction tested; for example, a
transaction in which the notional amount or strike
price exceeded a limit requiring additional approval.
If the board of directors or a committee thereof was
required to approve the transaction, read minutes of
the board of directors or a committee thereof or other
appropriate support and found evidence of approval
of the transaction tested.

Obtained a list of qualified and nonqualified
counterparties, approved by the board of directors or
a committee thereof. Compared the name of the
counterparty involved in the cap transaction with
names on the list and found the name of the
counterparty on the respective qualified or
nonqualified list.

Determined that the counterparty was listed as
qualified or nonqualified in the analysis used for
monitoring the insurance company's limitations on
counterparty exposure consistent with the
classification in the listing obtained in procedure 10.

©2015, AICPA
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Findings

No
Procedures Exception Exception N/A

12. Obtained a list of individuals authorized by the board of
directors or a committee thereof to trade cap contracts.
Compared the name of the individual who executed the
purchase, sale, or closeout of the cap with the names on
the list and found the name of the individual on the list.

13. Obtained a list of individuals authorized to approve
payments relating to caps. Compared the name of the
individual who approved any payment relating to the
cap with the names on the list and found the name of the
individual on the list.

14. Compared the name of the individual who approved any
payment relating to the cap with the name of the
individual who approved entering into the contract and
found that the names were different.

15. Compared the name of the individual who received cash
or other consideration in connection with the cap with
the name of the individual who entered into the contract
and found that the names of the individuals were
different.

16. Obtained the deal ticket and confirmation for the
purchase, sale, or closeout of the cap and found that the
purchase, sale, or closeout was confirmed by the
counterparty.

17. Compared the name of the individual who received the
deal ticket and confirmation with the names on a list of
individuals authorized to trade caps and found that the
name was not on the list.

18. Compared the terms of the cap contract, as stated on the
deal ticket and confirmation, with the terms of the cap
contract recorded in the insurance company's accounting
records and found them to be in agreement.

19. Obtained documentation for one reporting period (for
example, monthly or quarterly), indicating that the
insurance company determined that its accounting
records for caps tested in procedure 18, agreed with or
reconciled to the related control account; for example,
the subsidiary ledger to the general ledger.

20. Obtained the accounting record documenting
modifications, if any, to the cap agreement. Compared
the name of the individual who approved the
modification with a list of individuals authorized to
approve modifications and found the name of the
individual who approved the modification on the list.

21. Compared the terms of the cap agreement recorded in
the insurance company's accounting records with the
terms shown in the executed copy of the cap agreement
and found them to be in agreement.

22. Obtained documentation for one reporting period (for
example, monthly or quarterly), indicating that the
insurance company physically inventoried the cap
agreements.

23. Using the list of authorized traders obtained in
procedure 12, compared the name of the individual who
had custody or access to the cap agreement with the
names of individuals authorized to execute purchases,
sales, or closeouts of cap contracts and found that the
name of the individual was not on the list.
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Findings

No
Procedures Exception Exception N/A

24. Compared information regarding the cap, such as type of
derivative, notional amount, and fair value, with the
comparable information included in the report to the
board of directors or appropriate committee thereof and
found them to be in agreement.

25. If the cap should have been included in the monitoring
analysis separately tested in procedure 10 within section
1, "All Derivative Types," compared information
regarding the cap, such as type of derivative, notional
amount, and fair value, with the comparable information
in the monitoring analysis and found them to be in
agreement.

26. Read accounting documentation indicating that the
insurance company monitored periodic cash settlements
related to the cap tested, meaning, the insurance
company had controls in place to determine that periodic
cash settlements, if any, were received.

Effectiveness of Caps Used As Hedges and in
Replication Transactions

27. Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the cap as a hedge or
replication in accordance with the policies regarding
effectiveness.

28. If the cap was no longer effective as a hedge or
replication, compared the action taken by the insurance
company with the action required by the accounting
policies and procedures and found that the action taken
was consistent with the accounting policy.

Legal Review

29. Read documentation indicating that the legal
department reviewed the cap agreement to assess
contract compliance with the DUP and enforceability.

30. Read documentation indicating that the legal
department updated its assessment of agreement
enforceability at least annually.

Valuation

31. Obtained the insurance company's policies and
procedures for valuing caps and found that the insurance
company determined the fair value of the cap in
accordance with the policy described in the insurance
company's procedures for the valuation of caps.

32. Read documentation supporting the fair value of the cap
and found that the fair value was either (a) obtained
from an independent source, (b) checked against an
independent source, or (c¢) calculated internally by an
authorized person.

Description of Exceptions if Any

Procedure Number Description of Exception
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Section 3—Collar Contracts

Procedures

Performed the following procedures on selected collar
contracts to test internal control over collar
transactions. Selected five percent of each type of collar
transaction (that is, executions [entering into a collar
transaction in which the net position at inception may
result in either no cash outlay, cash received, or cash
disbursed] and closeouts [closings and settlings of the
position]), with the selections distributed throughout
the year. If five percent of a given type of transaction
exceeded 40, the number of items selected for that type
of transaction was limited to 40. If five percent of a type
of transaction resulted in less than four items, selected
four or fewer items that represented all the transactions
of that type.

Reporting

1. Read the insurance company's derivative use plan
(DUP) and any amendments thereto and found that
the DUP permits the insurance company to enter
into collar contracts.

2. For each collar selected for testing, read
management's documentation describing the
intended use of the collar and performed the
following procedures, as applicable.

For collars used as a hedge—

3. Determined that the documentation described the
following:
a. The risk hedged

How the hedge was consistent with the overall
risk management strategy

c¢. How the collar was expected to be effective in
offsetting the exposure

d. The approach in assessing the effectiveness of
the hedge

4. Determined that the following items were
documented:
The purpose(s) of the collar as a hedge

b. The terms of the collar, the name of the
counterparty, and the counterparty exposure
amount

¢. The assets or liabilities (or portion thereof) that
the collar hedged

d. Evidence that the collar continued to be an
effective hedge

e. Evidence that the contract was consistent with

the insurance company's parameters, as specified

in the DUP or applicable company policies and
procedures, for entering into hedge transactions;
for example, the notional amount or underlying

AUD §25.37
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Findings

No
Procedures Exception Exception N/A

If the collar was an exact offset of an outstanding collar—

5. Read documentation indicating that the collar offset
an outstanding collar previously purchased or sold by
the insurance company and that the collar was an
exact offset of the market risk of the collar being
offset.

For collars used in a replication transaction—

6. Determined that the documentation described the
following:

a. The investment type and characteristics replicated

b. How the replication was consistent with the overall
management investment strategy

c¢. How the collar was expected to be effective in
replicating the investment characteristics of the
replicated investment

d. The approach in assessing the effectiveness of the
replication transaction

7. Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics replicated

b. The terms of the collar, the name of the
counterparty, and the counterparty exposure
amount

For all selected collars including those that are a part of a
replication transaction—

8. Obtained a list of individuals, approved by the board
of directors or a committee thereof, who had the
authority to authorize collar transactions. Compared
the name of the individual who authorized the collar
transaction with the names on the list and found the
name of the individual on the list.

9. Based on the details of the transaction identified in
procedure 2 and company policy, compared the terms
of the transaction with the insurance company's
policy regarding the requirement for the board of
directors or a committee thereof to authorize the
specific transaction tested; for example, a transaction
in which the notional amount or strike price exceeded
a limit requiring additional approval. If the board of
directors or a committee thereof was required to
approve the transaction, read minutes of the board of
directors or a committee thereof or other appropriate
support and found evidence of approval of the
transaction tested.

10. Obtained a list of qualified and nonqualified
counterparties approved by the board of directors or a
committee thereof. Compared the name of the
counterparty involved in the collar transaction with
names on the list and found the name of the
counterparty on the respective qualified or
nonqualified list.

(continued)
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Procedures

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

Determined that the counterparty was listed as
qualified or nonqualified in the analysis used for
monitoring the insurance company's limitations on
counterparty exposure consistent with the classification
in the listing obtained in procedure 10.

Obtained a list of individuals authorized by the board of
directors or a committee thereof to trade collar
contracts. Compared the name of the individual who
executed the execution or closeout of the collar contract
with the names on the list and found the name of the
individual on the list.

Obtained a list of individuals authorized to approve
payments relating to collars. Compared the name of the
individual who approved any payment relating to the
collar with the names on the list and found the name of
the individual on the list.

Compared the name of the individual who approved any
payment relating to the collar with the name of the
individual who approved entering into the contract and
found that the names were different.

Compared the name of the individual who received cash
or other consideration in connection with the collar with
the name of the individual who entered into the contract
and found that the names of the individuals were
different.

Obtained the deal ticket and confirmation for the
execution or closeout of the collar and found that the
execution or closeout was confirmed by the counterparty.

Compared the name of the individual who received the
deal ticket and confirmation with the names on a list of
individuals authorized to trade collars and found that
the name was not on the list.

Compared the terms of the collar contract, as stated on
the deal ticket and confirmation, with the terms of the
collar contract recorded in the insurance company's

accounting records and found them to be in agreement.

Obtained documentation for one reporting period (for
example, monthly or quarterly) indicating that the
insurance company determined that its accounting
records for collars, tested in procedure 18, agreed with
or reconciled to the related control account; for example,
the subsidiary ledger to the general ledger.

Obtained the accounting record documenting
modifications, if any, to the collar agreement. Compared
the name of the individual who approved the
modification with a list of individuals authorized to
approve modifications and found the name of the
individual who approved the modification on the list.

Compared the terms of the collar agreement recorded in
the insurance company's accounting records with the
terms shown in the executed copy of the collar
agreement and found them to be in agreement.

Obtained documentation for one reporting period (for
example, monthly or quarterly), indicating that the
insurance company physically inventoried the collar
agreement.

AUD §25.37
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Findings

No
Procedures Exception Exception N/A

23. Using the list of authorized traders obtained in procedure
12, compared the name of the individual who had custody
or access to the collar contracts with the names of
individuals authorized to enter into trades, executions, or
closeouts of collar contracts and found that the name of
the individual was not on the list.

24. Compared information regarding the collar, such as type
of derivative, notional amount, and fair value, with the
comparable information included in the report to the
board of directors or appropriate committee thereof and
found them to be in agreement.

25. If the collar should have been included in the monitoring
analysis separately tested in procedure 10 within section
1, "All Derivative Types," compared information regarding
the collar, such as type of derivative, notional amount,
and fair value, with the comparable information in the
monitoring analysis and found them to be in agreement.

26. Read accounting documentation indicating that the
insurance company monitored periodic cash settlements
related to the collar tested, meaning, the insurance
company had controls in place to determine that periodic
cash settlements, if any, were received.

Effectiveness of Collars Used As Hedges and in
Replication Transactions

27. Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the collar as a hedge or
replication in accordance with the policies regarding
effectiveness.

28. If the collar was no longer effective as a hedge or
replication, compared the action taken by the insurance
company with the action required by the accounting
policies and procedures and found that the action taken
was consistent with the accounting policy.

Legal Review

29. Read documentation indicating that the legal department
reviewed the collar agreement to assess contract
compliance with the DUP and enforceability.

30. Read documentation indicating that the legal department
updated its assessment of agreement enforceability at
least annually.

Valuation

31. Obtained the insurance company's policies and
procedures for valuing collars and found that the
insurance company determined the fair value of the collar
in accordance with the policy described in the insurance
company's procedures for the valuation of collars.

32. Read documentation supporting the fair value of the
collar and found that the fair value was either (a)
obtained from an independent source, (b) checked against
an independent source, or (¢) calculated internally by an
authorized individual.

Description of Exceptions if Any
Procedure Number Description of Exception
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Section 4—Floor Contracts

Findings

No
Procedures Exception Exception N/A

Performed the following procedures on selected floor
contracts to test internal control over floor transactions.
Selected five percent of each type of floor transaction
(that is, purchases [premium disbursements], sales
[premium receipts], and closeouts [closings and settlings
of the position]), with the selections distributed
throughout the year. If five percent of a given type of
transaction exceeded 40, the number of items selected for
that type of transaction was limited to 40. If five percent
of a type of transaction resulted in less than four items,
selected four or fewer items that represented all the
transactions of that type.

Reporting

1. Read the insurance company's derivative use plan
(DUP) and any amendments thereto and found that
the DUP permits the insurance company to enter into
floor contracts.

2. For each floor selected for testing, read management's
documentation describing the intended use of the floor
and performed the following procedures, as applicable.

For floors used as a hedge—

3. Determined that the documentation described the
following:

a. The risk hedged

b. How the hedge was consistent with the overall risk
management strategy

c¢. How the floor was expected to be effective in
offsetting the exposure

d. The approach in assessing the effectiveness of the
hedge

4. Determined that the following items were
documented:

a. The purpose(s) of the floor as a hedge

b. The terms of the floor, the name of the
counterparty, and the counterparty exposure
amount

c¢. The assets or liabilities (or portion thereof) that
the floor hedged

d. Evidence that the floor continued to be an effective
hedge

e. Evidence that the floor was consistent with the
insurance company's parameters, as specified in
the DUP or applicable company policies and
procedures for entering into hedge transactions; for
example, the notional amount or underlying

If the floor was an exact offset of an outstanding floor—

5. Read documentation indicating that the floor offset an
outstanding floor previously purchased or sold by the
insurance company and that the floor was an exact
offset of the market risk of the floor being offset.
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Findings

No
Procedures Exception Exception NJ/A

For floors used in a replication transaction—

6. Determined that the documentation described the
following:

a. The investment type and characteristics
replicated

b. How the replication was consistent with the
overall management investment strategy

c¢. How the floor was expected to be effective in
replicating the investment characteristics of the
replicated investment

d. The approach in assessing the effectiveness of the
replication transaction

7. Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics
replicated

b. The terms of the floor, the name of the counterparty,
and the counterparty exposure amount

For all selected floors including those that are a part of a
replication transaction—

8. Obtained a list of individuals approved by the board
of directors or a committee thereof who had the
authority to authorize floor transactions. Compared
the name of the individual who authorized the floor
transaction with the names on the list and found the
name of the individual on the list.

9. Based on the details of the transaction identified in
procedure 2 and company policy, compared the terms
of the transaction with the insurance company's
policy regarding the requirement for the board of
directors or a committee thereof to authorize the
specific transaction tested; for example, a
transaction in which the notional amount or strike
price exceeded a limit requiring additional approval.
If the board of directors or a committee thereof was
required to approve the transaction, read minutes of
the board of directors or a committee thereof or
other appropriate support and found evidence of
approval of the transaction tested.

10. Obtained a list of qualified and nonqualified
counterparties, approved by the board of directors or
a committee thereof. Compared the name of the
counterparty involved in the floor transaction with
names on the list and found the name of the
counterparty on the respective qualified or
nonqualified list.

11. Determined that the counterparty was listed as
qualified or nonqualified in the analysis used for
monitoring the insurance company's limitations on
counterparty exposure consistent with the
classification in the listing obtained in procedure 10.

(continued)
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Procedures

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.
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Findings

No

Exception Exception

Obtained a list of individuals authorized by the board of
directors or a committee thereof to trade floor contracts.
Compared the name of the individual who executed the
purchase, sale, or closeout of the floor with the names on
the list and found the name of the individual on the list.

Obtained a list of individuals authorized to approve
payments relating to floors. Compared the name of the
individual who approved any payment relating to the
floor with the names on the list and found the name of
the individual on the list.

Compared the name of the individual who approved any
payment relating to the floor with the name of the
individual who approved entering into the contract and
found that the names were different.

Compared the name of the individual who received cash
or other consideration in connection with the floor with
the name of the individual who entered into the contract
and found that the names of the individuals were
different.

Obtained the deal ticket and confirmation for the
purchase, sale, or closeout of the floor and found that the
purchase, sale, or closeout was confirmed by the
counterparty.

Compared the name of the individual who received the
deal ticket and confirmation with the names on a list of
individuals authorized to trade floors and found that the
name was not on the list.

Compared the terms of the floor contract, as stated on
the deal ticket and confirmation, with the terms of the
floor contract recorded in the insurance company's
accounting records and found them to be in agreement.

Obtained documentation for one reporting period (for
example, monthly or quarterly), that the insurance
company determined that its accounting records for
floors, tested in procedure 18, agreed with or reconciled
to the related control account; for example, the
subsidiary ledger to the general ledger.

Obtained the accounting record documenting
modifications, if any, to the floor agreement. Compared
the name of the individual who approved the
modification with a list of individuals authorized to
approve modifications and found the name of the
individual who approved the modification on the list.

Compared the terms of the floor agreement recorded in
the insurance company's accounting records with the
terms shown in the executed copy of the floor agreement
and found them to be in agreement.

Obtained documentation for one reporting period (for
example, monthly or quarterly), indicating that the
insurance company physically inventoried the floor
agreements.

Using the list of authorized traders obtained in
procedure 12, compared the name of the individual who
had custody or access to the floor agreement with the
names of individuals authorized to execute purchases,
sales, or closeouts of floor contracts and found that the
name was not on the list.

NIA
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Findings

No
Procedures Exception Exception NJ/A

24. Compared information regarding the floor, such as type
of derivative, notional amount, and fair value, with the
comparable information included in the report to the
board of directors or appropriate committee thereof and
found them to be in agreement.

25. If the floor should have been included in the monitoring
analysis separately tested in procedure 10 within
section 1, "All Derivative Types," compared information
regarding the floor, such as type of derivative, notional
amount, and fair value, with the comparable
information in the monitoring analysis and found them
to be in agreement.

26. Read accounting documentation indicating that the
insurance company monitored periodic cash settlements
related to the floor tested, meaning, the insurance
company had controls in place to determine that
periodic cash settlements, if any, were received.

Effectiveness of Floors Used As Hedges and in
Replication Transactions

27. Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the floor as a hedge or
replication in accordance with the policies regarding
effectiveness.

28. If the floor was no longer effective as a hedge or
replication, compared the action taken by the insurance
company with the action required by the accounting
policies and procedures and found that the action taken
was consistent with the accounting policy.

Legal Review

29. Read documentation indicating that the legal
department reviewed the floor agreement to assess
contract compliance with the DUP and enforceability.

30. Read documentation indicating that the legal
department updated its assessment of agreement
enforceability at least annually.

Valuation

31. Obtained the insurance company's policies and
procedures for valuing floors and found that the
insurance company determined the fair value of the floor
in accordance with the policy described in the insurance
company's procedures for the valuation of floors.

32. Read documentation supporting the fair value of the
floor and found that the fair value was either (a)
obtained from an independent source, (b) checked
against an independent source, or (¢) calculated
internally by an authorized individual.

Description of Exceptions if Any

Procedure Number Description of Exception
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Section 5—Forward Contracts

Findings

No
Procedures Exception Exception N/A

Performed the following procedures on selected forward
contracts to test internal control over forward
transactions. Selected five percent of each type of forward
transaction, with the selections distributed throughout
the year. These are, (1) forward contracts entered into to
make delivery, (2) forward contracts entered into to take
delivery, (3) forward contracts settled by making delivery,
(4) forward contracts settled by taking delivery, (5)
forward contracts settled by cash. If five percent of a given
type of transaction exceeded 40, the number of items
selected for that type of transaction was limited to 40. If
five percent of a type of transaction resulted in less than
four items, selected four or fewer items that represented
all of the transactions of that type.

Reporting

1. Read the insurance company's derivative use plan
(DUP) and any amendments thereto and found that
the DUP permits the insurance company to enter into
forward contracts.

2. For each forward selected for testing, read
management's documentation describing the intended
use of the forward and performed the following
procedures, as applicable.

For forward contracts used as a hedge—

3. Determined that the documentation describes the
following:

a. The risk hedged

b. How the hedge was consistent with the overall risk
management strategy

c¢. How the forward was expected to be effective in
offsetting the exposure

d. The approach in assessing the effectiveness of the
hedge

4. Determined that the following items were documented:

a. The purpose(s) of the forward as a hedge

b. The terms of the forward, the name of the
counterparty, and the counterparty exposure amount

c¢. The assets or liabilities (or portion thereof) that the
forward hedged

d. The specific forward contract used in the hedge

e. Evidence that the forward continued to be an
effective hedge

f Evidence that the forward was consistent with the
insurance company's parameters, as specified in the
DUP or applicable company policies and procedures,
for entering into hedge transactions; for example, the
notional amount or underlying
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Findings

No
Procedures Exception Exception N/A

If the forward was an exact offset of an outstanding
forward—

5. Read documentation indicating that the forward
offset an outstanding forward previously purchased
or sold by the insurance company and that the
forward was an exact offset of the market risk of the
forward being offset.

For forwards used in a replication transaction—

6. Determined that the documentation described the
following:

a. The investment type and characteristics replicated

How the replication was consistent with the overall
management investment strategy

c¢. How the forward was expected to be effective in
replicating the investment characteristic of the
replicated investment

d. The approach for assessing the effectiveness of the
replication transaction

7. Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics replicated

b. The terms of the forward contract, the name of the
counterparty, and the counterparty exposure
amount

For all selected forwards, including those that are a part of
the replication transaction—

8. Obtained a list of individuals, approved by the board
of directors or a committee thereof who had the
authority to authorize forward transactions.
Compared the name of the individual who authorized
the forward transaction with the names on the list
and found the name of the individual on the list.

9. Based on the details of the transaction identified in
procedure 2 and company policy, compared the terms
of the transaction with the insurance company's
policy regarding the requirement for the board of
directors or a committee thereof to authorize the
specific transaction tested; for example, a transaction
in which the notional amount exceeded a limit
requiring additional approval. If the board of
directors or a committee thereof was required to
approve the transaction, read minutes of the board of
directors or a committee thereof or other appropriate
support and found evidence of approval of the
transaction tested.

10. Obtained a list of qualified and nonqualified
counterparties, approved by the board of directors or
a committee thereof. Compared the name of the
counterparty involved in the forward transaction
with names on the list and found the name of the
counterparty on the respective qualified or
nonqualified list.

(continued)
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Findings

No
Procedures Exception Exception N/A

11. Determined that the counterparty was listed as qualified
or nonqualified in the analysis used for monitoring the
insurance company's limitations on counterparty
exposure consistent with the classification in the
listing obtained in procedure 10.

12. Obtained a list of individuals authorized by the board
of directors or committee thereof to trade forward
contracts. Compared the name of the individual who
executed the purchase or sale of the forward with the
names on the list and found the name of the individual
on the list.

13. Obtained a list of individuals authorized to approve
settlements or payments related to forward contracts.
For the purchase and any transaction subsequent to
purchase, compared the name of the individual who
approved any payment or settlement of funds in
connection with the forward contract with the names on
the list and found the name of the individual on the list.

14. Compared the name of the individual who approved any
settlement or payment relating to the forward with the
name of the individual who approved entering into the
contract and found that the names were different.

15. Compared the name of the individual who received cash
or other consideration in connection with the forward
with the name of the individual who entered into the
contract and found that the names of the individuals
were different.

16. Obtained the deal ticket and confirmation for the
purchase or sale of the forward contract and found that
the purchase or sale was confirmed by the counterparty.

17. Compared the name of the individual who received the
deal ticket and confirmation with the names on a list of
individuals authorized to trade forwards and found that
the name was not on the list.

18. Compared the terms of the forward contract, as stated
on the deal ticket and confirmation, with the terms of the
forward contract recorded in the insurance company's
accounting records and found them to be in agreement.

19. Obtained documentation for one reporting period, (for
example, monthly or quarterly), that the insurance
company determined that its accounting records for
forwards, tested in procedure 18, agreed with or
reconciled to the related control account, (for example,
the subsidiary ledger to the general ledger).

20. Obtained the accounting record documenting
modifications, if any, to the forward contract. Compared
the name of the individual who approved the
modification with a list of individuals authorized to
approve modifications and found the name of the
individual who approved the modification on the list.

21. For one reporting period, (for example, monthly or
quarterly), obtained the insurance company's
documentation of the existence of the forward contract
and found that the insurance company either (a)
obtained a statement from the custodian confirming the
existence of the forward contract, () physically
inventoried the forward contract, or (¢) obtained a
statement from the counterparty acknowledging the
existence of the forward contract.
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Procedures

22.

23.

24.

Using the list of authorized traders obtained in
procedure 12, compared the name of the individual who
had custody or access to the forward with the names of
individuals authorized to execute purchases and sales
of forwards and found that the name was not on the list.

Compared information regarding the forward, such as
type of derivative, notional amount, and fair value,
with the comparable information included in the
report to the board of directors or appropriate
committee thereof and found them to be in agreement.

If the forward should have been included in the
monitoring analysis separately tested in step 10 within
section 1, "All Derivative Types," compared information
regarding the forward, such as type of derivative,
notional amount, and fair value, with the comparable
information in the monitoring analysis and found them
to be in agreement.

Effectiveness of Forward Contracts Used As
Hedges and in Replication Transactions

25.

26.

Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the forward as a hedge or
replication in accordance with the policies regarding
effectiveness.

If the forward was no longer effective as a hedge or
replication, compared the action taken by the
insurance company with the action required by the
accounting policies and procedures and found that the
action taken was consistent with the accounting policy.

Legal Review

27.

28.

Read documentation indicating that the legal
department reviewed the forward contract to assess
contract compliance with the DUP and enforceability.

Read documentation indicating that the legal
department updated its assessment of contract
enforceability at least annually.

Valuation

29.

30.

Obtained the insurance company's policies and
procedures for valuing forwards and found that the
insurance company determined the fair value of the
forward in accordance with the policy described in the
insurance company's procedures for valuation of
forwards.

Read documentation supporting the fair value of the
forward contract and found that the fair value was
either (a) obtained from an independent source, (b)
checked against an independent source, or (c)
calculated internally by an authorized individual.

Description of Exceptions if Any

Procedure Number

Findings

No
Exception Exception NJ/A

Description of Exception
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Section 6—Futures Contracts

Findings

No
Procedures Exception Exception N/A

Performed the following procedures on selected futures
contracts to test internal control over futures
transactions. Selected five percent of each type of futures
transaction, with the selections distributed throughout
the year. These are purchases, sales, and cash
settlements (closeouts of a position). If five percent of a
given type of transaction exceeded 40, the number of
items selected for that type of transaction was limited to
40. If five percent of a type of transaction resulted in
less than four items, selected four or fewer items that
represented all of the transactions of that type.

Reporting

1. Read the insurance company's derivative use plan
(DUP) and any amendments thereto and found that
the DUP permits the insurance company to trade
futures.

2. For each futures transaction selected for testing, read
management's documentation describing the intended
use of the futures and performed the following
procedures, as applicable.

For futures used as a hedge—

3. Determined that the documentation describes the
following:

a. The risk hedged

b. How the hedge was consistent with the overall risk
management strategy

c¢. How the futures position was expected to be
effective in offsetting the exposure

d. The approach in assessing the effectiveness of the
hedge

4. Determined that the following items were
documented:

a. The purpose(s) of the futures as a hedge

b. The terms of the futures transaction and the name
of the exchange and firm(s) handling the trade

c. The assets or liabilities (or portion thereof) that
the futures transaction hedged

d. Evidence that the futures contract continued to be
an effective hedge

e. Evidence that the futures position was consistent
with the insurance company's parameters, as
specified in the DUP or applicable company
policies and procedures for futures transactions;
for example, the notional amount or underlying

For futures transactions that were an exact offset of an
outstanding futures transaction—

5. Read documentation indicating that the futures
transaction offset an outstanding futures position
previously purchased or sold by the insurer and that
the futures transaction was an exact offset of the
market risk of the futures position being offset.
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Findings

No
Procedures Exception Exception N/A

For futures used in a replication transaction—

6. Determined that the documentation described the
following:

The investment type and characteristics replicated

b. How the replication was consistent with the
overall management investment strategy

c¢.  How the futures position was expected to be
effective in replicating the investment
characteristics of the replicated investment

d. The approach in assessing the effectiveness of the
replication transaction

7. Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics replicated

b. The terms of the futures transaction and the name
of the exchange and the firm(s) handling the trade

c. The specific futures contract used in the replication

For all selected futures including those that are a part of
the replication transaction—

8. Obtained a list of individuals, approved by the board
of directors or a committee thereof, who had the
authority to authorize futures trades. Compared the
name of the individual who authorized the futures
transaction with the names on the list and found the
name of the individual on the list.

9. Based on the details of the transaction identified in
procedure 2 and company policy, compared the terms
of the transaction with the insurance company's
policy regarding the requirement for the board of
directors or a committee thereof to authorize the
specific transaction tested; for example, a
transaction in which the notional amount exceeded a
limit requiring additional approval. If the board of
directors or a committee thereof was required to
approve the transaction, read minutes of the board
of directors or a committee thereof or other
appropriate support and found evidence of approval
of the transaction tested.

10. Obtained a list of individuals authorized by the
board of directors or committee thereof to trade
futures contracts. Compared the name of the
individual who executed the purchase or sale of the
futures contract with the names on the list and
found the name of the individual on the list.

11. Obtained a list of individuals authorized to approve
settlements or disbursements related to futures
transactions. For purchases and transactions
subsequent to purchase or sale of the futures
contract, compared the name of the individual who
approved any settlement of funds relating to the
futures with the names on the list and found the
name of the individual on the list.

(continued)
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Findings

No
Procedures Exception Exception N/A

12. Compared the name of the individual who approved
any payment relating to the futures with the name of
the individual who approved entering into the contract
and found that the names were different.

13. Compared the name of the individual who received
cash or other consideration in connection with the
futures with the name of the individual who entered
into the contract and found that the names of the
individuals were different.

14. Obtained the deal ticket and confirmation for the
purchase, expiration, or sale of the futures contracts
and found that the purchase, sale, or expiration of the
futures contract was confirmed by the deal ticket and
confirmation.

15. Compared the terms of the futures transaction, as
stated on the deal ticket and confirmation, with the
terms of the transaction recorded in the insurance
company's accounting records and found them to be in
agreement.

16. Obtained documentation for one reporting period, (for
example, monthly or quarterly), that the insurance
company determined that its accounting records for
futures, tested in procedure 15, agreed with or
reconciled to the related control account, (for example,
the subsidiary ledger to the general ledger).

17. For one reporting period, (for example, monthly or
quarterly), obtained the insurance company's
documentation of the existence of the futures contracts
and found that the insurance company obtained
statements from the futures counterparty(ies) or
broker(s) confirming the futures transactions and
positions.

18. Compared information regarding the futures contract,
such as type of derivative, notional amount, and fair
value, with the comparable information included in
the report to the board of directors or appropriate
committee thereof and found them to be in agreement.

19. If the futures position should have been included in the
monitoring analysis separately tested in procedure 10
within section 1, " All Derivative Types," compared
information regarding the futures contract, such as
type of derivative, notional amount, and fair value,
with the comparable information in the monitoring
analysis and found them to be in agreement.

Effectiveness of Futures Used As Hedges and in
Replication Transactions

20. Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the futures position as a
hedge or replication in accordance with the policies
regarding effectiveness.

21. If the futures position was no longer effective as a
hedge or replication, compared the action taken by the
insurance company with the action required by the
company policies and procedures and found that the
action taken was consistent with the accounting policy.
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Findings

No
Procedures Exception Exception N/A

Valuation

22. Obtained the insurance company's policies and
procedures for valuing positions and found that the
insurance company determined the valuation of the
futures contract in accordance with the policy described
in the insurance company's procedures for valuation of
futures.

23. Read documentation supporting the market price of the
futures contract and found that the market price was
obtained from an independent source.

Description of Exceptions if Any

Procedure Number Description of Exception
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Section 7—Option Contracts

Findings

No
Procedures Exception Exception N/A

Performed the following procedures on selected option contracts
to test internal control over option transactions. Selected five
percent of each type of option transaction (that is, purchases,
sales, expirations, and exercises), with the selections
distributed throughout the year. If five percent of a given type of
transaction exceeded 40, the number of items selected for that
type of transaction was limited to 40. If five percent of a type of
transaction resulted in less than four items, selected four or
fewer items that represented all of the transactions of that
type.

Reporting

1. Read the insurance company's derivative use plan (DUP)
and any amendments thereto and found that the DUP
permits the insurance company to trade or enter into option
contracts.

2. For each option selected for testing, read management's
documentation describing the intended use of the option
and performed the following procedures, as applicable.

For options used as a hedge—
3. Determined that the documentation described the following:

a. The risk hedged

b. How the hedge was consistent with the overall risk
management strategy

c. How the option was expected to be effective in offsetting
the exposure

d. The approach in assessing the effectiveness of the
hedge

4. Determined that the following items were documented:

a. The purpose(s) of the option as a hedge

b. For over-the-counter (OTC) options, the terms of the
option, the name of the counterparty, and the
counterparty exposure amount

c. For exchange-traded options, the term of the option, the
name of the exchange, and the name of the firm(s)
handling the trade

d. The assets or liabilities (or portion thereof) that the
option hedged

e. For OTC and exchange-traded options, the specific option
used in the hedge

[ Evidence that the option continued to be an effective
hedge

g. Evidence that the option was consistent with the
insurance company's parameters, as specified in the DUP
or applicable company policies and procedures, for
entering into hedge transactions; for example, the
notional amount, or underlying
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Findings

No

Procedures Exc;n‘ion Exception N/A

If the option transaction was (a) for income generation
and was for the sale of a call option on securities or (b) an
exact offset to an outstanding option—

5.

Read the documentation supporting the transaction
which indicated that the insurance company was
holding or could immediately acquire through the
exercise of options, warrants, or conversion rights
already owned, the underlying securities during the
entire period the option was outstanding.

Read documentation indicating that the option offset
an outstanding option previously purchased or sold
by the insurance company and that the option was an
exact offset to the market risk of the option being
offset.

For options used in a replication transaction—

7.

Determined that the documentation described the
following:

a. The investment type and characteristics replicated

b. How the replication was consistent with the overall
management investment strategy

c. How the option was expected to be effective in
replicating the investment characteristics of the
replicated investment

d. The approach in assessing the effectiveness of the
replication transaction

Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics replicated

b. The specific option used in the replication

c. For OTC options, the terms of the option, the name
of the counterparty, and the counterparty exposure
amount

d. For exchange-traded options, the name of the
exchange and the firm(s) handling the trade

For all selected options, including those that are a part of a
replication transaction—

9.

10.

Obtained a list of individuals, approved by the board
of directors or a committee thereof, who had the
authority to authorize option transactions.
Compared the name of the individual who
authorized the option transaction with the names
on the list and found the name of the individual on
the list.

Based on the details of the transaction identified in
procedure 2 and company policy, compared the
terms of the transaction with the insurance
company's policy regarding the requirement for the
board of directors or a committee thereof to
authorize the specific transaction tested; for
example, a transaction in which the notional
amount exceeded a limit requiring additional
approval. If the board of directors or a committee
thereof was required to approve the transaction,
read minutes of the board of directors or a
committee thereof or other appropriate support and
found evidence of approval of the transaction tested.
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Findings

No
Procedures Exception Exception N/A

11. Obtained a list of qualified and nonqualified
counterparties, approved by the board of directors or a
committee thereof. Compared the name of the
counterparty involved in the option transaction with
names on the list and found the name of the
counterparty on the respective qualified or
nonqualified list.

12. For OTC options, determined that the counterparty was
listed as qualified or nonqualified in the analysis used
for monitoring the insurance company's limitations on
counterparty exposure consistent with the classification
in the listing obtained in procedure 11.

13. Obtained a list of individuals authorized by the board
of directors or committee thereof to trade option
contracts. Compared the name of the individual who
executed the purchase, sale, or exercise of the option
with the names on the list and found the name of the
individual on the list.

14. Obtained a list of individuals authorized to approve
payments relating to options contracts. Compared the
name of the individual who approved any payment
relating to the option with the names on the list and
found the name of the individual on the list.

15. Compared the name of the individual who approved
any payment relating to the option with the name of
the individual who approved entering into the contract
and found that the names were different.

16. Compared the name of the individual who received
cash or other consideration in connection with the
option with the name of the individual who entered
into the contract and found that the names of the
individuals were different.

17. Obtained the deal ticket and confirmation for the
purchase, sale, or exercise of the option and found that
the purchase, sale, or exercise of the option was
confirmed by the counterparty or firm handling the
transaction.

18. Compared the name of the individual who received the
deal ticket and confirmation with the names on a list of
individuals authorized to trade options and found that
the name was not on the list.

19. Compared the terms of the option contract, as stated on
the deal ticket and confirmation, with the terms of the
option contract recorded in the insurance company's
accounting records and found them to be in
agreement.

20. Obtained documentation for one reporting period, (for
example, monthly or quarterly), indicating that the
insurance company determined whether its accounting
records for options, tested in procedure 19, agreed with
or reconciled to the related control account, (for
example, the subsidiary ledger to the general ledger).
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Findings

No
Procedures Exception  Exception NJ/A

21. Obtained the accounting record documenting
modifications, if any, to the option transaction.
Compared the name of the individual who approved
the modification with a list of individuals authorized
to approve modifications and found the name of the
individual who approved the modification on the list.

22. Obtained documentation for one reporting period, (for
example, monthly or quarterly), indicating that the
insurance company obtained a statement from the
counterparty confirming the existence of the option
position.

23. Using the list of authorized traders obtained in
procedure 13, compared the name of the individual
who had custody of or access to the option
documentation with the names of individuals
authorized to purchase, sell, or exercise the option
and found that the name was not on the list.

24. Compared information regarding the option, such as
type of derivative, notional amount, and fair value,
with the comparable information included in the
report to the board of directors or appropriate
committee thereof and found them to be in
agreement.

25. If the option should have been included in the
monitoring analysis separately tested in procedure 10
within section 1, "All Derivative Types," compared
information regarding the option, such as type of
derivative, notional amount, and fair value, with the
comparable information in the monitoring analysis
and found them to be in agreement.

Effectiveness of Options Used As Hedges and in
Replication Transactions

26. Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the option as a hedge or
replication in accordance with the policies regarding
effectiveness.

27. If the option was no longer effective as a hedge or
replication, compared the action taken by the
insurance company with the action required by the
accounting policies and procedures and found that the
action taken was consistent with the accounting
policy.

Legal Review

28. Read documentation indicating that the legal
department reviewed the option agreement to
assess contract compliance with the DUP and
enforceability.

29. Read documentation indicating that the legal
department updated its assessment of legal
enforceability of the OTC option agreement at least
annually.

(continued)
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Findings

No
Procedures Exception Exception N/A

Valuation

30. Obtained the insurance company's policies and
procedures for valuing options and found that the
insurance company determined the fair value of OTC
options and the market price of exchange-traded
options, in accordance with the policy described in the
insurance company's procedures for the valuation of
options.

31. Read documentation supporting the fair value for OTC
options and the market price of exchange-traded
options and found that the fair value or market value
was either (@) obtained from an independent source, (b)
checked against an independent source, or (c)
calculated internally by an authorized individual.

Description of Exceptions if Any

Procedure Number Description of Exception

AUD §25.37 ©2015, AICPA



Performing Agreed-Upon Procedures Engagements 1717

Section 8—Swap Contracts

Procedures

Performed the following procedures on selected swap
contracts to test internal control over swap transactions.
Selected five percent of each type of swap transaction
(that is, executions [purchases| and closeouts [sales]),
with the selections distributed throughout the year. If
five percent of a given type of transaction exceeded 40,
the number of items selected for that type of transaction
was limited to 40. If five percent of a type of transaction
resulted in fewer than four items, selected four or fewer
items that represented all the transactions of that type.

Reporting

1. Read the insurance company's derivative use plan
(DUP) and any amendments thereto and found that
the DUP permits the insurance company to enter into
swap agreements.

2. For each swap agreement selected for testing, read
management's documentation describing the intended
use of the swap agreement and performed the
following procedures, as applicable.

For swaps used as a hedge—

3. Determined that the documentation describes the
following:

a. The risk hedged

b. How the hedge was consistent with the overall risk
management strategy

c¢. How the swap was expected to be effective in
offsetting the exposure

d. The approach in assessing the effectiveness of the
hedge

4. Determined that the following items were
documented:

a. The purpose(s) of the swap as a hedge

b. The terms of the swap, the name of the
counterparty, and the counterparty exposure
amount

c¢. The assets or liabilities (or portion thereof) that
the swap hedged

d. Evidence that the swap continued to be an effective
hedge

e. Evidence that the swap was consistent with the
insurance company's parameters, as specified in
the DUP or applicable policies and procedures, for
entering into swap agreements; for example, the
notional amount or underlying
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Findings

No
Exception Exception N/A
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Findings

No
Procedures Exception Exception N/A

For swaps that were an exact offset of an outstanding
swap—

5. Read documentation that indicated that the swap
offset a swap previously purchased or sold, and that
the swap was an exact offset to the market risk of
the swap being offset.

For swaps used in a replication transaction—

6. Determined that the documentation described the
following:

a. The investment type and characteristics
replicated

b. How the replication was consistent with the
overall management investment strategy

¢. How the swap was expected to be effective in
replicating the investment characteristic of the
replicated investment

d. The approach in assessing the effectiveness of the
replication transaction

7. Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics replicated

b. The terms of the swap, the name of the
counterparty, and the counterparty exposure
amount

For all selected swaps including those that are a part of a
replication transaction—

8. Obtained a list of individuals, approved by the board
of directors or a committee thereof who had the
authority to authorize swap transactions. Compared
the name of the individual who authorized the swap
transaction with the names on the list and found the
name of the individual on the list.

9. Based on the details of the transaction identified in
procedure 2 and company policy, compared the terms
of the transaction with the insurance company's
policy regarding the requirement for the board of
directors or a committee thereof to authorize the
specific transactions tested; for example, a
transaction in which the notional amount exceeded a
limit requiring additional approval. If the board of
directors or a committee thereof was required to
approve the transaction, read minutes of the board
of directors or a committee thereof or other
appropriate support and found evidence of approval
of the transaction tested.

10. Obtained a list of qualified and nonqualified
counterparties, approved by the board of directors or
a committee thereof. Compared the name of the
counterparty involved in the swap agreement with
names on the list and found the name of the
counterparty on the respective qualified or
nonqualified list.

AUD §25.37 ©2015, AICPA



Performing Agreed-Upon Procedures Engagements 1719

Findings

No
Procedures Exception Exception N/A

11. Determined that the counterparty was listed as
qualified or nonqualified in the analysis used for
monitoring the insurance company's limitations on
counterparty exposure consistent with the classification
in the listing obtained in procedure 10.

12. Obtained a list of individuals authorized by the board of
directors or committee thereof to trade swap contracts.
Compared the name of the individual who executed the
swap with the names on the list and found the name of
the individual on the list.

13. Obtained a list of individuals authorized to approve
settlements or disbursements related to swaps. For
purchases and any interim settlements or closeouts of
the swap subsequent to purchase, compared the name of
the individual who approved any settlement of funds
relating to the swap with the names on the list and
found the name of the individual on the list.

14. Compared the name of the individual who approved any
payment relating to the swap with the name of the
individual who approved entering into the contract and
found that the names were different.

15. Compared the name of the individual who received cash
or other consideration in connection with the swap with
the name of the individual who entered into the contract
and found that the names of the individuals were
different.

16. Obtained the deal ticket and confirmation for the
purchase, execution, or closeout of the swap and found
that the purchase, execution, or closeout of the swap
was confirmed by the counterparty.

17. Compared the name of the individual who received the
deal ticket and confirmation with the names on a list of
individuals authorized to trade swaps and found that
the name was not on the list.

18. Compared the terms of the swap contract, as stated on
the deal ticket and confirmation, with the terms of the
swap contract recorded in the insurance company's
accounting records and found them to be in agreement.

19. Obtained documentation for one reporting period (for
example, monthly, or quarterly), that the insurance
company determined whether its accounting records for
swaps, tested in procedure 18, agreed with or reconciled
to the related control account, (for example, the
subsidiary ledger to the general ledger).

20. Obtained the accounting record documenting
modifications, if any, to the swap agreement. Compared
the name of the individual who approved the
modification with a list of individuals authorized to
approve modifications and found the name of the
individual who approved the modification on the list.

21. Compared the terms of the swap agreement recorded in
the insurance company's accounting records with the
terms shown in the executed copy of the swap
agreement and found them to be in agreement.

(continued)
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Findings

No
Procedures Exception Exception N/A

22. Using the list of authorized traders obtained in
procedure 12, compared the name of the individual who
had custody or access to the swap agreement with the
names of individuals authorized to execute swap
agreements and found that the name was not on the list.

23. Compared information regarding the swap, such as type
of derivative, notional amount, and fair value, with the
comparable information included in the report to the
board of directors or appropriate committee thereof and
found them to be in agreement.

24. If the swap should have been included in the monitoring
analysis separately tested in procedure 10 within
section 1, "All Derivative Types," compared information
regarding the swap, such as type of derivative, notional
amount, and fair value, with the comparable
information in the monitoring analysis and found them
to be in agreement.

25. Read accounting documentation indicating that the
insurance company monitored periodic cash settlements
related to swap transactions, meaning, the insurance
company had controls in place to determine that
periodic cash settlements, if any, were received.

Effectiveness of Swaps Used As Hedges and in
Replication Transactions

26. Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the swap as a hedge or
replication in accordance with the policies regarding
effectiveness.

27. If the swap was no longer effective as a hedge or
replication, compared the action taken by the insurance
company with the action required by the accounting
policies and procedures and found that the action taken
was consistent with the accounting policy.

Legal Review

28. Read documentation indicating that the legal
department reviewed the swap agreement to assess
contract compliance with the DUP and enforceability.

29. Read documentation indicating that the legal
department updated its assessment of the
enforceability of the swap agreement at least annually.

Valuation

30. Obtained the insurance company's policies and
procedures for valuing swaps and found that the
insurance company determined the fair value of the
swap in accordance with the policy described in the
insurance company's procedures for valuation of swaps.

31. Read documentation supporting the fair value of the
swap and found that the fair value was either (a)
obtained from an independent source, (b) checked
against an independent source, or (¢) calculated
internally by an authorized individual.

Description of Exceptions if Any
Procedure Number Description of Exception
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Section 9—Swaption Contracts

Procedures

Performed the following procedures on selected swaption
contracts to test internal control over swaption
transactions. Selected five percent of each type of
swaption transaction with the selections distributed
throughout the year. These are executions (purchases)
and closeouts (sales). If five percent of a given type of
transaction exceeded 40, the number of items selected
for that type of transaction was limited to 40. If five
percent of a type of transaction resulted in less than four
items, selected four or fewer items that represented all
the transactions of that type.

Reporting

1. Read the insurance company's derivative use plan
(DUP) and any amendments thereto and found that
the DUP permits the insurance company to buy or sell
swaptions.

2. For each swaption contract selected for testing, read
management's documentation describing the intended
use of the swaption and performed the following
procedures, as applicable.

For swaptions used as a hedge—

3. Determined that the documentation describes the
following:

a. The risk hedged

b. How the hedge was consistent with the overall risk
management strategy

c¢. How the swaption was expected to be effective in
offsetting the exposure

d. The approach in assessing the effectiveness of the
hedge

4. Determined that the following items were
documented:

a. The purpose(s) of the swaption as a hedge

b. The terms of the swaption, the name of the
counterparty, and the counterparty exposure
amount

c¢. The assets or liabilities (or portion thereof) that
the swaption hedged

d. Evidence that the swaption continued to be an
effective hedge

e. Evidence that the swaption was consistent with
the insurance company's parameters, as specified
in the DUP or applicable policies and procedures,
for entering into swaption agreements; for
example, the notional amount or underlying

©2015, AICPA

Findings

No
Exception Exception N/A

(continued)
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Findings

No
Procedures Exception Exception N/A

For swaptions that were an exact offset of an
outstanding swaption—

5. Read documentation indicating that the swaption
offset an outstanding swaption and that the
swaption was an exact offset of the market risk of
the swaption being offset.

For swaptions used in a replication transaction—

6. Determined that the documentation described the
following:

a. The investment type and characteristics
replicated

b. How the replication was consistent with the
overall management investment strategy

c¢. How the swaption was expected to be effective in
replicating the investment characteristic of the
replicated investment

d. The approach in assessing the effectiveness of
the replication transaction

7. Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics replicated

b. The terms of the swaption, the name of the
counterparty, and the counterparty exposure
amount

For all selected swaptions including those that are a part
of a replication transaction—

8. Obtained a list of individuals, approved by the
board of directors or a committee thereof, who had
the authority to authorize swaptions. Compared the
name of the individual who authorized the swaption
transaction with the names on the list and found
the name of the individual on the list.

9. Based on the details of the transaction identified in
procedure 2 and company policy, compared the
terms of the transaction with the insurance
company's policy regarding the requirement for the
board of directors or a committee thereof to
authorize the specific transactions tested; for
example, a transaction in which the notional
amount exceeded a limit requiring additional
approval. If the board of directors or a committee
thereof was required to approve the transaction,
read minutes of the board of directors or a
committee thereof or other appropriate support
and found evidence of approval of the transaction
tested.

10. Obtained a list of qualified and nonqualified
counterparties, approved by the board of directors
or a committee thereof. Compared the name of the
counterparty involved in the swaption transaction
with names on the list and found the name of the
counterparty on the respective qualified or
nonqualified list.
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Findings

No
Procedures Exception Exception N/A

11. Determined that the counterparty was listed as
qualified or nonqualified in the analysis used for
monitoring the insurance company's limitations on
counterparty exposure consistent with the classification
in the listing obtained in procedure 10.

12. Obtained a list of individuals authorized by the board of
directors or committee thereof to trade swaption
contracts. Compared the name of the individual who
executed the swaption with the names on the list and
found the name of the individual on the list.

13. Obtained a list of individuals authorized to approve
settlements or disbursements related to swaption
agreements. Compared the name of the individual who
approved settlements and disbursements relating to the
swaption with the names on the list and found the name
on the list.

14. Compared the name of the individual who approved any
payment relating to the swaption with the name of the
individual who approved entering into the contract and
found that the names were different.

15. Compared the name of the individual who received cash
or other consideration in connection with the swaption
with the name of the individual who entered into the
contract and found that the names of the individuals
were different.

16. Obtained the deal ticket and confirmation for the
purchase, sale, modification, or closeout of the swaption
and found that the purchase, sale, modification, or
closeout was confirmed by the counterparty.

17. Compared the name of the individual who received the
deal ticket and confirmation with the names on a list of
individuals authorized to trade swaptions and found
that the name was not on the list.

18. Compared the terms of the swaption contract, as stated
on the deal ticket and confirmation, with the terms of
the swaption contract recorded in the insurance
company's accounting records and found them to be in
agreement.

19. Obtained documentation for one reporting period (for
example, monthly or quarterly), that the insurance
company determined whether its accounting records for
swaptions, tested in procedure 18, agreed with or
reconciled to the related control account, (for example,
the subsidiary ledger to the general ledger).

20. Obtained the accounting record documenting
modifications, if any, to the swaption agreement.
Compared the name of the individual who approved the
modification with a list of individuals authorized to
approve modifications and found the name of the
individual who approved the modification on the list.

21. Compared the terms of the swaption agreement
recorded in the insurance company's accounting records
with the terms shown in the executed copy of the
swaption agreement and found them to be in agreement.

(continued)
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Findings

No
Procedures Exception Exception N/A

22. Using the list of authorized traders obtained in
procedure 12, compared the name of the individual who
had custody or access to the swaption agreement with
the names of individuals authorized to execute swaption
agreements and found that the name was not on the list.

23. Compared information regarding the swaption, such as
type of derivative, notional amount, and fair value, with
the comparable information included in the report to the
board of directors or appropriate committee thereof and
found them to be in agreement.

24. If the swaption should have been included in the
monitoring analysis separately tested in procedure 10
within section 1, " All Derivative Types," compared
information regarding the swaption, such as type of
derivative, notional amount, and fair value, with the
comparable information in the monitoring analysis and
found them to be in agreement.

Effectiveness of Swaptions Used As Hedges and in
Replication Transactions

25. Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the swaption as a hedge
or replication in accordance with the policies regarding
effectiveness.

26. If the swaption was no longer effective as a hedge or
replication, compared the action taken by the insurance
company with the action required by the accounting
policies and procedures and found that the action taken
was consistent with the accounting policy.

Legal Review

27. Read documentation indicating that the legal
department reviewed the swaption agreement to assess
contract compliance with the DUP and enforceability.

28. Read documentation indicating that the legal
department updated its assessment of the enforceability
of the swaption agreement at least annually.

Valuation

29. Obtained the insurance company's policies and
procedures for valuing swaptions and found that the
insurance company determined the fair value of the
swaption in accordance with the policy described in the
insurance company's procedures for valuation of
swaptions.

30. Read documentation supporting the fair value of the
swaption and found that the fair value was either (a)
obtained from an independent source, (b) checked
against an independent source, or (¢) calculated
internally by an authorized individual.

Description of Exceptions if Any
Procedure Number Description of Exception
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Section 10—Warrant Contracts

Findings

No
Procedures Exception Exception N/A

Performed the following procedures on selected warrant
contracts to test internal control over warrant
transactions. Selected five percent of each type of
warrant transaction (that is, purchases, sales,
expirations, and exercises), with the selections
distributed throughout the year. If five percent of a given
type of transaction exceeded 40, the number of items
selected for that type of transaction was limited to 40. If
five percent of a type of transaction resulted in less than
four items, selected four or fewer items that represented
all of the transactions of that type.

Reporting

1. Read the insurance company's derivative use plan
(DUP) and any amendments thereto and found that
the DUP permits the insurance company to trade or
enter into warrant contracts.

2. For each warrant selected for testing, read
management's documentation describing the intended
use of the warrant and performed the following
procedures, as applicable.

For warrants used as a hedge—

3. Determined that the documentation described the
following:
a. The risk hedged

b. How the hedge was consistent with the overall risk
management strategy

c¢. How the warrant was expected to be effective in
offsetting the exposure

d. The approach in assessing the effectiveness of the
hedge

Determined that the following items were
documented:

a. The purpose(s) of the warrant as a hedge

b. For exchange-traded warrants, the term of the
warrant, the name of the exchange, and the name
of the firm(s) handling the trade

c¢. For over-the-counter (OTC) warrants, the terms of
the warrant, the name of the counterparty, and the
counterparty exposure amount

d. The assets or liabilities (or portion thereof) that
the warrant hedged

e. Evidence that the warrant continued to be an
effective hedge

f Evidence that the warrant was consistent with the
insurance company's parameters, as specified in
the DUP or applicable company policies and
procedures for entering into hedge transactions; for
example, the notional amount or underlying
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Findings

No
Procedures Exception Exception N/A

If the warrant transaction was an exact offset of an
outstanding warrant—

5. Read documentation indicating that the warrant
transaction offset an outstanding warrant previously
purchased or sold by the insurance company and that
the warrant was an exact offset of the market risk of
the warrant being offset

For warrants used in a replication transaction—

6. Determined that the documentation described the
following:

a. The investment type and characteristics replicated

b. How the replication was consistent with the overall
management investment strategy

c¢. How the warrant was expected to be effective in
replicating the investment characteristics of the
replicated investment

d. The approach in assessing the effectiveness of the
replication transaction

7. Determined that the following items were
documented:

a. The instruments used in the replication and the
investment type and characteristics replicated

b. The specific warrant used in the replication

c¢. For exchange-traded warrants, the name of the
exchange and the firm(s) handling the trade

d. For OTC warrants, the terms of the warrant, the
name of the counterparty, and the counterparty
exposure amount

For all selected warrants including those that are part of
a replication transaction—

8. Obtained a list of individuals, approved by the board
of directors or a committee thereof who had the
authority to authorize warrant transactions.
Compared the name of the individual who authorized
the warrant transaction with the names on the list
and found the name of the individual on the list.

9. Based on the details of the transaction identified in
procedure 2 and company policy, compared the terms
of the transaction with the insurance company's policy
regarding the requirement for the board of directors
or a committee thereof to authorize the specific
transaction tested; for example, a transaction in
which the notional amount exceeded a limit requiring
additional approval. If the board of directors or a
committee thereof was required to approve the
transaction, read minutes of the board of directors or
a committee thereof or other appropriate support,
and found evidence of approval of the transaction
tested.
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Findings

No
Procedures Exception Exception N/A

10. Obtained a list of qualified and nonqualified
counterparties, approved by the board of directors or a
committee thereof. Compared the name of the
counterparty involved in the warrant transaction with
names on the list, and found the name of the
counterparty on the respective qualified or
nonqualified list.

11. For OTC warrants, determined that the counterparty
was listed as qualified or nonqualified in the analysis
used for monitoring the insurance company's
limitations on counterparty exposure, consistent with
the classification in the listing obtained in
procedure 10.

12. Obtained a list of individuals authorized by the board
of directors or committee thereof to trade warrant
contracts. Compared the name of the individual who
executed the purchase, sale, or exercise of the warrant
with the names on the list and found the name of the
individual on the list.

13. Obtained a list of individuals authorized to approve
payments related to warrant contracts. Compared the
name of the individual who approved any payment
relating to the warrant with the names on the list, and
found the name of the individual on the list.

14. Compared the name of the individual who approved
any payment relating to the warrant with the name of
the individual who approved entering into the contract
and found that the names were different.

15. Compared the name of the individual who received
cash or other consideration in connection with the
warrant with the name of the individual who entered
into the contract and found that the names of the
individuals were different.

16. Obtained the deal ticket and confirmation for the
purchase, sale, or exercise of an exchange-traded
warrant and found that the purchase, sale, or exercise
was confirmed by the firm handling the transaction.

17. Compared the name of the individual who received the
deal ticket and confirmation with the names on a list of
individuals authorized to trade warrants and found
that the name was not on the list.

18. Compared the terms of the warrant contract, as stated
on the deal ticket and confirmation, with the terms of
the warrant contract recorded in the insurance
company's accounting records and found them to be in
agreement.

19. Obtained documentation for one reporting period, (for
example, monthly or quarterly), that the insurance
company determined whether its accounting records
for warrants, tested in procedure 18, agreed with or
reconciled to the related control account, (for example,
the subsidiary ledger to the general ledger).

20. Obtained the accounting record documenting
modifications, if any, to the warrant transaction.
Compared the name of the individual who approved
the modification with a list of individuals authorized to
approve modifications and found the name of the
individual who approved the modification on the list.

(continued)
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Findings

No
Procedures Exception Exception N/A

21. For one reporting period, (for example, monthly or
quarterly), obtained the insurance company's
documentation of the existence of the warrant
contract and found that the insurance company either
(a) obtained statements from the custodian
confirming the existence of the warrant contracts or
(b) physically inventoried the warrant contracts.

22. Using the list of authorized traders obtained in
procedure 12, compared the name of the individual
who had custody of or access to the warrant contracts
with the names of individuals authorized to execute
purchases, sales, or exercises of warrants and found
that the name was not on the list.

23. Compared information regarding the warrant, such
as type of derivative, notional amount, and fair value,
with the comparable information included in the
report to the board of directors or appropriate
committee thereof and found them to be in agreement.

24. If the warrant position should have been included in
the monitoring analysis separately tested in
procedure 10 of section 1, "All Derivative Types,"
compared information regarding the warrant, such as
type of derivative, notional amount, and fair value,
with the comparable information in the monitoring
analysis and found them to be in agreement.

Effectiveness of Warrants Used As Hedges and in
Replication Transactions

25. Read the insurance company's documentation of
effectiveness and found that the insurance company
evaluated the effectiveness of the warrant as a hedge
or replication in accordance with the policies
regarding effectiveness.

26. If the warrant was no longer effective as a hedge or
replication, compared the action taken by the
insurance company with the action required by the
accounting policies and procedures and found that the
action taken was consistent with the accounting
policy.

Legal Review

27. Read documentation indicating that the legal
department reviewed a nonexchange traded warrant
agreement to assess contract compliance with the
DUP and enforceability.

28. Read documentation indicating that the legal
department updated its assessment of enforceability
of the nonexchange traded warrant agreement at
least annually.

Valuation

29. Obtained the insurance company's policies and
procedures for valuing warrants and found that the
insurance company determined the fair value of the
warrant in accordance with the policy described in the
insurance company's procedures for the valuation of
warrants
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Findings

No
Procedures Exception Exception N/A

30. Read documentation supporting the fair value of
warrants and found that the fair value was either (a)
obtained from an independent source, (b) checked
against an independent source, or (¢) calculated
internally by an authorized individual.

Description of Exceptions if Any

Procedure Number Description of Exception

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]
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.38

Appendix C—lllustrative Management
Representation Letter

[Responsible Party's Letterhead]
[Date]
[CPA Firm's Name and Address]

In connection with your engagement to apply the agreed-upon procedures enu-
merated in the American Institute of Certified Public Accountants' Statement
of Position 01-03, Performing Agreed-Upon Procedures Engagements that Ad-
dress Internal Control Over Derivative Transactions as Required by the New
York State Insurance Law, which were agreed to by management of ABC In-
surance Company, solely to assist us in complying with the requirements of
Section 1410 (b)(5) of the New York State Insurance Law, as amended (the
law), which addresses the assessment of internal control over derivative trans-
actions as defined in Section 1401 (a) of the law and Section 178.5 of Regulation
No. 163 during the year ended December 31, 20XX, we confirm, to the best of
our knowledge and belief, the following representations made to you during
your engagement:

1. We are responsible for establishing and maintaining effective in-
ternal control over derivative transactions in accordance with the
law.

2. During the year ended December 31, 20XX, the internal control
over derivative transactions was functioning in accordance with
the policies and procedures set forth in the Company's derivative
use plan (DUP) and related accounting policies and procedures.
There have been no errors or fraud that would indicate a weakness
in the internal control over derivative transactions.

3.  We have disclosed to you all significant deficiencies in the design
or operation of the internal control over derivative transactions
that would adversely affect the Company's ability to function in
accordance with the Company's DUP.

4. There have been no communications from regulatory agencies, in-
ternal auditors, or other practitioners or consultants relating to
the internal control over derivative transactions, including com-
munications received between December 31, 20XX and the date
of this letter.

5. We have made available to you all information that we believe is
relevant to the internal control over derivative transactions.

6. We have responded fully to all inquiries made to us by you during
the engagement.

To the best of our knowledge and belief, no events have occurred subsequent
to December 31, 20XX and through the date of this letter that would require
adjustment to or modification of the findings of the agreed-upon procedures.

[Signature]
[Title]
[Signature]
[Title]
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AUD Section 30

Statement of Position 02-1 Performing
Agreed-Upon Procedures Engagements That
Address Annual Claims Prompt Payment
Reports as Required by the New Jersey
Administrative Code

May 23, 2002

NOTE

This AICPA Statement of Position (SOP) has been developed by the
AICPA New Jersey Annual Claims Prompt Payment Reports Task Force
of the AICPA Auditing Standards Board (ASB) to provide guidance re-
garding the application of Statements on Standards for Attestation En-
gagements (SSAEs) to agreed-upon procedures engagements performed
to comply with the requirements of New Jersey Administrative Code,
Title 11, Chapter 22, Subchapter 1 (NJAC 11:22-1 or the Code), which
establishes Department of Banking and Insurance (department) stan-
dards for the payment of claims relating to health benefits plans and
dental plans and contains requirements for carriers to file certain re-
ports with the department relating to the timeliness of claims payments
and the reasons for denial and late payment of claims in a format pre-
scribed by the department. The department has approved the use of
the agreed-upon procedures outlined in this SOP to comply with the
reporting requirements of the Code.

This SOP is recognized as an attestation interpretation as defined in
AT section 50, SSAE Hierarchy (AICPA, Professional Standards). At-
testation interpretations are recommendations on the application of
SSAEs in specific circumstances, including engagements for entities in
specialized industries. Attestation interpretations are issued under the
authority of the ASB. The members of the ASB have found this SOP to
be consistent with existing SSAEs.

A practitioner should be aware of and consider attestation interpre-
tations applicable to his or her attestation engagement. If the practi-
tioner does not apply the guidance included in this SOP, the practitioner
should be prepared to explain how he or she complied with the SSAE
provisions of this SOP.

Introduction and Background

.01 New Jersey Administrative Code, Title 11, Chapter 22, Subchapter 1
(NJAC 11:22-1 or the Code), establishes Department of Banking and Insurance
(department) standards for the payment of claims relating to health benefits
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plans and dental plans and contains requirements for carriers to file certain
reports with the department relating to the timeliness of claims payments and
the reasons for denial and late payment of claims in a format prescribed by the
department.

.02 NJAC 11:22-1 applies to any insurance company, health service corpo-
ration, medical service corporation, hospital service corporation, health main-
tenance organization, dental service corporation, and dental plan organization
that issues health benefits plans or dental plans in the state of New Jersey and
to any agent, employee, or other representative of such entity that processes
claims for such entity.

.03 Among other things, the Code requires carriers to report:

®  Quarterly to the department on the timeliness of claims payments
in the format set forth in Appendix A (claims payment exhibit
report) of NJAC 11:22-1, and

® Quarterly and annually on late payments of claims and the rea-
sons for any denials (claims prompt payment report) in the format
set forth in Appendix B of NJAC 11:22-1.

.04 Furthermore, the Code requires that the annual claims prompt pay-
ment report, which is due to be filed with the department on or before March
31, pursuant to NJAC 11:22-1.9(a), be accompanied by the report of a private
auditing firm, which may be a Certified Public Accountant (CPA) or a firm of
CPAs. However, for calendar year 2001, the report of the private auditing firm
may be filed with the department on or before July 1, 2002. The department has
specified, in Bulletin No. 02-07, that the work shall be conducted, and the re-
port shall be prepared, in accordance with agreed-upon procedures acceptable
to the department.

Applicability

.05 This Statement of Position (SOP) was developed to provide practition-
ers with guidance on performing agreed-upon procedures engagements that
address annual claims prompt payment reports as required by the New Jersey
Administrative Code. The engagement described in this SOP is designed only
to satisfy the requirements of the Code. The procedures, as set forth in this
SOP, are not necessarily appropriate for use in any other engagement. [Re-
vised, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]

The Code

Definitions

.06 The following definitions are reprinted from the Code and are appli-
cable when performing the agreed-upon procedures engagement described in
this SOP.

Agent—Any entity, including a subsidiary of a carrier, or an organized delivery
system as defined by N.J.S.A. 17:48H-1, with which a carrier has contracted to
perform claims processing or claims payment services.

Carrier—An insurance company, health service corporation, hospital service
corporation, medical service corporation or health maintenance organization
authorized to issue health benefits plans in this State and a dental service
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corporation or dental plan organization authorized to issue dental plans in this
State.

Claim—A request by a covered person, a participating health care provider,
or a nonparticipating health care provider who has received an assignment of
benefits from the covered person, for payment relating to health care services
or supplies or dental services or supplies covered under a health benefits plan
or dental plan issued by a carrier.

Clean clatim—

1. The claim is for a service or supply covered by the health
benefits plan or dental plan;

2. The claim is submitted with all the information requested
by the carrier on the claim form or in other instructions
distributed to the provider or covered person;

3. The person to whom the service or supply was provided
was covered by the carrier's health benefits or dental plan
on the date of service;

4. The carrier does not reasonably believe that the claim has
been submitted fraudulently; and

5. The claim does not require special treatment. For the pur-
poses of this subchapter, special treatment means that un-
usual claim processing is required to determine whether
a service or supply is covered, such as claims involving
experimental treatments or newly approved medications.
The circumstances requiring special treatment should be
documented in the claim file.

Covered person—A person on whose behalf a carrier offering the plan is ob-
ligated to pay benefits or provide services pursuant to the health benefits or
dental plan.

Covered service or supply—A service or supply provided to a covered person
under a health benefits or dental plan for which the carrier is obligated to pay
benefits or provides services or supplies.

Dental plan—A benefits plan which pays dental expense benefits or provides
dental services and supplies and is delivered or issued for delivery in this State
by or through any carrier in this State.

Department—The Department of Banking and Insurance.

Health benefits plan—A benefits plan that pays hospital and medical expense
benefits or provides hospital and medical services, and is delivered or issued for
delivery in this State by or through a carrier. Health benefits plan includes, but
is not limited to, Medicare supplement coverage and risk contracts to the extent
not otherwise prohibited by Federal law. For the purposes of this chapter, health
benefits plan shall not include the following plans, policies or contracts: acci-
dent only, credit, disability, long-term care, CHAMPUS supplement coverage,
coverage arising out of a workers' compensation or similar law, automobile med-
ical payment insurance, personal injury protection insurance issued pursuant
to P.L. 1972, ¢.70 (N.J.S.A. 39:6A-1 et seq.) or hospital confinement indemnity
coverage.

Health care provider or provider—An individual or entity which, acting within
the scope of its license or certification, provides a covered service or supply as
defined by the health benefits or dental plan. Health care provider includes,
but is not limited to, a physician, dentist and other health care professional
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licensed pursuant to Title 45 of the Revised Statutes and a hospital and other
health care facilities licensed pursuant to Title 26 of the Revised Statutes.

Reporting Requirements

.07 The Code requires a carrier and its agent to remit payment of clean
claims pursuant to specified time frames. The Code further requires that if a
carrier or its agent denies or disputes a claim, in full or in part, the carrier or its
agent must, within a specified time frame, notify both the covered person when
he or she will have increased responsibility for payment, and the provider, of
the basis for its decision to deny or dispute the claim.

.08 The Code requires a carrier to report to the department quarterly on
the timeliness of claims payments in the format prescribed in NJAC 11:22-1,
Appendix A, "New Jersey Claims Payment Exhibit." This quarterly report is not
required to be subjected to an agreed-upon procedures engagement, nor is an
annual claims payment exhibit report required to be filed with the department.

.09 The Code also requires a carrier to report to the department on a quar-
terly and annual basis on the late payment of claims and the reasons for denial
of claims in the format prescribed in NJAC 11:22-1, Appendix B, "Quarterly
(Annual) Claims Prompt Payment Report." The Code requires that the annual
claims prompt payment report be accompanied by a report of a private auditing
firm, which may be a CPA or a firm of CPAs.

.10 The department has indicated, in Bulletin No. 02-07, that an agreed-
upon procedures engagement pursuant to this SOP may be used to satisfy the
requirement that an annual claims prompt payment report be accompanied by
the report of a private auditing firm. Furthermore, in Bulletin No. 02-12, issued
in May 2002, the department has indicated that it agrees to the sufficiency of
the procedures included in this SOP for its purposes.

Related Professional Standards

AT Section 201, Agreed-Upon Procedures Engagements

.11 Agreed-upon procedures engagements performed to meet the require-
ments of the Code are to be performed in accordance with AT section 201,
Agreed-Upon Procedures Engagements (AICPA, Professional Standards). As
described in paragraph .03 of AT section 201, an agreed-upon procedures en-
gagement is one in which a practitioner is engaged by a client to issue a report
of findings based on specific procedures performed on the subject matter. Not
all of the provisions of AT section 201 are discussed herein. Rather, this SOP
includes guidance to assist practitioners in the application of selected aspects
of AT section 201.

.12 Paragraph .06 of AT section 201 states, in part, that the practitioner
may perform an agreed-upon procedures engagement provided that, "... (c) the
practitioner and the specified parties agree upon the procedures performed or
to be performed by the practitioner; and (d) the specified parties take respon-
sibility for the sufficiency of the agreed-upon procedures for their purposes."

.13 As previously stated, Bulletin No. 02-07 from the department states
that an agreed-upon procedures engagement may be used to meet the require-
ment for an independent private auditing firm to report on the annual claims
prompt payment reports as required by the New Jersey Administrative Code.
Furthermore, the department has approved the use of the agreed-upon proce-
dures outlined in this SOP to comply with the reporting requirements of the

AUD §30.07 ©2015, AICPA



Performing Agreed-Upon Procedures Engagements 1737

Code. Accordingly, practitioners should not eliminate any of the procedures
presented in appendix B (paragraph .28), "Agreed-Upon Procedures That Ad-
dress Annual Claims Prompt Payment Reports as Required by the New Jersey
Administrative Code," of this SOP or reduce the extent of the tests. The depart-
ment or the carrier may request that additional procedures be performed and
the practitioner may agree to perform such procedures. In those circumstances,
it would be expected that the additional procedures would be performed in the
context of a separate agreed-upon procedures engagement.

Procedures to Be Performed

.14 The agreed-upon procedures to be performed are applied to the carrier's
annual claims prompt payment report, which reports on the late payment of
claims and reasons for denial of claims in the format prescribed in NJAC 11:22-
1, Appendix B.

.15 The procedures to be performed in the agreed-upon procedures en-
gagement described in this SOP are presented in appendix B (paragraph .28)
of this SOP. The procedures have been designed so that the findings resulting
from the application of the procedures can be recorded in a tabular format. The
three options available to the practitioner for expressing the findings for each
procedure are No Exception, Exception, or N/A (not applicable). If a procedure
is not applicable to a particular carrier, the procedure should be marked N/A
rather than deleted from the report. [Revised, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

.16 If any portion of a procedure results in an exception, the findings for
that entire procedure should be recorded as an exception and described in the
section "Description of Exceptions If Any." The practitioner should provide a
brief factual explanation for each exception that will enable the specified par-
ties to understand the nature of the findings resulting in the exception. If man-
agement informs the practitioner that the condition giving rise to the exception
was corrected by the date of the practitioner's report, the practitioner's explana-
tion of the exception may include that information; for example, "Management
has advised us that the condition resulting in the exception was corrected on
Month X, 20XX. We have performed no procedures with respect to manage-
ment's assertion."

.17 A practitioner may perform significant portions of the agreed-upon
procedures engagement before the end of the period covered by the report.
If, during that time, the practitioner identifies conditions that result in an
exception in one or more agreed-upon procedures, he or she should report the
exception in the findings section of the agreed-upon procedures report, even if
management corrects the condition prior to the end of the period.

.18 Paragraph .40 of AT section 201 states the following:

The practitioner need not perform procedures beyond the agreed-upon proce-
dures. However, in connection with the application of agreed-upon procedures,
if matters come to the practitioner's attention by other means that significantly
contradict the subject matter (or written assertion related thereto) referred to
in the practitioner's report, the practitioner should include this matter in his
or her report. For example, if, during the course of applying agreed-upon pro-
cedures regarding an entity's internal control, the practitioner becomes aware
of a material weakness by means other than performance of the agreed-upon
procedure, the practitioner should include this matter in his or her report.

.19 A practitioner has no obligation to perform procedures beyond the
agreed-upon procedures included in appendix B (paragraph .28) of this SOP.
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However, if information that contradicts the information in the carrier's an-
nual claims prompt payment report comes to the practitioner's attention by
other means, such information should be included in the practitioner's report.
This also would apply to conditions or events occurring during the subsequent-
events period (subsequent to the period covered by the practitioner's report but
prior to the date of the practitioner's report) that either contradict the findings
in the report or that would have resulted in the reporting of an exception by
the practitioner if that condition or event had existed during the period covered
by the report. However, the practitioner has no responsibility to perform any
procedure to detect such conditions or events.

Establishing an Understanding With the Client

.20 In accordance with paragraph .10 of AT section 201, the practitioner
should establish an understanding with the client regarding the services to
be performed. Such an understanding reduces the risk that the client may
misinterpret the objectives and limitations of an agreed-upon procedures en-
gagement performed to meet the regulatory requirements of the Code. Such
an understanding also reduces the risk that the client will misunderstand its
responsibilities and the responsibilities of the practitioner. The practitioner
should document the understanding in the working papers, preferably through
a written communication with the client (an engagement letter). The commu-
nication should be addressed to the client. Matters that might be included in
such an understanding are the following:

® A statement confirming that an agreed-upon procedures engage-
ment is to be performed to meet the requirements of NJAC 11:22-1

® A statement identifying the procedures to be performed as those
set forth in SOP 02-1, Performing Agreed-Upon Procedures En-
gagements That Address Annual Claims Prompt Payment Reports
as Required by the New Jersey Administrative Code

® A statementidentifying the client and the department as the spec-
ified parties to the agreed-upon procedures report

® A statement acknowledging the client's responsibility for the suf-
ficiency of the procedures in the SOP and referring to Bulletin No.
02-12, which acknowledges the department's responsibility for the
sufficiency of the procedures in the SOP

® A statement acknowledging that the practitioner makes no repre-
sentation regarding the sufficiency of the procedures in the SOP

® A statement describing the responsibilities of the practitioner, in-
cluding but not limited to the responsibility to perform the agreed-
upon procedures and to provide the client with a report, and the
circumstances under which the practitioner may decline to issue
a report

® A statement indicating that the engagement will be conducted in
accordance with attestation standards established by the Ameri-
can Institute of Certified Public Accountants (AICPA)

® A statement indicating that an agreed-upon procedures engage-
ment does not constitute an examination, the objective of which
would be the expression of an opinion on the carrier's compliance
with the requirements of NJAC 11:22-1, and that if an exami-
nation were performed, other matters might come to the practi-
tioner's attention
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® A statement indicating that the practitioner will not express an
opinion or any other form of assurance

® A statement describing the client's responsibility to comply with
the requirements of NJAC 11:22-1 and the client's responsibility
for the information in the carrier's annual claims prompt payment
report

® A statement describing the client's responsibility for providing ac-
curate and complete information to the practitioner

® A statement indicating that the practitioner has no responsibility
for the completeness or accuracy of the information provided to
the practitioner

® A statement restricting the use of the report to the client and the
department

® A statement describing any arrangements to involve a specialist

Management Representations

.21 Although AT section 201 does not require a practitioner to obtain a
representation letter from management in an agreed-upon procedures engage-
ment, when performing the engagement described in this SOP, it is recom-
mended that the practitioner obtain such a letter, and that it generally be signed
by the appropriate members of management including the highest-ranking of-
ficer responsible for the carrier's compliance with the requirements of NJAC
11:22-1. Management's refusal to furnish written representations that the prac-
titioner has determined to be appropriate for the engagement constitutes a lim-
itation on the performance of the engagement that requires either modification
of the report or withdrawal from the engagement. [Revised, June 2009, to re-
flect conforming changes necessary due to the issuance of recent authoritative
literature.]

.22 The representations that a practitioner deems appropriate will depend
on the specific nature of the engagement; however, they ordinarily include the
following representations from management:

® A statement acknowledging responsibility for compliance with the
requirements of NJAC 11:22-1 and responsibility for the informa-
tion in the carrier's annual claims prompt payment report

® A statement that there have been no errors or fraud that might
indicate that the carrier is not in compliance with the require-
ments of NJAC 11:22-1 and that there are no known matters (or
that management has disclosed to the practitioner all known mat-
ters) that contradict the information in the carrier's annual claims
prompt payment report

® A statement that management has disclosed to the practitioner
any communications from regulatory agencies relating to the car-
rier's annual claims prompt payment report

® A statement that management has made available to the practi-
tioner all information it believes is relevant to the carrier's annual
claims prompt payment report

® A statement that management has responded fully to all inquiries
made by the practitioner during the engagement
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® A statement that no events have occurred subsequent to the date
as of which the procedures were applied that would require mod-
ification of the findings of the agreed-upon procedures

[Revised, June 2009, to reflect conforming changes necessary due to the is-
suance of recent authoritative literature.]

.23 An illustrative representation letter is presented in appendix C (para-
graph .29), "lllustrative Management Representation Letter," of this SOP. For
additional information regarding management's written representations in an
agreed-upon procedures engagement, see paragraphs .37-.39 of AT section
201.

Restriction on the Performance of Procedures

.24 As previously stated, a practitioner should not agree to eliminate any
of the procedures presented in appendix B (paragraph .28) of this SOP. If cir-
cumstances impose restrictions on the performance of the agreed-upon proce-
dures, the practitioner should attempt to obtain agreement from the specified
users for modification of the agreed-upon procedures presented in appendix
B (paragraph .28) of this SOP. When such agreement cannot be obtained, the
practitioner should describe the restriction(s) on the performance of procedures
in his or her report or withdraw from the engagement.

Dating the Report

.25 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner's report.

Effective Date

.26 This SOP is effective upon issuance and is applicable only to agreed-
upon procedures engagements that report on annual claims prompt payment
reports as required by the NJAC.
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27

Appendix A—lllustrative Agreed-Upon Procedures
Report

The following is an illustrative agreed-upon procedures report based on the
guidance in AT section 201, Agreed-Upon Procedures Engagements (AICPA,
Professional Standards).

Independent Accountant's Report
on Applying Agreed-Upon Procedures

To the Management of ABC Carrier:

We have performed the applicable procedures enumerated in the American In-
stitute of Certified Public Accountants' Statement of Position (SOP) 02-1, Per-
forming Agreed-Upon Procedures Engagements That Address Annual Claims
Prompt Payment Reports as Required by the New Jersey Administrative Code,
which were agreed to by ABC Carrier and the New Jersey Department of Bank-
ing and Insurance (the department), solely to assist you in complying with the
reporting requirements of New Jersey Administrative Code, Title 11, Chap-
ter 22, Subchapter 1.9 (NJAC 11:22-1.9) for Appendix B 20XX Annual Report
(Exhibit I) for the year ended December 31, 20XX. Management of ABC Car-
rier is responsible for compliance with the requirements of NJAC 11:22-1. This
agreed-upon procedures engagement was conducted in accordance with attes-
tation standards established by the American Institute of Certified Public Ac-
countants. The sufficiency of these procedures is solely the responsibility of
ABC Carrier and the department. Consequently, we make no representation
regarding the sufficiency of the procedures described in the attached Appendix
either for the purpose for which this report has been requested or for any other
purpose.

The procedures performed and the findings are included in the attached Ap-
pendix.

We were not engaged to and did not conduct an examination, the objective
of which would be the expression of an opinion on ABC Carrier's compliance
with the requirements of NJAC 11:22-1 for the year ended December 31, 20XX.
Accordingly, we do not express such an opinion. Had we performed additional
procedures, other matters might have come to our attention that would have
been reported to you.

This report is intended solely for the information and use of the management
of ABC Carrier and the State of New Jersey Department of Banking and In-
surance, and is not intended to be and should not be used by anyone other than
these specified parties.

[Signature]
[Date]
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.28

Appendix B—Agreed-Upon Procedures That Address
Annual Claims Prompt Payment Reports as Required
by the New Jersey Administrative Code

Findings

No
Procedures Exception Exception N/A

The following procedures were applied to the ABC
Carrier's 20XX Appendix B annual claims prompt
payment report.

We obtained supporting documentation used by
management to prepare the Annual New Jersey
Prompt Payment Report, and for each of the five
categories (physician, dental, other health care
professional, hospital, or other health care facilities),
where applicable, compared the number of claims
and the amount of claims for each quarter and the
annual period from the supporting documentation
used by management to prepare the Annual New
Jersey Prompt Payment Report to the following
columns of the report:

e  Total claims

e  Denied ineligible

e  Denied document

e Denied coding/enrollment
e  Denied for amount

e  Time limit special

e  Time limit other

e  Denied referred fraud
e Interest paid

e Interest amount paid
e  Total paid

We selected 10 percent of the claims from ABC
Carrier's supporting documentation used by
management to prepare the Annual New Jersey
Prompt Payment Report, with the selections
distributed throughout the year. If 10 percent of the
claims exceeded 50, then the number of items
selected was limited to 50. If 10 percent of the claims
resulted in less than 10 claims, then the number of
items selected was 10, and for each item selected we:

1. Compared the following information to ABC
Carrier's claim payment system:

e  Paid amount

e  Claim finalization or payment date
° Claim received date

e  Denial code
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No
Procedures Exception Exception

N/A

e  Claim category (physician, den-
tal, other health care profes-
sional, hospital, or other health
care facilities)

2. Compared the following information to the
original claim information submissions:

e Date received

e  Amount billed

e Category (physician, dental,
other health care professional,
hospital, or other health care
facilities)

3. Noted whether, per ABC Carrier's member
records, original claim information submission,
or both, the claim related to a policy issued in the
state of New Jersey

4. If a selected claim was denied, compared
denial reason indicated in ABC Carrier's claims
system records to supporting documentation used
by management to prepare the Annual New
Jersey Prompt Payment Report

5. If a selected claim is a "clean claim," as defined
in NJAC 11:22-1.2, and as determined by ABC
Carrier, recalculated the amount of interest paid
on the selected claim in accordance with the
requirements of NJAC 11:22-1.5

We selected 10 claims from ABC Carrier's
primary claims system, with the selections
distributed throughout the year, and for each
item selected, traced the selected claims covered
under New Jersey contracts to the supporting
documentation used by management to prepare
the Annual New Jersey Prompt Payment Report.

We proved the arithmetic accuracy of ABC
Carrier's 20XX Appendix B annual claims
prompt payment report.

Description of Exceptions if Any
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.29

Appendix C—lllustrative Management Representation

Letter

[ABC Carrier's Letterhead]

[Date]

[CPA Firm's Name and Address]

In connection with your engagement to apply the agreed-upon procedures enu-
merated in the American Institute of Certified Public Accountants' Statement
of Position (SOP) 02-1, Performing Agreed-Upon Procedures Engagements That
Address Annual Claims Prompt Payment Reports as Required by the New Jer-
sey Administrative Code, which were agreed to by ABC Carrier and the New
Jersey Department of Banking and Insurance, solely to assist us in complying
with the requirements of New Jersey Administrative Code, Title 11, Chapter
22, Subchapter 1 (NJAC 11:22-1.9), for Appendix B 20XX Annual Report (Ex-
hibit I) for the period from January 1, 20XX through December 31, 20XX, we
confirm, to the best of our knowledge and belief, the following representations
made to you during your engagement:

1.

We are responsible for compliance with the requirements
of NJAC 11:22-1 and for the information in ABC Carrier's
annual claims prompt payment report.

During the year ended December 31, 20XX, there have
been no errors or fraud that would indicate that ABC Car-
rier is not in compliance with the requirements of NJAC
11:22-1.

We have disclosed to you all known matters contradicting
the information in ABC Carrier's annual claims prompt
payment report.

There have been no communications from regulatory agen-
cies relating to ABC Carrier's annual claims prompt pay-
ment report, including communications received between
December 31, 20XX, and the date of this letter.

We have made available to you all information that we
believe is relevant to ABC Carrier's annual claims prompt
payment report.

We have responded fully to all inquiries made to us by you
during the engagement.

To the best of our knowledge and belief, no events have occurred subsequent
to December 31, 20XX, and through the date of this letter that would require
adjustment to or modification of the findings of the agreed-upon procedures.

[Signature]
[Title]
[Signature]
[Title]
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AUD Section 35

Statement of Position 04-1 Auditing the
Statement of Social Insurance

November 22, 2004

NOTICE TO READERS

This AICPA Statement of Position (SOP) is currently undergoing sig-
nificant revision by a task force of the Auditing Standards Board to

e reflect the provisions of Statement of Federal Financial Ac-
counting Standards (SFFAS) 36, Reporting Comprehensive
Long-Term Fiscal Projections for the U.S. Government, which
requires that a financial projection be presented as required
supplemental information in the consolidated financial report
of the U.S. Government for years 2010, 2011, and 2012, after
which time the financial projection becomes a basic financial
statement;

® reflect the requirements and guidance in AT section 301, Fi-
nancial Forecasts and Projections (AICPA, Professional Stan-

dards); and

® expand the scope of the SOP to include the projection required
by SFFAS 36 and perhaps other long-term projections.

As part of this revision, the task force is also reflecting the conforming
changes necessary due to the issuance of Statement on Auditing Stan-
dards Nos. 122-126. The revisions to this SOP will be reflected in a
subsequent update of AICPA Technical Practice Aids.

NOTE

This AICPA Statement of Position (SOP) has been developed by the
AICPA Social Insurance Task Force to provide guidance regarding the
audits of statements of social insurance prepared in accordance with
the standards of the Federal Accounting Standards Advisory Board
(FASAB). Audits of federal government agencies are also governed by
Government Auditing Standards (the Yellow Book) and applicable Of-
fice of Management and Budget (OMB) guidance.

This SOP is recognized as an interpretive publication as defined in AU-
C section 200, Overall Objectives of the Independent Auditor and the
Conduct of an Audit in Accordance With Generally Accepted Auditing
Standards (AICPA, Professional Standards). Interpretive publications

(continued)
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are recommendations on the application of generally accepted auditing
standards (GAAS) in specific circumstances, including engagements for
entities in specialized industries.

An interpretive publication is issued under the authority of the AICPA
Auditing Standards Board (ASB) after all ASB members have been pro-
vided an opportunity to consider and comment on whether the proposed
interpretive publication is consistent with GAAS. The members of the
ASB have found this SOP to be consistent with existing GAAS.

Although interpretive publications are not auditing standards, AU-C
section 200 requires the auditor to consider applicable interpretive pub-
lications in planning and performing the audit because interpretive
publications are relevant to the proper application of GAAS in specific
circumstances. If the auditor does not apply the auditing guidance in an
applicable interpretive publication, the auditor should document how
the requirements of GAAS were complied with in the circumstances
addressed by such auditing guidance.

Introduction

.01 The Federal Accounting Standards Advisory Board (FASAB) estab-
lishes accounting standards for reporting information about the following social
insurance programs:

a. Old-Age Survivors and Disability Insurance (OASDI or Social Se-
curity)

b.  Medicare ([Hospital Insurance [HI] and Medicare Supplementary
Medical Insurance [SMI])

c¢. Railroad Retirement benefits

d. Black Lung benefits

e. Unemployment Insurance

.02 FASAB standards require the financial statements of the federal agen-
cies responsible for the Social Security, Medicare, Railroad Retirement, and
Black Lung programs and the financial statements of the federal government-
wide entity to present a statement of social insurance as a basic financial state-
ment. FASAB standards require these agencies and the government-wide entity
to report:

a. The estimated present value of the income to be received from
or on behalf of the following groups during a projection ! period
sufficient to illustrate the long-term sustainability of the social
insurance programs:

(1) Current participants who have not yet attained retirement
age
(2) Current participants who have attained retirement age

1 The AICPA Guide Prospective Financial Information (guide) defines the term projection and
differentiates it from the term forecast. In this Statement of Position (SOP), the term projection is
used in its generic sense, as it is used in standards issued by the Financial Accounting Standards
Advisory Board (FASAB) and the federal agencies that administer social insurance programs. The
use of the term projection in this SOP is not intended to suggest that information presented in the
statement of social insurance is a projection as defined in the guide or that the provisions of the guide
would apply to the audit of the statement of social insurance.
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(3) Individuals expected to become participants

b. The estimated present value of the benefit payments to be made
during that same period to or on behalf of the groups listed in
item a

c¢. The estimated net present value of the cash flows during the pro-
jection period (the income described in item a over the expendi-
tures described in item b, or the expenditures described in item b
over the income described in item a)

d. In notes to the statement of social insurance:

(1) The accumulated excess of all past cash receipts, including
interest on investments, over all past cash disbursements
within the social insurance program represented by the
fund balance at the valuation date

(2) An explanation of how the net present value referred
to in item c is calculated for the closed group? (Para-
graph 27(3)(1) of Statement of Federal Financial Account-
ing Standards [SFFAS] No. 17, Accounting for Social In-
surance, identifies the information to be included in this
explanation.)

(3) Comparative financial information for items a, b, ¢, and
d(1) for the current year and for each of the four preceding
years

(4) The significant assumptions used in preparing the esti-
mates

.03 The income, expenditures, and net present value of cash flows recog-
nized in the statement of social insurance differ from traditional concepts of
income and expenditures for retirement and health benefit programs. Finan-
cial reporting for social insurance programs includes estimates of income and
expenditures not only for current program participants but also for individuals
expected to become participants in social insurance programs in the future. In
paragraphs 26-28 of the basis for conclusions section of SFFAS No. 25, Reclas-
sification of Stewardship Responsibilities and Eliminating the Current Services
Assessment, FASAB acknowledges this difference and explains why the recog-
nition of such amounts is essential to the fair presentation of federal financial
statements:

26. The Board believes that the SOSI [statement of social insurance] should be
treated as a basic financial statement because it is essential to fair presentation
and is important to achieve the objectives of federal financial reporting. The re-
lated stewardship objectives include helping users to assess the impact on the
country of the Government's activities, determine whether the Government's fi-
nancial position improved or deteriorated over the period, and predict whether
future budgetary resources will likely be sufficient to sustain public services
and meet obligations as they come due. In that regard, the multi-trillion dol-
lar obligations associated with Social Insurance over the next 75 years could
significantly exceed the largest liabilities currently recognized in the U.S. Gov-
ernment Balance Sheet.

27. The Board acknowledges that there is great uncertainty inherent in long
term projections, but believes that if the uncertainty is suitably disclosed—as
is required by SFFAS 17—it need not preclude designating the information as

2 The closed group is defined as those persons who, as of a valuation date, are participants in a
social insurance program as beneficiaries, covered workers, or payers of earmarked taxes or premiums.

©2015, AICPA AUD §35.03



1750 Statements of Position—Auditing and Attestation

a basic financial statement, essential for fair presentation in conformity with
GAAP...

28. Even within the context of historical financial reporting, the Board notes
that accrual-basis "historical" financial statements include many measure-
ments that involve assumptions about the future. The distinction between re-
porting on the financial effects of events that have occurred and the effects of
future events depends, obviously, upon the definition of the event. The informa-
tion required by SFFAS 17 reports on the financial effects of existing law and
demographic conditions and assumptions, just as the pension obligation at a
point in time is based on existing conditions. In that sense, Social Insurance in-
formation can be viewed as reflecting events that have occurred and, therefore,
as "historical."

Applicability
.04 This Statement of Position (SOP) provides guidance to auditors in au-

diting the statement of social insurance for the following social insurance pro-
grams:

a. Old-Age Survivors and Disability Insurance (OASDI or Social Se-
curity)

b. Medicare (Hospital Insurance [HI] and Medicare Supplementary
Medical Insurance [SMI])

c¢. Railroad Retirement benefits
d. Black Lung benefits

As permitted by AU section 543, Part of Audit Performed by Other Independent
Auditors, a principal auditor may fulfill the requirements of this SOP by using
work that other independent auditors have performed in conformity with the
provisions of this SOP. For example, for the OASDI program, the auditor of
the federal government-wide financial statements may use the work and re-
port of the auditor of the Social Security Administration's statement of social
insurance.

Management’s Responsibilities

.05 The agency's management (management) is responsible for preparing
the statement of social insurance and the estimates underlying it in conformity
with generally accepted accounting principles. In doing so, management must
determine its best estimate ® of the economic and demographic conditions that
will exist in the future. Because estimates in the statement of social insurance
are based on subjective as well as objective factors, management must use
judgment to estimate amounts included in the statement of social insurance.
Management's judgment ordinarily is based on its knowledge and experience
about past and current events and its assumptions about conditions it expects
to exist. Management is responsible for the accuracy and completeness of the
statement of social insurance.

3 Paragraph 25 of FASAB Statement of Federal Financial Accounting Standards (SFFAS) No.
17, Accounting for Social Insurance, states, in part, "The projections and estimates used should be
based on the entity's best estimates of demographic and economic assumptions, taking each factor
individually and incorporating future changes mandated by current law." Certain agencies prepare
social insurance information using assumptions prepared by a board of trustees. Auditors should
consider such assumptions to represent the agency's "best estimates" if the trustees have characterized
them as such, and agency management has determined them to be reasonable. With respect to these
assumptions, the auditor should perform audit procedures that are consistent with the guidance in
paragraphs .09-.35 of this SOP.
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Preparing Social Insurance Estimates

.06 Management is responsible for preparing the estimates underlying the
statement of social insurance. That process ordinarily consists of:
a. Identifying the relevant factors that may affect the estimates

b. Developing assumptions that represent management's best esti-
mate of circumstances and events with respect to the relevant
factors

c¢. Accumulating relevant, sufficient, and reliable data on which to
base the estimates

d. Determining the estimated amounts based on assumptions and
other relevant factors

e. Determining that the estimates are presented in conformity with
generally accepted accounting principles and that disclosure is
adequate

Conceptual Model

Estimate
Model
Ea Assumptions
(Entity) (Non-Entity)

Factors
- Legal
- Economic
- Demographic

Figure 1: Elements of the Process of Developing Social Insurance Es-
timates

.07 Figure 1, "Elements of the Process of Developing Social Insurance Esti-
mates," is a conceptual model depicting the elements of the process that results
in the statement of social insurance. It is not intended to depict the* actual

4 Office of Management and Budget (OMB) Circular No. A-123, Management Accountability and
Control, section II, "Establishing Management Controls," states, in part, "...documentation for trans-
actions, management controls, and other significant events must be clear and readily available for
examination."
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process used by an organization to develop the statement of social insurance.
With the assistance of internal and external specialists, management considers,
identifies, and documents factors, assumptions, and data that serve as input to
a model for developing estimates. The factors, data, assumptions, and models
used to develop the statement of social insurance are closely interrelated and
may not be separable. Following are definitions of the terms used in figure 1:

a. Factors. The elements or variables that affect income or expen-
ditures for a program and for which data must be gathered and
assumptions must be generated, for example, legal, economic, and
demographic factors. An example of a factor is the number of in-
dividuals reaching age 65 in a specific year.

b. Assumptions. Expectations about what will happen in the future.
An example of an assumption is that there will be a 1 percent
increase in the number of women working outside the home in
each of the next five years. An assumption is expressed as a value
or direction assigned to a factor.

c¢. Data. Organized factual information used for analysis or to make
decisions. An example is census data and classifications of that
data, such as the population classified by sex or age. Data may be
developed within the entity that prepares the statement of social
insurance or it may come from sources outside the entity.

d. Models. Methods or formulas for mathematically expressing how
the assumptions and data relate to each other. For example, a
model might indicate that a 1 percent decline in the birth rate in a
given year will result in a 0.2 percent decrease in social insurance
income and benefit payments 10 years later. A model is a set of
coded instructions, rules, or procedures used to perform a desired
sequence of events or to obtain a result. Typically, models are
developed by using various computer applications.

e. Estimates. The amounts or valuations that result after processing
the factors, data, and assumptions in a model. These estimates
will be used in preparing the statement of social insurance.

[Revised, June 2009, to reflect conforming changes necessary due to the is-
suance of recent authoritative literature.]

Designing and Implementing Internal Control
Related to Estimates

.08 Controls that are designed and implemented in a manner consistent
with Standards for Internal Control in the Federal Government issued by the
Government Accountability Office help ensure the accuracy and completeness
of the statement of social insurance. An entity's internal control may reduce
the likelihood of material misstatements of financial statement assertions in-
volving estimates. Among the aspects of internal control that are relevant to
the process of developing estimates are the following:

a. Management communication of the need for proper estimates

b.  Accumulation of relevant, sufficient, and reliable data on which
to base accounting estimates

c¢. Preparation of the estimates by qualified personnel

d. Adequate review and approval of the estimates by appropriate
levels of authority, for example:

(1) Review of the sources of the relevant factors
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(2) Review of the process used to develop assumptions

(3) Review of the reasonableness of the assumptions and re-
sulting estimates

(4) Consideration of the need to use the work of specialists

(5) Consideration of changes in previously established meth-
ods for developing estimates

e. Comparison of prior estimates with actual subsequent results to
assess the reliability of the process and models used to develop
the estimates

f/ Appropriate general and application controls related to computer-
based models used in the calculation of estimates included in the
statement of social insurance

[Revised, June 2009, to reflect conforming changes necessary due to the is-
suance of recent authoritative literature.]

The Auditor’s Responsibility

.09 Paragraph .10 of AU section 342, Auditing Accounting Estimates, states
that the auditor should obtain an understanding of how management developed
the estimate. Based on that understanding, the auditor should use one or a
combination of the following approaches to evaluate the reasonableness of an
estimate:

a. Review and test the process used by management to develop the
estimate.

b. Develop an independent expectation of the estimate to corrobo-
rate the reasonableness of management's estimate.

c¢. Review subsequent events or transactions occurring prior to the
date of the auditor's report.

In auditing the statement of social insurance, if controls over the estimation
process are effective, the most practicable and efficient approach may be to
review and test the process used by management. However, if the auditor finds
that controls over the estimation process are ineffective, the auditor should
consider whether it is practicable to:

® Develop an independent expectation of the estimate, or portions of the
estimate, to corroborate management's estimate

or

®  Obtain sufficient appropriate audit evidence from outside the audited
agency's process that would support the assertions in the statement of
social insurance.

If it is not practicable to mitigate the effects of the ineffective controls through
substantive procedures such as these, the auditor's report on the statement of
social insurance should be modified. [Revised, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

.10 The auditor's objective when auditing the statement of social insur-
ance is to obtain sufficient appropriate audit evidence to provide reasonable
assurance that:

a. The estimates presented in the statement of social insurance are
reasonable in the circumstances.
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b. The statement of social insurance is presented fairly, in all ma-
terial respects, in conformity with generally accepted accounting
principles, including adequate disclosure.

Paragraphs .11-.43 of this SOP describe how the auditor achieves this objective.
As discussed in footnote 9 of paragraph .19, if the auditor does not possess the
level of competence in actuarial science to qualify as an actuary, it is necessary
for the auditor to obtain the services of an independent actuary?® to assist the
auditor in planning and performing auditing procedures. Generally, the audi-
tor will need the assistance of an independent actuary in performing various
procedures during all phases of the audit and related to all elements of the
estimates. [Revised, June 2009, to reflect conforming changes necessary due to
the issuance of recent authoritative literature.]

Obtaining an Understanding of the Entity and Its Environment,
Including lts Internal Control

.11 AU section 314, Understanding the Entity and Its Environment and As-
sessing the Risks of Material Misstatement, requires the auditor to obtain a suf-
ficient understanding of the entity and its environment, including its internal
control, to assess the risk of material misstatement of the financial statements
whether due to error or fraud, and to design the nature, timing, and extent of
further audit procedures. [Paragraph added, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

.12 The procedures the auditor performs to obtain the required under-
standing are known as risk assessment procedures. In an audit of the statement
of social insurance, the auditor's risk assessment procedures should include

a. obtaining knowledge about the agency and its environment in-
cluding the following matters:

(1) The agency's program and its operations including rel-
evant laws and regulations governing the program that
have a direct and material effect on the statement of so-
cial insurance (paragraphs .13-.14)

(2) The agency's process for developing, evaluating, and in-
corporating estimates in the statement of social insurance
(paragraph .15)

(3) The work performed by the agency's actuary (paragraphs
.16-.20)

(4) The work performed and findings reported by any exter-
nal review groups that have been commissioned by the

5 The actuary can either be under contract with the audit firm or employed by the audit firm. In
either case, the actuary performing services for the audit firm would need to meet the independence
standards of generally accepted governmental auditing standards (GAGAS), which are applicable to
audits of statements of social insurance. For example, for actuaries under contract with the audit
firm, the auditor should determine whether the actuary's firm is independent of the agency being
audited and then assess the actuary's ability to impartially perform the work and report results. In
conducting this assessment, the auditor should provide the actuary with the GAGAS independence
requirements and obtain representations from the actuary regarding his or her independence from the
audited entity. For actuaries employed by the audit firm, the independence requirements are the same
as those for auditors. Paragraphs 3.06—.18 of chapter 3, "General Standards," Government Auditing
Standards: 2003 Revision (GAO-03-673G) describe applicable independence requirements.
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agency, an appropriate advisory board, or the trustees®
(paragraph .21).
b. considering materiality (paragraphs .22—.23).

obtaining an understanding of the agency's internal control as
it relates to the preparation of the statement of social insurance
(paragraphs .24—.27).

d. assessing the risk of material misstatement of the financial state-
ments (paragraphs .28—.29).7

e. performing further audit procedures (paragraphs .30-.35).

[Paragraph renumbered and revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

Obtaining Knowledge About the Agency’s Program and Its Operations

.13 Relevant knowledge about the program and its operations includes the
following:

a. The nature of the program's activities

b.  The source of its funding

c¢.  Who the beneficiaries are
[Paragraph renumbered and revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

.14 An important aspect of the program and its operations are the laws
and regulations governing the program that may have a direct and material
effect on amounts reported as social insurance income and expenditures. To
obtain the laws and regulations governing the operation of the social insurance
program, the auditor may request them from agency management. Through
inquiry of management, the auditor may obtain information about

a. the laws and regulations that significantly affect the determina-
tion of amounts included in the statement of social insurance and

b. how management has given effect to changes in laws and to new
regulations published in final form in determining future social
insurance income and expenditures.

[Paragraph renumbered and revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

Obtaining Knowledge About the Agency’s Process for Developing,
Evaluating, and Incorporating Estimates in the Statement of Social Insurance

.15 The auditor should obtain knowledge about the agency's process for
developing, evaluating, and incorporating estimates in the statement of social

6 Certain social insurance programs are overseen by a board of trustees. For example, the Social
Security Act establishes a board of trustees to oversee the financial operations of the Federal Old-
Age and Survivors Insurance Trust Fund and the Federal Disability Insurance Trust Fund. The
board is composed of six members, four of whom serve automatically by virtue of their positions
in the federal government: the Secretary of the Treasury (the managing trustee), the Secretary of
Labor, the Secretary of Health and Human Services, and the Commissioner of Social Security. The
other two members are appointed by the President and confirmed by the Senate to serve as public
representatives.

7 The auditor generally would conclude that inherent risk is high for assertions about estimates
in the statement of social insurance because of the complexity of such estimates and the need for
significant judgment in preparing them. Other factors that may affect inherent risk in auditing the
statement of social insurance include the political climate surrounding social insurance programs,
budget limitations, and economic conditions.
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insurance. Procedures the auditor may perform to obtain that knowledge in-
clude the following:

a. Making inquiries of management; individuals responsible for ini-
tiating, processing, or recording estimates; and internal and ex-
ternal specialists with expertise in relevant subject matter, such
as actuarial science, economics, and law.

b. Reading entity or nonentity documents and records used to pre-
pare the statement of social insurance, as well as the agency's
documentation of the process for preparing the statement of so-
cial insurance.

c¢. Observing entity activities and operations used to prepare the
statement of social insurance, such as transferring data from a
tabulation report to a computerized application.

[Paragraph renumbered and revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

Obtaining Knowledge About the Work Performed by the Agency’s Actuary

.16 Information presented in the statement of social insurance ordinarily
is determined on the basis of an actuarial valuation of the program performed
or reviewed by the agency's actuary, using data received from sources inside
and outside the agency, and actuarial techniques. Paragraph .12 of AU section
336, Using the Work of a Specialist, states the following:

The auditor should (@) obtain an understanding of the methods and assump-
tions used by the specialist, (b) make appropriate tests of data provided to the
specialist, taking into account the auditor's assessment of control risk, and (c)
evaluate whether the specialist's findings support the related assertions in the
financial statements.

[Paragraph renumbered, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature.]

.17 The auditor's qualifications do not encompass actuarial science or the
complexities of probability and longevity associated with social insurance in-
come and expenditures. The auditor may have a general awareness and un-
derstanding of actuarial concepts and practices; however, he or she does not
purport to act in the capacity of an actuary. The auditor, therefore, should fol-
low the guidance in AU section 336 to obtain assurance regarding the work of
an actuary on such matters as program income and benefit payments. [Para-
graph renumbered, June 2009, to reflect conforming changes necessary due to
the issuance of recent authoritative literature.]

.18 An audit of the statement of social insurance requires cooperation and
coordination between the auditor and the actuary. The auditor uses the work
of the actuary as an audit procedure to obtain sufficient appropriate audit ev-
idence; the auditor does not merely rely on the report of an actuary. Although
the appropriateness and reasonableness of the methods and assumptions used,
as well as their application, are within the expertise of the actuary, the audi-
tor does not divide responsibility with the actuary for his or her opinion on
the financial statements taken as a whole. Thus, the auditor should satisfy
himself or herself as to the professional qualifications and reputation of the ac-
tuary as well as the actuary's objectivity, and should obtain an understanding of
the actuary's methods and assumptions, test data provided to the actuary, and
consider whether the actuary's findings support the related representations in
the financial statements. [Paragraph renumbered and revised, June 2009, to
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reflect conforming changes necessary due to the issuance of recent authoritative
literature.]

.19 If the actuary who has prepared or reviewed the actuarial valuation
of the social insurance program was engaged by the agency administering that
program, it is necessary for the auditor to obtain the services of an independent
actuary® to assist the auditor in performing auditing procedures that assess
the agency actuary's methods, assumptions, and estimates, and aid the auditor
in determining whether the agency actuary's findings are not unreasonable in
the circumstances. ? Government Auditing Standards, which are applicable to
audits of statements of social insurance, provide independence requirements
and examples of personal, external, and organizational impairments to inde-
pendence. [Paragraph renumbered, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

.20 The auditor should document (a) the specific audit procedures that
were performed with the assistance of an independent actuary, and the related
findings and conclusions, (b) the relationship between the procedures performed
with the assistance of an independent actuary and the auditor's assessments
of audit risk and materiality, and (c) all other significant matters related to the
objectives and scope of the independent actuary's work, including any limita-
tions on the independent actuary's procedures. [Paragraph renumbered, June
2009, to reflect conforming changes necessary due to the issuance of recent
authoritative literature.]

Obtaining Knowledge About the Work Performed
by External Review Groups

.21 In some cases, the agency responsible for the preparation of the state-
ment of social insurance or the program's trustees may commission the services
of an external review group comprising technical experts in relevant fields to
review the factors, assumptions, data, estimates, and models used to prepare
the statement of social insurance. In many instances, individuals assigned to
perform these reviews are recognized authorities in their respective fields of
study. Because of the nature of these external review groups and the qualifica-
tions of the individuals typically assigned to them, information about the work
performed by the external review group, how its findings are communicated to
the agency, and how the agency has responded to these findings are relevant
to an audit of the statement of social insurance. !° See paragraph A-18c of the
appendix of this SOP, entitled "Illustrative Controls and Audit Procedures," for
examples of inquiries the auditor may make of management to obtain knowl-
edge about the work performed by external review groups. [Paragraph renum-
bered and revised, June 2009, to reflect conforming changes necessary due to
the issuance of recent authoritative literature.]

8 See footnote 5.

9 Although paragraph .11 of AU section 336, Using the Work of a Specialist, does not preclude
the auditor from using the work of a specialist who is related to the client, because of the significance
of the estimates of income and expenditures to the statement of social insurance, and the complexity
and subjectivity involved in developing such estimates, auditing estimates in the statement of social
insurance requires the use of an outside actuary, that is, an actuary who is not employed or managed
by the agency. If the auditor has the requisite knowledge and experience in actuarial science, the
auditor may serve as the actuary. If the auditor does not possess the level of competence in actuarial
science to qualify as an actuary, the auditor should use the work of an independent outside actuary.

10 Although reviews by external review groups may not be conducted annually, in auditing the
statement of social insurance the auditor should obtain and review the most recent report of such
external review groups.
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Considering Materiality

.22 The auditor's determination of materiality is a matter of professional
judgment and is influenced by the auditor's perception of the needs of users of
financial statements. Materiality judgments are made in light of surrounding
circumstances and necessarily involve both quantitative and qualitative consid-
erations. Auditors should design audit procedures to obtain reasonable assur-
ance of detecting misstatements that, either individually or when aggregated
with other misstatements, could be material to the financial statements taken
as a whole. Auditors should exercise due professional care when setting the
materiality base, carefully assessing the information gained from risk assess-
ment procedures and the needs of users of the financial statements. [Paragraph
renumbered and revised, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature.]

.23 For certain federal agencies, amounts reported in the statement of so-
cial insurance may vary significantly from the amounts reported in the other
basic financial statements, or may differ significantly on a qualitative basis. In
such cases, it may not be appropriate to establish a single materiality threshold
for the entire set of financial statements. Instead, the auditor should consider
using a separate materiality level when planning and performing the audit of
the statement of social insurance and related disclosures. [Paragraph renum-
bered, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]

Obtaining an Understanding of the Agency’s Internal Control

.24 AU section 314 defines internal control as a process—effected by those
charged with governance, an entity's board of directors, management, and other
personnel—designed to provide reasonable assurance regarding the achieve-
ment of the entity's objectives with regard to () reliability of financial reporting,
(b) effectiveness and efficiency of operations, and (¢) compliance with applicable
laws and regulations. [Paragraph renumbered and revised, June 2009, to re-
flect conforming changes necessary due to the issuance of recent authoritative
literature.]

.25 In auditing the statement of social insurance, the auditor should obtain
a sufficient understanding of the agency's internal control by performing risk
assessment procedures to evaluate the design of the agency's controls relevant
to an audit of the statement of social insurance and to determine whether those
controls have been implemented. The auditor should use this knowledge to

identify types of potential misstatements.
b. consider factors that affect the risks of material misstatement.

c.  design tests of controls, when applicable, and substantive proce-
dures.

[Paragraph renumbered and revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

[.26] [Paragraph renumbered and deleted, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

.27 Internal control consists of the following five interrelated components:

a. Control environment sets the tone of an organization, influencing
the control consciousness of its people. It is the foundation for
all other components of internal control, providing discipline and
structure.
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b.  Entity's risk assessment is the entity's identification and analysis
of relevant risks to achievement of its objectives, forming a basis
for determining how the risks should be managed.

c¢. Information and communication systems support the identifica-
tion, capture, and exchange of information in a form and time
frame that enable people to carry out their responsibilities.

d. Control activities are the policies and procedures that help ensure
that management directives are carried out.

e. Monitoring is a process that assesses the quality of internal con-
trol performance over time.

Ordinarily, controls that are relevant to an audit pertain to the entity's objective
of preparing financial statements that are fairly presented in conformity with
generally accepted accounting principles. [Paragraph renumbered and revised,
June 2009, to reflect conforming changes necessary due to the issuance of recent
authoritative literature.]

Assessing the Risks of Material Misstatement

.28 Using the information gained from the auditor's risk assessment proce-
dures, the auditor should identify and assess the risks of material misstatement
for assertions in the statement of social insurance. [Paragraph renumbered and
revised, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]

.29 The risk of material misstatement of estimates ordinarily varies with
the complexity and subjectivity of the process, the availability and reliability of
the relevant data, the number and significance of assumptions that are made,
and the degree of uncertainty associated with the assumptions. [Paragraph
added, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]

Performing Further Audit Procedures

.30 The auditor should design further audit procedures, including tests of
the operating effectiveness of controls, where relevant or necessary, and sub-
stantive procedures, whose nature, timing, and extent are responsive to the
assessed risks of material misstatement at both the financial statement and
the relevant assertion level. [Paragraph added, June 2009, to reflect conform-
ing changes necessary due to the issuance of recent authoritative literature.]

[.31] [Paragraph renumbered and deleted, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

.32 AU section 318, Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit Evidence Obtained, states that the auditor
should perform tests of controls when the auditor's risk assessment includes
an expectation of the operating effectiveness of controls or when substantive
procedures alone do not provide sufficient appropriate audit evidence at the
relevant assertion level. However, when auditing the statement of social in-
surance, the complexity and subjectivity of the estimates, the volume of data
involved, and the importance of controls ordinarily would make performing
only substantive tests an ineffective strategy. ' [Paragraph renumbered and

11 OMB Bulletin No. 01-02 states that "For those internal controls that have been properly de-
signed and placed in operation, the auditor shall perform sufficient tests to support a low assessed
level of control risk."
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revised, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]

[.33] [Paragraph renumbered and deleted, June 2009, to reflect conform-
ing changes necessary due to the issuance of recent authoritative literature.]

[.34] [Paragraph renumbered and deleted, June 2009, to reflect conform-
ing changes necessary due to the issuance of recent authoritative literature.]

.35 Asindicated in paragraph .09 of this SOP, in evaluating the reasonable-
ness of the estimates in the statement of social insurance, the auditor primarily
reviews and tests the process used by management. The appendix of this SOP
contains examples of

a. procedures the auditor performs to obtain knowledge about the
agency's process for developing, evaluating, and incorporating es-
timates in the statement of social insurance.

b.  controls that are relevant to an agency's preparation of the state-
ment of social insurance. (The auditor should obtain an under-
standing of the design of such controls and determine whether
they have been placed in operation.)

c¢. procedures the auditor performs to test controls, assess control
risk, and test assertions in the statement of social insurance.

[Paragraph added, June 2009, to reflect conforming changes necessary due
to the issuance of recent authoritative literature.]

Testing the Work of the Agency’s Actuary

.36 When auditing estimates and considering the related factors, assump-
tions, data, and models, the auditor should obtain the services of an actuary in
accordance with AU section 336. ' [Paragraph renumbered, June 2009, to re-
flect conforming changes necessary due to the issuance of recent authoritative
literature.]

.37 With respect to the actuarial present value of amounts reported in
the statement of social insurance, the auditor, in following the guidance in AU
section 336, should

a. read the agency actuary's actuarial report.

b. evaluate the professional qualifications, competence, and objec-
tivity of the agency's actuary. Examples of factors that should be
considered are the actuary's membership in a recognized profes-
sional organization and the opinion of other actuaries, whom the
auditor knows to be qualified, regarding the actuary's professional
qualifications.

c¢. obtain an understanding of the actuary's objectives, scope of work,
methods, and assumptions, and their consistency of application.
The Actuarial Standards Board establishes Actuarial Standards
of Practice (ASOPs) that identify what the actuary should con-
sider, document, and disclose when performing an actuarial as-
signment. The auditor may consult the ASOPs in obtaining an
understanding of the methods and assumptions used in the val-
uation of the social insurance program. !> Management, not the
actuary, is responsible for the assumptions made and methods
used.

12 See footnote 9.

13 Relevant standards include Actuarial Standards of Practice No. 21, The Actuary's Responsi-
bility to the Auditor, No. 23, Data Quality, and No. 32, Social Insurance.
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d. test the reliability and completeness of the data provided by the
agency and used by the actuary in the actuarial valuation. (See
paragraphs A-11-A-14 in the appendix to this SOP.) For example,
laws or regulations governing program operations can affect the
determination of the data or methods to be used in the actuar-
ial calculations. In testing the reliability and completeness of the
data, the auditor may inquire as to whether the actuarial valu-
ation considers all pertinent provisions of laws and regulations
governing program operations, including any changes in laws or
regulations affecting the actuarial calculations since the date of
the latest statement of social insurance. In the event that data
provided to the actuary are significantly incomplete, the auditor
may inquire of the actuary about the treatment of the incomplete
data and determine whether the method used by the actuary to
give effect to the missing data in his or her valuation is reasonable
in the circumstances.

e.  assess the nature and significance of any reservations concerning
assumptions or data that the actuary has stated in his or her
report.

[Paragraph renumbered and revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

Testing the Fund Balance

.38 Paragraph 27(3)(h) of SFFAS No. 17 requires the agency to report "the
accumulated excess of all past cash receipts, including interest on investments,
over all past cash disbursements within the social insurance program repre-
sented by the fund balance at the valuation date." As noted in paragraph 26
of SFFAS No. 17, the valuation date for the statement of social insurance may
differ from the valuation date for the other financial statements. Accordingly,
the auditor should conduct appropriate testing of the accumulated cash receipts
over the accumulated cash disbursements, as of the social insurance valuation
date. The nature and extent of testing is a matter of professional judgment.
Examples of procedures the auditor may perform are confirmation testing or
roll-forward testing. [Paragraph renumbered, June 2009, to reflect conforming
changes necessary due to the issuance of recent authoritative literature.]

Obtaining Management’s Representations

.39 AU section 333, Management Representations, requires the auditor to
obtain a representation letter from management confirming representations
given to the auditor during the engagement, for example, a representation re-
garding the completeness of the information provided to the auditor. In an audit
of the statement of social insurance, the representation letter should include,
as applicable, the following representations:

a. The actuarial assumptions and methods used to measure
amounts in the statement of social insurance for financial ac-
counting and disclosure purposes represent management's best
estimates regarding future events based on demographic and eco-
nomic assumptions, and future changes mandated by law.

b. There were no material omissions from the data provided to the
agency's actuary for the purpose of determining the actuarial
present value of the estimated future income to be received, and
estimated future expenditures to be paid during a projection pe-
riod sufficient to illustrate the long-term sustainability of the
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[name of the social insurance program] as of [dates of statements
of social insurance presented].

c¢. Management is responsible for the assumptions and methods
used in the preparation of the statement of social insurance. Man-
agement of the agency agrees with the actuarial methods and as-
sumptions used by the agency's actuary and has no knowledge or
belief that would make such methods or assumptions inappropri-
ate in the circumstances. Management did not give any instruc-
tions, nor cause any instructions to be given to the agency's actu-
ary with respect to values or amounts derived, and is not aware of
any matters that have affected the objectivity of the agency's ac-
tuary. Management believes that the actuarial assumptions and
methods used to measure amounts in the statement of social in-
surance for financial accounting purposes are appropriate in the
circumstances.

d. The statement of social insurance covers a projection period suffi-
cient to illustrate long-term sustainability of the social insurance
program.

e. Management has provided the auditor with all the reports devel-
oped by external review groups appointed by the agency or the
program's trustees related to estimates in the statement of social
insurance.

f The following matters relating to the statement of social insur-
ance have been disclosed properly in the notes to the financial
statements:

(1) The accumulated excess of all past cash receipts, including
interest on investments, over all past cash disbursements
within the social insurance program represented by the
fund balance at the valuation date

(2) An explanation of how the net present value is calculated
for the closed group ' (Paragraph 27(3)(i) of SFFAS No. 17
identifies the information to be included in this explana-
tion.)

(3) Comparative financial information for the items in para-
graphs .02a, .02b, .02¢, and .02d(1) of this SOP, for the
current year and for each of the four preceding years

(4) Significant assumptions used in preparing the estimates

g.  There have been no changes in [or, Changes in the following have
been properly recorded or disclosed in the financial statements]:

(1) The actuarial methods or assumptions used to calculate
amounts recorded or disclosed in the financial statements
between the valuation dates (that is, January 1, 20X8, and
January 1, 20X7) or changes in the method of collecting
data.

(2) The actuarial methods or assumptions used to calculate
amounts recorded or disclosed in the financial statements
between the valuation date and the financial reporting
date (that is, January 1, 20X8, and September 30, 20X8)
or changes in the method of collecting data.

14 The closed group is defined as those persons who, as of a valuation date, are participants in a
social insurance program as beneficiaries, covered workers, or payers of earmarked taxes or premiums.
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h. There have been no changes in [or, Changes in the following have
been properly recorded or disclosed in the financial statements]:

(1) Laws and regulations affecting social insurance program
income and benefits between the valuation dates (January
1, 20X8, and January 1, 20X7).

(2) Laws and regulations affecting social insurance program
income and benefits between the valuation date and the
financial reporting date (that is, January 1, 20X8, and
September 30, 20X8).

i. Accounting estimates applicable to the financial information of
the agency included in the statement of social insurance are based
on management's best estimate, after considering past and cur-
rent events and assumptions about future events.

[Paragraph renumbered, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature.]

Reporting

.40 Because FASAB has defined the statement of social insurance as a
basic financial statement, the auditor should report on it as a part of his or
her report on the other basic financial statements. In addition to following
the requirements of AU section 508, Reports on Audited Financial Statements,
the auditor's report on a federal agency's financial statements that present a
statement of social insurance should include the following elements:

a. An opinion as to whether the statement of social insurance
presents fairly, in all material respects, the financial condition %
of the agency's social insurance program(s) as of the valuation
date in conformity with generally accepted accounting principles.

b. An explanatory paragraph following the opinion paragraph, de-
scribing that (i) the statement of social insurance presents the ac-
tuarial present value of the agency's estimated future income to
be received from or on behalf of the participants and estimated fu-
ture expenditures to be paid to or on behalf of participants during
a projection period sufficient to illustrate long-term sustainability
of the social insurance program; (ii) in preparing the statement
of social insurance, management considers and selects assump-
tions and data that it believes provide a reasonable basis for the

15 In Statement of Federal Financial Accounting Concepts No. 1, Objectives of Federal Financial
Reporting, the FASAB articulates a concept of financial condition, as distinct from financial position.
Financial condition is broader and more forward-looking than financial position. Presenting informa-
tion on financial condition is consistent with FASAB's financial reporting objective of stewardship. In
illustrating how the stewardship objective aligns with the needs of users of federal financial state-
ments, FASAB observes that,

All users need information on earmarked revenues recorded in trust funds. They want to know,
for example, whether the Social Security Trust funds are likely, in the foreseeable future, to
need infusions of new taxes to pay benefits. Citizens need to know the implications of investing
trust fund revenues in government securities.

In reporting the actuarial present value of the estimated future income to be received, estimated
future expenditures to be paid, and excess of income over expenditures during a projection period
sufficient to illustrate the long-term sustainability of an agency's social insurance programs, and in
disclosing in the notes to the financial statements comparative financial information for the five most
recent years, the statement of social insurance presents the financial condition of the programs. Thus,
in reporting on the statement of social insurance, the auditor refers to the financial condition of the
agency's social insurance programs.
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assertions in the statement; and (iii) because of the large number
of factors that affect the statement of social insurance and the
fact that future events and circumstances cannot be known with
certainty, there will be differences between the estimates in the
statement of social insurance and the actual results, and those
differences may be material.

c¢. Reference to any standards or regulations in addition to generally
accepted auditing standards, such as Government Auditing Stan-
dards, that apply to audits of federal financial statements and any
additional elements of the auditor's report that those standards
or regulations require.

[Paragraph renumbered and revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

.41 The following is an illustrative auditor's report for a statement of social
insurance.

Independent Auditor's Report 6

We have audited the accompanying consolidated balance sheets of XYZ Social
Insurance Agency, as of September 30, 20X8 and 20X7, the related consolidated
statements of net cost, of changes in net position and of financing; the combined
statements of budgetary resources for the years then ended; and statements of
social insurance as of January 1, 20X8, 20X7, 20X6, 20X5, and 20X4. 17 These
financial statements are the responsibility of XYZ Social Insurance Agency's
management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with auditing standards generally ac-
cepted in the United States of America; the standards applicable to financial
audits contained in Government Auditing Standards, issued by the Comptroller
General of the United States; and Office of Management and Budget (OMB) Bul-
letin No. 01-02, Audit Requirements for Federal Financial Statements. Those
standards require that we plan and perform the audit to obtain reasonable as-
surance about whether the financial statements are free of material misstate-
ment. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presenta-
tion. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to previously present fairly, in
all material respects, the financial position of XYZ Social Insurance Agency as of
September 30, 20X8 and 20X7; its net cost of operations; changes in net position,
budgetary resources, and financing for the year then ended; and the financial
condition of its social insurance programs as of January 1, 20X8, 20X7, 20X6,
20X5, and 20X4, in conformity with accounting principles generally accepted
in the United States of America.

As discussed in Note X to the financial statements, the statements of social
insurance present the actuarial present value of the Agency's estimated future

16 Paragraphs .65—.74 of AU section 508, Reports on Audited Financial Statements, provide guid-
ance on reporting on comparative financial statements, including guidance on reporting when there
has been a change in auditors.

17 The auditor's report on the statement of social insurance covers a period of five years (see
paragraph 27(3)(j) of SFFAS No. 17); whereas, the auditor's report on the other financial statements
covers a period of two years. In the first year's audit of the statement of social insurance, the auditor
would only express an opinion on one year; in year two, the auditor would express an opinion on two
years, and so on, until all five years were covered.
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income to be received from or on behalf of the participants and estimated fu-
ture expenditures to be paid to or on behalf of participants during a projection
period sufficient to illustrate long-term sustainability of the social insurance
program. In preparing the statements of social insurance, management con-
siders and selects assumptions and data that it believes provide a reasonable
basis for the assertions in the statements. However, because of the large num-
ber of factors that affect the statement of social insurance and the fact that
future events and circumstances cannot be known with certainty, there will be
differences between the estimates in the statement of social insurance and the
actual results, and those differences may be material.

Accounting principles generally accepted in the United States of America re-
quire that Management's Discussion and Analysis (MD&A) and the Required
Supplementary Information (RSI) be presented to supplement the basic finan-
cial statements. Such information, although not a part of the basic financial
statements, is required by the Federal Accounting Standards Advisory Board
who considers it to be an essential part of financial reporting for placing the
financial statements in an appropriate operational, economic, or historical con-
text. We have applied certain limited procedures to the MD&A and RSI in
accordance with auditing standards generally accepted in the United States
of America, which consisted of inquiries of management about the methods of
preparing the information and comparing the information for consistency with
management's responses to our inquiries, the basic financial statements, and
other knowledge we obtained during our audit of the basic financial statements.
We do not express an opinion or provide any assurance on the MD&A and RSI
because the limited procedures do not provide us with sufficient evidence to
express an opinion or provide any assurance.

In accordance with Government Auditing Standards, we have also issued a
report dated [report date] on our consideration of the agency's internal control
and a report dated [report date] on its compliance with laws and regulations.
Those reports are an integral part of an audit performed in accordance with
Government Auditing Standards and should be read in conjunction with this
report in considering the results of our audit.

[Signature]
[Date]

[Paragraph renumbered, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature. Revised, December 2010,
to reflect conforming changes necessary due to the issuance of SAS Nos. 118—
120.]

.42 The statement of social insurance does not articulate with the other ba-
sic financial statements. For that reason, the portion of the auditor's report that
addresses the statement of social insurance ordinarily will not affect the audi-
tor's report on the balance sheet or the statements of net costs, changes in net
position, financing, or budgetary resources. The following illustrates a report
in which the auditor disclaims an opinion on the statement of social insurance
but expresses an unqualified opinion on the other financial statements.

Independent Auditor's Report

We have audited the accompanying consolidated balance sheets of XYZ Social
Insurance Agency, as of September 30, 20X8 and 20X7, the related consolidated
statements of net cost, of changes in net position and of financing, and the
combined statements of budgetary resources for the years then ended, and we
were engaged to audit the statements of social insurance as of January 1, 20X8,
20X7, 20X6, 20X5, and 20X4. These financial statements are the responsibility
of XYZ Social Insurance Agency's management. Our responsibility is to express
an opinion on these financial statements based on our audits.
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Except as explained in the following paragraph, we conducted our audits in
accordance with auditing standards generally accepted in the United States of
America; the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States;
and Office of Management and Budget Bulletin No. 01-02, Audit Requirements
for Federal Financial Statements. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on
a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reason-
able basis for our opinion.

[Insert paragraph describing limitation on scope of the audits of the statements
of social insurance.]

Because of the matter discussed in the preceding paragraph, the scope of our
work was not sufficient to enable us to express, and we do not express, an opinion
on the statements of social insurance as of January 1, 20X8, 20X7, 20X6, 20X5,
and 20X4.

In our opinion, the financial statements referred to previously present fairly, in
all material respects, the financial position of XYZ Social Insurance Agency as of
September 30, 20X8 and 20X7, its net cost of operations, changes in net position,
budgetary resources, and financing for the year then ended in conformity with
accounting principles generally accepted in the United States of America.

[Omit explanatory paragraph required by paragraph .40(b) of this SOP)]

[Modify the paragraph reporting on Management's Discussion and Analysis
and Required Supplementary Information for the effects of the scope limitations
regarding the statement of social insurance on that information, considering
the guidance in AU section 550, Other Information in Documents Containing
Audited Financial Statements, AU section 551, Supplementary Information in
Relation to the Financial Statements as a Whole, and AU section 552, Reporting
on Condensed Financial Statements and Selected Financial Data.]

[Reference to reports on internal control and compliance with laws and regula-
tions in accordance with the Government Auditing Standards is the same as in
the illustration in paragraph .41 of this SOP,]

[Signature]
[Date]

[Paragraph renumbered, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature. Revised, December 2010,
to reflect conforming changes necessary due to the issuance of SAS Nos. 118—
120.]

.43 Ifthe agency that operates a social insurance program issues financial
statements that purport to present financial position, net cost of operations,
changes in net position, budgetary resources, and financing for the years then
ended, but omits the related statements of social insurance, the auditor ordi-
narily will conclude that the omission requires qualification of the auditor's
opinion in the following manner.

Independent Auditor's Report

We have audited the accompanying consolidated balance sheets of XYZ Social
Insurance Agency, as of September 30, 20X8 and 20X7, the related consolidated
statements of net cost, of changes in net position and of financing, and the
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combined statements of budgetary resources for the years then ended. These
financial statements are the responsibility of XYZ Social Insurance Agency's
management. Our responsibility is to express an opinion on these financial
statements based on our audits.

[Same second paragraph as the standard report]

The agency declined to present statements of social insurance as of January 1,
20X8, 20X7, 20X6, 20X5, and 20X4. Presentation of such statements describing
the financial condition of its social insurance programs is required by account-
ing principles generally accepted in the United States of America.

In our opinion, except that the omission of the statements of social insurance
results in an incomplete presentation as explained in the preceding paragraph,
the financial statements referred to previously present fairly, in all material
respects, the financial position of XYZ Social Insurance Agency as of September
30, 20X8 and 20X7; its net cost of operations; and changes in net position,
budgetary resources, and financing for the year then ended in conformity with
accounting principles generally accepted in the United States of America.

[Omit explanatory paragraph required by paragraph .40(b) of this SOP)]

[Modify, in accordance with the guidance in paragraph .09 of AU section 558,
Required Supplementary Information, the paragraph regarding Management's
Discussion and Analysis and the Required Supplementary Information (RSI)
for the omission of the RSI.]

[Reference to reports on internal control and compliance with laws and regula-
tions in accordance with Government Auditing Standards is the same as in the
tllustration in paragraph .41 of this SOP.]

[Signature]
[Date]

[Paragraph renumbered, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature. Revised, December 2010,
to reflect conforming changes necessary due to the issuance of SAS Nos. 118—
120.]

Effective Date and Transition

.44 This SOP is effective for audits of statements of social insurance for pe-
riods beginning after September 30, 2005. SFFAS No. 17 (subparagraph 27(3)(a-
h)) requires disclosure of the information for the current year and for each of
the four preceding years. Comparative information in the statement of social
insurance that has not been audited should be marked as unaudited. Earlier
implementation of the provisions of this SOP is permitted. [Paragraph renum-
bered, June 2009, to reflect conforming changes necessary due to the issuance
of recent authoritative literature.]
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45
Appendix

lllustrative Controls and Audit Procedures

A-1. This appendix contains examples of:

a. Procedures the auditor performs to obtain knowledge
about the agency's process for developing, evaluating, and
incorporating estimates in the statement of social insur-
ance

b. Controls that are relevant to the agency's preparation of
the statement of social insurance (The auditor should ob-
tain an understanding of the design of such controls and
determine whether they have been implemented.)

c¢. Procedures the auditor performs to tests controls and as-
sertions in the statement of social insurance

A-2. The appendix is divided into the following five sections:
a. Factors (paragraphs A-3—-A-5)
b. Assumptions (paragraphs A-6—-A-10)
c¢. Data (paragraphs A-11-A-14)
d. Models (paragraphs A-15-A-17)
e. Estimates (paragraphs A-18-A-20)

Each of these sections includes examples of the items described
in paragraph A-1. The procedures and controls included in this
appendix are illustrative and do not represent a complete list of
procedures and controls.

Factors

A-3. In evaluating the reasonableness of an accounting estimate, the
auditor ordinarily concentrates on key factors that are signifi-
cant to the estimate, sensitive to variation, deviations from his-
torical patterns, and subjective and susceptible to misstatement
and bias. The following are examples of procedures the auditor
performs to obtain knowledge about how the agency generates,
evaluates, selects, and reviews factors to be included in estimates
in the statement of social insurance:

a. Identifying the individuals involved in generating, eval-
uating, selecting, and reviewing factors to be included in
estimates in the statement of social insurance

b. Determining how factors affecting social insurance esti-
mates are generated, evaluated, selected, and reviewed,
and how that process is documented !

c¢. Reading documentation of the process for generating, eval-
uating, selecting, and reviewing estimates to be included
in the statement of social insurance

1 Office of Management and Budget (OMB) Circular No. A-123, Management and Accountability
Control, and No. A-127, Financial Management Systems, outline documentation requirements for
manual and automated financial related transactions and systems.
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A-4. The auditor should obtain a sufficient understanding of the en-
tity's internal control by performing risk assessment procedures
to evaluate the design of controls relevant to an audit of finan-
cial statements and to determine whether they have been imple-
mented. The following are examples of controls related to factors:

a. Management's process for monitoring the environment to
determine the effect that change in the environment (for
example, legal, political, health, immigration) might have
on the factors considered

b. Procedures to prevent or detect and correct the inadvertent
omission of factors that should be considered in develop-
ing the estimate (an example of such a control would be
comparing factors considered and selected in the current
period with those of prior periods)

c. Hiring procedures to ensure that individuals responsible
for generating, evaluating, selecting, and reviewing factors
have the appropriate education and experience

A-5. The following are examples of procedures the auditor performs to
test controls and financial statement assertions related to factors:

a. Reviewing documentation of the factors considered in de-
veloping the estimate

b. Evaluating whether the factors that have been considered
are relevant and sufficient for the purpose of preparing the
statement of social insurance

c. Considering whether there are additional key factors that
management has not addressed

Assumptions

A-6. In evaluating the reasonableness of an accounting estimate, the
auditor ordinarily concentrates on assumptions that are signifi-
cant to the accounting estimate, sensitive to variation, deviations
from historical patterns, and subjective and susceptible to mis-
statement and bias.

A-7. The following are examples of matters the auditor inquires about
in discussions with management and other knowledgeable per-
sonnel to determine how the agency generates, evaluates, selects,
and reviews assumptions to be included in estimates in the state-
ment of social insurance:

a. The source of the assumptions for significant estimates 2

2 For some agencies, the assumptions are established by an external board of trustees and pro-
vided to the agency. For example, for the Social Security program, the Social Security Act establishes
a board of trustees to oversee the financial operations of the Federal Old-Age and Survivors Insurance
Trust Fund and the Federal Disability Insurance Trust Fund. The board is composed of six members,
four of whom serve automatically by virtue of their positions in the federal government. They are the
Secretary of the Treasury (the managing trustee), the Secretary of Labor, the Secretary of Health and
Human Services, and the Commissioner of Social Security. The other two members are appointed by
the President and confirmed by the Senate to serve as public representatives. In such circumstances,
the auditor's procedures generally would focus on testing the work performed by the agency's actuary
in reviewing the assumptions developed by the board of trustees. The agency's actuary reports on
whether (a) the techniques and methodology used to evaluate the financial and actuarial status of
the program is based upon sound principles of actuarial practice and are generally accepted within
the actuarial profession; and (b) the assumptions used and the resulting actuarial estimates are, in-
dividually and in the aggregate, reasonable for the purpose of evaluating the financial and actuarial
status of the trust funds, taking into consideration the past experience and future expectations for
the population, the economy, and the program.

©2015, AICPA AUD §35.45



1770

A-8.

A-9.

AUD §35.45

Statements of Position—Auditing and Attestation

b.

How the assumptions underlying the estimates are docu-
mented

The process for determining the best estimate (for exam-
ple, intermediate) assumptions (possible outcomes)

How management considers and determines the effect that
variation in the underlying assumptions will have on the
estimates

The following are examples of controls related to assumptions:

a.

b.

The agency's documentation of the process used to gener-
ate, evaluate, select, and review assumptions

How management monitors the environment for possible
changes that might affect the assumptions used to develop
estimates, for example, the need to consider alternative
assumptions

Comparing assumptions made in the current period with
those of prior periods and reconciling differences

Hiring procedures to ensure that personnel have the ap-
propriate education and experience to meet job description
requirements

The following are examples of procedures the auditor performs
to test controls and financial statement assertions related to as-
sumptions:

a.

Identifying the assumptions used and evaluating the rea-
sonableness of those assumptions

Determining whether data and other related information
support the assumptions

Evaluating whether interrelated assumptions are consis-
tent with each other

Comparing assumptions made by the entity to the range
of assumptions made by entities in other industries, for
example, insurance companies, financial institutions, or
other government agencies, and evaluating the implica-
tions of significant differences

Considering whether there are alternative assumptions
about the factors

Evaluating whether the assumptions selected are consis-
tent with supporting data, relevant historical data, and
industry data

Reviewing available documentation of the assumptions
used in developing the estimates

Evaluating whether facts and informed judgment about
past and future events or circumstances support the un-
derlying assumptions

Evaluating whether any of the significant assumptions are
so subjective that no reasonably objective basis could exist
to support the use of the assumption

Inquiring of program managers regarding the reasonable-
ness of assumptions that are related to the manager's
realm of responsibility
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k. Evaluating whether the assumptions appear to be com-
plete, that is, whether assumptions have been developed
for each key factor

[. Considering whether the assumptions appear to be rela-
tively objective, that is, are not unduly optimistic or pes-
simistic

m. Evaluating whether the assumptions are consistent with
the laws and regulations governing the program

n. Evaluating whether the assumptions, individually and in
the aggregate, make sense in the context of the statement
of social insurance taken as a whole

o. Evaluating whether significant assumptions are appropri-
ately disclosed in the statement of social insurance

A-10. Assumptions that have no material effect on the statement of
social insurance may not have to be individually evaluated; how-
ever, the aggregate effect of individually insignificant assump-
tions should be considered in making an overall evaluation of
whether the assumptions underlying the reported amounts are
reasonable.

Data

A-11. The following are examples of matters the auditor inquires about
in discussions with management and other knowledgeable per-
sonnel, and reads about in agency documentation to determine
how the agency generates, evaluates, selects, and reviews data to
be included in estimates in the statement of social insurance:

a. The source of the data for significant estimates and
whether the data are developed internally or by outside
parties

b. How data are collected, maintained, processed, and
updated

c¢. How the data underlying the estimates are documented
A-12. The following are examples of controls related to data:

a. Controls over the accuracy and completeness of internally
prepared data, for example, review of the data for reason-
ableness and consistency with other data, and general and
application controls over the data such as edit checks and
batch totals

b. Controls that prevent or detect and correct errors in the
collection, maintenance, processing, and updating of the
data, for example, manual controls to ensure that data are
accurately entered and uploaded to a computerized system

c¢. Controls over the reliability of external sources of data,
for example, confirming and verifying data by tracing and
agreeing it to census information in reports prepared by
the United States Census Bureau

d. Procedures to identify and document authorized users of
the system and to restrict access to the system, for exam-
ple, the use of unique user passwords and periodic changes
to those passwords
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e. Preparation and review of a risk assessment on a regular
basis or when a significant change occurs in either the
internal or external physical environment

[ Preventive maintenance agreements or procedures for key
system hardware components

g. On a regular basis, backing up software and data that are
stored offsite

h. Restricting access to utility programs that can read, add,
change, or delete data or programs to authorized individ-
uals

i. Establishing procedures to ensure that original source doc-
uments are retained or are reproducible by the agency for
an adequate amount of time to facilitate the retrieval or
reconstruction of data

The following are examples of procedures the auditor performs to
test controls and financial statement assertions related to data:

a. Evaluating whether the data used to develop the estimates
are relevant, reliable, and sufficient for the purpose

b. Identifying the source of the data, that is, whether the data
were developed by the agency or by an outside entity

c¢. Reviewing documentation of the data used to develop es-
timates

d. Determining whether data used to develop estimates are
consistent with supporting data, historical data, and other
related information. An example would be determining
whether a positive or negative correlation exists between
sets of data if such a correlation would be expected to exist

e. Evaluating the accuracy and completeness of internally
prepared data

f Tracing and agreeing internally prepared data to system
output reports generated by the agency

In determining the extent of the procedures to be performed on
data obtained from an external source, a factor to consider is
whether the data are widely disseminated and used, or whether
the data were developed for limited use. An example of data that
are widely disseminated and used is a report prepared by the U.S.
Census Bureau. For such data, the auditor may trace and agree
the information to reports prepared by the U.S. Census Bureau.
If management has made adjustments to data obtained from a
widely disseminated and used external source, the auditor should
evaluate:

a. Management's reason for adjusting the data

b. The accuracy and completeness of the adjustments to the
externally obtained data

c¢. Management's documentation supporting the adjustment
For data meant for limited use, all other factors being equal, the
auditor should confirm or otherwise verify data obtained from
other federal agencies and other external sources that were used
in the actuarial valuation. If management has made adjustments
to data developed for limited use, the auditor should evaluate:

a. Management's reason for adjusting the data
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b. The accuracy and completeness of the adjustments to the
externally obtained data

c¢. Management's documentation supporting the adjustment
Models

A-15. The following are examples of procedures the auditor performs
to obtain knowledge about how the agency generates, evaluates,
selects, and reviews models used to develop estimates included in
the statement of social insurance:

a. Inquiring of management and other knowledgeable per-
sonnel about how they design or select the model used for
the development of estimates and how they document that
model

b. Inquiring of management and other knowledgeable per-
sonnel about how they determine the effect that variations
in the underlying assumptions have on the estimates

A-16. The following are examples of controls related to models:

a. General and application controls related to the model, such
as controls over input to the model and processing of that
input

b. Controls that prevent or detect and correct errors in the
development and processing of the model

c. Controls that prevent or detect and correct unauthorized
access or changes to the model, for example, an access
control table that is a component of the system and pro-
hibits unauthorized users from accessing and changing the
model. An example of a detective control is an audit log
that tracks any changes made to the model

d. Controls designed to ensure that the information con-
tained in the statement of social insurance and related
disclosures conforms to generally accepted accounting
principles

e. Designating responsibility for significant information re-
sources within the agency (for example, data and pro-
grams) and establishing and maintaining security over
such resources

[/ Comparing existing system security features to docu-
mented system security requirements

8. Assigning responsibility to individuals in a manner that
ensures that no single individual has the authority to read,
add, change, or delete information without an independent
review of that activity

h. Subjecting hardware and software acquisitions and imple-
mentations to extensive testing prior to acceptance in pro-
duction

A-17. The following are examples of procedures the auditor performs to
test controls and financial statement assertions related to models:

a. Reviewing documentation that describes the instructions,
rules, or procedures used in the model to calculate esti-
mates

b. Reperforming calculations used in the model to translate
the assumptions, data, and factors into the estimate
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c¢. Reviewing management's documentation of its sensitivity
analysis and considering whether the results are consis-
tent with the auditor's expectations

d. If available, comparing the results of the model with the
results of models used by other organizations for reason-
ableness

Estimates

A-18. The following are examples of matters the auditor inquires about
in discussions with management and other knowledgeable per-
sonnel to determine how the agency generates, evaluates, selects,
and reviews estimates to be included in the statement of social
insurance:

a. How management obtains the expertise to develop and
evaluate estimates in the statement of social insurance,
including hiring procedures, professional development ac-
tivities, and procedures for engaging outside specialists

b. Who has final authority for reviewing and approving esti-
mates

c¢. The work performed by external review groups, their find-
ings, and how those findings are used by the agency, for
example:

(1) The scope and timing of the work performed by
external review groups

(2) The composition of external review groups and
the qualifications of the members

(3) Whether the external review groups are indepen-
dent of the agency

(4) Whether the external review groups issued for-
mal reports including findings or recommenda-
tions

A-19. The following are examples of controls related to estimates:

a. Procedures related to the review and implementation of
recommendations developed by external review groups

b. General and application controls related to estimates, such
as evidence of supervisory and management review of es-
timates and supporting documentation

c¢. Controls intended to ensure that the information con-
tained in the statement of social insurance and related
notes conforms to Federal Accounting Standards Advisory
Board (FASAB) guidance

d. Controls related to the supervision of individuals who de-
velop estimates, and the review of those estimates and sup-
porting documentation

e. Controls to regularly verify that personnel developing es-
timates are qualified to perform those tasks based on their
education, training, and experience, as required

A-20. The following are examples of procedures the auditor performs
to test controls and financial statement assertions related to es-
timates:

a. Developing a trend analysis in which one period is com-
pared to the next period
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b. Determining whether the information in the statement of
social insurance, including related disclosure, is supported
by sufficient, competent evidential matter

c¢. Comparing the estimated future expenditures predicted
by the actuarial model to actual expenditures for the pre-
vious fiscal year

d. Evaluating the reasonableness of the time period covered
by the statement of social insurance. FASAB standards re-
quire that the statement of social insurance cover a projec-
tion period sufficient to illustrate long-term sustainability
of the social insurance program

[Paragraph renumbered and revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]
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AUD Section 40

Statement of Position 07-2 Aftestation
Engagements That Address Specified
Compliance Control Objectives and Related
Controls at Entities That Provide Services to
Investment Companies, Investment Advisers,
or Other Service Providers

October 15, 2007

NOTE

This AICPA Statement of Position (SOP) has been developed by the
AICPA Chief Compliance Officers Task Force of the AICPA Auditing
Standards Board (ASB) to provide guidance regarding the application
of Statements on Standards for Attestation Engagements (SSAEs) pri-
marily to examination engagements in which a practitioner reports
on the suitability of the design and operating effectiveness of a ser-
vice provider's controls in achieving specified compliance control ob-
jectives. Examples of the service providers addressed by this SOP are
investment advisers, custodians, transfer agents, administrators, and
principal underwriters that provide services to investment companies
(including business development companies), investment advisers, or
other service providers (user organizations). A practitioner's report on
the suitability of the design and operating effectiveness of a service
provider's controls in achieving specified compliance control objectives
is used primarily by user organizations because aspects of a user or-
ganization's compliance or internal control over compliance with laws,
regulations, and rules may be affected by or include controls at service
providers.

This SOP is recognized as an attestation interpretation as defined in
AT section 50, SSAE Hierarchy (AICPA, Professional Standards). At-
testation interpretations are recommendations on the application of
SSAEs in specific circumstances, including engagements for entities in
specialized industries. Attestation interpretations are issued under the
authority of the ASB. The members of the ASB have found this SOP to
be consistent with existing SSAEs.

A practitioner should be aware of and consider attestation interpre-
tations applicable to his or her attestation engagement. If the practi-
tioner does not apply the guidance included in this SOP, the practitioner
should be prepared to explain how he or she complied with the SSAE
provisions of this SOP.
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Introduction and Background

.01 In December 2003, the Securities and Exchange Commission (SEC)
adopted Rule 38a-1 under the Investment Company Act of 1940 and Rule
206(4)-7 under the Investment Advisers Act of 1940. The rules were adopted
to protect investors by ensuring that (a) each investment company registered
with the SEC under the Investment Company Act of 1940, and each business
development company! (collectively, funds) has an internal program to enhance
compliance with federal securities laws? and (b) each investment adviser reg-
istered with the SEC has an internal program to enhance compliance with the
Investment Advisers Act of 1940, including SEC rules issued thereunder.

.02 Many operations of funds and, in some instances, operations of invest-
ment advisers are carried out by entities that provide services to the funds
or investment advisers. In this Statement of Position (SOP), such entities are
termed service providers. Service providers have their own compliance policies
and procedures that may affect or be part of a fund's or investment adviser's
compliance or internal control over compliance with federal securities laws,
individual statutes or provisions thereof, or corresponding SEC rules (federal
securities laws or elements thereof).® Rule 38a-1 requires each fund to adopt
and implement written policies and procedures reasonably designed to prevent
violation of federal securities laws by the fund or any of the following service
providers named in the rule: investment advisers, principal underwriters, ad-
ministrators, and transfer agents. Accordingly, a fund's compliance policies and
procedures provide for oversight of the compliance procedures performed by the
named service providers. Further, Rule 206(4)-7 requires an investment adviser
to adopt and implement written policies and procedures reasonably designed
to prevent violation by the investment adviser and its supervised persons of
the Investment Advisers Act of 1940 and SEC rules issued thereunder. In this
SOP, the term service providers refers to the service providers named in Rule
38a-1 as well as other service providers, such as custodians. The term user
organization generally refers to a fund or investment adviser that uses the ser-
vices of a service provider. In some instances, a single entity may be a service
provider and a user organization. For example, Administrator A, in its capac-
ity as a service provider to a fund, may be responsible for monitoring whether
the fund's registration statement filed with the SEC complies with SEC dis-
closure requirements, but may subcontract that function to Administrator B
that specializes in that area. In this situation, Administrator A is also a user
organization because it uses the services of Administrator B. In this SOP, Ad-
ministrator B is referred to as a subservice provider. In applying the guidance
in this SOP, a subservice provider is considered a service provider.

.03 Among other provisions, the rules mentioned in paragraph .01 require
funds and investment advisers to

L A business development company is a closed-end investment company that, among other re-
quirements, has elected to be subject to the provisions of certain sections of the Investment Company
Act of 1940.

2 Rule 38a-1 defines federal securities laws to include the Securities Act of 1933, the Securities
Exchange Act of 1934, the Sarbanes-Oxley Act of 2002, the Investment Company Act of 1940, the
Investment Advisers Act of 1940, Title V of the Gramm-Leach-Bliley Act, any rules adopted by the
Securities and Exchange Commission (SEC) under any of these statutes, the Bank Secrecy Act as it
applies to funds, and any rules adopted thereunder by the SEC or the Department of the Treasury.

3 In this Statement of Position (SOP), federal securities laws or elements thereof is defined as

federal securities laws (see footnote 2), individual statutes or provisions thereof, or corresponding
SEC rules.
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® adopt and implement written policies and procedures* reasonably
designed to prevent violation of, in the case of funds, federal secu-
rities laws and, in the case of investment advisers, the Investment
Advisers Act of 1940, including SEC rules issued thereunder.

® review those policies and procedures at least annually for their
adequacy and the effectiveness of their implementation.®

® designate a chief compliance officer (CCO) to be responsible for ad-
ministering the policies and procedures (for funds, the CCO must
report directly to the fund's board of directors).

.04 SEC Release Nos. IC-26299 and [A-2204 adopting the rules note that
it may be impractical for a fund or its CCO to directly review all of its named
service providers' policies and procedures, particularly if one or more of the ser-
vice providers are not affiliated with the fund. In these circumstances, the SEC
considers the fund to have satisfied the requirements of Rule 38a-1 if the fund's
board of directors, in evaluating whether to approve the service provider's com-
pliance program, uses a "third-party report" on the service provider's policies
and procedures.® In the United States fund industry, in connection with the
audit of a fund's financial statements, a number of service providers are accus-
tomed to engaging an independent auditor to report on the suitability of the
design and operating effectiveness of controls at the service provider that may
be relevant to the fund's internal control over financial reporting. These engage-
ments are performed under AT section 801, Reporting on Controls at a Service
Organization (AICPA, Professional Standards), and reports issued thereunder
are used by the funds' independent auditor when auditing the fund's financial
statements. Similarly, since the adoption of the rules in December 2003, service
providers have received requests from funds and investment advisers for infor-
mation and assurance regarding the suitability of the design and operating
effectiveness of the service provider's controls in achieving compliance control
objectives. Also, in some circumstances, subservice providers (service providers
that provide services to other service providers, for example, a service organi-
zation that reports fund share balances and transactions of retirement plan
participants, in aggregate, to a fund's transfer agent and maintains records
thereof) have received similar requests from service providers. Such informa-
tion assists funds and investment advisers in fulfilling their responsibilities to
perform an annual review of specified compliance activities and assists service
providers and subservice providers in their consideration of their own controls.
[Revised, August 2011, to reflect conforming changes necessary due to the is-
suance of SSAE No. 16.]

4 Rule 38a-1 and Rule 206(4)-7 use the term policies and procedures to refer to the principles and
activities an entity adopts and implements to prevent violation of federal securities laws or elements
thereof. In this SOP, the term controls is used to refer to the policies and procedures an entity adopts
and implements to achieve specified compliance control objectives.

5 The annual review requirement is imposed upon the fund or investment adviser. Specifically, the
rules do not require the fund or adviser to engage an independent accountant to attest to management's
annual review or to perform a separate evaluation of any aspect of the fund's or investment adviser's
compliance policies and procedures. Further, the rules do not require that the annual review employ a
specific framework or methodology for evaluating the effectiveness of a fund's or investment adviser's
compliance policies and procedures. Lastly, there is no requirement that annual or other compliance
reports prepared by chief compliance officers of funds or investment advisers be filed with the SEC;
however, the SEC may request such reports in connection with their inspection and examination
programs of funds and investment advisers or in other circumstances.

6 The SEC release states that the third party report must describe the service provider's compli-
ance program as it relates to the types of services provided to the fund, discuss the types of compliance
risks material to the fund, and assess the adequacy of the service provider's compliance controls. Infor-
mation produced as a result of an engagement covered by this SOP may be used by the fund, in part,
to meet these provisions. The report must be provided to the fund no less frequently than annually.

©2015, AICPA AUD §40.04



1780

Statements of Position—Auditing and Attestation

.05 Specific information about the rules is provided in "Compliance Pro-
grams of Investment Companies and Investment Advisers," which can be
accessed at the United States SEC website at www.sec.gov/rules/final/ia-
2204.htm. The following is a table that briefly summarizes significant provi-
sions of the rules. [Revised, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature.]

Rule 206(4)-7 (8§17
CFR 275.206(4)-7)

SEC Rule and and Amendments to
(Section Rule 38a-1 (§17 CFR Rule 204-2 (§17 CFR
Number) 270.38a-1) 275.204-2)

Investment companies
and business
development
Applicable companies (funds) Investment advisers
entity must: must:

Nature of the
policies and
procedures to be
adopted and
implemented

Adopt and implement
written policies and
procedures reasonably
designed to prevent
violation of federal
securities laws by the
fund, including policies
and procedures that
provide for oversight of
compliance by each
investment adviser,
principal underwriter,
administrator, and
transfer agent (named
service providers) of the
fund.

Adopt and implement
written policies and
procedures reasonably
designed to prevent
violation, by the
investment adviser and
persons supervised by
the investment adviser,
of the Investment
Advisers Act of 1940
and the SEC rules
issued thereunder.

Board approval
of policies and
procedures

Obtain approval by the
fund's board of directors
of the fund's policies and
procedures and those of
each of the named service
providers.

Annual review of
policies and
procedures

Review, no less frequently
than annually, (1) the
adequacy of the policies
and procedures of the
fund and each of the
named service providers

Review, no less
frequently than
annually, (1) the
adequacy of the policies
and procedures
established pursuant to

and (2) the effectiveness the rule and (2) the
of their implementation. effectiveness of their
implementation.
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SEC Rule and

Rule 206(4)-7 (§17
CFR 275.206(4)-7)
and Amendments to

(Section Rule 38a-1 (§17 CFR Rule 204-2 (§17 CFR
Number) 270.38a-1) 275.204-2)
Investment companies
and business
development
Applicable companies (funds) Investment advisers
entity must: must:
Individual Designate an individual Designate an
responsible for to be the fund's chief individual (who is a
administering compliance officer (CCO), | supervised person) to
policies and responsible for be the adviser's CCO,
procedures administering the policies | responsible for

and procedures adopted
under paragraph (a) (1) of
the rule. The designation
and compensation of the
CCO must be approved by
the fund's board of
directors, and the CCO
may be removed only by
action and approval of the
fund's board of directors.

administering the
policies and procedures
that are adopted under
paragraph (a) of the
rule.

Report to the
board of
directors

The CCO must provide a
written report to the
fund's board of directors,
no less frequently than
annually, that addresses
at a minimum:

® The operation of the
fund's policies and
procedures and those
of each of the named
service providers, any
material changes
made to those policies
and procedures since
the last report, and
any material changes
to the policies and
procedures
recommended as a
result of the annual
review.
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Rule 206(4)-7 (§17
CFR 275.206(4)-7)

SEC Rule and and Amendments to
(Section Rule 38a-1 (§17 CFR Rule 204-2 (§17 CFR
Number) 270.38a-1) 275.204-2)

Investment companies
and business

development
Applicable companies (funds) Investment advisers
entity must: must:

® Each material
compliance matter”
that occurred since
the date of the last
report.

After the initial report,
subsequent CCO reports
are expected to cover the
period since the date of
the last report.

Objective of the Examination Engagement

.06 Because federal securities laws encompass a significantly comprehen-
sive set of obligations and responsibilities, the compliance control objectives
presented by management of the service provider ordinarily would not include
all conceivable compliance control objectives related to federal securities laws or
elements thereof. Also, although Rule 38a-1 requires a fund's CCO to include
in the fund's annual compliance report information concerning any material
compliance matter(s) that occurred during the relevant period, the objective of
the examination engagement described in paragraphs .01-.33 of this SOP is
not to identify and report any material compliance matter(s) that may have
existed at the service provider during the period covered by the practitioner's
report. Rather, the objective of the examination engagement described in para-
graphs .01-.33 of this SOP is for the practitioner to report on the suitability
of the design (at the end of a specified period) and the operating effectiveness
(during the specified period) of the service provider's controls in achieving the
compliance control objectives specified by management of the service provider.

.07 AT section 101, Attest Engagements (AICPA, Professional Standards),
allows a practitioner to report on either management's assertion or on the sub-
ject matter to which it relates.® Paragraph .64 of AT section 101 indicates that

7 SEC Rule 38a-1 defines a material compliance matter as any compliance matter about which
the fund's board of directors would reasonably need to know to oversee fund compliance and that
involves, without limitation, (a) a violation of federal securities laws (as defined in Rule 38a-1) by
the fund, its investment adviser, principal underwriter, administrator, or transfer agent (or officers,
directors, employees, or agents thereof); (b) a violation of the policies and procedures of the fund, its
investment adviser, principal underwriter, administrator, or transfer agent; or (c) a weakness in the
design or implementation of the policies and procedures of the fund, its investment adviser, principal
underwriter, administrator, or transfer agent.

8 When conditions exist that individually or in combination result in one or more material mis-
statements or deviations from the criteria, to most effectively communicate with the reader of the
report, the practitioner should ordinarily express his or her conclusion directly on the subject matter,
not on the assertion.
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when the practitioner reports on an assertion, the assertion should either be (@)
bound with or accompany the practitioner's report or (b) clearly stated in the
practitioner's report. In view of the intended use of the information produced in
connection with examination engagements covered by this SOP, practitioners
are strongly encouraged to report on management's assertion rather than on
the subject matter to ensure that management's assertion will be available to
users of the report.

Subject Matter of the Examination Engagement

.08 The examination engagement described in paragraphs .01-.33 of this
SOP should be performed in accordance with AT section 101. AT section 101
enables a practitioner to design an engagement and report on subject matter
(or an assertion thereon) other than financial statements. The subject matter of
the engagement described in paragraphs .01-.33 of this SOP is the suitability of
the design and operating effectiveness of a service provider's controls directed
at achieving specified compliance control objectives. Use of the practitioner's
examination report is restricted to the CCOs, management, boards of directors,
and independent auditors of the service provider and of the entities that use
the services of the service provider because these users would be expected to
have the requisite knowledge and familiarity with the service provider's orga-
nization to understand the context of the examination report. [Revised, June
2009, to reflect conforming changes due to the issuance of recent authoritative
literature.]

Management's Responsibilities

.09 In an examination engagement in which the practitioner reports on
the suitability of the design and operating effectiveness of controls to achieve
specified compliance control objectives, management of the service provider is
responsible for

a. specifying compliance control objectives and related controls that
are relevant to the services provided to user organizations and
their internal control over compliance with federal securities laws
or elements thereof.

b. preparing and providing the practitioner with a written descrip-
tion of the specified compliance control objectives and related con-
trols referred to in paragraph .09a (see appendix A-4 [paragraph
.41] of this SOP, "Illustrative Service Provider's Description of
Specified Compliance Control Objectives and Related Controls").
If applicable, the written description should include the appli-
cable information described in paragraphs .16—.17 of this SOP
concerning compliance control objectives and related controls of
subservice providers.

c¢. preparing and providing the practitioner with a written assertion
regarding the suitability of the design and operating effective-
ness of the controls in achieving the specified compliance control
objectives® (see appendix A-3 (paragraph .40) of this SOP for an il-
lustrative management assertion). The criteria management use
in evaluating the suitability of the design and operating effective-
ness of the controls included in management's description and in

9 Paragraph .09 of AT section 101, Attest Engagements (AICPA, Professional Standards), states
that a practitioner should ordinarily obtain a written assertion in an examination engagement,
whether reporting on the subject matter or reporting on a written assertion.
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making its assertion are the specified compliance control objec-
tives.

d. identifying and presenting a list of user control considerations
if the application of controls by user organizations is necessary
to achieve the specified compliance control objectives. In certain
circumstances, a service provided by a service provider may be
designed with the assumption that certain controls will be imple-
mented by user organizations. For example, the service may be
designed with the assumption that user organizations will have
controls in place for authorizing transactions before they are sent
to the service provider for processing. If such user controls are
required to achieve the stated compliance control objectives, the
service provider should describe them either in its written de-
scription or in a separate list accompanying the description.

e. preparing and providing the practitioner with a representation
letter that ordinarily includes the items listed in paragraph .26a—j
of this SOP.

Criteria

.10 Paragraph .23 of AT section 101 states, in part, that "The practitioner
must have reason to believe that the subject matter is capable of evaluation
against criteria that are suitable...." Paragraph .24 of AT section 101, in turn,
indicates that suitable criteria must have each of the following attributes: objec-
tivity, measurability, completeness, and relevance. In the examination engage-
ment covered by this SOP, the criteria to be used to evaluate the suitability of
the design and operating effectiveness of the controls are the specified compli-
ance control objectives. The practitioner should consider whether the language
used by management to describe the specified compliance control objectives in-
cluded in the written description is sufficiently precise to permit people having
competence in and using the same measurement criterion to ordinarily obtain
materially similar measurements (paragraph .29 of AT section 101). Conse-
quently, practitioners should not perform an engagement covered by this SOP
if the criteria are so subjective or vague that reasonably consistent measure-
ments, qualitative or quantitative, of the subject matter cannot ordinarily be
obtained. For example, the following compliance control objective ordinarily
would be too subjective for evaluation:

Advertising and sales literature is frequently and properly reviewed.

The following revision of this control objective improves its objectivity and mea-
surability:

At the end of each quarter, advertising and sales literature is reviewed by the
service provider's compliance officer for conformity with the service provider's
written policies.

Furthermore, although this SOP does not require all service providers to
present identical compliance control objectives for similar business activities or
services (for example, transfer agency and fund administration) included in the
scope of the attestation engagement, compliance control objectives or elements
thereof that pertain to those business activities or services and are relevant to
user organizations should not be omitted if management of the service provider
or the practitioner becomes aware of deficiencies in the suitability of the design
or operating effectiveness of controls that would prevent the achievement of
such objectives. See also related guidance in paragraphs .12b and .21-.22 of
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this SOP. [Revised, June 2009, to reflect conforming changes necessary due to
the issuance of recent authoritative literature.]

Reference to Laws, Regulations, and Rules

.11 The written description of specified compliance control objectives and
related controls prepared by management of the service provider should not
include general or broad references!® to federal securities laws or elements
thereof that might imply that the specified compliance control objectives com-
pletely address or directly correspond to such laws or elements thereof. Such
references may mislead user organizations and others because most laws, reg-
ulations, and rules contain numerous and detailed provisions, all of which may
not be addressed by the compliance control objectives and related controls.
Management of the service provider may, however, include a citation from such
federal securities laws or elements thereof within the specified compliance con-
trol objective, in the written description, if the citation is sufficiently specific.
An example is a citation containing the specific section or subsection of the law,
regulation, or rule corresponding to the specified compliance control objective
as in "For money market mutual funds, investments are monitored on a weekly
basis for compliance with the portfolio maturity and quality provisions of SEC
Rule 2a-7¢.2 and 2a-7c¢.3, respectively."

Practitioner’s Responsibilities

.12 For the practitioner to express an opinion on the suitability of the
design!! and operating effectiveness of a service provider's controls in achieving
specified compliance control objectives, the practitioner should

a. obtain an understanding of the nature of the services provided by
the service provider to user organizations and determine whether
the specified compliance control objectives included in manage-
ment's description are relevant to the services provided. Methods
for obtaining an understanding of the services provided include

® reading representative contracts between the service
provider and user organizations, marketing or other ma-
terial provided to user organizations, reports developed
by internal auditors, and correspondence to and from reg-
ulatory authorities; and

® making inquiries of management and other service
provider personnel.

b. obtain a written description prepared by management of the ser-
vice provider of the specified compliance control objectives and
related controls that are relevant to the services provided to user
organizations and their internal control over compliance with
federal securities laws or elements thereof (see appendix A-4
(paragraph .41) of this SOP, "Illustrative Service Provider's De-
scription of Specified Compliance Control Objectives and Related

10" For example, the written description should not include a table that aligns the specified compli-
ance control objectives with generally or broadly described federal securities laws or elements thereof.
Such a presentation could cause readers to incorrectly conclude that the specified control objectives
address all provisions of the federal securities laws or elements thereof referenced in the table.

11 A control is suitably designed if individually, or in combination with other controls, it is likely
to prevent or detect errors that could result in the nonachievement of specified compliance control
objectives when the described controls are complied with satisfactorily.
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Controls"). If the practitioner concludes that the description is ma-
terially misstated or misleading in the circumstances, the practi-
tioner should inform the service provider's management and re-
quest that the description be amended. If management refuses
to amend the description in a manner that addresses the prac-
titioner's concerns, the practitioner should consider withdrawing
from the engagement.

c.  consider the linkage between the controls and the specified com-
pliance control objectives and the ability of the controls to prevent
or detect errors related to the specified compliance control objec-
tives.

d. obtain sufficient appropriate evidence regarding the suitability of
the design and operating effectiveness of the controls in achieving
the specified compliance control objectives. Procedures to obtain
evidence regarding the suitability of the design and implementa-
tion of relevant controls may include inquiry of appropriate ser-
vice provider personnel, observation of the application of specific
controls, inspection of documents and reports, and tracing trans-
actions relevant to the subject matter of the engagement through
the service provider's applicable information and communication
systems. Inquiry alone is not sufficient to evaluate the design of
a control relevant to an examination engagement and to deter-
mine whether it has been implemented. In testing the operating
effectiveness of controls, the practitioner should obtain evidence
about how the controls were applied at relevant times during the
period under examination, the consistency with which they were
applied, and by whom or what means they were applied. Tests
of the operating effectiveness of controls ordinarily include the
same types of procedures used to evaluate the design and imple-
mentation of controls, and may also include reperformance of the
application of the control by the practitioner. Since inquiry alone
is not sufficient, the practitioner should use a combination of pro-
cedures to obtain sufficient appropriate evidence regarding the
operating effectiveness of controls.

e. ordinarily, obtain a written assertion prepared by management
of the service provider regarding the suitability of the design and
operating effectiveness of the service provider's controls in achiev-
ing the specified compliance control objectives (see appendix A-3
[paragraph .40] of this SOP for an illustrative management as-
sertion). As noted in paragraph .07 of this SOP, to ensure that
management's assertion will be available to users of the report,
practitioners are strongly encouraged to report on management's
written assertion rather than on the subject matter, except when
a deficiency or deficiencies in controls exist that, individually or
in combination, result in the nonachievement of one or more spec-
ified compliance control objectives.

[/ obtain a representation letter from management that ordinarily
would include the items in paragraph .26a—j of this SOP.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.13 Ordinarily, for the examination engagement described in this SOP, the
relevant aspects of a service provider's internal control over compliance pertain-
ing to its control environment, risk assessment, and monitoring would not be
presented in the form of compliance control objectives; however, management
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of the service provider is not precluded from doing so. The practitioner should
perform tests of the relevant aspects of the service provider's control environ-
ment, risk assessment, and monitoring that relate to the services provided and
should assess their effectiveness in establishing, enhancing, or mitigating the
effectiveness of specific controls. If there are weaknesses in relevant aspects
of the control environment, risk assessment, and monitoring the practitioner
should consider an appropriate response. For example, modifying his or her pro-
cedures to obtain more persuasive evidence about the operating effectiveness
of the controls and whether the specified compliance control objectives have
been achieved. [Revised, June 2009, to reflect conforming changes necessary
due to the issuance of recent authoritative literature.]

Matters Addressed by the Compliance

Control Objectives

.14 As noted in paragraph .06, because federal securities laws encompass
a significantly comprehensive set of obligations and responsibilities, manage-
ment's description ordinarily would not include all conceivable compliance con-
trol objectives related to federal securities laws or elements thereof.

.15 Unless the compliance control objectives have been designated by an
outside party, such as a regulatory authority or a user group, management of the
service provider is responsible for specifying the compliance control objectives
and related controls that are the subject of the engagement. In establishing the
compliance control objectives and related controls, management of the service
provider should consider

a. the nature of the services provided to user organizations.

b. the service provider's contractual obligations to user organiza-
tions.

c.  the information and assurance needs of user organizations, in-
cluding the relevancy of the compliance control objectives and re-
lated controls to the services provided to user organizations and
their internal control over compliance with federal securities laws
or elements thereof. 12

Further, when circumstances permit, discussions between management of the
service provider and user organizations are advisable in determining the com-
pliance control objectives intended to address the needs of user organizations.

.16 Service providers may have contractual or other arrangements with
one or more subservice providers or other parties that perform administrative,
computer operations, transaction processing, recordkeeping, or other activities
on their behalf. In these circumstances, management of the service provider
determines whether the subservice provider's relevant control objectives and
related controls are to be included or excluded from its written description of
specified compliance control objectives and related controls. Although the inclu-
sive method provides more information to user organizations, it may not be ap-
propriate or feasible in many or all instances. In determining which approach to
use, management of the service provider should consider (a) the nature and ex-
tent of information about the subservice provider from which user organizations
would derive benefit, (b) the degree of responsibility management would assume
by including information about the subservice organization in its description

12 See SEC Release Nos. IC-26299 and IA-2204 adopting Rules 38a-1 and 206(4)-7, respectively
(Section II.A., Adoption and Implementation of Policies and Procedures).
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and accompanying written assertion, and (¢) the practical difficulties entailed
in implementing the inclusive method. Whether the subservice provider's rel-
evant control objectives and related controls are included or excluded from the
written description, the description should include a brief statement of the
functions and nature of the services performed by the subservice provider. Or-
dinarily, disclosure of the identity of the subservice provider is not required.
If, however, management of the service provider determines that the identity
of the subservice provider would be relevant to user organizations, the name
of the subservice provider may be included in the written description provided
that there are no prohibitions against doing so, by contract or otherwise, and
any necessary approvals have been obtained by the service provider. Also, when
included, the written description should clearly differentiate between controls
of the service provider and controls of the subservice provider.

.17 If the subservice provider's relevant compliance control objectives and
related controls are excluded, management of the service provider should state
in the written description that the subservice provider's compliance control
objectives and related controls are omitted from the description and, unless
achievement of the compliance control objectives depends on controls at the
subservice provider, that the compliance control objectives included in the writ-
ten description include only those objectives that the service provider's controls
are intended to achieve. Reporting guidance for situations in which the service
provider excludes the subservice provider's compliance control objectives and
related controls from the service provider's written description is presented in
paragraph .31 of this SOP.

.18 As noted in paragraph .13, ordinarily in the examination engagement
described in this SOP, the relevant aspects of a service provider's internal con-
trol pertaining to its control environment, risk assessment, and monitoring
would not be presented in the form of compliance control objectives; however,
management of the service provider is not precluded from presenting those
aspects in the form of compliance control objectives.

Evaluating Deficiencies in Controls

.19 Paragraph .24 of AT section 101 states, in part, that criteria are the
standards or benchmarks against which the practitioner evaluates the sub-
ject matter. In this SOP, the criteria used by the practitioner to evaluate the
suitability of the design and operating effectiveness of the controls included in
management's description are the specified compliance control objectives. The
practitioner should evaluate the results of the procedures he or she performed
to obtain sufficient appropriate evidence about the suitability of the design
and operating effectiveness of the controls and determine the significance of
any identified deficiencies in controls, individually and in combination, to the
achievement of the specified compliance control objectives. A deficiency in de-
sign exists when (a) a control necessary to meet the control objective is missing
or (b) an existing control is not properly designed so that, even if it operates as
designed, the control objective would not always be met. A deficiency in oper-
ation exists when a properly designed control does not operate as designed or
when the person performing the control does not possess the necessary author-
ity or qualifications to perform the control effectively. [Revised, June 2009, to
reflect conforming changes necessary due to the issuance of recent authoritative
literature.]

.20 The following are examples of factors that are relevant in evaluating
the significance of identified deficiencies in controls:
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® The existence of effective compensating controls that have been
tested and evaluated and limit the severity of the deficiency

® The significance of the control(s) to achieving the compliance con-
trol objective

® The existence of multiple deficiencies in controls that, in combina-
tion, may be significant to the achievement of a compliance control
objective, even if the deficiencies are individually insignificant to
the achievement of the compliance control objective

The practitioner may conclude that the specified compliance control objective
has been achieved even if a deficiency or deficiencies in controls have been
identified. However, if, after performing his or her procedures, the practitioner
concludes that the specified compliance control objective was not achieved, the
practitioner should modify his or her report. See paragraph .29 of this SOP for
related reporting guidance.

User Organizations Affected by a Service Provider’s
Noncompliance With Federal Securities Laws or
Elements Thereof

.21 In the course of performing procedures at a service provider, a practi-
tioner may become aware of a matter or matters constituting noncompliance
with federal securities laws or elements thereof (including material compli-
ance matters) that occurred during the period covered by the practitioner's
report and relate to business activities or services included in the scope of the
attestation engagement. Unless the instance(s) of noncompliance are clearly
inconsequential, the practitioner should obtain an understanding of

® the nature of the noncompliance matter(s),
® the cause(s) of such,

® the period during which the noncompliance matter(s) existed or
occurred, and

® the nature of any remediation activities taken to subsequently
achieve compliance or the status of any remediation activities the
service provider plans to take to achieve compliance.

.22 Further, the practitioner should determine whether information about
the noncompliance matter(s) has been communicated to affected user organiza-
tions. If management of the service provider has not communicated this infor-
mation and is unwilling to do so, and the practitioner believes the nature of the
noncompliance matter(s) could be significant to user organizations, the practi-
tioner should inform management and those charged with governance of the
service provider of the circumstances. If management and those charged with
governance of the service provider do not respond in an appropriate manner,
the practitioner should consider withdrawing from the engagement. The practi-
tioner generally is not required to confirm with the user organizations that the
service provider has communicated such information. If the user organizations
have been notified in writing, the practitioner may request a copy from the
service provider of the written communication. In all cases, judgment should
be used by the practitioner in considering the effect, if any, of all information ob-
tained about the noncompliance matter(s) on (a) the written assertion provided
by management of the service provider regarding the suitability of the design
and operating effectiveness of controls in achieving the specified compliance
control objectives; and (b) the practitioner's procedures and report. [Revised,
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June 2009, to reflect conforming changes necessary due to the issuance of re-
cent authoritative literature.]

Management Assertion

.23 Paragraph .08 of AT section 101 defines an assertion as any declara-
tion or set of declarations about whether the subject matter is based on or in
conformity with the criteria selected. Paragraph .09 of AT section 101 provides
the practitioner with additional information about a written assertion. For the
examination engagement described in this SOP, whether reporting directly on
the subject matter or on the assertion, the practitioner should ordinarily ob-
tain a written assertion from management of the service provider regarding
the suitability of the design and operating effectiveness of the service provider's
controls in achieving the specified compliance control objectives. Appendix A-3
(paragraph .40) of this SOP contains an illustrative management assertion.

.24 Management's assertion regarding the suitability of the design and
operating effectiveness of the controls should specify the "as of" date and period
covered by management's assertion. The determination of an appropriate period
is at the discretion of management; however, to be useful to user organizations,
the assertion and related practitioner's report ordinarily covers a minimum
reporting period of six months. The following are examples of factors that are
relevant in establishing the reporting period:

® The anticipated needs of users of the report

® The degree and frequency of changes in the service provider's con-
trols related to the specified compliance control objectives

® The period needed to provide sufficient and appropriate evidence
regarding the operating effectiveness of the controls

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

Management Representations
.25 Paragraphs .59—-.60 of AT section 101 state, in part:

59. During an attest engagement, the responsible party makes many repre-
sentations to the practitioner, both oral and written, in response to specific
inquiries or through the presentation of subject matter or an assertion. Such
representations from the responsible party are part of the evidential matter
the practitioner obtains.

60. Written representations from the responsible party ordinarily confirm rep-
resentations explicitly or implicitly given to the practitioner, indicate and doc-
ument the continuing appropriateness of such representations, and reduce the
possibility of misunderstanding concerning the matters that are the subject of
the representations. Accordingly, in an examination or a review engagement, a
practitioner should consider obtaining a representation letter from the respon-
sible party.

.26 The representations that a practitioner considers appropriate gener-
ally will depend on the subject matter and circumstances of the engagement.
In addition to obtaining management's written assertion about the suitability
of the design and operating effectiveness of the service provider's controls in
achieving the specified compliance control objectives, the practitioner ordinar-
ily would obtain the following written representations from management of the

AUD §40.23 ©2015, AICPA



Attestation Engagements That Address Specified Compliance Control 1791

service provider in connection with the examination engagement described in
paragraphs .01-.33 of this SOP:

a. A statement acknowledging management's responsibility for

® the subject matter of the examination engagement;
namely, the suitability of the design and operating effec-
tiveness of the controls in achieving the specified compli-
ance control objectives.

® gselecting the criteria used and determining the appropri-
ateness of such criteria for its purposes, including select-
ing and presenting compliance control objectives that are
relevant to the services provided to user organizations and
their internal control over compliance with federal secu-
rities laws or elements thereof (practitioners may wish to
include in the representation letter the definition of the
term federal securities laws or elements thereof found in
footnotes 2 and 3 of this SOP).

® its description of specified compliance control objectives
and related controls.

® its written assertion about the suitability of the design
and operating effectiveness of the controls in achieving
the specified compliance control objectives.

® establishing and maintaining compliance and effective in-
ternal control over compliance with federal securities laws
or elements thereof as they relate to the scope of the ex-
amination engagement, including establishing and main-
taining controls that are suitably designed and operating
effectively to achieve the specified compliance control ob-
jectives.

b. Astatementthat management has disclosed to the practitioner all
deficiencies of which it is aware in the design or operation of the
service provider's internal control over compliance with federal
securities laws or elements thereof, related to the scope of the
attestation engagement, that existed during the period covered by
the practitioner's report, including those for which management
believes the cost of corrective action may exceed the benefits

c. A statement that management has disclosed to the practitioner
any significant changes in the service provider's controls related
to the scope of the attestation engagement made since the service
provider's last examination

d. A statement that management has disclosed to the practitioner
any instances of which it is aware of the service provider's noncom-
pliance with federal securities laws or elements thereof, related to
the scope of the attestation engagement, that existed during the
period covered by the practitioner's report and that may affect one
or more user organizations

e. A statement that management has disclosed to the practitioner
all instances of which it is aware when the service provider's con-
trols have not operated with sufficient effectiveness during the
period covered by the practitioner's report to achieve the speci-
fied compliance control objectives

/A statement that management has disclosed to the practi-
tioner all known matters contradicting the assertion and any
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communications from attorneys, regulatory agencies, internal au-
ditors, consultants, other practitioners, or third parties related to
the service provider's compliance, or internal control over compli-
ance, with federal securities laws or elements thereof during the
period covered by the practitioner's report that may affect one or
more user organizations

g A statement that management has made available to the practi-
tioner all records and other information it believes are relevant
to the service provider's compliance, or internal control over com-
pliance, with federal securities laws or elements thereof, related
to the scope of the attestation engagement and the period covered
by the practitioner's report

h. Astatement that management has responded fully to all inquiries
made by the practitioner during the engagement

i. A statement that management has disclosed all events of which
it is aware that occurred subsequent to the period being reported
on that would have a material effect on the subject matter (or
management's assertion) to which the practitioner's report relates

J. Statements regarding other matters the practitioner deems ap-
propriate for inclusion in management's representations to the
practitioner

.27 If management refuses to furnish all the written representations that
the practitioner deems necessary, the practitioner should consider the effects
of such a refusal on his or her ability to express an opinion about the sub-
ject matter or assertion. If the practitioner believes that the representations
are necessary to obtain sufficient appropriate evidence to express an opinion,
management's refusal to furnish such evidence in the form of written repre-
sentations constitutes a limitation on the scope of an examination sufficient to
preclude an unqualified opinion and is ordinarily sufficient to cause the prac-
titioner to disclaim an opinion or withdraw from an examination engagement.
However, based on the nature of the representations not obtained or the cir-
cumstances of the refusal, the practitioner may conclude, in an examination
engagement, that a qualified opinion is appropriate. Further, the practitioner
should consider the effects of the refusal on his or her ability to rely on other
representations made by management of the service provider. [Revised, June
2009, to reflect conforming changes necessary due to the issuance of recent
authoritative literature.]

Reporting

.28 Appendix A-1 (paragraph .38) of this SOP contains an illustrative
practitioner's examination report on an assertion by management of a service
provider regarding specified compliance control objectives and related controls.
The illustrative report includes the required elements of a practitioner's un-
qualified report on an assertion that are listed in paragraph .86 of AT section
101. Paragraph .85 of AT section 101 presents the required elements of a prac-
titioner's unqualified report on subject matter, and appendix A, "Examination
Reports," of AT section 101 presents additional illustrative examination reports.

.29 Paragraph .19 of this SOP notes that criteria are the standards or
benchmarks against which a practitioner evaluates the subject matter, and in
this SOP, the criteria for evaluating the suitability of the design and operat-
ing effectiveness of the controls are the specified compliance control objectives.
If, after performing the procedures described in paragraphs .12—.13 and .19—
.22 of this SOP, the practitioner concludes that the controls were not suitably

AUD §40.27 ©2015, AICPA



Attestation Engagements That Address Specified Compliance Control 1793

designed or operating with sufficient effectiveness to provide reasonable assur-
ance that the specified compliance control objectives were achieved, the prac-
titioner should modify his or her report and include a brief factual description
that will enable users of the report to understand the nature of the deficiency
or deficiencies in controls. The matter or matters pertaining to the suitability
of the design or operating effectiveness of controls and giving rise to a qualified
or adverse opinion in a report on the examination engagement described in this
SOP should be referred to as a deficiency or deficiencies. Further, paragraph .66
of AT section 101 states, in part, that ". . . if conditions exist that, individually or
in combination, result in one or more material misstatements or deviations from
the criteria, the practitioner should modify the report and, to most effectively
communicate with the reader of the report, should ordinarily express his or
her conclusion directly on the subject matter, not on the assertion." Appendix B
(paragraph .42) of this SOP contains an illustrative practitioner's examination
report containing a qualified opinion on a service provider's controls in achiev-
ing the specified compliance control objectives. In that illustrative report, the
practitioner reports on the subject matter rather than on the assertion.

.30 As noted in paragraph .72 of AT section 101, a practitioner may have
reservations about the engagement (for example, a restriction on the scope of
the engagement), the subject matter, and, if applicable, the assertion. When
a practitioner has such reservations, he or she should exercise professional
judgment in determining the significance of those reservations and the type of
report to be issued. Paragraphs .71-.74 and .76-.77 of AT section 101 provide
guidance in this area.

.31 Ifasubservice provider's compliance control objectives and related con-
trols are excluded from the service provider's written description of specified
compliance control objectives and related controls (see paragraph .17 of this
SOP), the scope paragraph of the practitioner's report should be modified to

® refer to the disclosure in the written description regarding the
service provider's use of a subservice provider and the functions
and nature of the services performed by the subservice provider.

® state that the subservice provider's compliance control objectives
and related controls are omitted from the written description and
that the practitioner's examination did not extend to controls of
the subservice provider.

Appendix A-2 (paragraph .39) of this SOP contains an illustrative practitioner's
examination report on a service provider's specified compliance control objec-
tives and related controls when the service provider uses a subservice provider
and the subservice provider's control objectives and related controls are ex-
cluded from the description.

.32 As noted in paragraph .17, situations may arise in which the service
provider specifies compliance control objectives whose achievement depends on
controls at a subservice provider. In those circumstances, if the service provider
has excluded the subservice provider's controls from the written description,
the practitioner should modify the scope and opinion paragraphs of his or her
report to include the phrase "and subservice providers applied the controls
contemplated in the design of the service provider's controls."

.33 A practitioner may perform significant portions of the engagement be-
fore the end of the period covered by the report. If during that time the practi-
tioner identifies compliance control objectives that have not been achieved, he
or she should include a description of the condition in his or her report, even if
management corrects the condition prior to the end of the period.
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Agreed-Upon Procedures

.34 A practitioner may also perform agreed-upon procedures related to
compliance control objectives and related controls. Such engagements are per-
formed in accordance with AT section 201, Agreed-Upon Procedures Engage-
ments (AICPA, Professional Standards). In these engagements, the parties to
the engagement (specified parties) and the practitioner agree upon the proce-
dures to be performed. The practitioner performs these procedures and reports
his or her findings. The specified parties assume responsibility for the suffi-
ciency of the procedures because they best understand their own needs. In an
agreed-upon procedures engagement, the practitioner does not perform an ex-
amination or review of an assertion or subject matter or express an opinion
or negative assurance about the assertion or subject matter. The practitioner's
report on agreed-upon procedures is in the form of procedures and findings. An
illustrative agreed-upon procedures report is presented in appendix E (para-
graph .45) of this SOP. Use of an agreed-upon procedures report is restricted to
the specified parties that agree upon the procedures and accept responsibility
for the sufficiency of the procedures for their purposes.

.35 In accordance with paragraph .10 of AT section 201, a practitioner
should establish an understanding with the client regarding the services to be
performed. Such an understanding reduces the risk that the client may misin-
terpret the objectives and limitations of an agreed-upon procedures engagement
and also reduces the risk that the client will misunderstand its responsibilities
and the responsibilities of the practitioner. Paragraph .46 of AT section 101
provides further guidance on establishing an understanding with a client in an
attestation engagement.

.36 Paragraph .36 of AT section 201 enables a practitioner, after consider-
ing certain matters, to add a nonparticipant party as a specified party. If the
practitioner agrees to add a specified party, he or she should obtain affirmative
acknowledgement, normally in writing, from that party agreeing to the proce-
dures performed and taking responsibility for the sufficiency of the procedures.

Effective Date

.37 This SOP is effective upon issuance.
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.38

Appendix A-1—lllustrative Practitioner’s Examination
Report on a Service Provider’s Assertion Regarding
Specified Compliance Control Obijectives and Related
Controls

Note: The compliance control objectives and related controls referenced in the
following illustrative practitioner's report are examples only and should not be
viewed as representative of or a complete description of the compliance control
objectives or related controls a service provider might be expected to (1) establish
and implement to meet any contractual responsibilities to funds or any other
clients, (2) monitor for investment compliance, or (3) include in its description of
specified compliance control objectives and related controls in an examination
engagement covered by this Statement of Position (SOP). Additionally, there may
be other areas of responsibility (beyond investment compliance) that a service
provider might assume on behalf of funds or any other clients that might result
in the inclusion and presentation of different or additional compliance control
objectives and related controls for engagements covered by this SOP.

Report of Independent Accountants
To the Management of XYZ Service Provider:
[Introductory paragraph]

We have examined the assertion made by the management of XYZ Service
Provider pertaining to controls over investment compliance that XYZ Service
Provider performs for user organizations. Management's assertion is included
in the accompanying document titled, "Management's Assertion Regarding
XYZ Service Provider's Specified Compliance Control Objectives and Related
Controls" and states that:

® The controls described in the accompanying document titled,
"XYZ Service Provider's Description of Specified Compliance Con-
trol Objectives and Related Controls" (management's description),
were suitably designed as of December 31, 20X1 to provide rea-
sonable assurance that the compliance control objectives estab-
lished by management and described therein would be achieved,
if those controls were complied with satisfactorily [and user orga-
nizations applied the controls contemplated in the design of XYZ
Service Provider's controls']; and

® The controls described in management's description were operat-
ing with sufficient effectiveness to provide reasonable assurance
that the specified compliance control objectives described therein
were achieved during the period from January 1, 20X1 to Decem-
ber 31, 20X1.

Management of XYZ Service Provider is responsible for its assertion. Our re-
sponsibility is to express an opinion on management's assertion based on our
examination.

[Scope paragraph]

1 Refer to user controls only in situations in which the application of controls by the user organi-
zations is necessary to achieve specified control objectives. Otherwise omit this reference.
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Our examination was conducted in accordance with attestation standards es-
tablished by the American Institute of Certified Public Accountants and, accord-
ingly, included obtaining an understanding of and evaluating the suitability of
the design and operating effectiveness of the controls in achieving the specified
compliance control objectives, and examining, on a test basis, evidence sup-
porting management's assertion and performing such other procedures as we
considered necessary in the circumstances. We believe that our examination
provides a reasonable basis for our opinion.

We were not engaged to perform and did not perform an examination of XYZ
Service Provider's or user organizations' compliance or internal control over
compliance with Federal Securities Laws, as that term is defined by Securities
and Exchange Commission (SEC) Rule 38a-1 under the Investment Company
Act of 1940 ("Federal Securities Laws"). We also were not engaged to perform
and did not perform an examination of XYZ Service Provider's compliance with
its contractual obligations to its clients during the period from January 1, 20X1
to December 31, 20X1.

Our examination was limited to examining, for the purposes described above,
management's assertion about the specified compliance control objectives and
related controls included in management's description and did not consider any
other compliance control objectives or controls that may be relevant to XYZ
Service Provider's or user organizations' compliance or internal control over
compliance with Federal Securities Laws. Further, the relative effectiveness
and significance of specific controls at XYZ Service Provider, and their effect on
user organizations' compliance or internal control over compliance with Fed-
eral Securities Laws are dependent on their interaction with the controls and
other factors present at individual user organizations. We have performed no
procedures to evaluate the effectiveness of such controls or such other factors
at individual user organizations.

The compliance control objectives and related controls set forth in manage-
ment's description have been provided to enable user organizations, when per-
forming their annual compliance reviews as required by SEC Rule 38a-1 under
the Investment Company Act of 1940, to consider such information along with
information about their own compliance or internal control over compliance
with Federal Securities Laws, and any other relevant information.

[Inherent limitations paragraphl]

Management's description is as of December 31, 20X1. Any projection of such
information to the future is subject to the risk that, because of change, the
description may no longer portray the system or controls in existence. The po-
tential effectiveness of controls in achieving the specified compliance control
objectives established by XYZ Service Provider is subject to inherent limita-
tions and, accordingly, lack of compliance with controls and instances of errors
or fraud may occur and not be detected. Furthermore, the projection of any
evaluations, based on our findings, to future periods is subject to the risk that
controls may become inadequate because of changes in conditions, or that the
degree of compliance with such controls may deteriorate, or changes made to
the system or controls, or the failure to make needed changes to the system or
controls, may alter the validity of such evaluations.

[Opinion paragraphl]

In our opinion, management's assertion referred to above is fairly stated, in all
material respects, based on the specified compliance control objectives set forth
in management's description.

[Restricted use paragraphl

AUD §40.38 ©2015, AICPA



Attestation Engagements That Address Specified Compliance Control 1797

This report is intended solely for the information and use of chief compliance
officers, management, boards of directors, and the independent auditors of
XYZ Service Provider and of the entities that use the services of XYZ Service
Provider, and is not intended to be and should not be used by anyone other than
these specified parties.

[Signature of Independent Accountant]
March 31, 20X2
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.39

Appendix A-2—lllustrative Practitioner’s Examination
Report on a Service Provider’s Assertion Regarding
Specified Compliance Control Objectives and Related

Controls When the Service Provider Uses a Subservice
Provider and the Subservice Provider’s Control
Obijectives and Related Controls are Excluded From the

Description and the Scope of the Practitioner’s
Engagement

Note: The compliance control objectives and related controls referenced in the
following illustrative practitioner's report are examples only and should not be
viewed as representative of or a complete description of the compliance control
objectives or related controls a service provider might be expected to (1) establish
and implement to meet any contractual responsibilities to funds or any other
clients (2) monitor for investment compliance, or (3) include in its description of
specified compliance control objectives and related controls in an examination
engagement covered by this Statement of Position (SOP). Additionally, there may
be other areas of responsibility (beyond investment compliance) that a service
provider might assume on behalf of funds or any other clients that might result
in the inclusion and presentation of different or additional compliance control
objectives and related controls for engagements covered by this SOP.

Report of Independent Accountants
To the Management of XYZ Service Provider:
[Introductory paragraph]

We have examined the assertion made by the management of XYZ Service
Provider pertaining to controls over investment compliance that XYZ Service
Provider performs for user organizations. Management's assertion is included
in the accompanying document titled, "Management's Assertion Regarding
XYZ Service Provider's Specified Compliance Control Objectives and Related
Controls" and states that:

® The controls described in the accompanying document, "XYZ Ser-
vice Provider's Description of Specified Compliance Control Ob-
jectives and Related Controls" (management's description), were
suitably designed as of December 31, 20X1 to provide reasonable
assurance that the compliance control objectives established by
management and described therein would be achieved, if those
controls were complied with satisfactorily [and user organizations
applied the controls contemplated in the design of XYZ Service
Provider's controls!]:

® The controls described in management's description were operat-
ing with sufficient effectiveness to provide reasonable assurance

1 Refer to user controls only in situations in which the application of controls by the user orga-
nizations is necessary to achieve the specified control objectives. Otherwise omit this reference. Also,
if the application of controls by the subservice provider is necessary to achieve the specified compli-
ance control objectives, and the subservice provider's controls are excluded from the description, the
practitioner's report should be modified to include the phrase, "and the subservice provider applied
the controls contemplated in the design of XYZ Service Provider's controls."
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that the specified compliance control objectives described therein
were achieved during the period from January 1, 20X1 to Decem-
ber 31, 20X1.

As stated in management's description, XYZ Service Provider uses a computer
processing service provider for all of its computerized application processing.
Management's description includes only those compliance control objectives
and related controls of XYZ Service Provider, and does not include compli-
ance control objectives and related controls of the computer processing service
provider. Our examination did not extend to controls of the computer processing
service provider.

Management of XYZ Service Provider is responsible for its assertion. Our re-
sponsibility is to express an opinion on management's assertion based on our
examination.

[Scope paragraph]

Our examination was conducted in accordance with attestation standards es-
tablished by the American Institute of Certified Public Accountants and, accord-
ingly, included obtaining an understanding of and evaluating the suitability of
the design and operating effectiveness of the controls in achieving the specified
compliance control objectives; and examining, on a test basis, evidence sup-
porting management's assertion and performing such other procedures as we
considered necessary in the circumstances. We believe that our examination
provides a reasonable basis for our opinion.

We were not engaged to perform and did not perform an examination of XYZ
Service Provider's or user organizations' compliance or internal control over
compliance with Federal Securities Laws, as that term is defined by Securities
and Exchange Commission (SEC) Rule 38a-1 under the Investment Company
Act of 1940 ("Federal Securities Laws"). We also were not engaged to perform
and did not perform an examination of XYZ Service Provider's compliance with
its contractual obligations to its clients during the period from January 1, 20X1
to December 31, 20X1.

Our examination was limited to examining, for the purposes described above,
management's assertion about the specified compliance control objectives and
related controls included in management's description and did not consider any
other compliance control objectives or controls that may be relevant to XYZ
Service Provider's or user organizations' compliance or internal control over
compliance with Federal Securities Laws. Further, the relative effectiveness
and significance of specific controls at XYZ Service Provider, and their effect on
user organizations' compliance or internal control over compliance with Federal
Securities Laws are dependent on their interaction with the controls and other
factors present at individual user organizations and at subservice providers. We
have performed no procedures to evaluate the effectiveness of such controls or
such other factors at individual user organizations or at subservice providers.

The compliance control objectives and related controls set forth in manage-
ment's description have been provided to enable user organizations, when per-
forming their annual compliance reviews as required by SEC Rule 38a-1 under
the Investment Company Act of 1940, to consider such information along with
information about their own compliance or internal control over compliance
with Federal Securities Laws, and any other relevant information.

[Inherent limitations paragraph]

Management's description is as of December 31, 20X1. Any projection of such
information to the future is subject to the risk that, because of change, the
description may no longer portray the system or controls in existence. The po-
tential effectiveness of controls in achieving the specified compliance control
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objectives established by XYZ Service Provider is subject to inherent limita-
tions and, accordingly, lack of compliance with controls and instances of errors
or fraud may occur and not be detected. Furthermore, the projection of any
evaluations, based on our findings, to future periods is subject to the risk that
controls may become inadequate because of changes in conditions, or that the
degree of compliance with such controls may deteriorate, or changes made to
the system or controls, or the failure to make needed changes to the system or
controls, may alter the validity of such evaluations.

[Opinion paragraphl]

In our opinion, management's assertion referred to above is fairly stated, in all
material respects, based on the specified compliance control objectives set forth
in management's description.

[Restricted use paragraph]

This report is intended solely for the information and use of chief compliance
officers, management, boards of directors, and the independent auditors of
XYZ Service Provider and of the entities that use the services of XYZ Service
Provider, and is not intended to be and should not be used by anyone other than
these specified parties.

[Signature of Independent Accountant]
March 31, 20X2
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Appendix A-3—lllustrative Management Assertion
Regarding a Service Provider’s Specified Compliance
Control Objectives and Related Controls

Management's Assertion Regarding XYZ Service Provider's Specified

Compliance Control Objectives and Related Controls

XYZ Service Provider provides certain investment compliance services to funds
(user organizations). XYZ Service Provider's description of specified compliance
control objectives and related controls is presented in the accompanying doc-
ument, "XYZ Service Provider's Description of Specified Compliance Control
Objectives and Related Controls" (management's description). We, as members
of management of XYZ Service Provider, are responsible for the description as
well as for the suitability of the design and operating effectiveness of those
controls.

Management's description is provided to enable user organizations, when per-
forming their annual compliance review as required by Securities and Exchange
Commission (SEC) Rule 38a-1 under the Investment Company Act of 1940, to
consider such information, along with information about their own compliance
and internal control over compliance with Federal Securities Laws, as that term
is defined in Rule 38a-1, and any other relevant information. We have evalu-
ated the suitability of the design and operating effectiveness of these controls
in achieving the compliance control objectives included in management's de-
scription during the period from January 1, 20X1 through December 31, 20X1.
The criteria against which the controls were evaluated are the specified com-
pliance control objectives included in management's description. Based on our
evaluation, we assert that:

By:

® The controls included in management's description were suitably
designed as of December 31, 20X1 to provide reasonable assurance
that the compliance control objectives described therein would be
achieved, if those controls were complied with satisfactorily [and
user organizations applied the controls contemplated in the design
of XYZ Service Provider's controls'].

® The controls set forth in management's description were operating
with sufficient effectiveness to provide reasonable assurance that
the specified compliance control objectives, included in manage-
ment's description, were achieved during the period from January
1, 20X1 to December 31, 20X1.

[Signature, name, and title of appropriate official]

By:

[Signature, name, and title of appropriate official]

1 Refer to user controls only in situations in which the application of controls by the user orga-

nizations is necessary to achieve the specified control objectives. Otherwise omit the reference. Also,
if the application of controls by a subservice provider is necessary to achieve the specified compliance
control objectives, and the subservice provider's controls are excluded from the description, the prac-
titioner's report should be modified to include the phrase, "and the subservice provider applied the
controls contemplated in the design of XYZ Service Provider's controls."
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Appendix A-4—lllustrative Service Provider’s
Description of Specified Compliance Control Objectives
and Related Controls

XYZ Service Provider's Description of Specified Compliance
Control Objectives and Related Controls

Note: The following is an illustration of a description of investment compliance
control objectives and related controls for an investment adviser (XYZ Service
Provider) performing investment compliance-related services for funds.' This
tllustration is presented solely to provide an example of control objectives and
related controls pertaining to investment-compliance related services and should
not be viewed as representative of or a complete set of compliance control objec-
tives or related controls that a service provider might be expected to (1) perform
in these circumstances or similar circumstances, (2) establish and implement to
meet any contractual responsibilities to funds or any other clients, or (3) include
in its written description of specified compliance control objectives and related
controls in an examination engagement covered by this Statement of Position
(SOP). Additionally, there may be other areas of responsibility (beyond invest-
ment compliance) that a service provider might assume on behalf of funds or any
other clients that might result in the inclusion and presentation of different or

additional compliance control objectives and related controls for engagements
covered by this SOP.

Monitoring Compliance with Fund Investment Guidelines and
Restrictions

[XYZ Service Provider uses a computer processing service provider for all of its
computerized application processing.? The accompanying description includes
only those compliance control objectives and related controls of XYZ Service
Provider, and does not include compliance control objectives and related controls
of the computer processing service provider.]

Control Objective 1: Controls provide reasonable assurance that securities
trades for the fund and the fund's securities holdings comply with investment
guidelines and restrictions included in the fund's investment advisory agree-
ment, prospectus, and statement of additional information.

Controls:

1. Before any securities trading commences for a fund (a) XYZ Ser-
vice Provider's trading desk representative enters information
(coding) in the fund's securities trading order entry and compli-
ance (STOEC) module to reflect all investment guidelines and

1 In this illustration, the investment adviser performs investment compliance-related services in
addition to investment advisory services for funds. In other situations, investment compliance-related
services may be performed, in whole or in part, by one or more other service providers or subservice
providers.

2 If the service provider uses a subservice provider, management's description should include
a brief statement of the functions and nature of the services performed by the subservice provider.
In addition, the description should indicate whether the subservice provider's compliance control
objectives and related controls are included in or excluded from the description. See paragraphs .16—
.17 of the Statement of Position for additional information about the information to be included in
this disclosure.
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restrictions included in the documents identified in Control Ob-
jective 1, and (b) a supervisor in XYZ Service Provider's fund ser-
vices department compares, for completeness and accuracy, the
information (coding) entered in the fund's STOEC module to the
corresponding information included in the source documents re-
ferred to in Control Objective 1. Any discrepancies that appear to
be the result of data entry errors (for example, entering the num-
ber 50% when the prospectus states 5%) are corrected upon identi-
fication by XYZ Service Provider. Any other discrepancies related
to differences in interpretation or uncertainty about the meaning
of information in the source documents, are communicated to the
fund's treasurer or chief compliance officer for research, clarifi-
cation, and resolution. Any subsequent changes to the original
information (coding) entered by XYZ Service Provider must be
approved by the fund's treasurer or chief compliance officer.

2. On a daily basis, a report of all deletions, modifications, and ad-
ditions made to investment guidelines and restrictions in the
fund's STOEC module is reviewed by a supervisor in XYZ Service
Provider's fund services department. The supervisor compares
each change made to a written authorization to effect the change
submitted by the fund's treasurer or chief compliance officer.

3. Annually, a supervisor in XYZ Service Provider's fund services de-
partment compares, for completeness and accuracy, the current
information (coding) in each fund's STOEC module to the corre-
sponding source documents referred to in the Control Objective.

4. For all securities trades for which the functionality of a fund's
STOEC module identifies an apparent or possible noncompliant
securities trade order, the order is 'pended' until the fund's trea-
surer or chief compliance officer reviews the circumstances of the
requested trade and determines whether it is permissible. If per-
missible, the 'pended' trade is released for processing upon writ-
ten approval by either the fund's treasurer or chief compliance
officer. If not permissible, the trade is cancelled. On the basis pre-
scribed in the fund's compliance policies and procedures (daily,
weekly, monthly, or quarterly), members of the compliance staff
of XYZ Service Provider review reports generated by the STOEC
module to ascertain that no violations of the fund's investment
guidelines and restrictions have occurred. Any violations are re-
searched, and XYZ Service Provider's compliance staff ascertains
that corrective actions were approved by the fund's treasurer or
chief compliance officer, and effected.

Control Objective 2: Controls provide reasonable assurance that the dollar-
weighted average portfolio maturities (WAPM) of money market funds do not
exceed 90 days, as required by Securities and Exchange Commission (SEC)
Rule 2a-7.

Controls:

1. For each new security purchased, a trade department analyst at
XYZ Service Provider compares the terms entered in the trade
system to the corresponding information in the documentation of
the security purchase, including the date used for the WAPM cal-
culation (for example, interest-rate reset date or maturity date).

2. On aquarterly basis, XYZ Service Provider's compliance staff ver-
ifies that the computation logic in its securities accounting system
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(SAS), which affects the calculation of the funds' WAPM, is consis-
tent with applicable provisions of SEC Rule 2a-7 and regulatory
guidance issued.

On a daily basis, using reports and information produced by the
SAS, XYZ Service Provider's compliance staff determines whether
any of the funds' WAPM exceeds 75 days. If so, the compliance
staff alerts the portfolio manager so that this information can
be taken into account by the portfolio manager when making
prospective investment management decisions for the fund. If a
fund's WAPM exceeds 80 days, the compliance staff also alerts
the fund's treasurer.

On a daily basis, using reports and information produced by the
SAS, XYZ Service Provider's compliance staff identifies changes
of 3 days or more in any fund's WAPM from the fund's prior day
WAPM, and researches the fund's investing activities sufficiently
to identify the reason for the change and whether there is a rea-
sonable basis for the change. The results of the research are doc-
umented and provided to a compliance department manager for
his or her written review and approval.
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Appendix B—lllustrative Practitioner’s Examination
Report Containing a Qualified Opinion on the
Suitability of the Design and Operating Effectiveness
of a Service Provider’s Controls in Achieving Specified
Compliance Control Obijectives

Paragraph .66 of AT section 101 (AICPA, Professional Standards) states, in
part, "If conditions exist that individually or in combination result in one or
more material misstatements or deviations from the criteria, the practitioner
should modify the report and, to most effectively communicate with the reader
of the report, should ordinarily express his or her conclusion directly on the
subject matter, not on the assertion." The following illustrative practitioner's re-
port relates to an examination engagement in which the practitioner identified a
control deficiency in the operating effectiveness of the service provider's controls;
accordingly, the practitioner reports on the subject matter, rather than on the
assertion. Also, in an explanatory paragraph preceding the opinion paragraph,
the practitioner describes the matters giving rise to the qualification. In this en-
gagement, the practitioner has concluded that the deficiency in controls is not
sufficiently pervasive to warrant an adverse opinion.

Report of Independent Accountants
To the Management of ABC Service Provider:
[Introductory paragraph]

We have examined whether the controls described in the accompanying doc-
ument, "ABC Service Provider's Description of Specified Compliance Control
Objectives and Related Controls" (management's description), were:

®  Suitably designed, as of December 31, 20X1, to provide reason-
able assurance that the specified compliance control objectives es-
tablished by management of ABC Service Provider and described
therein would be achieved, if those controls were complied with
satisfactorily; [and user organizations applied the controls con-
templated in the design of ABC Service Provider's controls! ]; and

® QOperating with sufficient effectiveness to provide reasonable as-
surance that the specified compliance control objectives described
therein were achieved during the period from January 1, 20X1 to
December 31, 20X1.

Management of ABC Service Provider is responsible for the suitability of the
design and operating effectiveness of these controls in achieving the specified
compliance control objectives. Our responsibility is to express an opinion based
on our examination.

[Scope paragraph]

Our examination was conducted in accordance with attestation standards es-
tablished by the American Institute of Certified Public Accountants and, accord-
ingly, included examining on a test basis, evidence supporting the suitability

1 Refer to user controls only in situations in which the application of controls by the user organi-
zations is necessary to achieve the specified control objectives. Otherwise omit this reference.
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of the design and operating effectiveness of the controls in achieving the speci-
fied compliance control objectives and performing such other procedures as we
considered necessary in the circumstances. We believe that our examination
provides a reasonable basis for our opinion.

We were not engaged to perform and did not perform an examination of ABC
Service Provider's or user organizations' compliance or internal control over
compliance with Federal Securities Laws, as that term is defined by Securities
and Exchange Commission (SEC) Rule 38a-1, under the Investment Company
Act of 1940 ("Federal Securities Laws"). We also were not engaged to perform
and did not perform an examination of ABC Service Provider's compliance with
its contractual obligations to its clients during the period from January 1, 20X1
to December 31, 20X1.

Our examination was limited to examining, for the purposes described above,
the suitability of the design and operating effectiveness of the controls in achiev-
ing the specified compliance control objectives included in management's de-
scription and did not consider any other compliance control objectives or con-
trols that may be relevant to ABC Service Provider's or user organizations'
compliance or internal control over compliance with Federal Securities Laws.
Further, the relative effectiveness and significance of specific controls at ABC
Service Provider, and their effect on user organizations' compliance or internal
control over compliance with Federal Securities Laws are dependent on their
interaction with the controls and other factors present at individual user or-
ganizations. We have performed no procedures to evaluate the effectiveness of
such controls or such other factors at individual user organizations.

The compliance control objectives and related controls set forth in manage-
ment's description have been provided to enable user organizations, when per-
forming their annual compliance reviews as required by SEC Rule 38a-1 under
the Investment Company Act of 1940, to consider such information along with
information about their own compliance or internal control over compliance
with Federal Securities Laws, and any other relevant information.

[Inherent limitations paragraph]

Management's description is as of December 31, 20X1. Any projection of such
information to the future is subject to the risk that, because of change, the
description may no longer portray the system or controls in existence. The po-
tential effectiveness of controls in achieving the specified compliance control
objectives established by ABC Service Provider is subject to inherent limita-
tions and, accordingly, lack of compliance with controls and instances of errors
or fraud may occur and not be detected. Furthermore, the projection of any
evaluations, based on our findings, to future periods is subject to the risk that
controls may become inadequate because of changes in conditions, or that the
degree of compliance with such controls may deteriorate, or changes made to
the system or controls, or the failure to make needed changes to the system or
controls, may alter the validity of such evaluations.

[Explanatory paragraphl]

Management of ABC Service Provider has included in its description a control
requiring that the manager of the advertising and sales department review
and approve performance data used in ABC Service Provider's advertising and
sales literature prior to its release to the public. Our tests of operating effective-
ness noted that the manager of the advertising and sales department did not
review and approve the aforementioned performance data prior to its release
to the public. The manager's failure to perform this control is a deficiency in
the operating effectiveness of the service provider's controls that resulted in
the nonachievement of the compliance control objective included in manage-
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ment's description: "Performance data used in advertising and sales literature
are accurate and approved before release to the public."

[Opinion paragraphl

In our opinion ABC Service Provider's controls were suitably designed at De-
cember 31, 20X1 to provide reasonable assurance that the specified compli-
ance control objectives, as described in management's description, would be
achieved, if those controls were complied with satisfactorily [and user organi-
zations applied the controls contemplated in the design of ABC Service Provider's
controls?]. Also, in our opinion, except for the deficiency described in the preced-
ing paragraph, ABC Service Provider's controls were operating with sufficient
effectiveness to provide reasonable assurance that the specified compliance con-
trol objectives were achieved during the period from January 1, 20X1 through
December 31, 20X1, based on the specified compliance control objectives set
forth in management's description.?

[Restricted use paragraph]

This report is intended solely for the information and use of chief compliance
officers, management, boards of directors, and the independent auditors of
ABC Service Provider and of the entities that use the services of ABC Ser-
vice Provider, and is not intended to be and should not be used by anyone other
than these specified parties.

[Signature of Independent Accountant]
March 31, 20X2

2 Refer to user controls only in situations in which the application of controls by the user organi-
zations is necessary to achieve the specified control objectives. Otherwise omit this reference.

3 In instances in which a control is not suitably designed, the phrase "except for the deficiency
described in the preceding paragraph" would be inserted in the first sentence of the opinion paragraph,
which relates to the suitability of the design of controls.
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Appendix C—Additional lllustrative Compliance
Control Objectives

Note: The following are additional illustrative compliance control objectives per-
taining to various services service providers might provide. These illustrative
compliance control objectives are only examples and should not be viewed as
representative of or a complete set or description of compliance control objec-
tives that a service provider might be expected to (1) establish and implement to
meet any contractual responsibilities to funds or any other clients, (2) monitor
for achievement, or (3) include in its description of specified compliance con-
trol objectives and related controls in an attestation engagement covered by this
Statement of Position (SOP). Additionally, there may be other areas of responsi-
bility (beyond those listed below) that a service provider might assume on behalf
of funds or any other clients that might result in the inclusion and presentation
of different or additional compliance control objectives and related controls for
engagements covered by this SOP.

Fund Advertising and Sales Literature
Controls provide reasonable assurance that:

1. Advertising and sales literature is reviewed for compliance with
the service provider's established policies and is timely submit-
ted to the National Association of Securities Dealers (NASD) for
approval

2. Comments from the NASD on advertising and sales literature are
reviewed and timely reflected in advertising and sales literature
as required

3. Performance data used in advertising and sales literature are
accurate and approved before release

4. Expiring advertisement and sales literature is identified and up-
dated or disposed of before the expiration date

5.  Regulatory changes are monitored and reflected in current and
future advertising and sales literature

Valuation of Client Assets or Investments
Controls provide reasonable assurance that:

1. Securities price information is received from authorized sources
in accordance with client instructions and is entered completely
and accurately into the portfolio accounting system

2. Foreign exchange rates are received from authorized sources in
accordance with client instructions and are entered completely
and accurately into the portfolio accounting system

3.  Securities that do not have readily determinable market values
(for example, those valued at fair value in good faith), including
international equity securities whose values are determined by
adjusting the closing price on the foreign securities exchange, are
valued according to consistently applied policies and procedures
established by the service provider's client
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4. Forregistered money-market-fund securities valued at amortized
cost, valuation is monitored for compliance with the "mark-to-
market" provision of Securities and Exchange Commission (SEC)
Rule 2a-7 and deviations in excess of established thresholds are
reported in accordance with client instructions

Privacy
Controls provide reasonable assurance that:

1. The use of and access to nonpublic client information is restricted
to authorized personnel

2. Customers of the fund are provided with a notice of privacy poli-
cies at the time they become a customer and in the event of a
change to the privacy policy

3. Access to and use of material nonpublic information is restricted
to authorized personnel

4. At least annually, employees are provided with written policies
related to material nonpublic information and instruction about
those policies

5.  Customer information is disclosed only to authorized third parties
Transfer Agency
Controls provide reasonable assurance that:

1. Asrequired by policies and procedures, the identity of any person
seeking to open an account with the fund is verified by examin-
ing specified documents and other information and maintaining
records of the information used to verify the person's identity

2. Cash equivalents under $10,000 are monitored and tracked for
a rolling 12-month period; Internal Revenue Service (IRS) Form
8300 is filed, and the shareholder is notified as required by the
IRS

3. Certificate redemption requests are processed in a timely manner
and archived in a secure manner for subsequent inquiry

4. Missing, lost, stolen, or counterfeit certificate notifications are
processed in a timely manner, and Form X-17F-1A is filed with
the Securities Information Center within the required number of
business days

5. Transfer agent employees are fingerprinted and the related
records are maintained for the required time period

6. Shareholder financial-related transactions are priced using the
appropriate net asset value per share

7. Dividends are processed completely and accurately; dividend dis-
tributions are reconciled between the fund's general ledger and
the shareholder accounting system; and any exceptions are re-
searched and resolved by the next reporting period

8. Signature guarantees pertaining to shareholder transactions are
reviewed upon presentment; rejected signature guarantees are
communicated to the compliance department for tracking

Investment Compliance
Controls provide reasonable assurance that on a weekly basis:

1. Securities holdings are monitored for compliance with prospectus
guidelines
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2. Securities holdings are monitored to ensure that the portfolio
meets a 15 percent liquidity standard

3. Securities of money market funds are monitored for compliance
with the portfolio maturity and credit quality provisions of SEC
Rules 2a-7c¢.2 and 2a-7c.3, respectively
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Appendix D—Matters Identified in Securities and
Exchange Commission Release Nos. 1C-26299 and
IA-2204 Adopting Rules 38a-1 and 206(4)-7 Pertaining
to Compliance Policies and Procedures of Funds and
Investment Advisers

As described in paragraph .15 of this Statement of Position (SOP), when man-
agement of the service provider establishes the compliance control objectives
and related controls that are the subject of the engagement, it should consider,
among other things, the compliance matters identified in Securities and Ex-
change Commission (SEC) Release Nos. IC-26299 and IA-2204 adopting Rule
38a-1 under the Investment Company Act of 1940 and Rule 206(4)-7 under the
Investment Advisers Act of 1940, respectively. The SEC Release indicates that
the SEC expects the policies and procedures of funds and their advisers to, at
a minimum, address the following specified areas if those areas are relevant to
the services the entity provides:

® Portfolio management processes, including allocation of invest-
ment opportunities among clients, and consistency of portfolios
with clients' investment objectives, disclosures by the adviser, and
applicable regulatory restrictions

® Trading practices, including procedures by which the adviser sat-
isfies its best execution obligation, uses client brokerage to obtain
research and other services (soft dollar arrangements), and allo-
cates aggregated trades among clients

® Proprietary trading of the adviser and personal trading activities
of supervised persons

®  Accuracy of disclosures made to investors, clients, and regulators,
including account statements and advertisements

® Safeguarding of client assets from conversion or inappropriate use
by advisory personnel

® Accurate creation of required records and their maintenance in
a manner that secures them from unauthorized alteration or use
and protects them from untimely destruction

® Marketing advisory services, including the use of solicitors

® Processes to value client holdings and assess fees based on those
valuations

® Safeguards for the privacy protection of client records and infor-
mation

® Business continuity plans

Additional matters that the SEC expects funds (or their service providers) to
address are listed in paragraph .02. This SOP does not require that a service
provider's compliance control objectives address all of the relevant areas iden-
tified in the SEC Release; however, the areas listed in this paragraph and in
paragraph .02 comprise matters that, if relevant in the circumstances, should be
considered by management of the service provider in determining compliance
control objectives to be included in the scope of the attestation engagement.
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The following is a summary of the additional areas, identified in the SEC Re-
lease, for which a fund or its service providers would be expected to have policies
and procedures.

Pricing of portfolio securities and fund shares. The Investment Company Act of
1940 requires funds to sell and redeem their shares at prices based on their cur-
rent net asset value, to pay redemption proceeds promptly, and, when market
quotations are readily available, to calculate net asset values using the market
value of the portfolio securities. If a market quotation is not readily available,
the fund should use the fair value of the security, as determined in good faith
by the fund's board. Further, Rule 38a-1 requires funds to adopt policies and
procedures requiring the fund to monitor for circumstances that may necessi-
tate the use of fair value prices, establish criteria for determining when market
quotations are no longer reliable for a particular portfolio security, provide a
methodology or methodologies by which the fund determines the current fair
value of the portfolio security, and regularly review the appropriateness and
accuracy of the method used in valuing securities and make any necessary
adjustments.

Processing of fund shares. Pursuant to SEC rules, an investor submitting a pur-
chase order or redemption request must receive the price next calculated after
receipt of the purchase order or redemption request. A fund must have proce-
dures in place that segregate investor orders received before the fund prices its
shares (which will receive that day's price) from those that were received after
the fund prices its shares (which will receive the following day's price). Rule
38a-1 requires funds to approve and periodically review the policies and pro-
cedures of transfer agents. Funds should also take affirmative steps to protect
themselves and their shareholders against late trading by obtaining assurances
that those policies and procedures are effectively administered.

Identification of affiliated persons. To prevent self-dealing and overreaching by
persons in a position to take advantage of the fund, the Investment Company
Act of 1940 prohibits funds from entering into certain transactions with affil-
iated persons. Funds should have policies and procedures in place to identify
these persons and to prevent unlawful transactions with them.

Protection of nonpublic information. The federal securities laws prohibit insider
trading, and section 204A of the Investment Advisers Act of 1940 requires in-
vestment advisers (including advisers to funds) to establish, maintain, and
enforce policies and procedures designed to prevent the adviser or any of its as-
sociated persons from misusing material, nonpublic information. Fund advisers
should incorporate their section 204 A policies into the policies required by Rule
38a-1. A fund's compliance policies and procedures should also address other
potential misuses of nonpublic information, including the disclosure to third
parties of material information about the fund's portfolio, its trading strategies
or pending transactions, and the purchase or sale of fund shares by advisory
personnel based on material, nonpublic information about the fund's portfolio.

Compliance with fund governance requirements. Fund boards are responsible
for, among other things, approving the fund's advisory contracts, underwrit-
ing agreements, and distribution plans. The Investment Company Act of 1940
requires that fund boards be elected by fund shareholders and that a certain
percentage of the board be "independent directors." To rely on many of the
SEC's exemptive rules, independent directors must constitute a majority of the
board, must be selected and nominated by other independent directors, and,
if they hire legal counsel, must hire independent legal counsel. A fund's poli-
cies and procedures should be designed to guard against, among other things,
an improperly constituted board, the failure of the board to properly consider
matters entrusted to it, and the failure of the board to request and consider
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information required by the Investment Company Act of 1940 from the fund
adviser and other service providers.

Market timing. Under Rule 38a-1, a fund must have procedures reasonably de-
signed to ensure compliance with its disclosed policies regarding market timing.
Market timing is the excessive short-term trading of mutual fund shares that
may be harmful to the fund. These procedures should provide for monitoring
of shareholder trades or flows of money in and out of the funds in order to
detect market timing activity, and for consistent enforcement of the fund's poli-
cies regarding market timing. If the fund permits any waivers of those policies,
the procedures should be reasonably designed to prevent waivers that would
harm the fund or its shareholders or subordinate the interests of the fund or its
shareholders to those of the adviser or any other affiliated person or associated
person of the adviser. Fund boards are strongly urged by the SEC to require
fund advisers, or other persons authorized to waive market timing policies, to
report to the board at least quarterly all waivers granted so that the board can
determine whether the waivers were proper. Many funds' prospectuses already
disclose market timing policies, and failure to adhere to those disclosed policies
violates the antifraud provisions of the federal securities laws. Moreover, a fund
adviser who waives or disregards those policies for the benefit of itself or a third
party has breached its fiduciary responsibilities to the fund.
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Appendix E—lllustrative Practitioner’s Agreed-Upon
Procedures Report

The following is an illustrative agreed-upon procedures report for procedures
performed at a service provider.

Independent Accountant’s Report on Applying Agreed-Upon
Procedures

To the Management of XYZ Service Provider:

We have performed the procedures enumerated in Attachment X which were
agreed to by XYZ Service Provider, solely to assist you in evaluating XYZ Service
Provider's internal control over compliance during the year ended December
31, 20X1. Management of XYZ Service Provider is responsible for maintaining
effective internal control over compliance with federal securities laws, regu-
lations, and related SEC rules. This agreed-upon procedures engagement was
conducted in accordance with attestation standards established by the Amer-
ican Institute of Certified Public Accountants. The sufficiency of these proce-
dures is solely the responsibility of XYZ Service Provider. Consequently, we
make no representation regarding the sufficiency of the procedures described
in Attachment X either for the purpose for which this report has been requested
or for any other purpose.

The procedures performed and the findings are included in Attachment X.

We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on internal control over compliance
by XYZ Service Provider for the year ended December 31, 20X1. Accordingly,
we do not express such an opinion. Had we performed additional procedures,
other matters might have come to our attention that would have been reported
to you.

This report is intended solely for the information and use of XYZ Service
Provider and is not intended to be and should not be used by anyone other
than this specified party.!

[Signature of Independent Accountant]
March 31, 20X2

Chief Compliance Officers Task Force

BRIAN GALLAGHER, Chair BRENT D. OSWALD
JOSEPH GRAINGER PATRICIA PITEO
RICHARD N. MURPHY

1 Paragraph .36 of AT section 201, Agreed-Upon Procedures Engagements (AICPA, Professional
Standards), and paragraph .36 of this SOP address adding specified parties as users of an agreed-upon
procedures report.
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AUD Section 45

Statement of Position 12-1 — Reporting
Pursuant to the Global Investment
Performance Standards

October 2012

NOTE

This Statement of Position (SOP) is an interpretative publication, and
it represents the recommendations of the AICPA's Investment Perfor-
mance Standards Task Force regarding the application of Statements
on Standards for Attestation Engagements (SSAEs) to engagements to
report pursuant to Global Investment Performance Standards. The Au-
diting Standards Board (ASB) has found the recommendations in this
SOP to be consistent with existing standards covered by the "Compli-
ance With Standards Rule" (ET sec. 1.310.001) of the AICPA Code of
Professional Conduct.

Interpretative publications are not as authoritative as a pronounce-
ment of the ASB; however, if a practitioner does not apply the attesta-
tion guidance included in this SOP, the practitioner should be prepared
to explain how he or she complied with the SSAE provisions addressed
by this SOP.

Introduction and Background

.01 To promote fair representation, full disclosure, and greater comparabil-
ity of investment performance, the CFA Institute developed the Global Invest-
ment Performance Standards (GIPS standards).! Although compliance with
the GIPS standards is voluntary, an investment management firm's claim of
compliance with the GIPS standards gives current and potential clients more
confidence in the integrity of the performance presentations and the general
practices of a compliant firm.

.02 All references to the GIPS standards in this Statement of Position
(SOP) refer to the 2010 edition of the GIPS standards. The GIPS stan-
dards specify that they include any updates, guidance statements, interpre-
tations, questions and answers, and clarifications published by the CFA In-
stitute and the GIPS Executive Committee, all of which are available at
www.gipsstandards.org, as well as in the GIPS Handbook.

.03 The GIPS standards recommend that investment management firms
obtain independent third-party verification. Verification is a process in which
an independent third party, referred to as a verifier, assesses whether (a) the

1 For information on the appropriate use of the Global Investment Performance Standards reg-
istered trademark, see the CFA Institute website at www.cfainstitute.org.
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1818 Statements of Position—Auditing and Attestation

firm has complied with all the composite construction requirements of the GIPS
standards on a firmwide basis, and (b) the firm's policies and procedures are de-
signed to calculate and present performance in compliance with the GIPS stan-
dards. Verification is intended to provide a firm and its existing and prospective
clients with greater confidence in the firm's claim of compliance with the GIPS
standards. Verification does not provide absolute assurance that a firm is in
compliance with the GIPS standards.

.04 In addition to verification, a firm may choose to have a verifier perform
a specifically focused performance examination of any of the firm's compos-
ites and their associated compliant presentations. A compliant presentation
is defined as a presentation for a composite that contains all the information
required by the GIPS standards and that may also include additional or supple-
mental information. The GIPS standards permit a report on the performance
examination of a composite and its associated compliant presentation to be
issued only if a verification report has also been issued.

.05 A verifier may or may not be a CPA. A CPA in public practice hired to
perform a verification or performance examination is referred to in this SOP as
a practitioner. [Revised, January 2015, to reflect conforming changes necessary
due to the issuance of the revised AICPA Code of Professional Conduct, effective
December 15, 2014.]

Scope

.06 This SOP provides guidance to practitioners for engagements to exam-
ine and report on aspects of a firm's claim of compliance with the GIPS stan-
dards (a verification). It also provides guidance on engagements to examine
and report on any of the firm's composites and their associated compliant pre-
sentations (a performance examination). Practitioners are required to perform
such engagements pursuant to AT section 101, Attest Engagements (AICPA,
Professional Standards).

.07 Although a verification consists of examining aspects of a firm's compli-
ance with the GIPS standards and the design of certain policies and procedures,
averification is not a compliance attestation engagement or an internal controls
attestation engagement as governed by AT section 601, Compliance Attestation,
and AT section 801, Reporting on Controls at a Service Organization (AICPA,
Professional Standards), respectively.

.08 This SOP supersedes SOP 06-1, Reporting Pursuant to the Global In-
vestment Performance Standards. This SOP also supersedes paragraphs 11.37—
.42 of chapter 11, "Independent Auditor's Reports and Client Representations,"
of the AICPA Audit and Accounting Guide Investment Companies (as of May 1,
2012).

Overview of the GIPS Standards
Compliance With the GIPS Standards

.09 The GIPS standards establish both requirements and recommenda-
tions for firms to follow when calculating and presenting investment perfor-
mance. Adherence to the recommendations of the GIPS standards is encour-
aged. The GIPS standards use the term must to indicate requirements and the
term should to indicate recommendations. AT section 101 uses the terms must,
is required, or should to indicate requirements and may to indicate recommen-
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dations. To avoid confusion, this SOP uses the terms is required or must to
indicate requirements of AT section 101 or the GIPS standards.

.10 The GIPS standards require an entity to define itself as a firm. For a
firm to claim compliance with the GIPS standards, the firm must meet all the
requirements of the GIPS standards on a firmwide basis. Firms are prohibited
from claiming compliance "except for . . ." or making any other statements that
may indicate partial compliance with the GIPS standards.

.11 The GIPS standards provide suitable criteria, as defined in AT sec-
tion 101, for verifications and performance examinations. The criteria are
available to users, as defined in AT section 101, as they are posted to
www.gipsstandards.org. The GIPS standards require verifiers to use the cri-
teria set forth therein. Consequently, practitioners who perform a verification
or performance examination pursuant to the GIPS standards are required to
understand the GIPS standards, including interpretative guidance.

.12 Practitioners are required to be independent of the firm, in accordance
with the AICPA Code of Professional Conduct and the GIPS Guidance State-
ment on Verifier Independence.

Verification
.13 A verification tests whether the

a. firm has complied with all the composite construction require-
ments of the GIPS standards on a firmwide basis.

b. firm's policies and procedures are designed to calculate and
present performance in compliance with the GIPS standards.

The GIPS standards specify procedures that practitioners are required to per-
form for a verification, as well as recommendations and guidance (see chapter
IV of the GIPS standards, the GIPS Guidance Statement on Verification, and
the GIPS Guidance Statement on Verifier Independence).

.14 According to the GIPS standards, when a firm has obtained a verifica-
tion report, the firm may state that it is verified. This statement may or may
not be accompanied by a presentation of performance history for a specific com-
posite. A verification, however, does not imply that the verifiers have examined
the accuracy of the performance results of any specific composite presentation
that may accompany the verification report (see paragraph .39).

Performance Examination

.15 In addition to a verification, a firm may choose to have a verifier con-
duct a performance examination. The GIPS standards specify procedures that
practitioners are required to perform for a performance examination and also
include recommendations and guidance (see the GIPS Guidance Statement on
Performance Examinations). A verification is required to be performed prior
to, or concurrent with, any performance examination. A firm is not permitted
to state that a particular composite and its associated compliant presentation
have been independently examined with respect to the GIPS standards unless
the firm has also obtained a firmwide verification report covering the periods of
the performance examination. Firms cannot state that a particular composite
and its associated compliant presentation have been GIPS verified or make any
claim to that effect.
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1820 Statements of Position—Auditing and Attestation

Verification and Performance Examination
Engagements

Engagement Objectives

.16 Practitioners are required to conduct verifications and performance ex-
aminations in accordance with attestation standards established by the AICPA.
In addition, the GIPS standards specify that these engagements must be con-
ducted in accordance with the procedures required in the GIPS standards. This
SOP is not intended to provide all the required and recommended procedures
set forth in the GIPS standards or all the applicable attestation standards es-
tablished by the AICPA.

.17 For a verification, the practitioner's objective is to express an opinion
on whether, in all material respects, the

a. firm has complied with all the composite construction require-
ments of the GIPS standards on a firmwide basis.

b. firm's policies and procedures are designed to calculate and
present performance in compliance with the GIPS standards.

.18 For a performance examination of a specific composite, the practi-
tioner's objective is to express an opinion on whether, in all material respects,
the firm has

a. constructed the composite and calculated the composite perfor-
mance in compliance with the GIPS standards.

b. prepared and presented the composite presentation in compliance
with the GIPS standards.

A firm that has met the requirements of the GIPS standards with regard to a
specific composite presentation is considered to have prepared and presented
that composite presentation in compliance with the GIPS standards.

Planning the Engagement

.19 Paragraph .44 of AT section 101 specifies that planning an attest en-
gagement involves developing an overall strategy for the expected conduct and
scope of the engagement. To develop such a strategy, practitioners need to
have sufficient knowledge to enable them to adequately understand the events,
transactions, and practices that, in their judgment, have a significant effect
on the subject matter or assertions. Such knowledge includes a sufficient un-
derstanding of the investment management industry and the GIPS standards,
AICPA interpretive guidance, and applicable laws and regulations regarding
the calculation and presentation of investment performance. The GIPS stan-
dards also address qualifications for verifiers.

Establishing an Understanding With the Client

.20 The practitioner is required to establish an understanding with the
client regarding the services to be performed to reduce the risk that either the
practitioner or client may misinterpret the needs or expectations of the other
party. The understanding is required to include the objectives of the engage-
ment, management's responsibilities, the practitioner's responsibilities, limita-
tions of the engagement, and any limitations on the use of the practitioner's
name and report. The understanding may include a statement that if the client
intends to use the practitioner's report(s) or refer to the practitioner in connec-
tion with any sales or advertising literature, the client will provide a draft of
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Reporting Pursuant to the Global Investment Performance Standards 1821

such literature to the practitioner for his or her review and comment prior to
issuance.

.21 The practitioner is required to document the understanding in the
working papers, preferably through a written communication with the client,
such as an engagement letter (see appendix A, "Example Engagement Letter—
Verification and Performance Examination," of this SOP for an example en-
gagement letter).

Obtaining Sufficient Evidence

.22 In conducting an attest examination, the practitioner's objective is to
accumulate sufficient evidence to restrict attestation risk? to a level that is, in
the practitioner's professional judgment, appropriately low for the high level of
assurance that may be inferred by his or her report. A practitioner is required
to select from all available procedures (that is, procedures that assess inherent
and control risk and that restrict detection risk) any combination that can
mitigate attestation risk to such an appropriately low level.

.23 When conducting an attest examination, the practitioner is required
to consider the following presumptions, bearing in mind they are not mutually
exclusive and may be subject to important exceptions:

® Evidence obtained from independent sources outside an entity
provides greater assurance about the subject matter or assertion
than evidence secured solely from within the entity.

® Information obtained from the practitioner's direct personal
knowledge (such as through physical examination, observation,
computation, operating tests, or inspection) is more persuasive
than information obtained indirectly.

® The more effective the controls over the subject matter, the more
assurance they provide about the subject matter or assertion.

.24 Asnoted previously, the GIPS standards specify procedures that practi-
tioners are required to perform for a verification and performance examination
of one or more specific composites and their associated compliant presenta-
tions, as well as recommendations and guidance (see chapter IV of the GIPS
standards, the GIPS Guidance Statement on Verification, the GIPS Guidance
Statement on Performance Examinations, and the GIPS Guidance Statement
on Verifier Independence). A practitioner may perform other procedures in ad-
dition to those specified in the GIPS standards. Regardless of the scope of the
engagement, the practitioner is required to obtain sufficient evidence to provide
a reasonable basis for the opinion expressed in the report.

.25 The GIPS standards permit the use of a sampling methodology when
performing verification or performance examination procedures. The practi-
tioner may find it helpful to consider the guidance in the AICPA Audit Guide
Audit Sampling when performing procedures that involve the use of sampling.

.26 The GIPS standards specify that a verifier must understand the firm's
policies and procedures for establishing and maintaining compliance with all
the applicable requirements and adopted recommendations of the GIPS stan-
dards, evaluate whether all applicable policies are properly included and ade-
quately documented, and then test the firm's compliance with the established
policies and procedures.

2 See footnote 9 in paragraph .45 of AT section 101, Attest Engagement (AICPA, Professional
Standards), for the definition of attestation risk.
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1822 Statements of Position—Auditing and Attestation

.27 When a performance examination of one or more composites and their
associated presentations is conducted subsequent to, not concurrent with, a ver-
ification, the practitioner is required to update the practitioner's understanding
of the firm's policies and procedures and inquire about any other changes that
may affect the planning and conduct of the performance examination. In ad-
dition, the practitioner is required to follow the preperformance examination
procedures required by the GIPS standards.

.28 The GIPS standards require that firms initially claiming compliance
with the GIPS standards report, at a minimum, 5 years of investment per-
formance for each composite presented (or performance since inception of the
composite or firm if the period since inception is less than 5 years). After the
initial presentation of GIPS-compliant performance, the firm must add an ad-
ditional year of performance until the firm presents a 10-year GIPS-compliant
performance record. Thereafter, at a minimum, a 10-year GIPS-compliant per-
formance record must be presented.

.29 The initial minimum period for which verifications can be performed
is one year of the firm's presented performance or from firm inception date
to period-end if less than one year. Subsequent verifications may cover any
additional time periods, with annual updates being common and quarterly up-
dates also performed. After the initial verification or performance examination
is complete, it is industry practice to append subsequent verification or per-
formance examination periods to the initial period. For example, if an initial
performance examination was completed on a firm from January 1, 2006, to De-
cember 31, 2010, the following year's performance examination period would
cover from January 1, 2006, to December 31, 2011. Documentation for each
annual engagement is required to indicate the procedures performed support-
ing the consideration of prior period opinions. Such procedures may include
inquiries and evaluation of the implication of the findings of current year's
procedures for prior periods.

.30 During a verification or performance examination, the practitioner is
required to consider information about subsequent events and subsequently
discovered facts that come to his or her attention. Such subsequent events
and subsequently discovered facts include circumstances and events that affect
prior period-compliant presentations. Errors in prior period-compliant presen-
tations would be assessed in accordance with the firm's error correction policies.
If a correction is required by the firm's error correction policy, and the firm does
not correct the error, the practitioner is required to consider the implications
for the performance examination and, if applicable, the related verification. If
the firm corrects, or has corrected, a prior period-compliant presentation, the
practitioner would perform appropriate testing of material revisions to previ-
ously reported information, including disclosures, regarding the changes and
would consider the implications on the practitioner's ability to issue his or her
report (see paragraph .34).

Representation Letter

.31 The GIPS standards specify that the verifier must obtain a represen-
tation letter from the firm before issuing an opinion on a verification or per-
formance examination. The representations for a verification and performance
examination(s) can be included in one letter. Appropriate parties to sign the rep-
resentation letter are responsible persons with an appropriate level of authority
(for example, chief executive officer, chief financial officer, chief compliance of-
ficer, or chief investment officer).
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.32 The GIPS standards include a listing of required representations, as
well as a listing of other representations that are typically included, for both
verifications and performance examinations. The GIPS standards require that
the representation letter include, among other representations, confirmation
that policies and procedures used in establishing and maintaining compliance
with the GIPS standards are as described in the firm's policies and procedures
documents and have been consistently applied throughout the period(s). The
representation letter must also include confirmation that the firm complies with
the GIPS standards for the period(s) and any other relevant representations
made to the practitioner during the engagement. Because the practitioner is
concerned with events occurring up to the date of the practitioner's report, the
written representations are dated as of the date of the practitioner's report.

.33 Appendix B, "Example Representation Letter," of this SOP contains an
example representation letter that includes required and recommended man-
agement representations. Management's refusal to furnish all appropriate writ-
ten representations constitutes noncompliance with the GIPS standards that
would preclude the practitioner from rendering an opinion (see paragraph .34).

Reporting

.34 The GIPS standards do not permit the issuance of a report with a
qualified or an adverse opinion or a disclaimer of opinion for either a verification
or performance examination. After conducting the procedures for a verification
or performance examination, the practitioner may conclude that

a. the records of the firm cannot support a verification or perfor-
mance examination, or

b. the firm is not in compliance with the GIPS standards, including
situations in which the composite presentation does not comply
with the GIPS standards.

In such situations, the GIPS standards specify that the practitioner must issue
a statement to the firm clarifying why it was not possible to issue a verification
or performance examination report.

.35 When a performance examination report cannot be issued, the GIPS
standards require the practitioner and firm to consider the impact of the practi-
tioner's inability to provide the performance examination report on the invest-
ment management firm's claim of compliance with the GIPS standards.

36 AT section 101 permits the practitioner to report either on the asser-
tions or directly on the subject matter to which the assertions relate. According
to AT section 101, when the practitioner is reporting on management's asser-
tion, the practitioner's examination report is required to include an identifi-
cation of the assertion and responsible party. When the assertion does not ac-
company the practitioner's report, the first paragraph of the report is required
to contain a statement of the assertion. The illustrative reports in appendix
C, "Illustrative Attest Report: Verification (Reporting Directly on the Subject
Matter)," and appendix D, "Illustrative Attest Reports: Verification and Perfor-
mance Examination (Reporting Directly on the Subject Matter)," of this SOP
present examples of reporting directly on the subject matter because that is
industry practice.

.37 The first standard of reporting in AT section 101 specifies that "the
practitioner must identify the subject matter or the assertion being reported
on and state the character of the engagement in the report." Accordingly, for
engagements covered by this SOP, the practitioner is required to clearly indicate
in the report whether a verification, performance examination, or both have
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been performed. The GIPS standards require that the report state the period(s)
covered.

.38 Appendix C of this SOP presents an illustrative report for a verifica-
tion. Appendix D of this SOP presents illustrative reports for a verification and
performance examination.

.39 The GIPS standards require that the verification report include a state-
ment indicating that verification does not ensure the accuracy of any specific
composite presentation (see the verification report in appendix C of this SOP).
This disclaimer of opinion is an acknowledgement of the fact that the practi-
tioner cannot control whether the verification report may accompany a compos-
ite presentation distributed by the firm, even though no performance examina-
tion was conducted.

.40 The GIPS standards specify that the compliant presentation for the
specified composite(s) that is (are) the subject of a performance examination
report must be included in, or attached to, the performance examination re-
port. The practitioner may request that the firm's composite presentation for
an examined composite disclose that publically available benchmark returns
have not been examined by the practitioner to avoid the implication that the
practitioner is providing assurance on the development of the benchmark. The
practitioner also should add a paragraph to a performance examination report
disclaiming an opinion on composite presentations included or attached for any
periods that were not examined by the practitioner or stating that the report
does not relate to any composite presentations other than those identified in
the report.

.41 When a firm has changed verifiers, and prior periods presented were
subject to verification or performance examination by another verifier, the firm
may request that the practitioner refer to all verified or examined periods in
his or her report. A practitioner may decide to refer to the report(s) of a prede-
cessor verifier. The successor practitioner would consider the appropriateness
of referring to reports on verifications or performance examinations conducted
by other verifiers in the specific circumstances. If the successor practitioner
decides to refer to the report(s) of the predecessor verifier, the report would
be modified appropriately. Appendix E, "Illustrative Attest Report: Successor
Practitioner Report—Verification and Performance Examination," of this SOP
contains an example of a successor practitioner's report referring to the prede-
cessor verifier's performance examination report.

Other Information

.42 When other information is included in a document containing a com-
posite compliant presentation or presentations and the practitioner's perfor-
mance examination report thereon to which the practitioner, at the firm's re-
quest, devotes attention, the practitioner's responsibility with respect to other
information in such a document does not extend beyond the information iden-
tified in his or her report, and the practitioner has no obligation to perform any
procedures to corroborate any other information contained in the document.
However, the practitioner is required to read the other information not cov-
ered by the practitioner's report and consider whether it or the manner of its
presentation is materially inconsistent with the information appearing in the
practitioner's report. If the practitioner believes the other information is mate-
rially inconsistent with the information appearing in the practitioner's report,
the practitioner is required to request the firm to revise the other information.
If the other information is not revised to eliminate the material inconsistency,
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the practitioner may conclude that it is necessary to withdraw the report and
may wish to seek legal advice.

.43 If, while reading the other information, as required in paragraph .42,
the practitioner becomes aware of information that he or she believes is a ma-
terial misstatement of fact that is not a material inconsistency, as described in
paragraph .42, the practitioner is required to discuss the matter with the firm.
In connection with this discussion, the practitioner is required to consider that
he or she may not have the expertise to assess the validity of the statement,
there may be no standards by which to assess its presentation, and there may
be valid differences of judgment or opinion. If the practitioner concludes there
is a valid basis for concern, the practitioner is required to propose that the client
consult with some other party whose advice may be useful, such as the entity's
legal counsel. If, after discussing the matter, the practitioner concludes that
a material misstatement of fact remains, the action taken will depend on the
practitioner's judgment in the circumstances. The practitioner is required to
consider steps such as notifying in writing the client's management and, when
appropriate, those charged with governance of his or her views concerning the
information and consulting legal counsel about further action appropriate in
the circumstances.

Effective Date

.44 This SOP is effective upon issuance.
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Appendix A—Example Engagement Letter—Verification
and Performance Examination

The following is an illustration of an example engagement letter that may be
used for this kind of engagement.

[Practitioner Letterhead]
[Client's Name and Address]
Dear

This will confirm our understanding of the arrangements for our examination
of whether (1) Investment Firm (the Firm) has complied with all the composite
construction requirements of the Global Investment Performance Standards
(GIPS standards) on a firmwide basis for the periods from January 1, 20X1, to
December 31, 20Y0, and (2) the Firm's policies and procedures are designed to
calculate and present performance in compliance with the GIPS standards as
of December 31, 20Y0; this is referred to as a verification under the GIPS stan-
dards. [When also conducting a performance examination, add: We have also
been engaged to conduct an examination (referred to as a performance exami-
nation under the GIPS standards) of [specify composites] and their associated
compliant presentations for the periods from January 1, 20X1, to December 31,
20Y0, in compliance with the GIPS standards.]

Our examination will be conducted in accordance with the attestation stan-
dards established by the American Institute of Certified Public Accountants
and criteria set forth in the GIPS standards. Our responsibility is to express
an opinion based on our examination. Our examination will include examin-
ing, on a test basis, evidence about the Firm's compliance with the previously
mentioned requirements; evaluating the design of the Firm's policies and pro-
cedures previously referred to; and performing the procedures for a verification
required by the GIPS standards and such other procedures as we considered
necessary in the circumstances.

The Firm's management is responsible for

® selecting the GIPS standards as the criteria against which
we will evaluate its compliance and for determining that
the GIPS standards are appropriate criteria for its pur-
poses.

® compliance with all applicable laws, regulations, con-
tracts, and agreements, including the GIPS standards.

® thedesign,implementation, and monitoring of the policies
and procedures upon which compliance is based.

® making available to us all records and related information
relevant to your examination.

® providing a signed representation letter at the completion
of our examination.?

1 The independent practitioner may wish to include in the engagement letter an understanding
with the Firm about any limitation or other arrangements regarding liability of the practitioner or
Firm.
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If conditions not now anticipated preclude us from performing our examination
procedures and issuing a report, as contemplated by the preceding paragraph,
we will advise you promptly and take such action as we deem appropriate.

Working papers that are prepared in connection with this engagement are our
property. The working papers are prepared for the purpose of providing princi-
pal support for our report(s).

As you are aware, there are inherent limitations in the examination process,
including, for example, selective testing and the possibility that collusion or
forgery may preclude the detection of material errors, fraud, and illegal acts.

Our fees will be billed as work progresses and are based on the amount of time
required at various levels of responsibility plus actual out-of-pocket expenses.
Invoices are payable upon presentation. We will notify you immediately of any
circumstances we encounter that could significantly affect our initial estimate
of total fees. The quoted fees assume that you will provide an accumulation of
data for the period to be tested and that the records provided to us are clear,
concise, and accurate.

In the event we are requested or authorized by management or required by
government regulation, subpoena, or other legal process to produce our docu-
ments or personnel as witnesses with respect to our engagement, the Firm will
reimburse us for our professional time and expenses, as well as any fees and
expenses of our counsel, incurred in responding to such requests.

If the Firm intends to use our report in whole or part or refer to [name of
practitioner] in connection with any sales or advertising literature, a draft of
such literature will be provided to us for review and comment prior to issuance.

Either party may terminate this agreement at will.

If these arrangements are acceptable, please sign one copy of this letter and
return it to us. We appreciate the opportunity to serve you.

Very truly yours,

[Name of Practitioner]

Accepted and agreed to:

[Client Representative's Signature]
[Title]

[Date]
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Appendix B—Example Representation Letter
[Date]

[Name of Practitioner]

We are providing this letter in connection with your examination of whether (1)
Investment Firm (the Firm) has complied with all the composite construction
requirements of the Global Investment Performance Standards (GIPS stan-
dards) on a firmwide basis for the periods from January 1, 20X1, to December
31, 20Y0, and (2) the Firm's policies and procedures are designed to calculate
and present performance in compliance with the GIPS standards as of De-
cember 31, 20Y0. [When also conducting a performance examination, add: (3)
constructed the [specify composite(s)] and calculated the [specify composite(s)]
performance for the periods from January 1, 20X1, to December 31, 20YO0, in
compliance with the GIPS standards; and (4) prepared and presented the com-
pliant presentation(s) for [specify composite(s)] for the periods from January 1,
20X1, to December 31, 20Y0, in compliance with the GIPS standards.]

We confirm, to the best of our knowledge and belief, the following representa-
tions made to you during your examination(s):

1. We are responsible for (a) compliance with all the composite con-
struction requirements of the GIPS standards on a firmwide basis
for the periods from January 1, 20X1, to December 31, 20Y0, and
(b) the design of the Firm's policies and procedures to calculate
and present performance in compliance with the GIPS standards
as of December 31, 20Y0. We further confirm that we are responsi-
ble for the selection of the GIPS standards as the criteria against
which you are evaluating our compliance and for determining that
the GIPS standards are appropriate criteria for our purposes.

2. We assert to you that (a) we have complied with all the composite
construction requirements of the GIPS standards on a firmwide
basis for the periods from January 1, 20X1, to December 31, 20Y0;
(b) the Firm's policies and procedures are designed to calculate
and present performance in compliance with the GIPS standards
as of December 31, 20Y0; and (c¢) the Firm's policies and proce-
dures are as described in the firm's GIPS policies and procedures
documents and have been consistently applied for the periods
from January 1, 20X1, to December 31, 20YO0.

3. We assert that we are in compliance with the GIPS standards on
a firmwide basis for the periods from January 1, 20X1, to Decem-
ber 31, 20Y0, and we are not aware of any matters contradicting
the assertions nor have we received any communications from
the CFA Institute or regulatory agencies concerning (a) noncom-
pliance with the GIPS standards or our assertions with regard
thereto or (b) noncompliance with any other criteria relevant to
investment performance.

4.  Wehave [no knowledge of1 [disclosed to you all information that we
are aware of regarding] (a) fraud or alleged fraud involving man-
agement or employees who have significant roles in the Firm's
policies and procedures relating to compliance with the GIPS
standards or (b) fraud or alleged fraud involving others that could
have a material effect on the Firm's compliance with the GIPS
standards.
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5. We have made available to you all records relevant to your exam-
ination.

6. There are no violations or possible violations of laws or regula-
tions, including the Investment Advisers Act of 1940 (if appli-
cable), whose effects should be considered for disclosure in your
report or in the composite compliant presentations.

7. We acknowledge responsibility for maintaining sufficient books
and records, as required by the GIPS standards and/or applicable
regulatory requirements, and we have maintained such records
to comply with those requirements.

8. We are not aware of any events that occurred subsequent to the
period being reported on and through the date of this letter that
would have a material effect on the outcome of the examination.

When also conducting a performance examination, add:

9. We assert that we have constructed [specify composite(s)] and cal-
culated the composite performance for the periods from January
1, 20X1, to December 31, 20Y0, in compliance with the GIPS stan-
dards; and that [refer to accompanying composite compliant pre-
sentation(s)] of [specify composite(s)] for the periods from January
1, 20X1, to December 31, 20Y0, is prepared and presented in com-
pliance with the GIPS standards.

[Name of Chief Executive Officer and Title]

[Name of Chief Financial Officer and Title]
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Appendix C—lllustrative Attest Report: Verification
(Reporting Directly on the Subject Matter)

Independent Accountant’s Verification Report

Investment Firm
10 Main Street
Anytown, USA

We have examined whether (1) Investment Firm (the Firm) has complied with
all the composite construction requirements of the Global Investment Perfor-
mance Standards (GIPS standards) on a firmwide basis for the periods from
January 1, 20X1, to December 31, 20Y0, and (2) the Firm's policies and pro-
cedures are designed to calculate and present performance in compliance with
the GIPS standards as of December 31, 20Y0. The Firm's management is re-
sponsible for compliance with the GIPS standards and the design of its policies
and procedures. Our responsibility is to express an opinion based on our exam-
ination.

Our examination was conducted in accordance with attestation standards es-
tablished by the American Institute of Certified Public Accountants and, ac-
cordingly, included examining, on a test basis, evidence about the Firm's com-
pliance with the previously mentioned requirements; evaluating the design of
the Firm's policies and procedures previously referred to; and performing the
procedures for a verification required by the GIPS standards and such other
procedures as we considered necessary in the circumstances. We believe that
our examination provides a reasonable basis for our opinion.

In our opinion, in all material respects

® the Firm has complied with all the composite construction require-
ments of the GIPS standards on a firmwide basis for the periods
from January 1, 20X1, to December 31, 20Y0; and

® the Firm's policies and procedures are designed to calculate and
present performance in compliance with the GIPS standards as of
December 31, 20Y0.

We have not been engaged to examine and did not examine any presentations
of the Firm's composites for any period, including any presentations that may
accompany this report, and accordingly, we express no opinion on any such
performance. !

[Signature]
September 1, 20Y1

1 Ifthe verifier has issued a separate performance examination report concurrently, it may insert
the following instead: "This report does not relate to any composite presentation of the Firm that may
accompany this report, and accordingly, we express no opinion on any such performance."
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Appendix D—lllustrative Attest Reports: Verification
and Performance Examination (Reporting Directly on
the Subject Matter)

Example 1—Verification and Performance Examination Report

Independent Accountant’s Verification and
Performance Examination Report

Investment Firm
10 Main Street
Anytown, USA

We have examined whether (1) Investment Firm (the Firm) has complied with
all the composite construction requirements of the Global Investment Perfor-
mance Standards (GIPS standards) on a firmwide basis for the periods from
January 1, 20X1, to December 31, 20Y0, and (2) the Firm's policies and proce-
dures are designed to calculate and present performance in compliance with the
GIPS standards as of December 31, 20Y0. We have also examined the accom-
panying [refer to accompanying composite compliant presentation] of the Firm's
XYZ Composite for the periods from January 1, 20X1, to December 31, 20Y0.
The Firm's management is responsible for compliance with the GIPS standards
and the design of its policies and procedures and for the [refer to accompanying
composite compliant presentation]. Our responsibility is to express an opinion
based on our examination.

Our examination was conducted in accordance with attestation standards es-
tablished by the American Institute of Certified Public Accountants and, ac-
cordingly, included examining, on a test basis, evidence about the Firm's compli-
ance with the previously mentioned requirements; evaluating the design of the
Firm's policies and procedures previously referred to; examining, on a test ba-
sis, evidence supporting the accompanying composite compliant presentation;
and performing the procedures for a verification and performance examination
required by the GIPS standards and such other procedures as we considered
necessary in the circumstances. We believe that our examination provides a
reasonable basis for our opinion.

In our opinion, in all material respects,

® the Firm has complied with all the composite construction require-
ments of the GIPS standards on a firmwide basis for the periods
from January 1, 20X1, to December 31, 20Y0; and

® the Firm's policies and procedures are designed to calculate and
present performance in compliance with the GIPS standards as of
December 31, 20Y0.

Also, in our opinion, in all material respects, the Firm has

® constructed the XYZ Composite and calculated the XYZ Composite
performance for the periods from January 1, 20X1, to December
31, 20Y0, in compliance with the GIPS standards; and

® prepared and presented the [refer to accompanying composite com-
pliant presentation] of the Firm's XYZ Composite for the periods
from January 1, 20X1, to December 31, 20Y0, in compliance with
the GIPS standards.
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This report does not contain an opinion on accuracy of any composite presen-
tation of the Firm other than the [refer to accompanying composite compliant
presentation of the Firm's XYZ Composite for the periods from January 1, 20X1,
to December 31, 20Y0.

[Signature]
September 1, 20Y1

Example 1A—lllustrative GIPS-Compliant Presentation for
Report Example 1

Investment Firm
XYZ Composite
January 1, 20X1, to December 31, 20Y0

Compo- Compo- Custom Compo- Bench-

site site Bench- site mark Internal Compo-

Gross Net mark 3-Yr St 3-Yr St Number Disper- site Firm

Return Return Return Dev Dev of Port- sion Assets Assets
Year (%) (%) (%) (%) (%) folios (%) $M) $M)
20X1 -10.5 -114 -11.8 31 4.5 165 236
20X2 16.3 15.1 13.2 34 2.0 235 346
20X3 7.5 6.4 8.9 38 5.7 344 529
20X4 1.8 0.8 0.3 45 2.8 445 695
20X5 11.2 10.1 12.2 48 3.1 520 839
20X6 6.1 5.0 7.1 49 2.8 505 1,014
20X7 -21.3 —22.1 -24.9 44 2.9 475 964
20X8 16.5 15.3 14.7 47 3.1 493 983
20X9 10.6 9.5 13.0 51 3.5 549 1,114
20Y0 2.7 1.7 0.4 7.1 ‘ 7.4 54 2.5 575 1,236

Investment Firm (the Firm) claims compliance with the Global Investment Per-
formance Standards (GIPS standards) and has prepared and presented this
report in compliance with the GIPS standards. The Firm has been indepen-
dently verified for the periods from January 1, 20X1, to December 31, 20YO0.
The verification report is available upon request. Verification assesses whether
(1) the Firm has complied with all the composite construction requirements of
the GIPS standards on a firmwide basis, and (2) the Firm's policies and pro-
cedures are designed to calculate and present performance in compliance with
the GIPS standards. Verification does not ensure the accuracy of any specific
composite presentation.

Notes:

1.  The Firmis a balanced portfolio investment manager that invests
solely in U.S. securities. The Firm is defined as an independent in-
vestment management firm that is not affiliated with any parent
organization. Firm policies for valuing portfolios, calculating per-
formance, and preparing compliant presentations are available
upon request.

2. The composite includes all institutional balanced portfolios that
invest in large-cap U.S. equities and investment-grade bonds with
the goal of providing long-term capital growth and steady income
from a well-diversified strategy. Although the strategy allows for
equity exposure ranging between 50 percent and 70 percent, the
typical allocation is between 55 percent and 65 percent. The ac-
count minimum for the composite is $5 million.
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3. The custom benchmark is 60 percent YYY U.S. Equity Index and
40 percent ZZZ U.S. Aggregate Bond Index. The benchmark is
rebalanced monthly.

4. Valuations are computed and performance reported in U.S. dol-
lars.

5.  Gross-of-fees returns are presented before management and cus-
todial fees but after all trading expenses. Composite and bench-
mark returns are presented net of nonreclaimable withholding
taxes. Net-of-fees returns are calculated by deducting the highest
fee of 0.083 percent from the monthly gross composite return. The
management fee schedule is as follows: 1 percent on the first $25
million and 0.60 percent thereafter.

6. This composite was created in February 20X1. A complete list of
composite descriptions is available upon request.

7. Internal dispersion is calculated using the equal-weighted stan-
dard deviation of annual gross returns of those portfolios that
were included in the composite for the entire year.

8. The 3-year annualized standard deviation measures the variabil-
ity of the composite and the benchmark returns over the preced-
ing 36-month period. The standard deviation is not presented for
20X1 to 20X9 because monthly composite and benchmark returns
were not available and is not required for periods prior to 20YO0.

Example 2—Performance Examination Report With a Reference

to a Separate Verification Report
Independent Accountant’s Performance Examination Report

Investment Firm
10 Main Street
Anytown, USA

We have examined the accompanying! [refer to accompanying composite compli-
ant presentations] of Investment Firm's (the Firm's) ABC and XYZ Composites
for the periods from January 1, 20X1, to December 31, 20Y0. The Firm's man-
agement is responsible for these compliant presentations. Our responsibility is
to express an opinion based on our examination. We previously conducted an
examination (also referred to as a verification) of whether (1) the Firm has com-
plied with all the composite construction requirements of the Global Investment
Performance Standards (GIPS standards) on a firmwide basis for the periods
from January 1, 20X1, to December 31, 20Y0, and (2) the Firm's policies and
procedures are designed to calculate and present performance in compliance
with the GIPS standards as of December 31, 20Y0; our report dated August 7,
20Y1, with respect thereto is attached.

Our examination was conducted in accordance with attestation standards es-
tablished by the American Institute of Certified Public Accountants and, ac-
cordingly, included examining, on a test basis, evidence supporting the accom-
panying composite compliant presentations and performing the procedures for
a performance examination required by the GIPS standards and such other
procedures as we considered necessary in the circumstances. We believe that
our examination provides a reasonable basis for our opinion.

1 See example 1A for an illustrative composite-compliant presentation that would accompany
the report.
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In our opinion, in all material respects, the Firm has

® constructed the Firm's ABC and XYZ Composites and calculated
the composite performance for the periods from January 1, 20X1,
to December 31, 20Y0, in compliance with the GIPS standards;
and

® prepared and presented the [refer to accompanying composite com-
pliant presentations] of the Firm's ABC and XYZ Composites for
the periods from January 1, 20X1, to December 31, 20Y0, in com-
pliance with the GIPS standards.

This report does not attest to the accuracy of any composite presentation of the
Firm other than the Firm's ABC and XYZ Composites.

[Signature]
September 1, 20Y1
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Appendix E—lllustrative Attest Report: Successor
Practitioner Report—Verification and Performance
Examination

Reporting Directly on the Subject Matter (Verification and Per-
formance Examination Report) in Successor Practitioner’s Report
When the Predecessor Verifier's Report Is Not Presented

Independent Accountant’s Verification and
Performance Examination Report

Investment Firm
10 Main Street
Anytown, USA

We have examined whether (1) Investment Firm (the Firm) has complied with
the composite construction requirements of the Global Investment Performance
Standards (GIPS standards) on a firmwide basis for the period from January
1, 2011, to December 31, 2011, and (2) the Firm's policies and procedures are
designed to calculate and present performance in compliance with the GIPS
standards as of December 31, 2011. We have also examined the accompany-
ing [refer to accompanying composite compliant presentation] of the Firm's XYZ
Composite for the period from January 1, 2011, to December 31, 2011. The
Firm's management is responsible for compliance with the GIPS standards
and the design of its policies and procedures and for the [refer to accompanying
composite compliant presentation]. Our responsibility is to express an opinion
based on our examination. [Refer to accompanying composite compliant presen-
tation] of the Firm's XYZ Composite for the periods from January 1, 2002, to
December 31, 2010, was examined by other independent verifiers, whose report
is dated August 27, 2011.

Our examination was conducted in accordance with attestation standards es-
tablished by the American Institute of Certified Public Accountants and, ac-
cordingly, included examining, on a test basis, evidence about the Firm's compli-
ance with the previously mentioned requirements; evaluating the design of the
Firm's policies and procedures previously referred to; examining, on a test ba-
sis, evidence supporting the accompanying composite compliant presentation;
and performing the procedures for a verification and performance examination
required by the GIPS standards and such other procedures as we considered
necessary in the circumstances. We believe that our examination provides a
reasonable basis for our opinion.

In our opinion, in all material respects

® the Firm has complied with all the composite construction require-
ments of the GIPS standards on a firmwide basis for the period
from January 1, 2011, to December 31, 2011; and

® the Firm's policies and procedures are designed to calculate and
present performance in compliance with the GIPS standards as of
December 31, 2011.
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Also, in our opinion, in all material respects, the Firm has

® constructed the Firm's XYZ Composite and calculated the compos-
ite performance for the period from January 1, 2011, to December
31, 2011, in compliance with the GIPS standards; and

® prepared and presented the [refer to accompanying composite com-
pliant presentation] of the Firm's XYZ Composite for the period
from January 1, 2011, to December 31, 2011, in compliance with
the GIPS standards.!

We have not been engaged to examine and did not examine the Firm's XYZ Com-
posite for any period prior to January 1, 2011, as shown in the accompanying
[refer to the accompanying composite compliant presentation], and accordingly,
we express no opinion on any such performance.

This report does not attest to the accuracy of any composite presentation of the
Firm other than the Firm's XYZ Composite.

[Signature]
March 1, 2012

Investment Performance Standards Task Force

Todd Johnson, Chair
Jonathan Boersma
Kimberly S. Cash
Karen Foley

Steve Perazzoli
Kenneth Robinson
John Stomper

Dan Strasshofer
Karyn D. Vincent

AICPA Staff

Charles E. Landes

Vice President

Professional Standards and Services
Ahava Z. Goldman

Senior Technical Manager

Audit and Attest Standards

1 See example 1A in appendix D, "Illustrative Attest Reports: Verification and Performance Ex-
amination (Reporting Directly on the Subject Matter)," of this Statement of Position for an illustrative
composite-compliant presentation that would accompany the report.
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AUD Section 50

Statement of Position 13-1— Attest
Engagements on Greenhouse Gas

Emissions Information

April 2013

NOTE

This Statement of Position (SOP) is an interpretative publication, and
it represents the recommendations of the AICPA's Sustainability Task
Force regarding the application of Statements on Standards for At-
testation Engagements (SSAEs) to attest engagements on greenhouse
gas emissions information. The Auditing Standards Board (ASB) has
found the recommendations in this SOP to be consistent with existing
standards covered by the "Compliance With Standards Rule" (ET sec.
1.310.001) of the AICPA Code of Professional Conduct.

Interpretative publications are not as authoritative as a pronounce-
ment of the ASB; however, if a practitioner does not apply the attesta-
tion guidance included in this SOP, the practitioner should be prepared
to explain how he or she complied with the SSAE provisions addressed
by this SOP.

Introduction

.01 Certain atmospheric gases (carbon dioxide, methane, nitrous oxide,
water vapor, and others) are called greenhouse gases (GHGs) because they are
believed to contribute to the retention of outgoing energy, trapping heat some-
what like the glass panels of a greenhouse. For the purposes of GHG emissions
reporting, GHGs include carbon dioxide and any other gases required by the
applicable criteria to be included in the GHG emissions schedules, such as

® methane (CHy);

® nitrous oxide (N2O);

® perfluorocarbons (PFCs);

®  hydrofluorocarbons (HFCs); and
®  gsulphur hexafluoride (SFg).

.02 Gases other than carbon dioxide are often expressed in terms of carbon
dioxide equivalents (CO2-e). Due to a number of global and national initiatives
to reduce GHG emissions, many entities are quantifying their GHG emissions
for internal management purposes, and many are also preparing a GHG emis-
sions schedule

® as part of a regulatory disclosure regime.

® as part of an emissions trading program.
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to inform investors and others on a voluntary basis. Voluntary
disclosures may be, for example, published as a stand-alone doc-
ument, included as part of a broader sustainability report or in
an entity's annual report, or made to support inclusion in a public
carbon registry.

.03 Entities may also participate in emission reduction' projects to reduce
the emission of GHGs, such as by setting emission limits or modifying the emis-
sion source. Emission reduction is measured in relation to a baseline. Emission
reductions may be registered and traded (that is, purchased and sold). Para-
graphs .29-.30 describe the attributes to be met by an emission reduction for
it to be registered or traded, and paragraph .45 provides examples of GHG
emission reduction projects.

GHG Reporting in the United States

.04 Voluntary reporting programs in which some U.S. companies partici-
pate include the following:

The Carbon Disclosure Project (CDP), an organization based in the
United Kingdom that works with shareholders and corporations to
encourage them to disclose their GHG emissions. The CDP scores
entities based on factors such as the extent to which a company
measures its carbon emissions, the frequency and relevance of its
disclosure to key corporate stakeholders, and whether the com-
pany engages a third party to verify emissions data to promote
greater confidence and use of the data. Entities with sufficiently
high scores are listed in the Carbon Disclosure Leadership Index
(CDLD).

The Climate Registry (www.theclimateregistry.org) is a nonprofit
collaboration among North American states, provinces, territories,
and Native Sovereign Nations that sets standards to calculate,
verify, and publicly report GHG emissions into a single registry.

Certain industries and jurisdictions require GHG emissions reporting but may
not require attestation services.

.05 Reasons that entities report GHG emissions and request attestation
services related to GHG emissions include the following:

To participate in GHG emissions reductions programs.

To respond to shareholder resolutions calling for companies to re-
port and have their corporate social responsibility or GHG emis-
sions information verified by a third party.

To demonstrate responsible corporate behavior.
The desire to be listed in the CDLI.

To satisfy requests from customers regarding information about
GHG emissions within their supply chain. For example, in October
2009, Section 13 of Executive Order 13514, Federal Leadership in
Environmental, Energy, and Economic Performance, directed the
U.S. General Services Administration (GSA) with the Department
of Defense and the Environmental Protection Agency to assess the
feasibility of requiring federal suppliers to provide GHG emissions

1 Terms defined in the glossary are italicized the first time they appear in this statement of

position.

AUD §50.03
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data to the government. In August 2010, GSA launched the Fed-
eral Supplier Greenhouse Gas Emissions Inventory Pilot, a three-
year program in which small businesses are required to develop
annual GHG emissions inventories through September 2013. The
program's purpose is to assess the benefits and challenges expe-
rienced by small businesses when completing a GHG emissions
inventory.

Terms and Definitions Used by Registries and
Regulatory Frameworks

.06 Appendix A, "Glossary," in this statement of position (SOP) contains a
glossary of common terms relating to GHG engagements. Different registries
and regulatory frameworks may use different terms and definitions for similar
services. A validation is a service that would provide assurance on the feasi-
bility of the design of an emission reduction project, usually before inception
of the project; an entity would typically engage an engineering or a consulting
firm to provide such a service. This SOP does not provide guidance on vali-
dation standards. A verification is the objective and independent assessment
of whether the reported GHG emissions properly reflect the GHG impact of
the entity in conformance with preestablished GHG accounting and reporting
standards. Various GHG registries and regulatory frameworks may not define
these terms in exactly the same way; thus, the practitioner should obtain the
official definitions of such terms under the registry or regulatory framework
relevant to the engagement. However, practitioners should not use terms such
as validation or verification in their attest reports on GHG emissions regard-
less of whether the registry or regulatory framework uses such terms because
AT section 101, Attest Engagements (AICPA, Professional Standards), requires
the terms examination or review to be used to describe such engagements.

Scope of This SOP

.07 This SOP provides guidance for practitioners performing
® an examination or
® areview
of a GHG emissions statement containing either
® a schedule with the subject matter or
® an assertion
relating to information about an entity's GHG emissions, such as

® a GHG inventory (an entity's emissions of GHGs for a specified
period, typically, a year or a series of years, or a baseline GHG
inventory), or

® a GHG emission reduction in connection with
— the recording of the reduction with a registry or
— a trade of that reduction or credit.

Such engagements should be performed pursuant to AT section 101. This SOP
provides guidance on the application of AT section 101 to GHG emissions attest
engagements. This SOP is not intended to provide all the guidance set forth in
the applicable standards established by the AICPA. This SOP supersedes SOP
03-2, Attest Engagements on Greenhouse Gas Emissions Information.
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.08 In an examination engagement of a GHG emissions statement, the
practitioner chooses a combination of attestation procedures, which can include
inspection, observation, confirmation, recalculation, reperformance, analytical
procedures, and inquiry. In a review engagement, the types of procedures per-
formed generally are limited to inquiries and analytical procedures (see para-
graph .59 for further description of review procedures). Determining the attes-
tation procedures to be performed on a particular engagement is a matter of
professional judgment. Because GHG emissions reporting covers a wide range
of circumstances, the nature, timing, and extent of procedures are likely to vary
considerably from engagement to engagement.

.09 Unless otherwise stated, the matters discussed in this SOP apply to
both examination and review engagements. Because a review engagement is
substantially less in scope than an examination, the procedures the practitioner
will perform in a review engagement will vary in nature and extent from those
performed in an examination engagement. Paragraphs .59 and .64 describe in
tabular form procedures that are relevant to an examination or review engage-
ment. Procedures that would ordinarily be performed in both an examination
and a review are shown in one column across a row. Similar procedures are
shown in separate columns in a row, and when a procedure is not ordinarily
performed in a review engagement, the review column in that row has been de-
liberately left blank. Although some procedures are shown only for examination
engagements, they may nonetheless be appropriate in review engagements in
circumstances in which procedures, in addition to inquiry and analytical pro-
cedures, are determined to be necessary by the practitioner.

Engagement Acceptance Considerations

.10 The following are examples of matters addressed in AT section 101 that
are relevant to a practitioner's decision about whether to accept an engagement:

® Independence (see paragraphs .11-.12).

®  Whether the practitioner has adequate technical knowledge of the
subject matter to perform the engagement, including evaluation
of the work of any specialists involved in the engagement (see
paragraphs .13—.19).

®  Whether the practitioner will be performing a sufficient portion of
the engagement to assume overall responsibility (see paragraphs
.20 and .54).

® (Considerations in selecting and using the work of a specialist,
when applicable (see paragraphs .21-.23).

® Existence of suitable criteria (see paragraphs .24—.30).
® Materiality considerations (see paragraph .31).

® [Expectations of users of the GHG inventory or reduction informa-
tion and the practitioner's report thereon.

®  Whether the entity is likely to have adequate information systems
and controls to provide reliable GHG information.

®  Whether sufficient evidence is likely to exist, including when the
entity has changed measurement methods for GHG emissions
from one period to the next (see paragraphs .33 and .66).

® The scope of the entity's GHG inventory (see paragraphs .34—.35
for a discussion of boundaries and paragraphs .36-.38 for a dis-
cussion of direct and indirect emissions for a GHG inventory).
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® Availability of historical data. If the practitioner is engaged to
perform the attest service at a date considerably later than the
base year, there is a risk that historical data for the base year may
not be available (see paragraph .39 for a discussion of baselines).

Independence

.11 The practitioner performing an attest engagement is required to be
independent pursuant to the "Independence Rule" (ET sec. 1.200.001) of the
AICPA Code of Professional Conduct. [Revised, January 2015, to reflect con-
forming changes necessary due to the issuance of the revised AICPA Code of
Professional Conduct, effective December 15, 2014.]

.12 Certain GHG registries and regulatory frameworks set rules that pro-
hibit professionals who provide attest services on GHG emissions statements
from providing other services to the entity for a period of time. For example, a
GHG framework or registry may set independence requirements that specifi-
cally prohibit a practitioner who has performed certain services for an entity
from also providing a verification (that is, an examination or review) of an en-
tity's GHG emissions statement for a certain period of time. Such independence
requirements, which may be beyond those of the AICPA, or other limitations
on the scope of services set by the relevant framework or registry may preclude
the practitioner from performing an attestation engagement that is acceptable
under such GHG framework or to such registry.

Adequate Knowledge of Subject Matter and
Use of a Specialist

.13 Paragraph .02 of AT section 50, SSAE Hierarchy (AICPA, Professional
Standards), states that "the engagement must be performed by a practitioner
having adequate knowledge of the subject matter." Paragraph .22 of AT section
101 states that "this knowledge requirement may be met, in part, through the
use of one or more specialists on a particular attest engagement if the practi-
tioner has sufficient knowledge of the subject matter (a) to communicate to the
specialist the objectives of the work and (b) to evaluate the specialist's work
to determine if the objectives were achieved." Relevant considerations in de-
termining whether to accept an attest engagement on a GHG emissions state-
ment include whether the practitioner's involvement in the engagement and
understanding of the subject matter are sufficient to enable the practitioner to
discharge his or her responsibilities. The practitioner may involve internal spe-
cialists as part of the engagement team or engage external specialists to assist
the team. The practitioner should accept an attest engagement on a GHG emis-
sions statement only if the practitioner is satisfied that the engagement team,
along with a practitioner's external specialist, collectively possesses the neces-
sary professional competencies to perform the GHG emissions engagement.

.14 Professional competencies necessary to perform a GHG emissions en-
gagement may include

® understanding emissions trading programs and related market
mechanisms, when relevant.

® understanding who the intended users of the information in the
entity's GHG emissions statement are and how they are likely to
use that information.
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® knowledge of applicable laws and regulations, if any, that affect
how the entity should report its emissions or impose a limit on the
entity's emissions.

® GHG quantification and measurement methodologies, including
the associated scientific and measurement uncertainties, and al-
ternative methodologies available.

® knowledge of the applicable criteria, including, for example
— identifying appropriate emissions factors.

— identifying those aspects of the criteria (see paragraphs
.24—.28) that call for significant or sensitive estimates to
be made or for the application of considerable judgment.

— methods used for determining organizational boundaries
(that is, the entities whose emissions are to be included in
the GHG emissions statement).

— which emissions reductions are permitted to be included
in the entity's GHG emissions statement.

.15 In most attest engagements on GHG emissions, the nature of the en-
tity's operations, emissions, or the emissions measurement methodology in gen-
eral requires specialized skill or technical knowledge in a particular field other
than accounting or auditing, such as environmental engineering. The practi-
tioner should possess adequate technical knowledge of the subject matter to
understand how GHG emissions information might be misstated and to design
procedures to respond to the risks of material misstatement. A practitioner
may obtain adequate knowledge of the subject matter through formal or con-
tinuing education, including self-study, or through practical experience. When
determining whether the practitioner has adequate technical knowledge, the
practitioner should read the criteria selected by the responsible party (defined
as the person or persons, either as individuals or representatives of the en-
tity, responsible for the subject matter)? to understand what is involved in the
measurements.

.16 Particular areas of expertise that may be relevant in such cases include
the following:

® Information systems expertise

— Understanding how emissions information is generated,
including how data is initiated, recorded, processed, cor-
rected as necessary, and reported in the GHG emissions
statement.

® Scientific and engineering expertise

— Mapping the flow of materials through a production pro-
cess and the accompanying processes that create emis-
sions, including identifying the relevant points at which
source data is gathered. This may be particularly impor-
tant when considering whether the entity's identification
of emissions sources is complete.

2 Paragraph .11 of AT section 101, Attest Engagements (AICPA, Professional Standards).
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— Analyzing chemical and physical relationships between in-
puts, processes, and outputs and relationships between
emissions and other variables. The capacity to understand
and analyze these relationships will often be important
when designing analytical procedures.

— Identifying the effect of uncertainty on the measurement
of GHG emissions.

— Knowledge of the quality control policies and procedures
implemented at testing laboratories, whether internal or
external.

— Experience with specific industries and related emissions
creation and removal processes. Creation and removal pro-
cedures for scope 1 emissions quantification (see para-
graph .36) vary greatly depending on the industries and
processes involved (for example, the nature of electrolytic
processes in aluminum production, combustion processes
in the production of electricity using fossil fuels, and chem-
ical processes in cement production are all different).

— The operation of physical sensors and other quantification
methods and the selection of appropriate emissions factors.

.17 If the entity is a service entity whose GHG emissions are limited to
the use of purchased electricity and natural gas or oil, the practitioner may be
able to use published factors to convert the electricity, gas, or oil used to GHGs
emitted to obtain evidence about how the entity calculated its emissions. Under
those circumstances, the practitioner may not need to use a specialist, provided
that the practitioner possesses sufficient technical knowledge regarding the
published factors, including an understanding of the nature of each factor and
the distinctions between alternatives. If the entity has significant industrial
operations with numerous sources of emissions, however, it is more likely that
the practitioner will need to use a specialist.

.18 If specialized skills are needed to supplement the practitioner's tech-
nical knowledge, the practitioner should seek the assistance of a professional
possessing such skills, who may be either a member of the engagement team
or an outside professional. The practitioner should possess adequate technical
knowledge to direct, supervise, and review the specialist's work in the former
situation and understand and evaluate the specialist's work in the latter situ-
ation.

.19 When the responsible party employs a specialist to develop evidence
that is used to support the assertion or presentation, the practitioner should
evaluate whether the practitioner or another member of the engagement team
possesses adequate technical knowledge to understand and evaluate the spe-
cialist's work or whether the practitioner should seek assistance from an exter-
nal specialist. The practitioner may find it helpful to consider the provisions of
AU-C section 500, Audit Evidence (AICPA, Professional Standards), when eval-
uating the competence, capabilities, and objectivity of the responsible party's
specialist.

.20 When using the work of an external specialist, the practitioner should
consider the nature and magnitude of the specialist's work in relation to the
overall engagement to determine whether the practitioner will be performing
a sufficient portion of the engagement to assume overall responsibility.
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Considerations When Selecting and Using the
Work of a Specialist

.21 Considerations when selecting a specialist include the following:
® The specialist's expertise and competence in the subject matter

® The relevance of the specialist's expertise to the practitioner's ob-
jectives in the attest engagement

® The objectivity of the specialist
® The nature and extent of the anticipated use of the specialist

.22 Examples of matters that may require the practitioner to consider us-
ing the work of a specialist or having a specialist participate in the GHG en-
gagement include

® reviewing the quality of client-provided data (for example, appro-
priateness and accuracy).

® cvaluation of the reasonableness of emission factors, such as

— whether it is necessary or appropriate to use a derived
emissions factor versus a published emissions factor.

— the population and selection of appropriate published
emissions factors.

— assessment of the methodology used to calculate the spe-
cific GHG emissions (see paragraphs .33 and .66).

® reviewing the work of the responsible party's specialist (for exam-
ple, to assess whether the assumptions underlying the methodol-
ogy are reasonable).

.23 Regardless of whether the specialist is employed by the practitioner's
firm or an external specialist is engaged by the practitioner, the practitioner
should follow the guidance in this SOP and may find it helpful to consider
the provisions of AU-C section 620, Using the Work of an Auditor's Specialist
(AICPA, Professional Standards). When the practitioner considers using the
work of a specialist engaged by the responsible party, the practitioner should
follow the guidance contained in this SOP and may find it helpful to consider
the provisions of AU-C section 500, including evaluating the relationship of the
specialist to the responsible party.

Criteria

.24 AT section 101 states that in order for the engagement to be performed,
the practitioner must have reason to believe that the subject matter is capable
of evaluation against criteria that are suitable and available to users.

.25 Criteria that are established or developed by groups composed of ex-
perts that follow due process procedures, including exposure of the proposed
criteria for public comment, ordinarily should be considered suitable.

.26 Frameworks establishing criteria for GHG emissions statements usu-
ally include measurement, presentation, and disclosure considerations. Differ-
ent industries, regulatory organizations, or organizations acting in a standard-
setting role may have developed guidance on measurement relevant to an in-
dustry, regulated group, or GHG emissions in general. Alternatively, an entity
may develop its own criteria for measurement of emissions.
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.27 The practitioner should consider whether criteria selected by the re-
sponsible party are suitable (see paragraphs .23—.32 of AT section 101 for guid-
ance on suitability of criteria). For guidance on the availability of criteria, see
paragraphs .33—.34 of AT section 101.

.28 Most entities will need to select a framework and refine the appli-
cation of measurement criteria, perhaps using software tools for measuring
emissions in specific industries or using certain industrial processes, such as
cement production or aluminum smelting. The practitioner should review the
entity's measurement protocol and consider whether the entity's measurement
methods are appropriate. See appendix B, "Sources for GHG Emission Protocols
and Calculation Tools."

Atiributes to Be Met by GHG Emission Reductions

.29 Various registries and GHG emissions trading programs have specified
attributes to be met by an emission reduction for it to be registered or traded.
Common attributes are identified and described in the following list; however,
definitions may vary by trading program. In the context of a specific registry or
emissions trading program, additional requirements to be met by the emission
reduction may exist:

a. Ownership. In many cases, ownership is clear. Examples of such
cases include efficiency upgrades at a manufacturing facility or
fuel-switching at a power plant. However, for some project types,
particularly those with renewable energy and demand-side man-
agement projects that offset or displace fossil-fuel emissions,
demonstrating ownership can be challenging. Ownership of the
reductions may be open to dispute because the reductions do not
occur on the site of the project but, rather, on the site of a fossil-
fueled facility whose power was displaced. These are known as
indirect emission reductions because the reductions occur at fa-
cilities other than the one where the project has been undertaken.
The possibility that the direct source of emissions would claim ti-
tle to the same reductions claimed by the project developer or that
the joint venture partners would claim title to the same reductions
of their joint venture (referred to as double-counting) represents
a risk that buyers prefer to avoid. It is possible that multiple
claimants, such as the owner of the emitting source, technology
vendors, and the entity installing the technology, could claim own-
ership of these reductions.

b.  Real. An emission reduction is real if it is a reduction in actual
emissions that results from a specific and identifiable action or
undertaking that is not a mere change in activity level (for exam-
ple, due to typical business fluctuations) and net of any leakage to
a third party or jurisdiction. Leakage occurs when an emission re-
duction project causes emissions to increase beyond the project's
boundaries. Entities entering into an emission reduction project
typically must demonstrate that the emission reduction will not
cause emissions to increase beyond the project's boundaries.

¢. Quantifiable or measurable. An emission reduction is quantifi-
able or measurable if the total amount of the reduction can be
determined, and the reduction is calculated in an accurate and
replicable manner.
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d. Surplus. An emission reduction is surplus if the reduction is not
otherwise required of a source by current regulations or a volun-
tary commitment to reduce emissions to a specified level.

e. Establishment of a credible emissions baseline. Many programs
measure emission reductions by comparing a credible emissions
baseline without the project to the emissions baseline with the
project. A reduction quantity is not meaningful unless it is com-
pared with a credible baseline (that is, a baseline compiled in
accordance with the current protocol, using the same boundaries
and scope).

f Unique. Credits should be created and registered only once from
a specific reduction activity and time.

.30 Some registries or emissions trading programs may have a require-
ment for additionality. Environmental additionality requires that the emission
reductions achieved by the project would not have occurred in the absence of
the project (the reduction must be additional to any required reductions; that is,
if the entity has taken on a cap, the reduction must be additional to the cap). A
credible emission baseline is crucial for an entity to demonstrate additionality.
Various GHG registries and regulatory frameworks may not define additional-
ity and the terms referred to in paragraph .29 in exactly the same way; thus,
the practitioner should obtain the official definitions of such terms under the
registry or regulatory framework relevant to the engagement.

Materiality

.31 Paragraph .67 of AT section 101 addresses materiality in attestation
engagements. Also, the applicable GHG registry or voluntary or regulatory
framework may set specific materiality limits. If a GHG registry or framework
sets specific materiality requirements that are more stringent than those of AT
section 101, before accepting the engagement the practitioner should consider
whether it is possible to meet such requirements.

Uncertainty in the Measurement of GHG Emissions

.32 The term uncertainty as used in the field of GHG emissions refers to
variability in the measurement of GHG emissions rather than the term un-
certainty as defined in the auditing literature. Uncertainty in GHG emissions
estimates can be due to a variety of factors. Examples of matters that may create
or increase uncertainty in GHG emissions estimates include the following:

® Useoffactors that are poorly researched or uncertain (for example,
factors for CH4 and N20 from combustion processes)

® Use of average case factors not perfectly matched to specific and
varying circumstances (for example, miles per gallon, average
kgCO2/MWh generated)

® Deliberate estimation to compensate for missing data (for exam-
ple, nonreporting facilities or missing fuel bills)

® Assumptions that simplify calculation of emissions from highly
complex processes

® Imprecise measurement of emissions-producing activity (for ex-
ample, miles traveled in airplanes or rental vehicles, hours per
year specific equipment is used)
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® Insufficient frequency of measurement to account for natural vari-
ability

®  Poor calibration of measuring instruments

Consistency

.33 Measurement of the GHG inventory requires consistent application of
measurement methods. If the entity has changed measurement methods from
one period to the next, the practitioner should consider the implications on the
engagement (for example, whether it is essential that the same methods be used
because either comparative information is presented or a reduction is being
calculated and, if so, whether the entity has restated the prior period's results
using the same measurement method as the current period). (See paragraphs
.39, .66, and .72.)

Boundaries

.34 Determining which operations owned or controlled by the entity to in-
clude in the entity's GHG emissions statement is known as "determining the en-
tity's organizational boundary." In some cases, laws and regulations define the
boundaries of the entity for reporting GHG emissions for regulatory purposes.
In other cases, the applicable criteria may allow a choice between different
methods for determining the entity's organizational boundary (for example, the
criteria may allow a choice between an approach that aligns the entity's GHG
emissions reporting with its financial statements and another approach that
treats, for example, joint ventures or associates differently). Determining the
entity's organizational boundary may require the analysis of complex organiza-
tional structures such as joint ventures, partnerships, and trusts and complex
or unusual contractual relationships. For example, a facility may be owned by
one party, operated by another, and process materials solely for another party.

.35 Determining the entity's organizational boundary is different from
what some criteria describe as determining the entity's "operational bound-
ary." The operational boundary relates to which categories of scope 1, 2, and 3
emissions will be included in the GHG emissions statement and is determined
after setting the organizational boundary. Leakage may affect the choice of op-
erational boundaries. When planning the engagement, the practitioner should
obtain an understanding of the boundaries that have been set by the entity and
the potential for leakage. If leakage has occurred, the entity may account for it
by adjusting its baseline or by changing its boundaries.

Scopes for Reporting GHG Emissions: Direct and
Indirect Emissions

.36 Reporting GHG emissions and emission reductions may encompass
one or more of the following three scopes of emissions:

a. Scope 1: Direct GHG Emissions. Emissions from sources that are

owned or controlled by the entity. These are emissions associated
with the following:

® Stationary combustion from fuel burned in the entity's
stationary equipment, such as boilers, incinerators, en-
gines, and flares

® DMobile combustion from fuel burned in the entity's trans-
port devices, such as trucks, trains, airplanes and boats
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® Process emissions from physical or chemical processes,
such as cement manufacturing, petrochemical processing,
and aluminum smelting

® Fugitive emissions, which are intentional and uninten-
tional releases, such as equipment leaks from joints and
seals and emissions from wastewater treatment, pits, and
cooling towers

b.  Scope 2: Indirect GHG Emissions From the Generation of Imported
or Purchased Electricity, Heat, or Steam. Emissions that are a con-
sequence of the activities of the entity, but which occur at sources
that are owned or controlled by another entity. Scope 2 emissions
are associated with energy that is transferred to, and consumed
by, the entity.

c¢.  Scope 3: Other Indirect Emissions, including the following:

® Employee business travel

® (Qutsourced activities, contract manufacturing, and fran-
chises

® Transportation by the vendor or contractor of, for example,
materials, products, waste, and employees

® Emissions from product use and end of life
® Employee commuting

® Production of imported materials

.37 The practitioner should determine whether the proposed scope of the
engagement is appropriate and whether it covers one or more of the following:

Direct GHG emissions

b. Indirect GHG emissions associated with the generation of im-
ported or purchased electricity, heat, or steam

c.  Other indirect emissions

.38 Some reporting programs may classify these emissions sources dif-
ferently than those noted in paragraph .36. The practitioner should evaluate
the potential for double-counting of emissions and reductions, especially in in-
stances of indirect emissions and shared ownership or control. If the practi-
tioner has been engaged to report on an entity's indirect emissions, especially
those emissions for a supplier not under the direct control of the entity, the
practitioner should consider whether he or she can obtain a written assertion
from the responsible party and obtain sufficient evidence to form a conclusion.
The practitioner also should consider the availability or existence of data for
emitting sources not under the direct control of the entity.

Baselines

.39 A baseline is the amount of the entity's emissions for a specified base
year against which any future changes in emissions are evaluated. Manage-
ment should recalculate the baseline, however, for changes in scope and bound-
aries, subsequent acquisitions, and sales or closing of emitting sources. If the
practitioner is engaged to perform the attest service at a date considerably
later than the base year, there may be differences in the quality of the data and
consistency of methodology between the base year and the current year.
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Objective of the Engagement
GHG Inventory

.40 The criteria selected are used by the entity to measure and present and
by the practitioner to evaluate the specific subject matter of the attestation en-
gagement. It is anticipated that appropriate disclosures will be included in the
presentation, not just the quantity of GHG emissions for a period of time. The
presentation may include, or be accompanied by, other information that is not
subject to the practitioner's engagement, such as the discussion of the respon-
sible party's commitment and strategy, projections, and targets related to its
GHG emissions. Therefore, the form of the conclusion will vary depending upon
the information presented under the selected criteria on which the practitioner
is engaged to report.

.41 The practitioner's objective for an examination of GHG emissions in-
formation typically is to express an opinion about whether

a. the entity's schedule of GHG emissions is presented, in all ma-
terial respects, in conformity with the criteria selected by the re-
sponsible party (see paragraphs .24—.28), or

b. the responsible party's written assertion about the schedule of
GHG emissions is fairly stated, in all material respects, based on
the criteria selected by the responsible party.

.42 The practitioner's objective for a review of GHG emissions information
typically is to express a conclusion, based on the work performed, about whether
any information came to the practitioner's attention that indicates that

a. the entity's schedule of GHG emissions is not presented, in all
material respects, in conformity with the criteria selected by the
responsible party, or

b. the responsible party's written assertion about the schedule of
GHG emissions is not fairly stated, in all material respects, based
on the criteria selected by the responsible party.

GHG Emission Reduction Information

.43 The practitioner's objective in an examination of GHG emission reduc-
tion information typically is to express an opinion about whether

a. theentity's GHG emission reduction information related to a spe-
cific project or on an entity-wide basis is presented, in all material
respects, in conformity with the criteria selected by the responsi-
ble party, or

b. theresponsible party's written assertion about the GHG emission
reduction information related to a specific project or on an entity-
wide basis is fairly stated, in all material respects, based on the
criteria selected by the responsible party.

.44 The practitioner's objective in a review of GHG emission reduction
information is to express a conclusion, based on the work performed, about
whether any information came to the practitioner's attention that indicates
that

a. the entity's GHG emission reduction information related to a spe-
cific project or on an entity-wide basis is not presented, in all
material respects, in conformity with the criteria selected by the
responsible party, or
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b. theresponsible party's written assertion about the GHG emission
reduction information related to a specific project or on an entity-
wide basis is not fairly stated, in all material respects, based on
the criteria selected by the responsible party.

Examples of GHG Emission Reduction Projects

.45 Examples of GHG emission reduction projects include, but are not lim-
ited to, the following:

® Use of renewable energy systems, such as wind, solar, and other
low emission technologies, in place of higher emission technologies

® Change in processes to increase energy efficiency, such as the in-
stallation and use of more energy-efficient equipment

® (Carbon sequestration: no-till farming; agricultural grass and tree
plantings

® Change from more GHG-intensive fuels to less GHG-intensive fu-
els (for example, from coal to natural gas or nuclear power)

® Recovery and use of agricultural and landfill methane
® Improvement in the fuel efficiency of vehicle fleets

® Reduction in venting or flaring on offshore oil production platforms
(installation of zero flare systems; rapid response to unplanned
events)

® (Cessation of operations at noneconomical plants and transfer of
production to more efficient plants

® Demand-side management projects

Prerequisite for Engagements Related to GHG Emission
Reduction Information

.46 As a prerequisite to performing an examination or review of GHG emis-
sion reduction information, the practitioner should obtain sufficient evidence
about the entity's GHG emissions for the period in which the project took ef-
fect to provide a reasonable basis for the conclusion that is expressed in the
practitioner's report on the GHG emission reduction information.

.47 In some cases, one practitioner has reported on an entity's GHG inven-
tory, but another practitioner is engaged to report on the entity's GHG emission
reduction information. When the practitioner engaged to report on the GHG
emission reduction information is deciding whether he or she may rely on the
work of the other practitioner, the practitioner may find it helpful to consider
the provisions of AU-C section 600, Special Considerations—Audits of Group
Financial Statements (Including the Work of Component Auditors) (AICPA, Pro-
fessional Standards). Other important considerations in this situation are the
level of assurance obtained by the other practitioner and the consistency of the
assumptions and methods used to measure the GHG emission reduction with
those used to measure the GHG inventory reported on by the other practitioner.
(See paragraphs .33 and .66).

.48 Members of professions other than public accounting are subject to
their own professional requirements; those requirements may differ from those
of the public accounting profession. When a non-CPA has provided verification
services (see paragraph .06) with respect to an entity's GHG inventory and the
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practitioner is engaged to examine or review an entity's GHG reduction, the
practitioner should perform procedures to obtain sufficient evidence with re-
spect to the entity's GHG inventory as part of performing the attest engagement
to report on the entity's GHG emission reduction (for example, evaluating the
appropriateness of the methodology and any emission factors used and whether
the base year emissions were adjusted if needed). The practitioner may find it
helpful to consider certain aspects of the specialist's work in accordance with
AU-C section 620.

Written Assertion by the Responsible Party

49 A written assertion by a responsible party may be presented to a practi-
tioner in a number of ways, such as in a narrative description, within a schedule,
or as part of a representation letter appropriately identifying what is being pre-
sented and the point in time or period of time covered. An example of a written
assertion on a GHG inventory is as follows:

XYZ Company asserts that its schedule of GHG emissions for the year ended
December 31, 20XX, is presented in conformity with [identify criteria selected
by the responsible party].

An example of a written assertion on a GHG emission reduction project is as
follows:

XYZ Company reduced GHG emissions in connection with project ABC by
50,000 tons of CO2 equivalents for the year ended December 31, 20XX, from
its GHG emissions in the prior year, based on [identify criteria selected by the
responsible party].

Engagement Performance

Agreement on Engagement Terms

.50 The practitioner should establish an understanding with the client re-
garding the services to be performed. The understanding should include the
objectives of the engagement, management's responsibilities, the practitioner's
responsibilities, and the limitations of the engagement. The practitioner should
document the understanding in the working papers, preferably through a writ-
ten communication with the client, such as an engagement letter.

Planning the Engagement

.51 Relevantinformation about obtaining an understanding and other con-
siderations when planning an examination or review engagement typically in-
cludes the following:

® Applicable to GHG inventories and reductions

— The nature of the entity's business and whether the entity
has operations, and, therefore, GHG emission sources, in
multiple locations and the types of GHG emissions pro-
duced

— The business purpose or reason behind emissions mea-
surements or emission reductions
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— The oversight of, and responsibility for, emissions informa-

tion within the entity

— The organizational and operational boundaries used for

the emissions inventory

— Whether there have been any mergers, acquisitions, di-

vestitures, sales of emitting sources, or outsourcing of func-
tions with significant emissions that may require adjust-
ment of the entity's baseline

Whether all significant sources of emissions have been
identified by the entity

The potential for double-counting of emissions and, if ap-
plicable, reductions

When applicable, any regulatory framework(s) (for exam-
ple, state- or country-specific regulations, permits, or op-
erating licenses governing emissions where the entity has
operations) or any requirements relevant to a voluntary
commitment to register or reduce GHG emissions

How GHG emissions have been calculated and reported,
including emissions factors and their justification, and any
assumptions on which estimates are based

The protocols that were used for measurement of emis-
sions and whether they were used in a consistent manner
throughout the entity over the period under examination
or review

Whether there is a need to use the work of a specialist

Whether the entity's internal audit function is relevant to
the engagement

Whether to obtain a legal letter (legal letters are generally
not obtained in a review engagement)

Applicable to GHG reductions only

— The type(s) of emission reduction(s) (for instance, a switch

in fuel type or change in production process) (see para-
graph .33).

Whether the emitting entity is required by a registry or
regulatory framework to engage an outside specialist to
evaluate the scientific or engineering basis for the pro-
posed reduction project (sometimes referred to as a val-
idation). Those rules may further specify that the party
evaluating the science cannot be the same party as the ver-
ifier. When applicable, whether another reputable party
has evaluated the science and found it to be acceptable
and the implications of findings in the report.

Whether there are any ownership issues relating to the
GHG emission reduction credits to be sold. (For example,
in the case of a landfill, the seller may own the landfill
or have ownership rights over the emission reduction by
virtue of a contract.)
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Consideration of Internal Control Over Gathering and Reporting
GHG Emissions Data

.52 Paragraph .52c of AT section 101 states "the more effective the controls
over the subject matter, the more assurance they provide about the subject
matter or the assertion." For an examination engagement, obtaining an un-
derstanding of internal control over gathering and reporting GHG emissions
data, including data assembly and data retention, assists the practitioner in
assessing control risk and planning the engagement. Relevant matters to un-
derstand regarding internal control include the following components of the
entity's internal control:

a. The control environment.

b. The information system, including the related business pro-
cesses, and communication of emissions-reporting roles and re-
sponsibilities and significant matters relating to emissions re-
porting.

c¢. The entity's risk assessment process related to gathering, pro-
cessing, and reporting GHG emissions data.

d. Control activities relevant to the engagement. An attest engage-
ment does not require an understanding of all the control activ-
ities related to each significant type of emission and disclosure
in the GHG emissions schedule or to every assertion relevant to
them.

e.  Monitoring of controls

.53 For a review engagement, obtaining an understanding of the entity's
internal control over gathering and reporting GHG emissions data, including
data assembly and data retention, may assist the practitioner with

a. identifying types of potential misstatements in the GHG emis-
sions statement, including types of omissions, and considering
the likelihood of their occurrence.

b. selecting the inquiries and analytical procedures, and other proce-
dures if necessary, that will provide a basis for reporting whether
any information causes the practitioner to believe

i. the entity's GHG emissions statement is not presented,
in all material respects, in conformity with the criteria
selected by the responsible party, or

ii. the responsible party's written assertion about the GHG
emissions statement is not fairly stated, in all material
respects, based on the criteria selected by the responsible

party.

Part of Attest Engagement Performed by Other Practitioners

.54 If another practitioner is reporting on the GHG emissions information
for a subsidiary of the entity, that practitioner also should follow the guid-
ance in this SOP. The practitioner who is engaged to report on the entity as
a whole should consider whether the practitioner for the subsidiary has the
skill and knowledge required to conduct the engagement. AU-C section 600
provides guidance on the professional judgments the auditor makes when de-
ciding whether the auditor may serve as group engagement partner and use
the work and reports of component auditors who have audited the financial
statements of one or more subsidiaries, divisions, branches, components, or
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investments included in the financial statements presented. The practitioner
who is engaged to report on the entity as a whole may find that guidance helpful
when performing an attest engagement on GHG emissions, and another prac-
titioner is reporting on the GHG emissions of a subsidiary or other component
of the client entity. Other relevant information for the practitioner reporting
on the subsidiary is whether the subsidiary is using the same protocol, scope
of reporting, and boundaries as the parent entity.

Attestation Risk

.55 Attestation risk is the risk that the practitioner may unknowingly fail to
appropriately modify his or her attest report on the subject matter or assertion
that is materially misstated. It consists of (@) the risk (consisting of inherent
risk and control risk) that the subject matter or assertion contains deviations
or misstatements that could be material and (b) the risk that the practitioner
will not detect such deviations or misstatements (detection risk).

.56 Examples of causes of possible misstatements of GHG inventory or
GHG emission reduction information include the following:

® Human error in calculations
® Use of incorrect emissions factors

®  Omission from the inventory of emissions from one or more emit-
ting sources

®  Omission from the inventory of one or more GHG emissions (for
example, omission of methane emissions)

® Failure to properly account for leakage (for example, when the
entity has outsourced a major function that accounted for a sig-
nificant part of its GHG emissions baseline but has not adjusted
its baseline to reflect such change)

® Failure to appropriately adjust the baseline for events such as
sales or acquisitions of emitting sources

® [Existence of one or more significant deficiencies in the entity's
internal control over reporting of emissions information

®  Double counting of an emission source within the entity

Obtaining Sufficient Evidence

.57 When conducting an examination engagement, the practitioner should
accumulate sufficient evidence to restrict attestation risk to a level that is, in
the practitioner's professional judgment, appropriately low for the high level
of assurance that may be imparted by his or her report. A practitioner should
select from all available procedures—that is, procedures that assess inherent
and control risk and restrict detection risk—any combination that can restrict
attestation risk to such an appropriately low level. (See paragraph .54 of AT
section 101.)

.58 In a review engagement, the objective is to accumulate sufficient ev-
idence to restrict attestation risk to a moderate level. To accomplish this, the
types of procedures performed generally are limited to inquiries and analyti-
cal procedures (rather than also including search and verification procedures).
Nevertheless, there will be circumstances in which inquiry and analytical pro-
cedures (a) cannot be performed, (b) are deemed less efficient than other proce-
dures, or (c) yield evidence indicating that the subject matter or assertion may
be incomplete or inaccurate. In the first circumstance, the practitioner should

AUD §50.55 ©2015, AICPA



1855

Attest Engagements on Greenhouse Gas Emissions Information
perform other procedures that he or she believes can provide him or her with a
level of assurance equivalent to that which inquiries and analytical procedures
would have provided. In the second circumstance, the practitioner may perform
other procedures that he or she believes would be more efficient to provide him
or her with a level of assurance equivalent to that which inquiries and ana-

lytical procedures would provide. In the third circumstance, the practitioner
should perform additional procedures.

.59 The procedures listed in the following table may be performed, among
others, in an examination or review engagement of a GHG inventory or an
emission reduction to restrict attestation risk to an appropriate level for the
engagement:

Examination Review

a. Inquiring about how emissions
were calculated and any underly-
ing methodologies, emission fac-
tors, and assumptions used.

a. Obtaining evidence about how
emissions were calculated and
any underlying methodologies,
emission factors, and assump-
tions used.

b. Evaluating the appropriateness of techniques used to calculate the
emissions or emission reduction, including how completeness and un-
certainty are addressed in those calculations (see paragraphs .61-.63).

Determining whether there have
been any changes in the proto-
col(s) used to calculate emissions
and, when applicable, determine
whether a subsidiary uses the

c¢. Inquiring about whether there
have been any changes in the
protocol(s) used to calculate
emissions and, when applicable,
about whether a subsidiary uses

same protocol. the same protocol.

d. Conducting site visits as considered appropriate. To obtain adequate
coverage of total emissions, particularly in an examination, the practi-
tioner may decide that it is appropriate to perform procedures on loca-
tion at a selection of facilities. Factors that may be relevant to such a
decision include

® the nature of emissions at different facilities.

® the number and size of facilities and their contribution to
the entity's overall emissions.

® whether facilities use different processes or processes using
different technologies. When this is the case, it may be
appropriate to perform procedures on location at a selection
of facilities using different processes or technologies.

® the methods used at different facilities to gather emissions
information.

® the experience of relevant staff at different facilities.
® varying the selection of facilities over time.

(continued)
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Examination Review

e. Determining whether there have | e. Inquiring about whether there
been any changes in baselines, have been any changes in base-
such as sales or acquisitions lines, such as sales or acquisi-
of operational facilities or sub- tions of operational facilities or
sidiaries. subsidiaries.

/ When applicable, obtaining infor- | £ When applicable, inquiring about
mation about the frequency of the frequency of meter readings
meter readings and calibration and calibration and maintenance
and maintenance of meters. of meters.

2. Reading relevant contracts.

h. Tracing information to support-
ing documents.

i. Inquiring about the existence of fraud or illegal acts or suspected fraud
orillegal acts affecting the entity involving (1) management, (2) employ-
ees who have significant roles in the entity's processes and procedures
relating to measurements of emissions in conformity with the criteria
specified previously, or (3) others when the fraud or illegal acts could
have a material effect on measurements of emissions in conformity with
the selected criteria.

J. Inquiring about the nature of significant judgments and estimates made
by management and any uncertainties regarding measurements; con-
sidering management's process for, and internal control over, developing
those estimates; inquiring about key factors and assumptions underly-
ing those estimates; and evaluating the reasonableness thereof.

k. When applicable, tracing emis- | 2. When applicable, inquiring about
sions factors used to recognized the source of emissions factors.
sources.

[. Determining whether emissions | /. Inquiring about whether emis-
factors have been properly ap- sions factors have been properly
plied and whether the underly- applied and whether the underly-
ing assumptions are documented ing assumptions are documented
and have a reasonable basis. and have a reasonable basis.

m. Performing analytical procedures (for example, change in amounts from
the previous year, fluctuations in amounts during the present year, and
variation from an independent expectation developed by the practi-
tioner).

AUD §50.59
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Examination

Review

. When applicable, comparing
emission data to records of num-
ber of units sold or produced for
the period.

n. When applicable, performing an-

alytical comparisons of emission
data to number of units sold or
produced for the period.

. When applicable, confirming de-
tails of the transaction(s) (for
example, quantity of methane
sold or purchased) with the other
party to the transaction.

Inquiring about whether there
have been any changes in pro-
duction levels (lower emissions
due to a drop in production level
might not be permanent) and ob-
taining evidence supporting pro-
duction levels.

Inquiring about whether there
have been any changes in pro-
duction levels (lower emissions
due to a drop in production level
might not be permanent).

Inquiring about whether there have been any communications from
regulators concerning emission levels or noncompliance with permits

or regulatory programs.

Obtaining supporting evidence
for any emission reduction cred-
its that are banked, purchased
from, or sold to a third party
(such information may be in-
cluded in a public report on a
GHG inventory).

r. Inquiring about any emission re-

duction credits that are banked,
purchased from, or sold to a third
party (such information may be
included in a public report on a
GHG inventory).

Obtaining and readi