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Preface

This guide has been prepared to provide direction to indepen-
dent auditors engaged to examlne and report upon financial state-
ments of pension funds.

Generally accepted auditing standards and, for the most part,
generally accepted accounting principles for commercial enter-
prises are applicable to pension funds covered in this guide.

Not all of these standards and principles are discussed herein;
rather, the guide deals with those accounting, auditing, and

reporting matters unique to such funds.

Committee on Health, Welfare and
Pension Funds
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Description of Pension Plans

The term pension plan as used in this guide means an

arrangement whereby a company undertakes to provide its employees
with retirement, death, or disability benefits.

Such plans are elther those of a single or a group of
affiliated employers (single employer plans) or of several employers
in one or more industries (multi-employer plans). Single employer
plans are usually unilaterally established, whereas multi-employer
pions are established pursuant-to collective bargaining agreements
and are Jjointly managed by representatives of labor and management.
Some plansg require contributions from both the employee and employer
(contributory plans) while others are funded by employer contribut-

ions only (noncontributory plans). Employer contributions may be

based upon actuarial calculations (defined benefit plan) or upon

amounts or rates stipulated under the terms of a collective

bargaining agreement (defined contribution plan).

The pension fund (or fund) represents assets held for the
purpose of meeting retirement or other benefits provided under a
pension plan when they become due. The fund may be held in the
custody of a corporate (bank or insurance company) or individual

trustee. The fund operates as a separate legal and tax entity.

Administration of Pension Funds

A pension fund is generally administered under a
declaration of trust which sets forth the duties and responsibilities

of the trustee(s).
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Under the Welfare and Pension Plans Disclosure Act, the
term "administrator" is defined to mean "(1) the person or persons
designated by the terms of the plan or the collective bargaining
agreement with responsibility for the control, disposition, or man-
agement of the money received or contributed; or (2) in the absence
of such designation, the person or persons actually responsible for
the control, disposition, or management of the money received or
contributed, irrespective of whether such control, disposition or
management is exercised directly, or through an agent or trustee

designated by such person or persons' (Sec. 5(b) of the Act of

Congress).

The day-to-day administration of a single-employer pension -

plan, e.g., determination of eligibility, payment of benefits,
employee record maintenance, and so forth, 1s usually undertaken
by the employer company. The benefits to be received, the
conditions of eligibility to receive benefits, and other fights
of participants under single-employer plans are set forth in the
plan documents. Generally, single-employer pension plans have an
administrative committee consisting of three or more officers and/
or directors or other responsible employees. The commlttee makes
broad policy decigions concerning the operation and interpretation
of the plan and acts for, andkreports ﬁo, the board of directors
of the company in matters pertalning to the plan.

In the case of multi-employer funds, responsibility for

determination of benefits and other rights to be received by par-

ticipants under the plan, is delegated to a joint board of trustees ¢

comprised of an equal number of employer and employee representa-
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tives. The trustees of a multi-employer fund administer the
collection of contributions, payment of benefits, control of cash
and investments, maintenance of records and preparation of
necessary reports.

The administrative committee (single employer) or the
board of trustees (multi employer) have the continuing responsi-
bility for operation of the fund in accordance with the plan,
trust instrument, insurance contract, and operational guildelines
as set forth in minutes of board or administrative committee
meetings, and all applicable federal and state laws.

While the administrative committee or the trustees
retain responsibility for the overall direction of the fund, the
fund's day-to-day administration 1s generally delegated to one
or more of thé following:

1. The employer company

2. A bpank trust department
3. An insurance company
4.  An independent contractual administrator
5. An employed administrator

Administrative expenses of a single-employer plan are
generally borne by the employer company.

Administrative fees of a multi-employer fund should be

authorized by the board of trustees pursuant to a written agreement.

These administrative fees may be based on a percentage of contri-
butions received, on a specified amount per eligible member per
month, or on some other basis. An administrative office may

manage several multi-employer trust funds for a single industry
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for example, an employee health and welfare fund, a vacation fund,
and a pension fund. 1In this instance, some provision must be made
for an equitatrle allocation of administrative expenses among the
several funds, all of which are independent entities having their
own assets, records and reporting requirements.

Government Regulation of Pension Plans

Because of the significant growth of pensioh plans and
their impact on the economy, far-reaching legislation 1s currently
pending in Congress covering, among other things, compulsory fund-

ing, pension reinsurance, vesting of benefits, and portability of

pension credits. The auditor should be aware of these developments.

The 1958 Welfare and Pension Plans Disclosure Act, as
amended, requires most pension funds to file the following reports
with the U.S. Department of Iabor.

1. An initial description of the plan (Form D-1).

2. A description of any subsequent amendments to the

plan (Form D-1A).

3. An annual report on the plan's financial and non-

financial activities (Form D-2).

The Internal Revenue Code generally exempts pension
funds from federal income taxes, but requires the filing of annual
information returns. Such funds may also be subject to state
regulations and reporting requirements. The iandependent public
accountant should familiarize himself with applicable federal
and state regulations to determine the necessary reporting

requirements,

O U1 oW no
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Accounting Records

1

As with any commercial enterprise, the records of a fund 2

should be designed to produce information necessary for effective 3
mana gement as well as to provide detailed information required L
for financial reporting. The basic accounting records for such 5
funds normally conform to conventional methods adopted by other: 6
organizations. However, in the case of multi-employer funds the 7
following additional records are generally requrred to be main- 8
tained: 9
1. Employers' Contribution Reports 10

Periodic contribution reports and payments are due 11

from employers pursuant to the collective bargaining 12
agreement in the case of negotiated plans. Separate 13
contribution records on a cash basis are maintained 1h
for each employer for the purpose of recording all 15
payments, determining delingquenciess and accumulating 16
the total annual contribution to be reported for each 17
employer on Form D-2. Records are also generally 18
maintained to follow up on delinguent contributions, 19

e.g., contribution reports submitted without payment 20

and payments received without. contribution reports. 21

2. Participant's Eligibility Records 22

Employer contribution reports list the participants 23
for whom contributions are submitted. Whether 2k
eligibility is determined by hours worked or dollars 25
earned or contributed, separate records must be 26

maintained for each participant to determine his 27



-

eligibility for benefits., Since accumulation of
pension credits usually covers a long period of time,
it is important that proper record retrieval and
retention systems are in effect.

The eligibility records of a single-employer plan
are generally part of the payroll and personnel

records maintained by the employer.
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GENERALLY ACCEPTED ACCOUNTING PRINCIPLES
AND FINANCIAL REPORTING

To the extent that this audit guide deals with generally
accepted accounting principles it does SO only where such
principlesg,are of particular importance to pension funds and/or
differ from principles which are generaily accepted for profit
making enterprises.
general

As discussed more fully under Section F herein, the Com=-
mittee has concluded that financial statements of a pension fund
should disclose the actuarially determined present value of all
benefits provided by the related pension plan which relate to
employee service which has been rendered and which are expected
to be paid in the future.

Further, in order to present fairly financial information
relative to a pension plan, financial statements of one or more
funds may have to be set forth on a combined (or combining) basis.

A. Accrual Basis of Accounting

Many pension funds typlcally report on the cash basis or
modified cash basls of accounting. Financial statements prepared

on the cash basis may omlt significant assets and liabilities, and

their effect on changes in net assets available for pension benefits.

Such omissions preclude the reader from determing a fund's finan-,
cial position and changes in net assets. Accordingly, where the
omission of the foregoing items have a material effect upon the
financial statements of a pension fund, such statements do not
present financial position or results of operations in conformity

with generally accepted accounting principles.
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B. Contributions Receivable 1
Contributions due from employers and employees'at the 2
statement date should be reflected in the financial statements 3
of pension funds. The statement of net assets available for plan i
benefits of a pension fund should include as contributions receivable 5
the amounts (including the fair value of any property) which may 6
reasonably be expected to be contributtd to the fund with respect 7
to the year being reported upon. Appropriate consideration should 8
be given to the collectibility of such receivables. 9
Multi-Employer Funds : : 10
Most employer contributions to multi-employer funds 11
are on a self-assessment basis and are generally received the 12
month after théy accrue; that is, the employer is paying the con- 13
tribution aue for the work performed by the participant in the © 14
preceding month. For funds in which a limited number of employers 15
are involved; it is relatively easy to determine the amount of 16

the contributions due at month end. Determinations of contributions 17
receivable at any month end may require estimates if a fund has a 18
large number of contribuﬁing employers. ©Such an estimate may be basedig
primarily on contributiohs received by the fund in the subsequent 20
months and may alsd include an amount for contributions known to be o3
delinquent, together with the related penalties that may be imposed. oo

An adequate allowance should be provided for estimated uncollectible oq

amounts. ol|
Single-Employer Funds : - ‘ 05
| In determining the amount of an employer's contributions o6

which are to be included in the financial statements of a pension o7
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fund for a given filscal year, the following should be considered:
1. The actuary's report.
2. The contributions authorized by the employer's
management and/or board of directors.
3. The deductions for contributions claimed by the
employer on its federal income tax return.
L, The legal obligation of an employer to fund the
contribution.
An employer's contribution to a fund is not necessarily the
same as the employer's annual pension expense as determined under
Accounting Principles Board Opinion No. 8.

C. Investments

There is a fundamental distinction between the financial
statements of a, business enterprise and those of a pension fund.
In the case of a profit-oriented entity Statement No. 4 by the
Accounting Principles Board states the following:
"The information presented in the income
statement is usually considered the most
important information provided by financial
accounting because profitabllity is a
paramount concern to those interested in
the economic activities of the enterprise”.
The purpose of a pension fund 1s to provide the resources from which
retirement and other benefits can be pald. Therefore, the relation-
ship of the present value of the net assets of the fund to the
actuarially determined present values of the accrued benefits is of

primary importance to the readers of pension fund financial state-
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ments. The Committee has therefore concluded that all investments
of pension funds should be presented in the financial statements at
their failr value at the statement date, and that cost should be
disclosed parenthetically or by footnote.

It is realized that there are a number of practical problems
in determining the falr value of certain types of investments, such
as real estate, securities which are not traded, and securities
whose marketability is restricted. Notwithstanding these difficul-
ties, the committee believes that the need to present the fair value
of the net assets available for plan benefits is so important as to
override objections to the use of fair value to report pension fund
investments.

A1l investments, be they equity, debt, or real estate should
be reflected in the financial statements at their fair value at
the date of the statement of net assets avalillable for plan benefits.
The fair value of traded securities should be based upon their
published market prices. (Closing prices on the statement date or,

in the event that no transactions occurred on that date, at the

appropriate closing bid or ask prices.) If securities are restricted-

i.e., they cannot be offered to the public without first being

registered, appropriate consideration by the administrative committee

or the board of trustees should be given to such regtriction in deter-

mining the falr value of such securities. In the case of investments
such as securities of closely-held companieg or real estate, 1t may
be necessary for the fund to obtain the opinion of independent

experts who are qualified to make such valuations.

no
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The net increase or decrease during the year in unrealized
appreciation or depreciation of investments should be reported as a
separate caption apart from realized gains and losses in the state-
ment of changes in net assets available for plan benefits.

Income from investments should be recorded as earned
and appropriate accruals should be made. Such income should be
disclosed under a separate caption in the statement of changes in
net assets.

Other financial statement disclosures with respect to in-
vestments should normally include but not be limited to the follow-
| ing:

1. ‘ The fair value and cost for major classes of invest-
ments, e.g., U. S. Government securities, commercial
paper, common stock, mortgages, real estate, and,
with respect to long-term investments with fixed
dollar maturities, the aggregate principal amount

(face value) thereof.

2. Methods used by the administrative committee‘or the
Board of Trustees to determine fair value. |

3; Investments. in employer securities, loans to em-
ployer corporations, or real estate leased to the
employers, or other interested groups when material
in relation to the funds assets or of an unusual

nature.

L. For each of the last five years indicate, as a
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appreclation or the depreciation (realized or

27



unrealized) and the total yield of the fund. In
developing these statistics, appropriate adjustment

should be made for additions and deductions of the

3
fund during the year. This data will allow comparison 4

of actual investment performance and the interest
assumption used by the actuary.

D. Assets Held by Insurance Companies

Where assets of a pension fund are held by an insurance
company, such assets should be included in the financial statements
of the pension fund at their fair value. The pension fund financial
statements should also include the transactions affecting these
assets during the period.

’

E. Property and Equipment

Puildings, equipment, furniture and fixtures, and lease-
hold improvements used in the operations of a pension fund represent
costs chargeable to future periods. Therefore, they should be
carried at cost and depreciated or amortized over their useful
lives. |

F. Actuarially Determined Present Value of "Accrued"! Benefits

The financial statements of a pension fund are meaning-
ful to the fund's beneficiaries and other readers only if
appropriate disclosure is made of the amount of present value

of "accrued" benefits of the plan as determined by a qualified

actuary. The financial position of a fund cannot be properly
evaluated, analyzed, or understood in the absence of such
information.

1/

"Acerued" is here used in its actuarial rather than in its
accounting sense. See Appendix B (Glossary) - APB Opinion No. 8.
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Accordingly, it is the view of the Committee that in order

to fairly present financial position in accordance with generally

1

2

accepted accounting principles, the financial statements of a pension 3

fund should disclose the actuarlially determined present value of all
"accrued" benefits. Because of its significance, this information
should be shown on the same page ag the statement of net assets

available for plan benefits (below, not within, the statement) or

in a separate schedule immediately following the statement of net
assets available for plan benefits. The "net assets available for
plan benefits" caption should be cross-referenced to this informa-
tion.

The actuarially determined present value of "aécrued"
benefits should be shown in total and for each of the following
classifications:

e Present value of accrued benefits of employees
retired under the plan.

e Present value of accrued benefits which have
vested other than for retired employees.

e Present value of all other accrued benefits
based on employee service which has been rendered.

G. Statement of Changes in Net Agssets Available for Plan Benefits
and Financial Statement Dlsclosures

In addition to the statement of net assets available
for plan benefits, the financial statements of a pension fund should
include a statement which discloses and adequately describes all

significant changes in net assets available for plan benefits.
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The notes to the financial statements should disclose

any matters

of the fund,

necessary to fairly present the financial statments
such as the following:

Major changes in falr value of investments subsequent

to the date of the statement of net assets available

for plan benefits.

Whether a plan is contributory or non-contributory.

The funding policy (including policy with respect to

prior service cost), and any changes in such policies

during the year.

The most recent valuation date used to compute the
present value of "accrued" benefits and the actuarial

cost methods and assumptions.

A degcription of changes in plan benefits made‘during
the year and the impact of such changes on the present
value of accrued benefits.

The effect, if material, of any change in the actuarial
cost method, or assumptions.

Description of material lease commitments.

Agreements and transactions which may involve

parties in interest.

Other commitments and contingent liabilities.

A general description of priorities upon termination

of the plan.

The tax status of the fund, i1f an exemption certificate,

has not been obtained.

st
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Adoption of or Changes in Generally Accepted Accounting Principles

The committee believes that accounting changes adopted
to conform to accounting principles set forth herein should be
made retroactively by restating the financial statements of prior
periods. Reference should be made to paragraphs 27 and 28 of
APB Opinion No. 20 for a description of how to report an accounting
change by retroactively restating the financial statements of prior
periods.

A change in the actuarial cost method is congldered to
be a change in the application of accounting principles; a change

in the assumptions used is considered a change in an estimate.
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INTERNAL CONTROL

The basic principles of internal control have been ef-
fectively described in accounting literature and are not discussed
vin detail in this guide. The principles of internal control for a
pension fund are not dissimilar from those found in a commercial
enterprise. However, there are certain unique internal contrcl
features that warrant special discussion and should be considered

by the administrators of a well-managed fund.

Contributions to Multi-Employer Funds

Contributions from employers, on a self-assessed basis,
will represent the majority of the fund receipts. Contributions
are generally determined by the number of hours or days worked or
gross earnings of the participant at a standard contribution rate.
Many funds have standard pre-printed forms that are supplied to the
employers for reporting contributions. These forms generally show
the employer's name, participant's name, social security number and

the bases upon which the contributions are made. Initial account-

ability over the reporting forms should be established when received;

the forms should be controlled throughout the processing operations,

~ O v = W e
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from the time of receipt of contributions to final postings to the par-19

ticipants' eligibility records and employers' contribution records.
The funds should adopt internal control procedures which

are adequate for disclosing and following up delinguent employer

20

21

22

reports and contributions as well as employer-over - or under-payments.os

Such internal control procedures may include the auditing of em-

ployers' records on a systematic or exception basis, the mailing of

periodic statements requesting participants to report any discrepan-

cies in hours worked and/or contributions reported on their behalf
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by employers, or a reconciliation of employee status reports fur-
nished by the union to employer contribution reports.

Generally, contributions are received at the fund's office
or mailed directly to a bank for credit to the fund's account. When
cash is received at the fund officé, prenumbered receipt forms
should be utilized. The numefical sequence of the forms and
subsequent depositing of the cash in the bank should be subjected
to internal review and checking. The fund should not utilize cash
contributions for payment of fund expenses. It is important that

contributions received are deposited intact on a timely basis.

A method which generally provides for good internal con-

trol over the receipt and deposit of contributions is the adoption

of a ”locklbox” system. Under this system the remittances and con-
tribution reports are mailed by the employers to a bank. The bank
deposits all receipts, prepares a record of the deposit, and forwards
the deposit record and contribution reports to the fund for further

processing.

Where an office has been established to serve more than
one fund, proper contfolslare necessary to insure that remittances
are deposited to the proper accounts. The controls established
should include an audit trail which can be traced through to the
general ledger postings.

A cumulative record of employers' contributions should
be kept since the fund should report annually on Form D-2 cbntri—
butions made by employers. The totals of records maintained for
cumulative employer contributions and participants! eligibility

should be periodically reconciled to the cash receipts book.
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Benefits R x 1

The application for retirement benefits should be initiated 2
by the employee. An individual not involved in the original pro- 3
cessing procedures should review the applicant's eligibility and 4
determine that the retirement benefits have been properly determined 5

in conformity with the plan documents. The board of trustees (multi- 6

employer fund) or the administrative committee or its designee T
(single-employer fund) should approve all pension applications. 8
Bonding Requirements : 9

The Welfare and Pension Plans Disclosure Act specifies 10

minimum amounts of fidelity bond coverage for trustees, administra- 11
tors and other employees of a fund. The fund must, by law, meet the 12
minimum bonding levels required by the Act. 13

Multi-employer pension funds may require employers to 14
provide, at their own expense, a performance bond or other security 15
to cover the payment of contributions in the event of insolvency. 16

Performance bonds or other security should be periodically reviewed 17

for adequacy. 18
Administrative Expenses of Multi-Employer Funds 19
The trustees are responsible for the approval of all 20

administrative expenses. However, the responsibility for approving 21
routine expenses is usually delegated to the administrator or other 22
responsible employees. Because of their fiduciary responsibility, 23
the trustees should make certain that the internal control proceduresol
for administration expenses are adequate. The board of trustees o5
will generally also retain the authority to approve any such ex- o6

penditures over a stated amount. _ 7
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Contract or professional administrators are pald accord-
ing to various criteria, e.g., the number of participants covered
by the fund, employer's reports processed, and so forth. Therefore,
it 1s important that the fund's records provide the information

necessary to determine the reasonableness of such payments.
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AUDTITING

Generally accepted auditing standards apply to audits of a
pensioh fund to the same extent they apply to the audits of a commer-
cial enterprise. These standards are summarized and explained in the
Statements on Auditing Procedure and Statements on Auditing
Standards issued by the American Institute of Certified Public
Accountants. The extent to which auditing procedures may apply to
any particular exmination will vary depending on the size, type of
organization and the existing system of internal control. Therefore,
programs for each audit should be designed to meet the requirements

of a particular engagement.

The second of the general standards as defined by the In-
stitute states that "in all matters relating to the assignment, in-
dependence in mental attitude 1s to be maintained by the auditor or
auditors." Each situation dealing with independence should be care-
fully welghed on its own merits. It is generally not considered an
infringement upon independence 1f an independent public accountant is
also the independent auditor for the union whose members are part-

icipants in the pension fund, or is the independent auditor for one

or more of the contributing employers. An independent public account-

ant would not be independent 1f he acted in the capacity of trustee
or administrator of the fund.

The examination of the financial statements of a pension
fund presents certain unlque problems to the independent auditor.
This section 1s intended to outline the unusual features of such

examinations.
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Contributions

Multi-Employer Funds - The basic objective in auditing con-
tributions 1is to determine that amounts due the fund have been
properly recorded and that employer records and participant eliigi-
bility records are belng properly maintained. In connection with this
objective, the indepehdent public accountant may wish to obtaln an

official 1ist of contributors, as at the beginning of

the period under examination. The list should indicate any changes
(additions and terminations) during the period. The extent of the
tests of contribution revenue and of the related records should be
determined by an evaluation of the system of internal control. The
auditing procedures employed should normally include, but are not
necessarily limited to, the following.

1. Total cash receipts shown by the cash receipts book
for a selected period should be reconciled (a) to the
total amount credited to the general ledger con-
tribution accounts, (b) to the total amount posted tc
the employer's record, and (c) to deposits shown by
the bank statements.

2, Selected individual employer contribution payments
as shown by the cash receipts book should be compared
(a) to the amount shown on the employer's contribution
report and (b) to the amount posted to the individual
employer's contribution record. Selected postings to
the employver's record during the test period should be
traced to the cash receipts book and to the employer's

contribution report.
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For a selected number of employers contribution
reports, 1t should be determined that the reports
are arithmetically accurate and that the correct
contribution rate was used. In conjunction with the
review of contribution reports, a tesﬁ of the postings
to participants' records should be made. Entries on
the participants' records should be traced to the
contribution reports on a test basis.
The total participants' credits posted to the records

for a selected period should be reconciled to the

total credits shown by employers' contribution reports.

Where a central bank account is used for the deposit
of employer contributions to several related
benefit funds, the amounts transferred to the appro-
priate fund's bank account should be tested.

To determine the reasonableness of the amount of

= w -

O W ~N O U

10
11
12
13
14
15
16

contribution receivable at the date of the statement ofj7

net assets avallable for plan benefits, the independenti§

auditor should compare the total thereof to collectionsig

received in subsequent months, and review on a test
basis, the related employer contribution reports to
ascertain that such receipts apply to the year under
examination.

Contributions recorded as received or receivable
during the period under audit should be confirmed

on a test basis by direct correspondence with selected

employers.

20
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The extent of confirmation procedures and the

type of request (positive or negative) tc be used

are a matter of Jjudgement. The independent public
accountant should select the accounts to the confirmed
and should be sure that the preparation and mailing cf

the requests are adequately controlled. All

exceptions reported in the confirmation replies
should be carefully investigated by the independent
auditor. Where positive confirmations have been used
and no reply recelved, the independent auditor should

use alternate auditing procedures to provide evidence

as to the validity of significant non-responding accowts.

Tests should be employed as deemed appropriate in the
circumstances to assure the independent auditor that
the system of internal control designea to disclose
delinquent or unreported contributions, is being
properly maintained.

The adeguacy of the allowance for doubtful accounts

should be reviewed.

Single-Employer Funds

The auditing procedures employed in the review of a

single-employer fund should often include, but not necessarily

be limited to, the following:

1.

Recorded contributions should be compared to the

cash receipts book and to deposits shown by bank

statements.
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2. Contributions from the employer both received and
receivable should be confirmed on a positive basis
by direct correspondence with the employer com-
pany or compared to employer company records.
Employee contributions should be confirmed directly
with participants or compared to employer company
payroll records on a test basis.

3. The propriety of the contributions receivable at
the date of the statement of net assets available
for plan benefits should be determined by a review
of collectiong received in subsequent months, the
actuary's report, and employer records, including
federal income returns and minutes of employer
company board of directors meetings.

L. The criteria used by the fund in accruing employer com-
pany contributions should be reviewed to determine that
they have been consistently applied;

B. Payroll Audits: Multi-Employer Funds

There may be circumstances in which the independent
auditor 1s engaged to conduct audits of employers' pavroll records
to determine the propriety of the contributions made. The following
numbered items outline certain procedures which should be considered
in the audits of employers selected:

1. The collective bargaining agreement should be reviewed

to determine that the employer has complied with

the applicable provisions and that contributions are

made for only employees covered by the agreement.

(O W) B R U}
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The total gross earnings shown by the employees'
earnings records should be reconciled with total wages
shown bv the general ledger and the payroll tax
reports.

Information shown on the empléyer's contribution
reports for a selected number of participants should

be compared with the data shown on the employees'
earnings records. In addition, a selected group of
participants' earnings records should be compared

with the employer's contribution reports to ascertain
that they have been properly included or excluded from
the reports.

The employer's general cash disbursements should

be reviewed to ascertain whether any pavments not
recorded as compensation have been made to employees.
For a selected period of time and for a selected group
of employees, the data shown in the payrqQll journal
should be compared to the employee earnings records
and time records, and the related payroll checks

should be examined.

A1l exceptions to the foregoing tests should be cleared

to the independent auditor's satisfaction.
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C. Bonding

The independent auditor should determine whether the
fund maintains at least the required minimum amount of fidelity
insurance in accordance with provisions of the Federal Welfare
and Pension Plans Disclosure Act.

D. Investments

Investments represent the major portion of the assets of
a pension fund. The nature and the extent of the audit procedures
followed depends upon the evaluation of the system of internal
control.

The carrying amount (fair value) of securities at the
date of the statement of net assets available for plan benefits
and the change in unrealized appreciation or deprecilation should
be checked by comparison to published market quotations where
available. Substantiation of the fair value of investments in
real estate, securlities for which published market quotations
are unavailable, or those securities whose marketability is re-
stricted may often present difficult audit problems. The
independent auditor should review reports, appraisals, computa-
tions, or other data supporting falr value determinations.

Written representation from qualified independent experts making
such determinations should be considered.

In the case of securities for which market quotations
cannot be obtained, fair values would ordinarily be determined by
the administrative committee or the board of trustees. The inde-
pendent public accountant does not function as an appraiser and is

not expected to substitute his judgment for that of management;
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rather he should review all information considered by management
and asgcertain that the procedures followed appear to be reasonable
and adequate.* .

If the independent auditor is unable to satisfy himself
as to the reasonableness of the amounts at which such investments
are stated, appropriate qualification of the auditors report should
be made.

The cogt of investments at the date of the statement
of net assets available for plan benefits and the amount of
realized gains and losses should be substantiated by comparison
to cash records and exmination of brokers advices and other
appropriate documents, e.g., notes, mortgages and closing state-
ments.

Securities held on the date of the statement of net
assets available for plan benefits should either be inspected
and counted or confirmed with the custodian. In order to be
able to rely upon a confirmation, the independent auditor should
be satisfied with the reputation of the custodian.

The balances and terms of loans and mortgages should be

confirmed and thelr collectibllity ascertained. Deeds, title

policies, and leases covering real property should also be inspected.

The independent auditor should be familiar with any re-
strictions and limitations on types of investments imposed by law,
plan documents, or policy. He should assure himself that invest-
ments of the fund are in compliance therewith. Where investmeﬁt
transactions require approval of the board of trustees or adminis-
trative committee the independent auditor should examine evidence

of such approvals.

*¥Accounting Series Release No. 113 and No. 118 of the Securities
and Exchange Commission can be used as guides for valuation of
securities and the auditing thereof.
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Interest and dividend income received or receivable should

be tested by computation or reference to appropriate published

sources.

E. Assets Held by an Tnsurance Company

The principal audit objectives with respect to pension

fund assets held by an insurance cdmpany are to establish the

existence of the accounts, substantiate the falr value of the

assets and compliance with the contract with the insurance company,

and to ascertalin that the changes 1n such assets during the period

is falrly presented.

The audilt proéedures would include reading  the contract

between the pension fund and the insurance company and corresp-

onding directly with the insurance company. The correspondence

with the insurance company or their independent public account-

ants would include conformation of the following:

1.

2.

Amount of the undivided deposit fund at year-end.
Market unit value of participation of the undivided
deposit fund at year-end.

Contributions (premium payments) made to the undivided
deposit fund during the year, including the dates re-

ceived by the insurance company.

Tnterest and dividends earned during the year.
Amount of insurance company fee and other expenses

during the year{

Annuities purchased and/or benefits paid during the year.

Oy Ul = W no 4
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Contributions should be reconciled to amounts the pension fund
reported as received from employees and transferred to the
insurance company. The interest calculation and compliance with
the minimum guaranteed interest rate in the annuity contract should
be tested, if applicable. Annuity purchases and benefit payments
should be tested in accordance with the audit procedure of benefit

payments discussed elsewhere in this Guide.

F. Actuarially Determined Pregent vValue of Acerued Benefits

| The independent auditor is responsible for obtaining suf-
ficient competent evidential matter as a basis for forming his
opinion as to the determination made by the actuary of the present
value of accrued benefits. The education and professional experience
of the independent auditor and/or his staff will dictate the extent
to which he must?utilize the services of a consulting actuary in
obtaining competent evidential matter and in. forming an opinion.
An independent auditor who is sufficiently experienced in auditing
actuarially determined amounts may be able to form an opinion by
working with the actuary who was responsible for calculating such
amounts. In other cases, the independent auditor may need to
utilize the services of a qualified consulting actuary to assist him

in auditing actuarially determined amounts.

The independent auditor should be satisfied that the fund's

actuary is professionally qualified. There are no statutory quali-
fications required for actuaries. Membership in the American
Academy of Actuaries, a comprehensive organization of the pro-
fession in the United States, 1s generally considered to bhe

acceptable evidence of professional qualification.
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The independent auditor should review the actuary's report.

He should assure himself that the actuary is fully familiar with the

terms of the pension plan and that such terms are accorded proper

recognition in his calculations. He should determine that the actuary

has employed an appropriate actuarial cost method and ascertain

whether the same method was used in the prior period. The independent

auditor should be satisfied that all pertinent factors are included
in the actuarial assumption used and that such assumptions are
reasonable. Consideration should be given to financial statement
disclosure of the effect of changes in actuarial assumptions. The
independent auditor should also perform appropriate tests to
ascertain the reliability of the basic data used by the actuary
in his calculations, e.g., size, age distribution, sex, and so
forth, of the work force.

The auditor should ascertain that the interest assumption
used by the actuary to determine the present value of accrued bene-
fits is reasonable when compared to the funds historic and antici-

pated investment performance (investment income and appreciation).

In addition, the auditor should determine that the interest assumption

used by the actuary is consistent with the failr value presentation
of investments in the balance sheet.

The independent auditor must work closelv with the actuary
and he should consult with him whenever necessary. He should advise
the actuary of changes in conditions about which he knows and which
he believes would effect the actuary's determinations. He should
also ascertain whether there are anv material differences between
the actuariallv determined present value of accrued benefits since
the most recent valuation date and the date of the statement of net

assets available for plan benefits.
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G. Benefit Payments

The basic objective in auditing benefit payments should be

to determine that the payments for the correct amount were made to

eligible beneficiaries. The extent of the test of benefit payments

should be determined by the evaluation of internal control. Among

other things the independent auditor should:

(1)

(3)
()

review the approved applications for benefits and
ascertain that the initial benefit amount and sub-
sequent changes have been properly approved,

check the calculation of the benefit payment; ascer-
tain that an independent review of the calculation
has been made by a responsible individual,

compare check endorsement to the signature file,
ascertain that procedures exist for investigating all
old outstanding benefit checks,

confirm on a test basls payments recorded as paid
during the period under review by direct correspond-
ence with selected beneficiaries, and,

confirm the establishment of procedures within the
fund to check or test the eligibility of the em-
ployee for the payment of benefits and the con-
tinuation of benefits. Also procedures should be
establiched to determine the effect on benefit
payments of changes 1n Soclal Security provisions

and changes in the benefit schedule.

-3
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H. Administrative Expenses

In addition to a normal test of expenses, the independ-

ent auditor should review the board of trustees' or administrative

committee's minutes to determine whether administrative expenses
were properly authorized. Wheré the fund employs a contract
administrator, the basis of the contract payment should be
determined and a test made to ascertain the propriety and

reasonableness of the payments.

One office may function as a service organization for
several fundé, which requires the allocation of administrative
expenses not directly associated with a specific fund. Such
allocation may be based on the number of participants serviced,
the amount of contributions received by the funds, or some
other method or combination of methods. The method selected
should be approved by the board of trustees.

The independent auditor should satisfy himself that the
method of allocating the expenses 1s appropriate in the circum-
stances.

I. Other Audit Considerations

The indepe ndent auditor's program of examination should
contemplate any extension of the scope of audit where a special
report on Form D-2 is requested by the client,

The independent auditor should review tax returns and

other reports filed pursuant to federal and state regulations.
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The independent auditor should acquaint himself with the
collective bargaining agreement, the declaration of trust, the
insurance contract, and other plan documents, and be alert to any
transactions that require the approval of the board of trustees
or administrative committee.

It is desirable that, immediately prior to the completion
of the field work, the independent auditor obtain a letter of
representation worded to fit the individual circumstances of the
engagement. The letter should be signed by the appropriate

official.
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THE INDEPENDENT AUDITOR'S REPORT

When an examination has been made in accordance with i
generally accepted auditing standards, the financial statements
of the fund have been prepared in conformity with generally i
accepted accounting principles, and such principles have been §
applied on a basis consistent with the preceding period, a stand- ;
ard short-form auditors report is appropriate. i
[
The following discussion is devoted to situations 3
which may require deviation from the standard short-form auditors 9
report. Examples of the wording of opinions which might be used 10
in such instances are also included. 11
In a typical multi-employer benefit fund, employers 10
generally determine their liability to the fund andrsubmit 12
reports and contributions to the fund on a self-assessement 14
basis. It 1s the board of trustees' responsibility to ascertain 15
whether the employers' contributions are being determined and made 16
in accordance with the provisions of the applicable agreement. The 17
contributions of employers are the principal source of revenue 18
received by such funds; therefore, an important aspect of the 19
fund's system of internal control involves the establishment of 20
effective procedures (e.g., examination of employer payroll records. 21
confirmation with participants, etc.) to determine the propriety of 2

employer contributions. The inadequacy or absence of such procedures 2°<
may prévent the independent auditor from satisfying himself that 2L
contribution revenue 1s fairly presented in the financial statements. 25
In instances where there.is an inadequacy or absence of such internal 26

procedures, and where alternative audit procedures do not result in 27
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the necessary assurances, are impractical, or have been limited by

the client, the independent auditor should disclaim an opinion on

the financial statements. An illustration of the wording of such a
disclaimer of opinion follows:

To the Board of Trusteegs of
The R, U. S. Pension Benefit Fund:

We have examined the statement of net assets available for
plan benefits of the R. U. S. Pension Benefit Fund as of
December 31, 19 , and the related statement of changes

in net assets available for plan benefits for the year then 1

ended. Our examination was made in accordance with generallyl
‘accepted auditing standards. and accordingly included such 1
tests of the accounting records and such other auditing 1

procedures as we considered necessary in the circumstances, 1

except as stated in the following paragraph. 1
The internal control procedﬁres adopted by the Fund 1
are not adequate to assure the propriety of employer ‘ 1
contributions td the Fund, and it was not practicable 1
to attempt teo satisfy ourselves with respect to such ]
contributions by means of other auditing procedures. A

Because such contributions enter materially into the

(WY

. - 3 . . - )'%
determination of financizl positien and changes in net

nY

assets available for plan benefits of the fund, we do not ¢

express an opinion on the accompanying financial

n

statements.

~nA

The actuarially determined present value of accrued benefits

Ny

represents information of major importance in presenting the financial

ny

position of a pension fund: therefore, ommission of such information

-
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would require the independent auditor to give an adverse opinion
on the financial statements.

Special Reports

It will not be uncommon to find that financial reports of
employee pension benefit funds, upon which independent auditors
are asked to report, have been prepared on an incomplete basis
for special purposes. In these situations, the standard short-
form opinion is not appropriate. In such case the requirements
of SAP No. 33, as seﬁ forth in Chapter 13, "Special Reports,"
apply.

Reliance on Actuaries

The auditor shouldavail himself of the competence of an
actuary as he would the expertise of other professiénals. The
auditor can neither negate nor diminish his responsibility to
satisfy himself as to actuarially determined amounts by referring
in his opinion to actuaries in a manner intended to indicate a

division of responsibility. The use of actuarial expertise 1s a

fulfillment of the auditor's responsibility for obtaining sufficient

evidential matter in accordance with generally accepted auditing
standards. The éuditor must be satisfied with the actuarially
determined amounts, but there is no requirement to explain how he
was satisfied or to elaborate upon the steps he followed,
including use of varying forms of expertise, in performing such
tests of the accounting records and such other auditing procedures
as he considered necessary in‘the circumstances. Reference to the
assistance furnished by actuarial expertise in the opinion para-

graph of the auditor's report should not be made. If, the auditor

~ O\ = W no

O @

10



-38-

has not satisfied himself as to the actuarially determined amounts,
he should disclaim any opinion as to the fairness of the financial

statements.
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ILLUSTRATIVE FINANCIAL STATEMENTS



iTe

Pension Committee of the
#£JdM Company Retirement Fund:

We have examined the statement of net assets available

for plan benefits of the EJM Company Retirement Fund as of

December 31, 19X2 and 19X1, -and the related statement of changes

in net assets available for plan benefits for the years then

ended. Our examinations were made in accordance with generally

accepted auditing standards, and accordingly included such tests

of the accounting records and such other auditing procedures as
vwe considered necessary in the cilrcumstances.

In our opinion, the accompanying financial statements
identified aboye present fairly the financial position of the
EJM Retirement Fund at December 31, 19X2 and 19X1, and the
changes in net assets available for plan benefits for the years
then ended, in conformity with generally accepted accounting

principles applied on a consistent basis.

City, State Signature
Date
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EJM COMPANY RETIREMENT FUND
STATEMENT OF NET ASSETS AVATILABLE FOR PLAN BENEFITS, CONTINUED
DECEMBER 31, 19X2 and 19X1

The estimated actuarially determined present value of accrued benefits to be
paid under the plan as of June 30, 19%X2 and 19X1 as calculated by consulting asctu-
aries was as follows:

19X2 10X1
Present value of benefits for retired
employees $ X $ X
Present value of other vested benefits X X
Total present value of vested
benefits XX XX
Present value of all other benefits
attributable to service rendered
through June 30 X XXX
Total present value of accrued
benefits XXX XXX
Less net assets available for plan
benefits XXX XXX
Excess of present value of accrued
benefits over net assets available
for plan benefits $ XXX $ XXX

See notes to financial statements.

Presentation of the above information will appear at the bottom of the
statement of net assets available for plan benefits in the final draft of the
audit guide.
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EJM COMPANY RETIREMENT FUND

Statement of Changes in Net Assets Available
for Plan Benefits for the Years Ended
December 31, 19¥x2 and 19X1

19x2 19X1
Additions:
Contributions:
Employer $ X $ X
Employee X X
Dividend and interest income X X
Rental income X X
Gains realized upon
disposition of investments X X
Unrealized appreciation of
investments X X
XX XX
Deductions:
Benefits: Retirement
X X
Death
- . X X
Administration expenses ¥ X
XX X
NET ADDITIONS X X
NET ASSETS AVAILABLE FOR
PLAN BENEFITS AT BEGINNING
OF YEAR XX XXX
NET ASSETS AVAILABLE FOR
PLAN BENEFITS AT END
OF YEAR ?pXXX $XXX

See notes to financial statements.
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EJM Company Retirement Fund
NOTES TO FINANCIAL STATEMENTS
for the Years Ended December, 19X2 and 19X1
Pension Benefits
The pension plan of EJM Company Retirement Fund is a defined

benefit plan to which plan member employees contribute 3% of

their salaries on a monthly basis. The EJM Company has agreed

to voluntarlly contribute such amounts as are necessary to
provide the Fund with assets sufficient to meet the benefits
to be paid to plan members. Whiie EJM Company has not
expressed any intent to discontinue its contributions, it is
free to do so at any time. In such event the plan provides
that the net assets of the fund would be set aside first

for the retdrn to the employees of their accumulated contri-
bution, secondly for other vested benefits, and lastly pro
rata to the remaining participants.

The contributicns of EJM Company are designed to fund the
plan's current service costs on a current basis and to fund
over twenty years the estimated accrued benefit cost arising
from qualifying service befae the establishment of the
plan.

The calculations of the present value of accrued benefits
under the plan were made by consulting actuaries,

as of June 30, 19X2 and 19X1. The actuary does not expect
that there would be any material change in such amounts as
computed as of June 30, 19X2, and as they would be at Dec-

ember 31, 19X2,
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The actuarial cost method used to calculate the 1
present value of accrued benefits is the accrued benefit 2
cost methcd -- unit credit basis. 3
The more significant assumptions underlying the computation L
of the present value of accrued benefits are as follows: 5
Assumed rate of return 6
on investments - 5% '
Mortality basis - 1951 Group Annuity Table, set back 8
1 year 9

Employee turnover - A moderate scale consistent with 10
the EJM Retirement Company's 11

prior experience 12

Salary increases

A 5% annual rate of salary increase 13

Retirement - Retirement at normal retirement 14

age. , 15

Investments 16
The fair value of security investments for which market price are 17
avallable is based on published market prices, except for invest- 18
ments in restricted securities. The administrative committee 19
has determined the fair value of restricted securities and other 20
securlty investments not having an established market based 21

upon the advice of its investment consultant; the aggregate

falr value of such investments at December 31, 19x1, was $X.



L6

The fund is authorized to invest up to 10% of the fair value of
its total assets in the common stock of EJM Company. Such
investment aggregated 7% and 4% at December 31, 19X2 and 19X1,
respectively.

Investments in U.S. Government and corporate bonds having an
aggregate principal of $XXX at December 31, 19X2 have been stated
in the accompanying statement of net assets available for plan
benefits at their fair value of $XXX. It is generally the policy
of the fund not to dispose of bonds prior to their maturity date.
The fund's real estate investment is the ownership of land and
building in which EJM Company maintains its executive offices
pursuant to a 25-year non-cancellable lease. The fund has been
advised by real estate appraisers, that the rent received there-
under of $XX an;ually, 1s comparable to that which it could receive
1f the lease were with an unrelated third party. The building was
purchased in 19XX for $XXX. The real estate is carried at its
fair value as determined by real estate appraisers.

Investment yield from the last five years based upon investments

was as follows:

Net appreciation

Investment Income and net realized
Year (Interest and Dividends) gains Total
19%X % % %
19XX '
19XX
19XX
19XX

¢
\.
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Board of Trustees ’
Industry Wide Pension Trust Fund

We have examined the statement of net assets available
for plan benefits of the Industry Wide Pension Trust Fund at
December 31, 19X2 and 19X1, and the related statement of changes
in net assets available for plan benefits for the years then
ended. Our examinations were made in accordance with generally
accepted auditing standards, and accordingly included such tests
of the accounting records and such other auditing procedures as
we considered necessary in the circumstances.

In our opinion, the accompanying financial statements
identified above present fairly the financial position of the
Industry Wide Pension Trust Fund at December 31, 19X2 and 19X1,
and the changes in net assets available for the plan benefits
for the years then ended, in conformity with generally accepted

accounting principles applied on a consistent basis.

Signature

City, State
Date
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INDUSTRY WiIDE PEWSION TRUST FULD

Statement of Net Assets Availsble for Flan 3enefits, contianued
DECEMBER 31, 19X2 and 19X1

The estimated present value of accrued benefits to be paid under the
plan as of December 31, 19X2 and 19X1 as calculated by consulting actuaries was
as follows:

19X2 19X1
Present value of benefits for retired employees $ XX $ XX
Present value of other vested benefits XX X
Total present value of vested benefits XXX XXX
Present value of all other benefits attributable
to service rendered through January 1 ) X X
Total present value of accrued benefits KXEX ).0:0:9:¢
Liess, Net assets available for plan benefits XXX XXX
Excess of present value of accrued benefits over
net assets available for plan benefits $ X $ XXX

See notes to financial statements.

Presentation of the above information will appear at the bottom
of the statement of net assets available for plan benefits in the final draft
of the audit guide.
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INDUSTRY WIDE PEWSION Tsusty FUND
STATEMENT OF CHANGES IN KET ASSETS

for the years ended
December 31, 19X2 aud 191

19%2 19X
Additions:
Contributions from employers $ KXXXX $ 00006
Interast and dividend income XXXX KXXXK
Collection fee income XXX
Unrealized appreciation of
investments XXX XXX
Gain(loss) on sale of
securities XXXX ‘ (XxXx5)
XXX KXXXXK
Deductions:
Benefit payments:
Retirement ) 0,066, KXXXX
Disability , XXX XXX
Death XrX XXX
Tcrﬂlnatlon XEX XXX
Widows' benefits XXX : _ XXX
XX ) 9.9.0:0.8
Reciprocity payments XXX 8.9,
Insurance company fee XXX
Administrator's fee
Professional fees XXX X
Confzrence expense XXX
Trustees' bond and liability
insurance expenses XXX
Printing and miscellaneous X e
XXX S 5.9,¢.9: 95
NET ADDITIONS e
NET ASSETS AVAILABLE FOR PLAN BENEFITS
AT BEGINNING OF YEAR XXXX L9.0.0.0:¢
NET ASSETS AVATILABLE FOR PLAN
BENEFITS AT END OF
YEAR $ KXXX $ XXX

See notes

to financial statements.
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INDUSTRY WIDE PENSION TRUST FUND

NOTES TO FINANCIAL STATEMENTS
for the years ended December 31, 19X2 and 19X1

Pension Benefits

The Industry Wide pension plan is a defined contribution plan to which
employers contribute at the rate of 6% of thé‘base pay rate for member
employees. All benefits provided by the plan are to be paid by Life
Insurance Company from net assets available for pension plan benefits.

Contributions currently being received by the Industry Wide Pension
Trust Fund are adequate to fund the plan's current service costs on'a current basis
and to fund over 30 years the estimated accrued benefit cost arising from
qualifying service before the establishment of the plan. Based on the
present rate of funding, it is expected that the fund assets will approximate
the present value of accrued benefits as of December 31, 2000. However,
amendments which increase benefits to the plan in the future, or other factors
can effect this estimate and the fund assets may not approximate the accrued
benefits until a date subsequent thereto.

The calculations of the present value of accrued benefits under‘the
plan were made by consulting actuaries as of December 31, 19X2 and
19Xi, using the "Attained Age Normal Method". The more significant assumptions

undzriying the computation of the present value of accrued benefits are as

Assumed rate of return on investiments - 5%

Mortality basis after Normal Retire-

-

ment Age - 1951 Group Annuity
Table

Mortality and withdrawal rates during

service - Based on percentage of
employeas assunmed to
remain in service to
aga 55 ranging from
18% ar age 20 to 90%
at r_g‘fl 50,

Hormal retirement age
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Tacidence of disability - Ratzs based on Period &
rionce under Disabilit

ofit 5 of 1952 Repovt o

Society of Actuaries'
Cominittee on Disability and

TN aq T LT G 7 .
Double Indsmnity.

Disability Amauicy ~  Puring dissbility retirement
pericod annuity values based

on Railroad Retirement DRoard
Third Valuation

Pension Fund Deposit

The composition of the peunsion fund deposit at December 31, 19X2

and 19X1,is summarized as follows:
Fair Value

19X2 19X1
Cash § X § X
U. S. Government bonds p 804 XXX
Corporate bonds XXX XXX
Common stock XX LS
Prefarred stoncks KX e

Total

A1l of the investments held by the ilnsurance company represent marketable

securities and the recorded fair values are based on published market prices.

Tnvestment yield from the last five years based upon investments was as

follows:
Net appreciation
Investment Income and net realized
Year (Interest and Dividends) gains Total

19%X % } % %
19XX
19xX
19XX
19XX
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