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Introduction

The AICPA Employee Benefit Plan Audit Quality Center has prepared
this advisory to assist you as a plan sponsor in understanding your
responsibilities for valuing and reporting plan investments.

This advisory discusses:

n Your responsibility for reporting plan investments
n How plan investments are reported
n Investment valuation and related disclosures

n Your responsibility for valuing investments and establishing
internal controls

n Special considerations for alternative investments

n Investment information you should request from the plan trustee
or custodian

n How your independent auditor can assist you

B

Where to obtain additional information

This advisory also includes examples of suggested controls that plan management
may wish to consider related to the due diligence, ongoing monitoring and financial
reporting of investments.

Investments are the most significant asset in a benefit plan. Plan investments often
consist of marketable securities, such as common or preferred stocks, bonds, notes,
or shares of registered investment companies. Other plan investments may include
so-called alternative investments, which are not readily marketable. These
investments include private investment funds, such as hedge funds, private equity
funds, real estate funds, venture capital funds, commodity funds, derivatives (including
swaps), offshore fund vehicles and funds of funds, as well as bank common/collective
trust funds, pooled separate accounts, and insurance contracts. Each of these different

investments has unique valuation and disclosure considerations.




Your Responsibility for
Reporting Plan Investments

AS A PLAN FIDUCIARY, YOU ARE SUBJECT TO CERTAIN
RESPONSIBILITIES — With these responsibilities come potential
liability: Fiduciaries that do not follow the ERISA standards of conduct
may be personally liable to restore any losses to the plan arising from
inaccurate estimates of investment values. For example, if distributions
have been made to participants of a 401 (k) plan based on an inflated
estimate of the value of plan investments, you could be required to make
the plan whole by contributing to the plan the amount of such excess
distributions.

You also may be subject to certain monetary penalties if you fail to meet
your responsibilities for the plan’s financial reporting. Under the Employee
Retirement Income Security Act (ERISA), your responsibilities include plan
administration functions, such as maintaining the financial books and records of the
plan, and filing a complete and accurate annual return/report for your plan (Form
5500 Annual Return/Report of Employee Benefit Plan). Certain financial information
about your plan, including information about the plan’s investments, must be
reported on the Form 5500 and the related schedules. Generally, if the plan has 100
or more participants, audited financial statements must also be included with the
plan’s Form 5500. Additionally, plans that have fewer than 100 participants, but which
hold non-readily marketable assets may also be required to include audited financial
statements. The Department of Labor (DOL) may assess penalties on plan sponsors
of up to $1,100 a day for failure to file a proper Form 5500.

How Plan Investments are Reported

INVESTMENTS ARE REPORTED IN THE FORM 5500 AT CURRENT VALUE —
If your plan is required to submit audited financial statements with the Form 5500,
plan investments must be reported in the financial statements following generally
accepted accounting principles (GAAP), which require investments to be valued at

1 ERISA section 3(26) defines the term “current value” as fair market value where available and otherwise the fair value as determined in
good faith by a trustee or a named fiduciary pursuant to the terms of the plan and in accordance with regulations of the Secretary,
assuming an orderly liquidation at the time of such determination.




fair value. Starting with plan years beginning after November 15, 2007, fair value®
is defined in Financial Accounting Standards Board (FASB) Statement of Financial
Accounting Standards No. 157, Fair Value Measurements®. Generally, current value
and fair value will be the same. If they are not the same, a reconciliation of the
differences must be presented in the notes to the financial statements.

Investment Valuation and Related Disclosures

FASB STATEMENT NO. 157 ESTABLISHES A FAIR VALUE FRAMEWORK FOR
VALUING INVESTMENTS IN YOUR PLAN'S FINANCIAL STATEMENTS — It
discusses acceptable valuation techniques, which include a market approach,
income approach and cost approach. The selection of a valuation technique, or a
combination of valuation techniques, for each asset will depend on the particular
circumstances. FASB Statement No. 157 also discusses inputs to valuation
techniques—which are the assumptions market participants would use in pricing
the investment—and establishes a fair value hierarchy that prioritizes the inputs.

Level 1 Inputs — are quoted prices in active markets for identical assets that
the plan has the ability to access at the measurement date (for example,
prices derived from NYSE, NASDAQ and the Chicago Board of Trade). If a
Level 1 input is available for a particular investment, it must be used to value
that investment.

Level 2 Inputs — are inputs other than quoted prices included within Level 1
that are observable for the asset, either directly or indirectly. Observable inputs
are those that reflect the assumptions market participants would use in pricing the
asset developed on market data obtained from sources independent of the plan
(for example, matrix pricing, yield curves and indices).

Level 3 Inputs — are unobservable inputs for the asset. Unobservable inputs
are those that reflect the plan’s own assumptions about the assumptions that
market participants would use in pricing the asset developed, based on the best
information available in the circumstances (for example, investment manager
pricing for private placements, private equities and hedge funds).

2FASB Statement No. 157 defines “fair value” as the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants at the measurement date.

3 Prior to the implementation of FASB Statement No. 157, fair value was defined as the amount that the plan could reasonably be
expected to receive in a current sale of assets and should be measured by quoted market prices when available.




FASB STATEMENT NO. 157 REQUIRES EXTENSIVE FINANCIAL STATEMENT
DISCLOSURES ABOUT THE VALUATION OF PLAN INVESTMENTS — These
disclosures include information that enables readers of the financial statements to
assess the inputs used to measure fair value by identifying the level within the fair
value hierarchy into which each investment falls and, for recurring fair value
measurements using significant unobservable inputs (Level 3), the effect of the
measurements on changes in net assets for the period. Also, for recurring fair value
measurements using significant unobservable inputs (Level 3), a reconciliation of the
beginning and ending balances, separately presenting changes during the period,

must be disclosed.




Your Responsibility for Valuing
Investments and Establishing
Internal Controls

PLAN MANAGEMENT IS RESPONSIBLE FOR INVESTMENT
VALUATIONS AND FINANCIAL STATEMENT DISCLOSURES —
Even if you use outside investment custodians, asset or fund
managers, or other service providers to assist in determining the
value of investments reported in your plan’s financial statements and
on Form 5500, the DOL holds plan management responsible for the
proper reporting of plan investments. This responsibility cannot be
outsourced or assigned to a party other than plan management.
While you may look to the valuation service provider for the

mechanics of the valuation, you need to have sufficient information
to evaluate and independently challenge the valuation. Therefore, it is important that
you become familiar with the assets in which your plan invests and the methods and
significant assumptions used to value them, especially for investments for which
readily determinable market values do not exist.

This Advisory includes suggestions to assist you in fulfilling your responsibilities with
respect to valuing plan assets and establishing related controls, such as the need to
develop systems, controls, processes and procedures. Because each plan is unique,
it is not practical to provide detailed examples. Contact your plan auditor to discuss
specific ways in which you may implement some of these suggestions, as his or her
experience with your plan and the industry may provide you with valuable insights.

EFFECTIVE INTERNAL CONTROLS AT THE PLAN LEVEL CAN HELP ENSURE
THAT PLAN INVESTMENTS ARE PROPERLY VALUED — As part of fulfilling your
responsibility for complete and accurate financial reporting of plan investments,

you need to establish processes for determining the fair value measurements and
disclosures, selecting appropriate valuation methods, identifying and adequately
supporting any significant assumptions used in preparing the valuation, and ensuring
that the presentation and disclosure of the fair value measurements are in
accordance with Form 5500 reporting requirements and GAAP. Your valuation
process doesn't need to include the recalculation of estimated fair values for your
plan investments, but it should ensure that you have an adequate understanding of

the characteristics of the investments and the valuation process to determine if those




valuations are reasonable. For example, where an outside pricing service is used by
the plan custodian or trustee, it is important that you gain an understanding of the
pricing methods used by that pricing service.

The AICPA Employee Benefit Plan Audit Quality Center has issued a plan advisory,
The Importance of Internal Controls in Financial Reporting and Safeguarding Plan
Assets, which provides information about establishing cost-effective controls. Here
are some example controls you may consider implementing to help ensure that
investment transactions are valued properly:

n Review monthly or quarterly trust reports

n Communicate regularly with your investment manager

n Compare quotation sources and appraisal reports with recorded values
n Evaluate your appraiser

n Compare values of pooled separate accounts and common/collective trusts to net
asset values calculated by the issuer and understand the adjustments that were made
to net asset values, if any, to arrive at fair values

» Obtain the financial statements (preferably audited) of pooled separate accounts and
common/collective trusts and compare unit information contained in the financial
statements for reasonableness to the unit values reported to the plan and understand
the adjustments that were made to net asset values, if any, to arrive at fair values

n Document valuation methods in the trust agreement or plan committee minutes

n Have the plan committee approve the basis for “good faith” estimates including
independent appraisals, if any, and document the basis used

n Obtain documentation from pricing services about the pricing methodologies and
sources used by asset class

In addition to controls at the plan, the trustee and/or custodian should have
adequate internal controls over its process used to value plan investments. See
the “Investment Information You Should Request From the Plan Trustee or Custodian”

section of this advisory for a discussion of this matter.




Special Considerations for Alternative
Investments

VALUING ALTERNATIVE INVESTMENTS CAN PRESENT UNIQUE
CHALLENGES — Alternative investments are those investments for
which a readily determinable fair value does not exist (that is, they
are not listed on national exchanges or over-the-counter markets, nor
are quoted market prices available from sources such as financial

publications, the exchanges, or the National Association of Securities
Dealers Automated Quotations System), and fund managers
generally provide limited information. The underlying assets in these
alternative investments can range from marketable securities to
complex and/or illiquid investments.

Valuing alternative investments may encompass a wide array of
methodologies that may involve many assumptions and the exercise of professional
judgment. Many alternative investments may have financial statements (unaudited or,
preferably, audited) to support their valuations. If you rely on the amounts in the
financial statements, it is important that those statements are as of the same date as
your plan’s financial statements and that the assets are valued at fair value. If not, you
may need to perform additional procedures to be certain those valuations are reliable
(again, this responsibility cannot be outsourced or assigned to a party other than plan
management). For example, if your plan is invested in a limited partnership with
audited financial statements as of a date that is three months prior to your plan’s
year-end, you would need to determine how the value of that limited partnership
may have changed over the three-month period between the date of the
partnership’s financial statements and the date of the plan’s financial statements.

The AICPA's Alternative Investments — Audit Considerations: A Practice Aid for
Auditors (AICPA Practice Aid) provides useful information in assessing the reliability
of your plan’s alternative investment valuations.

IT IS IMPORTANT TO UNDERSTAND THE NATURE, STRATEGY AND
ASSUMPTIONS USED IN VALUING ALTERNATIVE INVESTMENTS — The nature
and extent of the process for valuing investments, and the related controls, are
particularly important when the plan invests in securities for which readily
determinable market values do not exist. Controls related to alternative investments
should include procedures for initial due diligence (that is, procedures performed
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before the initial investment), ongoing monitoring (that is, procedures performed after
acquisition) and financial reporting. You should have in place a process and internal
controls over that process to ensure that the plan’s alternative investments are
reported in the financial statements at amounts in accordance with your plan’s

stated accounting policies. The process and controls include having a sufficient
understanding of the nature of the underlying investments, the portfolio strategy of
the alternative investments, and the method and significant assumptions used by

the fund manager to value the underlying investments.

In the absence of availability of a detailed listing of the underlying investments as of
the plan’s year-end, you may gain sufficient understanding of the fund through other
activities. These activities could include, but not be limited to, periodic interviews
with fund management to understand the fund’s strategy, positions, and valuation
methodologies, and comparing the data obtained from the fund manager with other
available information, such as sector data, indexes and cash distributions. Such data
could be further corroborated with information regarding the underlying investments
obtained through the annual audited financial statements of the alternative
investment.

Appendix 2 of the AICPA's Alternative Investments — Audit Considerations: A
Practice Aid for Auditors, which is included in this advisory, includes illustrative
examples of due diligence, ongoing monitoring, and financial reporting controls.
See also the discussion in the next section, “Investment Information You Should
Request From the Plan Trustee or Custodian” regarding situations where the
investment custodian has not performed valuation services for the plan’s alternative
investments and provides plan investment information based on the “best available”

information.




Investment Information You Should
Request From the Plan Trustee
or Custodian

THE PLAN INVESTMENT TRUSTEE OR CUSTODIAN TYPICALLY
PROVIDES YOU WITH MONTHLY REPORTS THAT DETAIL YOUR
INVESTMENT BALANCES — It is important that you review these
reports to ensure that they are accurate and complete and report
appropriate investment values based on current or fair value as of
the date of the report.

The type of services you have hired your trustee or custodian to
perform will dictate what information you receive. The typical

custodial service provided by custodians and trustees includes
providing values that are based on the best information available to them at the time
of the report. If the plan is invested solely in assets with readily determinable fair
values, such as mutual funds or marketable securities, the trustee or custodian
typically obtains fair values from nationally recognized pricing services, and those
values will be relatively easy to verify. However, in cases where the plan invests in
assets without readily determinable fair values, and where the trustee or custodian
may have been hired only to provide custodial services, the values in the trust report
typically will be a pass-through of the values provided by the fund company or
limited partnership for commingled funds, or by a boutique vendor or broker for non-
marketable securities. In those cases, the reported values are based on the best
information available to the trustee and custodian at the time of the report, which
may or may not be fair value. To obtain proper fair values for alternative investments,
you may need to contract for valuation services in addition to the custodial services
provided or perform your own valuation testing. Collaborate with your investment
fiduciary, who is more likely to be familiar with the valuation of these types of assets,
in order to determine whether the value reported in the custodian’s statement
represents fair value. In any case, it is important that you understand how the
investment values are determined so you can make your own judgments about the
reliability of the information in the reports.
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When it is time to prepare and review the plan’s Form 5500 and financial statements,
be sure to check that the investments have been valued as of the plan’s year-end, and
that the valuation method is appropriate. In addition, you will want to inquire as to
whether your custodian will provide you with the information necessary to prepare
the required financial statement disclosures regarding the valuation inputs (Levels |, |l
and lll) used to determine investment values.

Given the overall increase in the level of alternative investments held by plans, the
percentage of plan investments for which values are based on the best available
information is increasing. Many plan sponsors may not even be aware that
custodians are providing pass-through pricing services and not full fair-value
valuation services. Consequently, the best available information reported by the
custodian may inappropriately be relied upon for preparing the participant
statements, the plan’s Form 5500 and its financial statements because it is not the
true current or fair value at the plan’s year-end. For example, the investment
information may be reported as of the limited partnership’s year-end rather than the
plan’s year-end, or reported as of the end of the prior calendar quarter, or obtained
from a source that had not performed adequate valuation procedures or used
different assumptions than used by the plan for estimating current or fair value. In
such cases, the investment valuation information may not meet the Form 5500 filing
requirements for reporting investments. If the valuation date is different than the
plan’s year-end, it may be necessary to perform roll-forward or roll-back procedures
to determine the proper value at the plan’s year-end.

INVESTMENT CERTIFICATIONS BY BANKS OR SIMILAR INSTITUTIONS DO
NOT RELIEVE PLAN MANAGEMENT OF ITS RESPONSIBILITY FOR PROPERLY
REPORTING FAIR VALUES — ERISA allows plan sponsors to instruct the plan’s
independent auditor not to perform any auditing procedures with respect to
investment information prepared and certified by a bank or similar institution, or by
an insurance carrier that is regulated, supervised and subject to periodic examination
by a state or federal agency that acts as a custodian or trustee. This action is
available only if a trustee or custodian certifies to both the accuracy and the
completeness of the plan asset information needed for the audit engagement®.

4 Certification requirements of 29 C.FR. § 2520.103-5 define the scope of an accountant’s examination and report under ERISA section
103(a)(3)(A) and (C) and 29 C.ER. § 2520.103-8.




If your plan elects this limited-scope approach to the independent audit, you should
review the limited scope certifications received from the bank or similar institution
and assess whether investment values are properly reported based on current or fair
value as of the plan’s year-end. While the institution may certify that the information
on the statement is complete and accurate, it does not necessarily mean that the
values actually represent current or fair value as required by ERISA and GAAP

(i.e., those from nationally recognized pricing services as opposed to those that are
based on pass-through prices, which may not have been subject to further fair value
scrutiny). If the information in the certification does not reflect current value or fair
value and you use this information to prepare your Form 5500 and financial
statements, the plan’s Form 5500 and financial statements may be incorrect. It is
your responsibility to understand whether reported investment values represent fair
values. Some institutions may provide you with a description of how each investment
within the portfolio was priced, which can help you more easily identify whether the
institution’s statement provides the requisite current and fair values needed to
prepare your plan’s Form 5500 and financial statements. If a significant percentage of
plan investment values are based on sources that may not be indicative of fair value,
then you may need to reconsider whether the auditor should be engaged to perform
a limited scope audit and instead be engaged to perform a full scope audit.

As it is your responsibility to determine whether the conditions for limiting the scope
of the independent audit are met, you will also need to verify that the entity certifying
the investment information meets the qualification requirements discussed above,
and that the entity certifies both the accuracy and the completeness of the plan asset
information. It is important to note that in a limited-scope engagement the plan
auditor has no responsibility to test the accuracy or completeness of the investment
information certified by the plan trustee or custodian, but if they become aware that
the investment information in the certification is incorrect, incomplete, or otherwise
unsatisfactory, the auditor may ask you to take certain steps, such as requesting

the trustee or custodian to recertify or amend the certification to reflect proper
investment values and investment income or to exclude (“carve out”) such
investments and investment income from the certification.
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SAS NO. 70 REPORTS CAN HELP YOU — An effective approach to help you
understand and monitor the quality and effectiveness of the trustee or custodian
processes and controls related to investments and other outsourced plan
administration services is to request a report on the controls at the trustee or
custodian, commonly referred to as a SAS No. 70 report (SAS is an acronym for
AICPA Statement on Auditing Standards). SAS No. 70 reports can be extremely
important to you in fulfilling your fiduciary duty to monitor controls at your trustee
or custodian over plan investments and other plan administration activities.

A “Type 1” SAS No. 70 report includes a detailed description of the trustee’s and/or
custodian’s controls and an independent assessment of whether the controls are
suitably designed and placed in operation. Further, a “Type 2” SAS No. 70 report can
tell you if the trustee and/or custodian’s controls are operating effectively. If no SAS
No. 70 report is available from the trustee or custodian, then it will be more difficult
for you — as well as the plan’s independent auditor — to ascertain that the controls
at the service organization are suitably designed and operating effectively.

Caution: SAS No. 70 reports often do not address controls related to the valuation

of alternative investments because most alternative investments are priced on an
investment-by-investment basis. As such, there are no standard control procedures
that can be tested. In addition, a custodial SAS No. 70 report typically does not cover
the pricing services used to value the investments. A separate SAS No. 70 report for
the pricing service may be available.

IT IS IMPORTANT TO EVALUATE YOUR APPRAISER — In many instances plan
sponsors do not have the skills necessary to determine the “fair value” of alternative
investments and turn to a professional appraiser or valuation consultant for
assistance. Taking such action does not relieve you of the responsibility for ensuring
that the valuations are proper. As such, it is important that you select a competent
valuation advisor, review their work, and challenge any assumptions or conclusions
that do not seem reasonable. It is also recommended that this process be
documented.

The AICPA EBPAQC plan advisory, Effective Monitoring of Outsourced Plan
Recordkeeping and Reporting Functions, provides more information about SAS No.

70 reports and monitoring internal controls at your third-party service providers.




il How Your Independent Auditor
Can Assist You

WHILE YOUR INDEPENDENT AUDITOR IS A VALUABLE RESOURCE,
IT IS IMPORTANT THAT YOU UNDERSTAND THAT THE
RESPONSIBILITY FOR INVESTMENT VALUATION AND DISCLOSURE
REMAINS WITH YOU — The level of the independent auditor’s
responsibility and testing related to plan investments will depend on
whether the auditor is hired to perform a full scope audit or a /imited
scope audit (see discussion of limited scope audit certification in the
previous section, “Investment Information You Should Request From the
Plan Trustee or Custodian”). It is important to note that hiring an auditor
to perform an audit — whether full scope or limited scope — does not

relieve you of your responsibility for the completeness and accuracy of
the plan’s investment information reported in the Form 5500 and the financial
statements.

While your independent auditor may be a good resource to consult about the
adequacy of valuation techniques and the related financial statement disclosures,
they cannot make the determination regarding the valuation inputs (Level |, Il, or Ill).
DOL and AICPA auditor independence rules® restrict what non-audit (nonattest)
services auditors can perform for a plan for which they perform the annual financial
statement audit (for example, DOL rules prohibit the auditor from maintaining
financial records for the plan). Your plan auditor may provide advice, research
materials and recommendations to assist you in making decisions about the accuracy
of your investment valuations and the adequacy of the related disclosures, and in
establishing internal controls surrounding your investment valuations. Your auditor
also may be able to provide some assistance with the financial statement preparation,
unless they are prevented from doing so under SEC independence rules for Form
11-K filers.

5 DOL Interpretive Bulletin 75-9 (29 CFR 2509.75-9) relating to guidelines on independence of accountant retained by Employee Benefit
Plan and AICPA Professional Code of Conduct Interpretation 101-3, Performance of Nonattest Service.
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Additional Resources

FASB Statement No. 157, Fair Value Measurements establishes a framework for
measuring fair value, and expands disclosures about fair value measurements. For
plan years beginning after November 15, 2007, you will be expected to follow FASB
Statement No. 157 in valuing your plan investments. The Statement is available at
http://www.fash.org/pdf/fas157.pdf.

The AICPA Alternative Investments—Audit Considerations: A Practice Aid for
Auditors may provide information useful to you in assessing the reliability of your
plan’s alternative investment valuations and in determining what you can expect from
your independent auditor. This document is available on the AICPA's Web site at
http://www.aicpa.org/download/members/div/auditstd/Alternative_Investments_
Practice_Aid.pdf.

PCAOB Audit Practice Alert No. 2, Matters Relating to Auditing Fair Value
Measurements of Financial Instruments and the Use of Specialists, while intended
for auditors, may provide useful information about considerations in determining
whether a specialist is needed, evaluating assumptions used in fair value
measurements, and evaluating the appropriateness of using the specialist's

work for the purpose of financial statements prepared in conformity with GAAP.
This document is available on the PCAOB's Web site at: hittp://www.pcaob.org/
Standards/Staff_Questions_and_Answers/2007/12-10_APA_2.pdf.

The AICPA Audit and Accounting Guide, Employee Benefit Plans (the Guide),
describes considerations auditors make relative to your asset valuations in their plan
audits. The Guide is available on the AICPA's Web site at http://www.cpaZhiz.com.

The AICPA EBPAQC Plan Advisory, Effective Monitoring of Outsourced Plan
Recordkeeping and Reporting Functions, may serve as a useful tool in monitoring

internal controls at your third-party service providers. That document is available on
the Center Web site at www.aicpa.org/ebpagec.




The AICPA EBPAQC Plan Advisory, The Importance of Internal Controls in Financial
Reporting and Safeguarding Plan Assets includes information that may help you
better understand internal controls at your plan and why they are important. That
document is available on the Center Web site at www.aicpa.org/ebpagec.

The EBPAQC Web Site includes information that may help you better understand
FASB Statement No. 157 and how it may affect your plan. That information can be
found under the “Resources” tab at www.aicpa.org/ebpage.

©2008 by AICPA, Inc. This publication may be freely reproduced & distributed for

intra-firm and client service purposes, providing that the reproduced material is not in

any way offered for sale or profit.
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ILLUSTRATIVE EXAMPLES OF DUE DILIGENCE, ONGOING

MONITORING, AND FINANCIAL REPORTING CONTROLS

INITIAL DUE DILIGENCE

* Conduct face-to-face meetings with the
investment firm’s management team

* Conduct on-site visit(s), including back office
and operational due diligence

* FEvaluate investment strategy, process
and portfolio

— Review historical performance and
attribution analysis (audited, if possible)

— Review valuation procedures

* Request documents review by investment
staff

— Offering memorandum
— Legal agreements

— Pitch books

— Information requests
— Financial statements

— Form ADV (used by advisers to register
with SEC as investment advisers)

* Evaluate how the specific allocation fits
within the asset class and the overall
portfolio

* Solicit information regarding the team/firm
from knowledgeable third parties

— Inform investment committee members
that a manager is under consideration
and request their input if they know the
manager

— Consultants

— Competing investment managers
* Perform reference checks

— Other investors

— Investee companies

[Source: American Institute of Certified Public Accountants A/ternative Investments—
Audit Considerations: A Practice Aid for Auditors (Appendix 2)]

The following plan controls related to alternative investments include procedures
for initial due diligence (that is, procedures performed before the initial investment),
ongoing monitoring (that is, procedures performed post-investment), and financial
reporting.

— Service providers
— Prior employers

* Perform third-party background checks on

senior professionals

— Verify biographical information

— Perform criminal background search
— Perform press search

Review and negotiate legal agreements

Complete a formal investment
memorandum/write-up or other investment
approval review

ONGOING MONITORING
* Conduct regular in-person or telephonic

meetings with the investment firm
management team

Conduct on-site visit, typically done on an
annual basis (often substitute with attending
annual meeting)°

Review fund communications

— Review fund communications, including
quarterly shareholder’s letters, etc.

— Obtain and review audited financial
statements, note whether the opinion is
qualified, any change in the auditor, change
in valuation procedures

— For drawdown funds, compare partners’
capital statements with internal transaction
records

Review SAS No. 70 reports if available, and
ensure that identified user controls are in
place at the investor entity

Perform valuation

— Request and review, if available, the
valuation of portfolio holdings for
reasonableness
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ILLUSTRATIVE EXAMPLES OF DUE DILIGENCE, ONGOING

MONITORING, AND FINANCIAL REPORTING CONTROLS (CONT'D.)

ONGOING MONITORING (CONT'D.)
— For custodial assets, reconcile with
custodian’s pricing
— Request and review any changes to
valuation policies and procedures

— For hedge funds, receive estimated value
from fund and final value from fund
administrator; compare for reasonableness

— Compare the institution’s statement of
value received as of the fund's year-end to
the value based on the fund's audited
financial statements, and follow up on
significant discrepancies

* Monitor portfolio performance

— Compare performance to benchmark and
expected returns if appropriate

— Compare performance to publicly available
data (for example, public sector indexes
for hedge funds)

— Compare cash returns to previously
reported market values throughout the
year

— Inquire periodically as to the total long and
short positions throughout the year (for
hedge funds)

— Review portfolio holdings regularly

— If the investment strategy changes from
the original investment approach, conduct
comprehensive review of manager/team
strategy

* Monitor firm/manager

— Review press reports for significant
management/structure/personnel/portfolio
developments’

— Obtain and review Form ADV
— Monitor staffing levels, personnel changes

— Monitor size of assets under management
in the strategy and firm-wide

FINANCIAL REPORTING

* Maintain a formal investment policy approved
by the board of directors (or similar board
that governs overall strategy, risks, authorized
transactions, etc.)

* Have an investment committee of the board
that is responsible for oversight of all
investments and compliance with formal
investment policy

* Continuously update a detailed listing of
alternative investments grouped by fund or
manager

* Review the most recent audited financial
statement of each fund, noting basis of
accounting, summary of significant
accounting policies and procedures pertaining
to the valuation of alternative investments,
name of audit firm, and type of opinion

» Compare investment balances reported by
fund manager to the general ledger

* Monitor the level of the ownership of the
fund to determine proper accounting method
(for certain types of investor entities)

* Perform and document an assessment of the
risk of material misstatement of the financial
statements related to the valuation of
alternative investments

8 Many institutions delegate this function to a third-party
investment adviser or consultant.

’ Often includes search for damaging information on NASD
or SEC sites
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