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Preface
(Updated as of July 1, 2019)

This guide was prepared by the Investment Companies Special
Committee.

About AICPA Audit and Accounting Guides

This AICPA Guide has been developed by the AICPA Investment Companies
Guide Task Force to assist practitioners in performing and reporting on their
audit and attestation engagements, and to assist management in the prepa-
ration of their financial statements in conformity with U.S. generally accepted
accounting principles (GAAP).

This guide describes operating conditions and auditing procedures unique to
the investment company industry and illustrates the form and content of in-
vestment company financial statements and related disclosures.

Because many investment companies are subject to regulation under the In-
vestment Company Act of 1940, rules under that act are discussed extensively
in this guide. However, the rules, regulations, practices, and procedures of the
investment company industry have changed frequently and extensively in re-
cent years. The independent practitioner should keep abreast of those changes
as they occur.

An AICPA Guide containing auditing guidance related to generally accepted
auditing standards (GAAS) is recognized as an interpretive publication as
defined in AU-C section 200, Overall Objectives of the Independent Auditor
and the Conduct of an Audit in Accordance With Generally Accepted Auditing
Standards.! Interpretive publications are recommendations on the application
of GAAS in specific circumstances, including engagements for entities in spe-
cialized industries.

Interpretive publications are issued under the authority of the AICPA Auditing
Standards Board (ASB) after all ASB members have been provided an oppor-
tunity to consider and comment on whether the proposed interpretive publica-
tion is consistent with GAAS. The members of the ASB have found the auditing
guidance in this guide to be consistent with existing GAAS.

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

Throughout this guide, when appropriate, reference is made to Q&A sections
in Technical Questions and Answers. A Q&A section is an "other auditing pub-
lication." AU-C section 200 indicates that in applying the auditing guidance
included in an other auditing publication, the auditor should, exercising pro-
fessional judgment, assess the relevance and appropriateness of such guidance

1 All AU-C sections can be found in AICPA Professional Standards.
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to the circumstances of the audit. Other auditing publications have no authori-
tative status; however, they may help the auditor understand and apply GAAS.
The auditor is not expected to be aware of the full body of other auditing publi-
cations. Although the auditor determines the relevance of these publications in
accordance with paragraph .28 of AU-C section 200, the auditor may presume
that other auditing publications published by the AICPA that have been re-
viewed by the AICPA Audit and Attest Standards staff are appropriate. These
other auditing publications are listed in AU-C appendix F, Other Auditing
Publications.

The ASB is the designated senior committee of the AICPA authorized to speak
for the AICPA on all matters related to auditing. Conforming changes made to
the auditing guidance contained in this guide are approved by the ASB Chair
(or his or her designee) and the Director of the AICPA Audit and Attest Stan-
dards Staff. Updates made to the auditing guidance in this guide exceeding that
of conforming changes are issued after all ASB members have been provided an
opportunity to consider and comment on whether the guide is consistent with
existing GAAS.

Any auditing guidance in a guide appendix or exhibit (whether a chapter or
back matter appendix, or an exhibit), although not authoritative, is considered
an "other auditing publication." In applying such guidance, the auditor should,
exercising professional judgment, assess the relevance and appropriateness of
such guidance to the circumstances of the audit. Although the auditor deter-
mines the relevance of other auditing guidance, auditing guidance in a guide
appendix or exhibit has been reviewed by the AICPA Audit and Attest Stan-
dards staff and the auditor may presume that it is appropriate.

An AICPA Guide containing attestation guidance is recognized as an interpre-
tative publication as defined in AT-C section 105, Concepts Common to All Attes-
tation Engagements.? Interpretative publications are recommendations on the
application of Statements on Standards for Attestation Engagements (SSAEs)
in specific circumstances, including engagements for entities in specialized in-
dustries. Interpretative publications are issued under the authority of the ASB.
The members of the ASB have found the attestation guidance in this guide to
be consistent with existing SSAEs.

A practitioner should be aware of and consider the guidance in this AICPA
guide applicable to his or her attestation engagement. If the practitioner
does not apply the attestation guidance included in an applicable interpre-
tive publication, the practitioner should document how the requirements of the
SSAE were complied with in the circumstances addressed by such attestation
guidance.

Any attestation guidance in a guide appendix or exhibit (whether a chapter or
back matter appendix or an exhibit), although not authoritative, is considered
an "other attestation publication." In applying such guidance, the practitioner
should, exercising professional judgment, assess the relevance and appropri-
ateness of such guidance to the circumstances of the engagement. Although
the practitioner determines the relevance of other attestation guidance, such
guidance in a guide appendix or exhibit has been reviewed by the AICPA Au-
dit and Attest Standards staff and the practitioner may presume that it is
appropriate.

2 All AT-C sections can be found in AICPA Professional Standards.
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The ASB is the designated senior committee of the AICPA authorized to
speak for the AICPA on all matters related to attestation. Conforming changes
made to the attestation guidance contained in this guide are approved by the
ASB Chair (or his or her designee) and the Director of the AICPA Audit and
Attest Standards Staff. Updates made to the attestation guidance in this guide
exceeding that of conforming changes are issued after all ASB members have
been provided an opportunity to consider and comment on whether the guide
is consistent with the SSAEs.

The Financial Reporting Executive Committee (FinREC) is the designated se-
nior committee of the AICPA authorized to speak for the AICPA in the areas of
financial accounting and reporting. Conforming changes made to the financial
accounting and reporting guidance contained in this guide are approved by the
FinREC Chair (or his or her designee). Updates made to the financial account-
ing and reporting guidance in this guide exceeding that of conforming changes
are approved by the affirmative vote of at least two-thirds of the members of
FinREC.

This guide does the following:

® Identifies certain requirements set forth in the FASB Accounting
Standards Codification® (ASC).

® Describes FinREC's understanding of prevalent or sole industry
practice concerning certain issues. In addition, this guide may in-
dicate that FinREC expresses a preference for the prevalent or
sole industry practice, or it may indicate that FinREC expresses
a preference for another practice that is not the prevalent or sole
industry practice; alternatively, FinREC may express no view on
the matter.

® Identifies certain other, but not necessarily all, industry prac-
tices concerning certain accounting issues without expressing Fin-
REC's views on them.

® Provides guidance that has been supported by FinREC on the
accounting, reporting, or disclosure treatment of transactions or
events that are not set forth in FASB ASC.

Accounting guidance for nongovernmental entities included in an AICPA Guide
is a source of nonauthoritative accounting guidance. As discussed later in this
preface, FASB ASC is the authoritative source of U.S. accounting and report-
ing standards for nongovernmental entities, in addition to guidance issued by
the SEC. Accounting guidance for governmental entities included in an AICPA
Guide, and cleared by GASB, is a source of authoritative GAAP described in
category B of the hierarchy of GAAP for state and local governmental entities,
as defined in GASB Statement No. 76, The Hierarchy of Generally Accepted Ac-
counting Principles for State and Local Governments. AICPA members should
be prepared to justify departures from GAAP, as discussed in the "Accounting
Principles Rule" (ET sec. 1.320.001).2

AICPA Audit and Accounting Guides also include guidance from AICPA Tech-
nical Questions and Answers. These questions and answers are not sources of
established authoritative accounting principles as described in FASB ASC, the

3 All ET sections can be found in AICPA Professional Standards.
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authoritative source of GAAP for nongovernmental entities. This material is
based on selected practice matters identified by the staff of the AICPA's Tech-
nical Hotline and various other bodies within the AICPA and has not been ap-
proved, disapproved, or otherwise acted upon by any senior technical committee
of the AICPA.

AICPA Guides may include certain content presented as "supplement," "ap-
pendix," or "exhibit." A supplement is a reproduction, in whole or in part, of
authoritative guidance originally issued by a standard setting body (includ-
ing regulatory bodies) and applicable to entities or engagements within the
purview of that standard setter, independent of the authoritative status of the
applicable AICPA Guide. Both appendixes and exhibits are included for infor-
mational purposes and have no authoritative status.

Purpose and Applicability

Limitations

This guide does not discuss the application of all GAAP, GAAS, and PCAOB
standards that are relevant to the preparation and audit of financial state-
ments of investment companies. This guide is directed primarily to those as-
pects of the preparation and audit of financial statements that are unique to
investment companies or those aspects that are considered particularly signif-
icant to them.

Recognition

AICPA Senior Committees
Auditing Standards Board

Jay Brodish, Member
Michael J. Santay, Chair

Financial Reporting Executive Committee
Angela Newell, Chair

The AICPA gratefully acknowledges those members of the AICPA Investment
Companies Expert Panel (2017-2018) who reviewed or otherwise contributed
to the development of this edition of the guide:

Mike Barkman, Chair
Heather Bonner
Christopher Brabham
James V. Carey
Rajan Chari
Toai P. Chin
Martin Davidson
Brent Oswald
Charles Pulsfort
Jason Andrew Sibley
Tracy Stelk
Dale K. Thompson
Kristin Van Dask

AAG-INV ©2019, AICPA



Vil
In addition to the senior committee members and 2017-2018 expert panel
members listed previously, the AICPA gratefully acknowledges those who re-
viewed and otherwise contributed to the development of this guide: Vanessa
Ballenger, Christina Catalina, Alexander Gee, Nicholas D'Onfro, Jaime Eichen,
Kathleen Healy, Adam Hallemeyer, David Haller, Timothy Jinks, Chris May,
Rachna Mehta, Nir Messafi, and Lauren Vanderpool.

AICPA Staff

Robert Booth
Technical Manager
Accounting and Auditing Content Development

Daniel Noll
Senior Director
Accounting Standards, AICPA

Irina Portnoy
Senior Manager
Accounting Standards
and
Staff Liaison
AICPA Investment Companies Expert Panel

Guidance Considered in This Edition

This edition of the guide has been modified by the AICPA staff to include cer-
tain changes necessary due to the issuance of authoritative guidance since the
guide was originally issued, and other revisions as deemed appropriate. Rele-
vant guidance issued through July 1, 2019, has been considered in the develop-
ment of this edition of the guide. However, this guide does not include all audit,
accounting, reporting, and other requirements applicable to an entity or a par-
ticular engagement. This guide is intended to be used in conjunction with all
applicable sources of authoritative guidance.

Relevant guidance that is issued and effective on or before July 1, 2019, is in-
corporated directly in the text of this guide. Relevant guidance issued but not
yet effective as of July 1, 2019, but becoming effective on or before December
31,2019, is also presented directly in the text of the guide, but shaded gray and
accompanied by a footnote indicating the effective date of the new guidance.
The distinct presentation of this content is intended to aid the reader in differ-
entiating content that may not be effective for the reader's purposes (as part of
the guide's "dual guidance" treatment of applicable new guidance).

Relevant guidance issued but not yet effective as of the date of the guide and not
becoming effective until after December 31, 2019, is referenced in a "guidance
update" box; that is, a gray shaded box that contains summary information on
the guidance issued but not yet effective.

In updating this guide, all guidance issued up to and including the following
was considered, but not necessarily incorporated, as determined based on ap-
plicability:

® FASB Accounting Standards Update (ASU) No. 2019-07, Cod-
ification Updates to SEC Sections—Amendments to SEC Para-
graphs Pursuant to SEC Final Rule Releases No. 33-10532, Disclo-
sure Update and Simplification, and Nos. 33-10231 and 33-10442,

©2019, AICPA AAG-INV



viii

Investment Company Reporting Modernization, and Miscella-
neous Updates (SEC Update)

® Statement on Auditing Standards (SAS) No. 137, The Auditor's
Responsibilities Relating to Other Information Included in Annual
Reports (AU-C sec. 720)

® SSAE No. 18, Attestation Standards: Clarification and Recodifica-
tion

® Interpretation No. 4, "Performing and Reporting on an Attestation
Engagement Under Two Sets of Attestation Standards," (AT-C sec.
9105 par. .31-.35), of AT-C section 105

® PCAOB Release No. 2018-006, Amendments to Auditing Stan-
dards for Auditor's Use of the Work of Specialists

Users of this guide should consider guidance issued subsequent to those items
listed previously to determine their effect, if any, on entities and engagements
covered by this guide. In determining the applicability of recently issued guid-
ance, its effective date should also be considered.

The changes made to this edition of the guide are identified in the Schedule
of Changes appendix. The changes do not include all those that might be con-
sidered necessary if the guide were subjected to a comprehensive review and
revision.

PCAOB quoted content is from PCAOB Auditing Standards and PCAOB Staff
Audit Practice Alerts, ©2017, Public Company Accounting Oversight Board. All
rights reserved. Used by permission.

FASB standards quoted are from the FASB Accounting Standards Codification
©2019, Financial Accounting Foundation. All rights reserved. Used by permis-
sion.

FASB ASC Pending Content

Presentation of Pending Content in FASB ASC

Amendments to FASB ASC (issued in the form of ASUs) are initially incorpo-
rated into FASB ASC in "pending content" boxes that follow the paragraphs
being amended with links to the transition information. The pending content
boxes are meant to provide users with information about how the guidance in
a paragraph will change as a result of the new guidance.

Pending content applies to different entities at different times due to varying
fiscal year-ends, and because certain guidance may be effective on different
dates for public and nonpublic entities. As such, FASB maintains amended
guidance in pending content boxes within FASB ASC until the roll-off date.
Generally, the roll-off date is six months following the latest fiscal year end for
which the original guidance being amended could still be applied.

Presentation of FASB ASC Pending Content in AICPA Guides

Amended FASB ASC guidance that is included in pending content boxes in
FASB ASC on July 1, 2019, is referenced as "Pending Content" in this guide.
Readers should be aware that "Pending Content" referenced in this guide will
eventually be subjected to FASB's roll-off process and no longer be labeled as
"Pending Content" in FASB ASC (as discussed in the previous paragraph).

AAG-INV ©2019, AICPA



Terms Used to Define Professional Requirements in
This AICPA Guide

Any requirements described in this guide are normally referenced to the ap-
plicable standards or regulations from which they are derived. Generally, the
terms used in this guide describing the professional requirements of the refer-
enced standard setter (for example, the ASB) are the same as those used in the
applicable standards or regulations (for example, "must" or "should"). However,
where the accounting requirements are derived from FASB ASC, this guide
uses "should," whereas FASB uses "shall." In its resource document "About
the Codification" that accompanies FASB ASC, FASB states that it considers
the terms "should" and "shall" to be comparable terms and to represent the
same concept — the requirement to apply a standard.

Readers should refer to the applicable standards and regulations for more in-
formation on the requirements imposed by the use of the various terms used
to define professional requirements in the context of the standards and regula-
tions in which they appear.

Certain exceptions apply to these general rules, particularly in those circum-
stances where the guide describes prevailing or preferred industry practices for
the application of a standard or regulation. In these circumstances, the appli-
cable senior committee responsible for reviewing the guide's content believes
the guidance contained herein is appropriate for the circumstances.

Applicability of Generally Accepted Auditing Standards
and PCAOB Standards

Appendix A, "Council Resolution Designating Bodies to Promulgate Technical
Standards," of the AICPA Code of Professional Conduct recognizes both the
ASB and the PCAOB as standard setting bodies designated to promulgate au-
diting, attestation, and quality control standards. Paragraph .01 of the "Com-
pliance With Standards Rule" (ET sec. 1.310.001 and 2.310.001) requires an
AICPA member who performs an audit to comply with the applicable standards.

Audits of the financial statements of those entities subject to the oversight au-
thority of the PCAOB (that is, those audit reports within the PCAOB's juris-
diction as defined by the Sarbanes-Oxley Act of 2002, as amended) are to be
conducted in accordance with standards established by the PCAOB, a private
sector, nonprofit corporation created by the Sarbanes-Oxley Act of 2002. The
SEC has oversight authority over the PCAOB, including the approval of its
rules, standards, and budget. In citing the auditing standards of the PCAOB,
references generally use section numbers within the reorganized PCAOB au-
diting standards and not the original standard number, as appropriate.

Audits of the financial statements of those entities not subject to the oversight
authority of the PCAOB (that is, those audit reports not within the PCAOB's
jurisdiction as defined by the Sarbanes-Oxley Act of 2002, as amended) — here-
inafter referred to as nonissuers* — are to be conducted in accordance with
GAAS as issued by the ASB.

The ASB develops and issues standards in the form of SASs through a due pro-
cess that includes deliberation in meetings open to the public, public exposure

4 See the definition of the term nonissuer in the AU-C Glossary.
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of proposed SASs, and a formal vote. The SASs and their related interpreta-
tions are codified in AICPA Professional Standards. In citing GAAS and their
related interpretations, references generally use section numbers within the
codification of currently effective SASs and not the original statement number,
as appropriate.

The auditing content in this guide primarily discusses GAAS issued by the
ASB and is applicable to audits of nonissuers. Users of this guide may find the
tool developed by the PCAOB's Office of the Chief Auditor helpful in identify-
ing comparable PCAOB standards. The tool is available at http://pcaobus.org/
standards/auditing/pages/findanalogousstandards.aspx.

Considerations for audits of entities in accordance with PCAOB standards may
also be discussed within this guide's chapter text. When such discussion is pro-
vided, the related paragraphs are designated with the following title: Consid-
erations for Audits Performed in Accordance With PCAOB Standards. PCAOB
guidance included in an AICPA Guide has not been reviewed, approved, disap-
proved, or otherwise acted upon by the PCAOB and has no official or authori-
tative status.

Guidance for Issuers

Management Assessment of Internal Control

As directed by Section 404 of the Sarbanes-Oxley Act of 2002, the SEC adopted
final rules requiring companies subject to the reporting requirements of the
1934 Act, other than registered investment companies and certain other enti-
ties, to include in their annual reports a report from management on the com-
pany's internal control over financial reporting. Business development compa-
nies do not fall within the scope exception contained in Section 405 and are
required to include a report from management on the company's internal con-
trol over financial reporting. However, see paragraphs 1.62—.64 of this guide for
discussion of the Jumpstart Our Business Startups Act of 2012, which explains
that certain business development companies may be temporarily exempt from
certain financial reporting disclosures and regulatory requirements, including
Section 404 of the Sarbanes-Oxley Act of 2002.

The SEC rules clarify that management's assessment and report is limited to
internal control over financial reporting.

As established by Rule 12b-2 of the 1934 Act, the auditor's attestation for large
accelerated and accelerated filers is required. However, Section 404(c) of the
Sarbanes-Oxley Act of 2002 provides that an attestation report of a registered
public accounting firm on internal control over financial reporting is not re-

quired for an issuer that is neither an accelerated filer nor a large accelerated
filer.

Applicability of Quality Control Standards

QC section 10, A Firm's System of Quality Control,”> addresses a CPA firm's
responsibilities for its system of quality control for its accounting and auditing
practice. A system of quality control consists of policies that a firm establishes
and maintains to provide it with reasonable assurance that the firm and its
personnel comply with professional standards, as well as applicable legal and

5 The QC sections can be found in AICPA Professional Standards.
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regulatory requirements. The policies also provide the firm with reasonable
assurance that reports issued by the firm are appropriate in the circumstances.

QC section 10 applies to all CPA firms with respect to engagements in their
accounting and auditing practice. In paragraph .06 of QC section 10, an ac-
counting and auditing practice is defined as "a practice that performs en-
gagements covered by this section, which are audit, attestation, compilation,
review, and any other services for which standards have been promulgated by
the AICPA ASB or the AICPA Accounting and Review Services Committee un-
der the "General Standards Rule" (ET sec.1.300.001) or the "Compliance With
Standards Rule" of the AICPA Code of Professional Conduct. Although stan-
dards for other engagements may be promulgated by other AICPA technical
committees, engagements performed in accordance with those standards are
not encompassed in the definition of an accounting and auditing practice."

In addition to the provisions of QC section 10, readers should be aware of other
sections within AICPA Professional Standards that address quality control con-
siderations, including the following provisions that address engagement level
quality control matters for various types of engagements that an accounting
and auditing practice might perform:

® AU-C section 220, Quality Control for an Engagement Conducted
in Accordance With Generally Accepted Auditing Standards

AT-C section 105

AR-C section 60, General Principles for Engagements Performed
in Accordance With Statements on Standards for Accounting and
Review Services®

Because of the importance of engagement quality, this guide includes appendix
A, "Overview of Statements on Quality Control Standards," which summarizes
key aspects of the quality control standard. This summarization should be
read in conjunction with QC section 10, AU-C section 220, AT-C section 105,
AR-C section 60, and the quality control standards issued by the PCAOB, as
applicable.

Alternatives Within U.S. Generally Accepted
Accounting Principles

The Private Company Council (PCC), established by the Financial Accounting
Foundation's Board of Trustees in 2012, and FASB, working jointly, will mutu-
ally agree on a set of criteria to decide whether and when alternatives within
U.S. GAAP are warranted for private companies. Based on those criteria, the
PCC reviews and proposes alternatives within U.S. GAAP to address the needs
of users of private company financial statements. These U.S. GAAP alternatives
may be applied to those entities that are not public business entities, not-for-
profits, or employee benefit plans.

The FASB ASC Master Glossary defines a public business entity as

A public business entity is a business entity meeting any one of the
criteria below. Neither a not-for-profit entity nor an employee benefit
plan is a business entity.

6 All AR-C sections can be found in AICPA Professional Standards.
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a. It is required by the U.S. Securities and Exchange Com-
mission (SEC) to file or furnish financial statements, or
does file or furnish financial statements (including volun-
tary filers), with the SEC (including other entities whose
financial statements or financial information are required
to be or are included in a filing).

b. Itis required by the Securities Exchange Act of 1934 (the
Act), as amended, or rules or regulations promulgated un-
der the Act, to file or furnish financial statements with a
regulatory agency other than the SEC.

c. It is required to file or furnish financial statements with
a foreign or domestic regulatory agency in preparation for
the sale of or for purposes of issuing securities that are not
subject to contractual restrictions on transfer.

d. Ithasissued,oris aconduit bond obligor for, securities that
are traded, listed, or quoted on an exchange or an over-the-
counter market.

e. It has one or more securities that are not subject to con-
tractual restrictions on transfer, and it is required by law,
contract, or regulation to prepare U.S. GAAP financial
statements (including footnotes) and make them publicly
available on a periodic basis (for example, interim or an-
nual periods). An entity must meet both of these conditions
to meet this criterion.

An entity may meet the definition of a public business entity solely
because its financial statements or financial information is included
in another entity's filing with the SEC. In that case, the entity is only
a public business entity for purposes of financial statements that are
filed or furnished with the SEC.

Considerations related to alternatives for private companies have not
been discussed within this guide’s chapter text as of July 1, 2019.

AICPA.org Website

The AICPA encourages you to visit the website at aicpa.org and the Financial
Reporting Center at www.aicpa.org/frc. The Financial Reporting Center sup-
ports members in the execution of high quality financial reporting. Whether
you are a financial statement preparer or a member in public practice, this cen-
ter provides exclusive member-only resources for the entire financial reporting
process, and provides timely and relevant news, guidance and examples sup-
porting the financial reporting process, including accounting, preparing finan-
cial statements and performing compilation, review, audit, attest or assurance
and advisory engagements. Certain content on the AICPA's websites referenced
in this guide may be restricted to AICPA members only.

Risk Assessment — AICPA Enhancing Audit Quality (EAQ)
Areas of Focus

Identifying, assessing, and responding to risks of material misstatement are
the core of every audit. However, there is evidence that a high percentage of

AAG-INV ©2019, AICPA
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audit engagements do not reflect proper assessment of risk or linkage of the as-
sessment to planned further audit procedures in accordance with AU-C section
315, Understanding the Entity and Its Environment and Assessing the Risks of

Material Misstatement, and AU-C section 330, Performing Audit Procedures in
Response to Assessed Risks and Evaluating the Audit Evidence Obtained.

In connection with its EAQ initiative, the AICPA has developed a webpage ded-
icated to risk assessment resources intended to help auditors perform more
effective risk assessment and appropriately link the risk assessment to fur-
ther audit procedures in compliance with professional standards. Certain re-
sources are available at no cost, including a risk assessment template, an in-
ternal inspection aid, and staff training workshop. These and other current
risk assessment resources can be accessed at https:/www.aicpa.org/content/
aicpa/eaqg/aicpa-risk-assessment-resources.html.

©2019, AICPA AAG-INV
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Chapter 1

Overview of the Investment Company
Industry

Gray shaded text in this chapter reflects guidance issued but not yet effective as
of the date of this guide, July 1, 2019, but becoming effective on or prior to De-
cember 31, 2019, exclusive of any option to early adopt ahead of the mandatory
effective date. Unless otherwise indicated, all unshaded text reflects guidance
that was already effective as of the date of this guide.

@ Update 1-1 Accounting and Reporting: Credit Losses

FASB Accounting Standards Update (ASU) No. 2016-13, Financial
Instruments—Credit Losses (Topic 326): Measurement of Credit Losses
on Financial Instruments, issued in June 2016, is effective for fiscal years of
public business entities (PBEs) that are SEC filers in fiscal years beginning
after December 15, 2019, including interim periods within those fiscal years.

For all other public business entities, the amendments in ASU No. 2016-13 are
effective for fiscal years beginning after December 15, 2020, including interim
periods within those fiscal years.

For all other entities, including not-for-profit entities and employee benefit
plans within the scope of FASB ASC 960 through FASB ASC 965 on plan
accounting, ASU No. 2016-13 is effective for fiscal years beginning after De-
cember 15, 2020, and interim periods within fiscal years beginning after
December 15, 2021.

Early application is permitted for all entities as of the fiscal years beginning
after December 15, 2018, including interim periods within those fiscal years.

Note: At the July 17, 2019, board meeting, FASB adopted a two-
bucket approach to stagger effective dates for major standards.
Bucket one includes SEC filers (as defined in generally accepted au-
diting principles [GAAP]), excluding smaller reporting companies
(SRCs) as currently defined by the SEC. Bucket two makes up all
other entities, which includes the following:

® All other PBEs, including SRCs

® Private companies

®  All not-for-profit organizations, including not-for-profit
entities that have issues, or are conduit bond obligors

for, securities that are traded, listed, or quoted on an
exchange or an over-the-counter market

® All employee benefit plans, including employee benefit
plans that file financial statements with the SEC

The board decided that FASB ASU No. 2016-13 will be effective
for PBEs that are SEC Filers, excluding SRCs as currently defined
by the SEC, for fiscal years beginning after December 15, 2019,
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2 Investment Companies

and interim periods within those fiscal years. The determination of
whether an entity is an SRC will be based on an entity's most recent
assessment in accordance with SEC regulations. For all other enti-
ties, the board decided that FASB ASU No. 2016-13 will be effective
for fiscal years beginning after December 15, 2022, including interim
periods within those fiscal years. For all entities, early adoption will
continue to be permitted; that is, early adoption is allowed for fis-
cal years beginning after December 15, 2018, including interim pe-
riods within those fiscal years (that is, effective January 1, 2019, for
calendar-year-end companies).

The FASB board's tentative decisions can be located under the "Meet-
ings" page at www.fasb.org. FASB notes that all of the conclusions re-
ported are tentative and may be changed at future board meetings.
Decisions become final only after a formal written ballot to issue an
ASU or a Statement of Financial Accounting Concepts.

ASU No. 2016-13 creates FASB ASC 326, Financial Instruments—Credit
Losses, to amend guidance on reporting credit losses for assets held at amor-
tized cost basis and available for sale debt securities.

For assets held at amortized cost basis, FASB ASC 326 eliminates the proba-
ble initial recognition threshold in current GAAP and, instead, requires an en-
tity to reflect its current estimate of all expected credit losses. The allowance
for credit losses is a valuation account that is deducted from the amortized
cost basis of the financial assets to present the net amount expected to be
collected.

For available for sale debt securities, credit losses should be measured in a
manner similar to current GAAP. However, FASB ASC 326 will require that
credit losses be presented as an allowance rather than as a write-down.

ASU No. 2016-13 affects entities holding financial assets and net investment
in leases that are not accounted for at fair value through net income. The
amendments affect loans, debt securities, trade receivables, net investments
in leases, off-balance-sheet credit exposures, reinsurance receivables, and any
other financial assets not excluded from the scope that have the contractual
right to receive cash. This also changed guidance in FASB ASC 325-40, which
is related to initial and subsequent measurement.

Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.

For more information on ASU No. 2016-13, see appendix J, "Accounting for
Financial Instruments," of this guide.

Introduction

1.01 The investment company industry is highly specialized; intensely
competitive; and may be subject to specific governmental regulation, special tax
treatment, and public scrutiny. Accordingly, before starting an engagement to
audit an investment company's financial statements, an auditor should become
familiar with the entity's business; its organization, structure, and operating
characteristics and the industry's terminology; legislation; and, if applicable,
relevant securities and income tax laws and regulations. This chapter provides
an introductory review of these topics.

AAG-INV 1.01 ©2019, AICPA
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Guide Application

1.02 Auditing. The auditing procedures discussed in this guide apply to
most investment companies.! Fundamental considerations associated with the
planning and execution of investment company financial statement audits are
included in chapter 11, "General Auditing Considerations," of this guide, while
auditor report considerations are provided in chapter 12, "Independent Audi-
tor's Reports and Client Representations." When applicable, audit considera-
tions directly associated with certain specific accounting principles are included
within the respective chapters of this guide where the specific accounting prin-
ciples are discussed.

1.03 Accounting. The accounting principles discussed in this guide apply
to all investment companies within the scope of FASB ASC 946 (as discussed
in the following section of this chapter).

1.04 Consistent with FASB ASC 946-10-15-3, this guide does not apply to
real estate investment trusts, which have some of the attributes of investment
companies but are scoped out of FASB ASC 946.

Investment Companies Defined — Scope of FASB ASC 946

1.05 FASB ASC 946-10-15-5 requires an entity that is not regulated un-
der the Investment Company Act of 1940 (1940 Act) to perform an assessment
to determine whether it is an investment company for accounting purposes,

and is, therefore, within the scope of the industry-specific guidance in FASB
ASC 946.

1.06 An entity regulated under the 1940 Act is an investment company
for accounting purposes, pursuant to FASB ASC 946-10-15-4.

1.07 Paragraphs 6-7 of FASB ASC 946-10-15 identify characteristics of
an investment company. Entities that are not regulated under the 1940 Act are
required to meet certain fundamental characteristics to be considered invest-
ment companies, and are also required to be assessed for other typical char-
acteristics of investment companies. An entity's purpose and design should be
considered when conducting the assessment. An entity that does not have the
fundamental characteristics is not an investment company. However, failing to
meet one or more of the typical characteristics does not necessarily preclude an
entity from being an investment company. If an entity does not possess one or
more of the typical characteristics, judgment should be applied and a determi-
nation made, considering all facts and circumstances, on whether the entity's
activities are consistent (or are not consistent) with those of an investment
company.

1.08 Based on FASB ASC 946-10-15-6, an entity must have the following
fundamental characteristics to be an investment company:

I The auditing content in this guide focuses primarily on generally accepted auditing standards
issued by the Auditing Standards Board and is applicable to audits of nonissuers. See the section
"Applicability of Generally Accepted Auditing Standards and PCAOB Standards" of the preface to this
guide for a discussion of the definitions of issuer and nonissuer as used throughout this guide. Further
considerations for audits of issuers in accordance with PCAOB standards may be discussed within this
guide's chapter text. When such discussion is provided, the related paragraphs are designated with the
following title: Considerations for Audits Performed in Accordance With PCAOB Standards. PCAOB
guidance included in an AICPA Guide has not been reviewed, approved, disapproved, or otherwise
acted upon by the PCAOB and has no official or authoritative status.
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4 Investment Companies

a. Itis an entity that does both of the following:

i. Obtains funds from one or more investors and provides the
investor(s) with investment management services

ii. Commits to its investor(s) that its business purpose and
only substantive activities are investing the funds solely
for returns from capital appreciation, investment income,
or both

b. The entity or its affiliates do not obtain or have the objective of
obtaining returns or benefits from an investee or its affiliates that
are not normally attributable to ownership interests or that are
other than capital appreciation or investment income.

In addition, an entity should assess whether it has the following typical char-
acteristics of an investment company, as identified in FASB ASC 946-10-15-7:

a. More than one investment
b. More than one investor

c. Investors that are not related parties of the parent entity (if there
is a parent) or the investment manager

d. Ownership interests in the form of equity or partnership interests

e. Substantially all of its investments are managed on a fair value
basis

1.09 Technical Questions and Answers (Q&A) section 6910.36, "Deter-
mining Whether Loan Origination Is a Substantive Activity When Assessing
Whether an Entity Is an Investment Company,"? discusses how an entity deter-
mines whether loan origination activity represents a substantive activity that
precludes the entity from qualifying as an investment company under FASB
ASC 946-10-15-6 when such loan originations to third parties are performed
for the purposes of maximizing an entity's returns from capital appreciation,
investment income, or both.

1.10 In performing the assessment, Q&A section 6910.36 states that en-
tity should consider its design, business purpose (see paragraphs 4-7 of FASB
ASC 946-10-55), and the reason for performing the activities (see FASB ASC
946-10-55-10), including how the entity is marketed and presented to current
and potential investors. If an entity believes it is an investment company under
FASB ASC 946 the entity's design, business purpose, and how it holds itself out
to investors should be consistent with those of an investment company.

1.11 Determining whether loan origination activity represents a substan-
tive activity may require significant judgment. Loan origination would gener-
ally be considered inconsistent with the business purpose of capital apprecia-
tion, investment income, or both (investing income). Significance of the income
generated from the entity's origination and syndication of loans as compared to
the income generated through capital appreciation, investment income, or both,
is an important factor for entities to consider. FASB ASC 946-10-55-4 indicates

2 Technical Questions and Answers is not a source of established authoritative accounting prin-
ciples as described in the FASB Accounting Standards Codification®, the authoritative source of U.S.
generally accepted accounting principles for nongovernmental entities. This nonauthoritative mate-
rial is based on selected practice matters identified by the staff of the AICPA Technical Hotline and
various other bodies within the AICPA and has not been approved, disapproved, or otherwise acted
upon by any senior technical committee of the AICPA.

All Q&A sections can be found in Technical Questions and Answers.
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that an investment company should have no substantive activities other than
its investing activities and should not have significant assets or liabilities other
than those relating to investing activities. The evaluation of loan origination
activities generally would include a quantitative and qualitative assessment
of the significance of those activities relative to the entity's investing activities.
Often, the entity's business strategy with respect to originating loans (for exam-
ple, if the entity originates and holds the loans versus originating and selling
the loans) would correspond to the quantitative significance of loan origination
income relative to investing income.

1.12 The fee income generated as part of loan origination activities rel-
ative to total income represents an important factor for entities to consider.
An entity would generally also perform a qualitative analysis in determining
whether the loan origination represents a substantive activity of the entity.
Appendix A, "Factors to Consider in Determining Whether Loan Origination
Represents a Substantive Activity of the Entity," to Q&A section 6910.36 pro-
vides examples of when factors may be more or less indicative of an investment
company.

1.13 Q&A section 6910.36 concludes in addressing the requirements of
FASB ASC 946-10-25-1 and states that a change in the level of loan origination
activity or holding period for self-originated loans that would affect its quanti-
tative analysis, as well as changes to the qualitative factors, may indicate that
the purpose and design of the entity have changed.

1.14 Readers should consider and utilize the related implementation guid-
ance in FASB ASC 946-10-55, which is an integral part of assessing investment
company status and provides additional guidance for that assessment.

1.15 The aforementioned definition of an investment company has simi-
larities to the legal definition of an investment company in federal securities
laws. Securities laws explain that typically, an investment company sells its
capital shares to investors; invests the proceeds, mostly in securities, to achieve
its investment objectives; and distributes to its shareholders the net income
earned on its investments and net gains realized on the sale of its investments.

1.16 Paragraph 1 of FASB ASC 946-10-25 states that an initial determi-
nation of whether an entity is an investment company should be made upon
formation of the entity; afterwards, an entity should reassess whether it is or is
not an investment company only if there is a subsequent change in the purpose
and design of the entity or if the entity is no longer regulated under the 1940
Act. For information about change in status, readers should review FASB ASC
946-10-25 and the related implementation guidance and illustrative examples
in FASB ASC 946-10-55.

Types of Investment Companies

1.17 Several types of entities may meet the aforementioned investment
company scope criteria, including but not limited to the following:

® Management investment companies registered under or other-
wise regulated by the 1940 Act

® Unit investment trusts (UITs)
® Common (collective) trust funds
® Investment partnerships
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6 Investment Companies

® Special purpose funds

Venture capital investment companies, private equity funds,
hedge funds

® (Certain separate accounts of life insurance companies
® Offshore funds

See the "Definition and Classification" section of this chapter for further dis-
cussion of these and other types of entities.

1.18 Management investment companies may include

® open-end funds (usually known as mutual funds), including
exchange-traded funds (ETFs), and

® closed-end funds, including

— small business investment companies (SBICs) and

— business development companies (BDCs).

1.19 Investment companies may be organized under various legal entity
forms, including corporations (in the case of mutual funds, under the laws of
certain states that authorize the issuance of common shares redeemable on de-
mand of individual shareholders); common law trusts (sometimes called busi-
ness trusts); limited partnerships, limited liability investment partnerships
and companies; and other more specialized entities such as separate accounts
of insurance companies that are not in themselves entities at all except in the
technical definition of the 1940 Act.

1.20 Mutual funds and closed-end investment companies registered with
the SEC under the 1940 Act are common forms of investment companies and
are required to follow many rules and regulations prescribed by the SEC. These
rules and regulations are discussed within the "Regulation" section of this chap-
ter and elsewhere throughout this guide.

History

1.21 One of the first documented concepts of investment companies orig-
inated in England in 1868 with the formation of the Foreign & Colonial Gov-
ernment Trust. Its purpose was to provide investors of moderate means with
the same advantages as those of more affluent investors (that is, to diminish
risk by spreading investments over many different securities). Massachusetts
Investors Trust, the first mutual fund, was organized in 1924.

1.22 The investment company industry has changed considerably since
its origin and has attracted insurance companies, brokerage firms, conglomer-
ates, banks, and others as sponsors to perform advisory or distribution services.
Initially, the industry was characterized by one- or two-person managements,
relatively simple investment techniques, and rudimentary sales practices. To-
day, investment techniques are more sophisticated, and selling practices are
more creative and aggressive. For example, in the 1970s, tax-exempt and money
market funds came into use; in the 1980s, funds entered foreign markets; in the
1990s, funds entered the derivative security markets, which necessitated new
investment expertise and increasingly sophisticated data processing capability;
and in the 2000s, funds expanded their derivative activity and invested in such
instruments as asset-backed securities and private placement equities, which
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