In August 2000 the Panel on Audit Effectiveness of the Public Oversight Board! addressed
the important issue of the effect of nonaudit services on independence. The Panel on Audit
Effectiveness reported the following shift in revenues of the then Big 5 CPA firms.

1990 1990 1999 1999

All Clients SEC Clients All Clients SEC Clients
Accounting and Auditing 53% 71% 34% 48%
Tax 27% 17% 22% 20%
Consulting 20% 12% 44% 32%
Total 100% 100% 100% 100%

During this nine-year period of time, the ratio of accounting and auditing fees to con-
sulting fees for SEC clients changed from 6 to 1 to 1.5 to 1. This change led then SEC
chairman Arthur Levitt to testify before the Panel on Audit Effectiveness as follows: “Is
the audit merely a conduit to the cross-selling of other, more lucrative firm services? ... |
have grave concerns that the audit process, long rooted in independence and forged
through professionalism, may be diminished—perhaps even sacrificed—in the name of
more financial and commercial opportunities.”

At the other end of the spectrum, Dan Goldwasser, a member of the American Bar
Association’s law and accounting committee, stated that “Nonaudit services allow a firm
to gain greater understanding of a company. The more an auditor knows about the com-
pany, the better.”

Staff for the Panel on Audit Effectiveness performed its own in-depth review of the qual-
ity of audit work performed in a sample of 126 audits performed for public companies. Of
these 126 audit engagements, 37 also included significant consulting engagements for the
client. The staff did not identify any engagements in which providing nonaudit services had
a negative effect on the audit, and they concluded that in about a quarter of these engage-
ments the performance on nonaudit services had a positive impact on the audit. Based on
its findings and testimony before the panel, they agreed that:

= Independence is essential for promoting public confidence in the audit process and
must be monitored continuously.

= As long as auditors provide nonaudit services to audit clients, there will be at least
an issue with respect to the appearance of independence.

1 Students can learn more about the Public Oversight Board (POB) at http://www.publicoversightboard.
org/about.ntm. The POB was formed in 1977 to oversee the SEC Practice Section of the AICPA and
functioned as an important component of the accounting self-regulatory structure until it was dis-
solved in 2002.
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Ethics and Morality

= There has been an explosive growth in nonaudit services in recent years, to the point
where many large firms’ revenues from these services exceed their audit revenues.

= In their zeal to emphasize the array of services that CPAs offer, audit firms and the
AICPA scarcely acknowledge auditing services in the public images that they portray.
This serves to exacerbate the independence issue and to downplay the importance
of auditing.

However, the Panel was split in its final conclusions about whether auditors of SEC
registrants should be prohibited from performing nonaudit services. Readers can view the
entire report and its arguments at www.pobauditpanel.org. The debate was partially
resolved when the Sarbanes-Oxley Act of 2002 prohibited auditors of public companies
from performing various nonaudit services. This matter is discussed further in this chap-
ter in the section “Independence” and “Nonattest Services.”

One of the distinguishing characteristics of any profession is the existence of a code of
professional conduct or ethics for its members. Ethical behavior requires consideration of
more than a few results of conduct and regulatory activities. No professional code of
ethics or regulatory framework can anticipate all the situations that might arise requiring
professional judgments about ethical behavior. Accordingly, we begin this chapter with a
brief discussion of general ethics before moving on to the subject of professional ethics.
We then examine the AICPA’s Code of Professional Conduct in considerable detail. The
following diagram provides an overview of the chapter organization and content.
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Chapter 3 addresses the following aspects of the auditor’s knowledge and focuses on
several important audit decisions related to a CPA Code of Professional Ethics.

After studying this chapter you should understand the following aspects of an auditor’s knowledge base:
K1. Know the nature of general ethics.

K2. Understand the purpose of professional ethics.

K3. Know the components of the AICPA Code of Professional Conduct and related pronouncements.

K4. Understand the essence of the Code’s six ethical principles.

K5. Know the organizations and procedures involved in enforcing the Rules of Conduct.

After studying this chapter you should understand the factors that influence the following audit decisions.
D1. What must a CPA do to comply with the Rules of Conduct regarding independence, integrity, and objec-

tivity?

D2. What must a CPA do to comply with the Rules of Conduct regarding general standards and accounting

principles?

D3. What must a CPA do to comply with the Rules of Conduct regarding responsibilities to clients?
D4. What must a CPA do to comply with the Rules of Conduct regarding other professional responsibilities

and practices?

Auditor Knowledge 1

Ethics is derived from the Greek word ethos, meaning “character.” Another term
for ethics is morality, which comes from the Latin mores, meaning *“custom.”
Morality focuses on the “right” and “wrong” of human behavior. Thus, ethics
deals with questions about how people act toward one another. Philosophers and
ethicists have developed numerous theories of ethical conduct.

People are constantly confronted with the need to make choices that have conse-
quences for both themselves and others. Too often, an ethical dilemma arises
where what is good for one party affected by a choice is not good for another party
affected by the same choice. In some cases, individuals are confronted by compet-
ing ethical values. It has been said that in such situations, individuals should ask
two questions: “What good do | seek?” and “What is my obligation in this cir-
cumstance?”

General ethics attempts to deal with these questions by defining what is good
for the individual and society, and by trying to establish the nature of obligations
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Auditor Knowledge 2

or duties that individuals owe themselves and each other. But the inability to
agree on what constitutes that “good” and “obligation” has led philosophers to
divide into two groups. One group, the ethical absolutists, maintain that there are
universal standards that do not change over time and that apply to everyone. The
other group, the ethical relativists, says that people’s ethical judgments are deter-
mined by the changing customs and traditions of the society in which they live.
Some argue that both groups are right—that every individual makes numerous
life choices that must be guided by unchanging universal standards, and many
other choices that are subject to the changing mores of society.

Because no universal set of standards or changing codes of ethics can clearly
point to the correct choice of behavior in all situations, some ethicists have worked
on developing frameworks for general ethical decision making. Following is one
such six-step framework.

Obtain the facts relevant to the decision.

Identify the ethical issues from the facts.

Determine who will be affected by the decision and how.
Identify the decision maker’s alternatives.

Identify the consequences of each alternative.

Make the ethical choice.

This framework is particularly helpful when clear choices are not available
such as when ethical rules of conduct or the application of accounting principles
require significant professional judgment, or in situations where there may be
competing ethical values.

Professional ethics represent a commitment by a profession to ethical principles
and rules of conduct. A commitment to ethical behavior is a key element that sep-
arates recognized professions from other occupations. They usually represent
standards of behavior that are both idealistic and practical in purposes. Although
codes of ethics may be designed in part to encourage ideal behavior, they must
also be both practical and enforceable. To be meaningful they must strike a bal-
ance of being above the law but below the ideal.

States often grant professions exclusive rights to practice a professional activ-
ity. In most states CPAs are the only professionals that can sign an audit report. In
return for this monopoly, professionals have an obligation to act in the public
interest. A profession imposes professional ethics on its members who voluntarily
accept standards of professional behavior that are more rigorous than those
required by law. In many states, state boards of accountancy impose similar ethi-
cal standards. A code of ethics significantly affects the reputation of a profession
and the confidence in which it is held.

In 1999 the forward-looking CPA Vision Project acknowledged that the pro-
fession must be recognized more for its values than for its services. The CPA
Vision Project identified the following five core values associated with the CPA
profession.

Integrity
Objectivity
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Competence
Continuing education and lifelong learning
Attuned to broad business issues

In aggregate, these values are important to earning the public’s trust. Auditors
deliver value to shareholders and other investors when they have the competence
to identify potential material misstatements in financial statements, and they also
have the integrity to expect the client to revise the financial statements or receive
a qualified opinion on those statements.

How do general ethics guide human behavior?

What is the difference between the ethical absolutists and ethical relativists
schools of thought?

a. What are the six steps in the general framework for ethical decision mak-
ing?

Develop an example of when these six steps would be helpful to CPAs.
What is the purpose of professional ethics?

How are professional ethics imposed?

State the core values identified in the CPA Vision Project.

Explain why each of these values is important to the public’s confidence
in the public accounting profession.

oS o ®T

Ethical dilemma, p. 103 Morality, p. 103
Ethics, p. 103 Professional ethics, p. 104
General ethics, p. 103

We now turn our attention to the AICPA’s Code of Professional Conduct, which
governs AICPA members and is administered by the AICPA Professional Ethics
Team. Students should be particularly aware that many state boards of account-
ancy have adopted their own code of ethics that applies to all CPAs who hold a
license from the state board. Most state boards of accountancy have adopted rules
that are similar to the AICPA code, but they may differ in unique respects. If an
auditor is auditing a public company, he or she must also must conform to SEC
and PCAOB regulations and rules that are discussed later in this chapter. The
AICPA Code is discussed here as it governs over 350,000 members in every state
and jurisdiction in the United States.
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Auditor Knowledge 3

Professional ethics are so important to the accounting profession that the bylaws
of the AICPA provide that there shall be a Professional Ethics Division. The mis-
sion of the Professional Ethics Division is to (a) develop and maintain standards
of ethics and effectively enforce such standards, thereby ensuring that the public
interest is protected, (b) increase the public awareness of the value of the CPA; and
(c) provide timely and quality guidance to enable members to be the premier
value providers in their field. The division consists of a relatively small full-time
staff, active volunteer members, and ad hoc investigatory volunteers, as needed.
The Professional Ethics Division performs the following major functions to
accomplish its mission.

Standard setting: The Professional Ethics Executive Committee interprets the
AICPA Code of Professional Conduct and proposes amendments to the code of
conduct.

Ethics enforcement: The Professional Ethics Team investigates complaints of
potential disciplinary matters involving members of the AICPA and state CPA
societies through the Joint Ethics Enforcement Program (JEEP).

Technical inquiry services (“ethics hotline”): The professional Ethics Team
educates members and promotes the understanding of ethical standards con-
tained in the AICPA Code of Professional Conduct by responding to member
inquiries on the application of the AICPA Code of Professional Conduct to spe-
cific areas of practice.

The Professional Ethics Division also publishes a quarterly newsletter. You can
learn more about the AICPA Professional Ethics Division at http://www.aicpa.
org/members/div/ethics/index.htm.

The AICPA's Code of Professional Conduct (the Code) defines the ethical
responsibilities for AICPA members. In 1988 the AICPA members adopted two
sections of the AICPA’s Code of Professional Conduct:

Principles that express the basic tenets of ethical conduct and provide the
framework for the Rules.

Rules of Conduct that establish minimum standards of acceptable conduct in
the performance of professional services.

As expressions of the ideals of professional conduct, the Principles are not set
forth as enforceable standards. In contrast, the Rules of Conduct establish mini-
mum standards of acceptable conduct and are enforceable.

In addition to these two sections of the Code, the Professional Ethics Division’s
Executive Committee issues the following pronouncements:

Interpretations of the Rules of Conduct that provide guidelines about the
scope and applicability of specific rules.

Ethical Rulings that indicate the applicability of the Rules of Conduct and
Interpretations to a particular set of factual circumstances.
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AICPA Code of Professional Conduct Sections and Related Pronouncements

Code Section:

Related
Pronouncement:

Auditor Knowledge 4

Principles

Rules of Conduct

Interpretations of
Rules of Conduct

Ethical Rulings

Express the basic tenets of ethi-
cal conduct and provide a
framework for the Rules.

Establish minimum standards of
acceptable conduct in the
performance of professional
services.

Provide guidelines about the
scope and applicability of spe-
cific rules.

Indicate the applicability of the
rules and interpretations to par-
ticular factual circumstances.

No

Yes

The CPA must be prepared
to justify any departures.

The CPA must be prepared
to justify any departures.

Members who depart from the interpretations or ethical rulings must justify
such departures in disciplinary hearings. A summary of the Code sections and

related pronouncements is presented in Figure 3-1.

In the code of Professional Conduct, the following six principles express the basic
tenets of ethical conduct and provide the framework for the Rules of Conduct:

Responsibilities

The public interest

Integrity

Objectivity and independence

Due care

Scope and nature of services

In carrying out their responsibilities as professionals, members should exercise sensitive pro-
fessional and moral judgments in all their activities.2

CPAs render important and essential services in our free enterprise system. All
members have responsibilities to those who use their professional services. In
addition, members have an ongoing responsibility to cooperate with other mem-
bers to (1) improve the art of accounting, (2) maintain the public’s confidence in

2 All definitions of principles and rules are from applicable ethics sections of the AICPA Professional
Standards, Volume 2 (New York: AICPA, 2005).
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the profession, and (3) carry out the self-regulatory activities described in this
chapter. The overall objective in meeting this principle is to maintain and enhance
the stature of the public accounting profession.

Members should accept the obligation to act in a way that will serve the public interest, honor
the public trust, and demonstrate commitment to professionalism.

The public interest is defined as the collective well-being of the community of
people and institutions that CPAs serve. The CPA’s public interest includes clients,
creditor grantors, governmental agencies, employees, stockholders, and the gen-
eral public. A distinguishing mark of any profession is acceptance of its responsi-
bility to the public.

CPAs are expected to meet professional standards in all engagements. In serv-
ing the public interest, members should conduct themselves in a manner that
shows a level of professionalism consistent with the principles of the code.

To maintain and broaden public confidence, members should perform all professional respon-
sibilities with the highest sense of integrity.

Integrity is a personal characteristic that is indispensable in a CPA. It is the
benchmark by which members must ultimately judge all decisions made in an
engagement. Integrity is measured in terms of what is right and just. Integrity
requires a member to be, among other things, honest and candid within the con-
straints of client confidentiality. Moreover, integrity requires that service and the
public trust should not be subordinated to personal gain and advantage.
Integrity can permit inadvertent error and the honest difference of opinion;
however, it cannot tolerate intentional distortion of facts or subordination of
judgment. Integrity requires a member to observe both the form and the spirit
of technical and ethical standards; circumvention of those standards constitutes
subordination of judgment.

A member should maintain objectivity and be free of conflicts of interest in discharging pro-
fessional responsibilities. A member in public practice should be independent in fact and
appearance when providing auditing and other attestation services.

Objectivity is a state of mind. Although this principle is not precisely measurable,
it nevertheless is held up to members as an imperative. Objectivity means being
impartial and unbiased in all professional matters. CPAs often serve multiple inter-
ests in many different capacities and must demonstrate their objectivity in varying
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circumstances. CPAs in public practice render attest, tax, and management advi-
sory services. Some CPAs also prepare financial statements in the role of CFO or
Controller, and other CPAs work as internal auditors. Regardless of service or
capacity, CPAs should protect the integrity of their work, maintain objectivity, and
avoid any subordination of their judgment. Irrespective of whether a CPA is an
auditor or a member of management, CPAs owe a duty of remaining impartial and
unbiased.

Independence precludes relationships that may appear to impair a member’s
objectivity in rendering attestation services. For example, a CPA’s objectivity may
be impaired if the auditor’s spouse has an ownership interest in an audit client.
No matter how competent CPAs may be in performing auditing and other attest
services, their opinions will be of little value to those who rely on their reports
unless they are independent. In rendering attest services, members must be inde-
pendent in fact; this means that members should act with integrity and objectiv-
ity. Members must also be independent in appearance. To meet this test, members
should not have a financial interest or a key business relationship with a client. For
example, CPAs who perform attest engagements should not be part of manage-
ment or serve on the client’s board of directors. Members in public practice should
continuously assess their relationship with clients to avoid situations that may
appear to, or in fact, impair their independence.

A member should observe the profession’s technical and ethical standards, strive continually
to improve competence and the quality of services, and discharge professional responsibility to
the best of the member’s ability.

The principle of due care is at the center of the profession’s ongoing quest for excel-
lence in the performance of professional services. Due care requires each member
to discharge his or her professional responsibilities with competence and diligence.

Competence is the product of education and experience. Education begins with
preparation for entry to the profession. It extends to continuing professional educa-
tion throughout a member’s career. Experience involves on-the-job training and
acceptance of increased responsibilities during a member’s professional life.

Diligence involves steady, earnest, and energetic application and effort in per-
forming professional services. It also means that a member should (1) be thorough
in his or her work, (2) observe applicable technical and ethical standards, and (3)
complete the service promptly.

Due care extends to the planning and supervision of engagements for which a
member is responsible. For example, each member is expected to properly super-
Vise any assistants participating in an engagement.

A member in public practice should observe the Principles of the Code of Professional Conduct
in determining the scope and nature of services to be provided.
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This principle applies only to a member who renders services to the public. In
deciding whether to provide specific services in a given situation, a member
should consider all of the preceding principles. If any principle cannot be met, the
engagement should be declined. In addition, a member should:

Practice only in a firm that has implemented internal quality control proce-
dures.
Determine whether the scope and nature of other services requested by an audit
client would create a conflict of interest in providing audit services for that
client.
Assess whether the requested service is consistent with the role of a profes-
sional.

What are the major functions of the AICPA’s Professional Ethics Division?

a. ldentify the two sections of the AICPA’s Code of Professional Conduct and
the two types of pronouncements related to them.

b. Explain the enforceability of each of the section and related pronounce-
ments.

a. What is the significance of the Principles of the AICPA’s Code of Profes-
sional Conduct?

b. Explain the essence of the six principles in the Code.

Code of Professional Conduct, p. 106 Objectivity, p. 108

Due care, p. 109 Principles, p. 106

Ethical rulings, p. 106 Public interest, p. 108

Ethics enforcement, p. 106 Responsibilities, p. 107
Independent in appearance, p. 109 Rules of Conduct, p. 106
Independent in fact, p. 109 Standard setting, p. 106
Integrity, p. 108 Technical inquiry services, p. 106
Interpretations of the Rules of The public interest, p. 108

Conduct, p. 106

The AICPA Rules of Conduct guide a CPA in determining the appropriate profes-
sional behavior. For example, when a CPA finds financial fraud, who should be
told? Management? The Board of Directors? The SEC? Shareholders? Creditors?
Or what would be the impact on independence if an auditor’s parents owned
shares in an audit client? Can a consulting partner help the owner of a private
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company sell his business and take a fee as a percentage of the sales price? These
are the types of issues the Rules of Conduct are intended to sort out.

The Rules of Conduct consist of 11 enforceable rules, as categorized in Figure
3-2. In formulating the rules, the AICPA strives to serve the best interests of the
public, the profession, and its members. The rules are modified from time to time
to recognize evolving norms of ethical conduct and other influences such as
changes mandated by government agencies. For example, the independence
Rules of Conduct and interpretations were modernized in 2002 to meet the public
and SEC expectations regarding nonaudit services and to address challenges asso-
ciated with having many professionals in international accounting firms that do
not influence audits. The new rules also address many of the challenges of dual-
career families where a spouse might earn compensation in an employee stock
option or stock purchase plan from an audit client.

The AICPA’s bylaws require that members adhere to the Rules of Conduct. The
rules are applicable to all members (in public practice and in industry) and to all
professional services performed (attest, tax, etc.) except when (1) the wording
indicates otherwise (several rules indicate that they apply only to members in

AICPA Rules of Conduct

Section 100 Independence, Integrity, and Objectivity
101 Independence O
102 Integrity and objectivity d
Section 200 General Standards and Accounting Principles
201 General standards
202 Compliance with standards
203 Accounting principles
Section 300 Responsibilities to Clients
301 Confidential client information O
302 Contingent fees O
Section 400 Responsibilities to Colleagues
(No currently effective rules in this section.)
Section 500 Other Responsibilities and Practices
501 Acts discreditable d
502 Advertising and other forms of solicitation
503 Commission and referral fees O
505 Form of organization and name
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public practice) and (2) a member is practicing outside the United States and con-
forms to the host country’s rules of the organized accounting profession. CPAS
must also adhere to relevant state and SEC ethical rules.

A member in public practice may be held responsible for compliance with the
rules of all persons under the member’s supervision or those who are the mem-
ber’s partners or shareholders in the practice. In addition, a member cannot per-
mit others to carry out acts on his or her behalf that, if carried out by the member,
would violate the rules.

The following discussion states each rule and explains essential features of the
rules.

Rule 101—Independence. A member in public practice shall be independent in the perform-
ance of professional services as required by standards promulgated by bodies designated by

Council.

Audit Decision 1

Independence is the cornerstone of the auditing profession. It is so important that
every auditor’s report is entitled “Independent Auditor’s Report.” Financial state-
ment users need to know that auditors are independent of the entities that they
audit.

Auditors frequently think about independence in two ways; independence in
fact and the appearance of independence. These facets of independence are
depicted in Figure 3-3. Being independent in fact can be defined as acting with
integrity and objectivity. Independence in fact is about being honest, about not
subordinating the public trust to personal gain and advantages, and about being
unbiased and impartial when performing attest services. Independence in fact is
difficult for others to observe, but it is nevertheless the cornerstone upon which
audit services provide value.

Being independent in appearance addresses a number of potential conflicts of
interest that can be observed. An auditor’s (or immediate family member’s) hav-
ing ownership interest in an audit client, participating in a joint venture with an
attest client, having litigation threatened by an attest client, or having a loan from

Independence in Fact vs. Appearance

Independence in Fact eeeccccceesceceeee Independence in Appearance

State of Mind Apparent Conflict Don't Do Things
of Interest That Look Bad
Unbiased and Impartial Follow the Rules

Not Subordinating Public Trust (Minimum)
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an audit client are examples of the types of activities that impair the appearance
of independence for an audit firm.

Independence in fact is a state of mind, and it is impossible to observe what a CPA
is thinking when performing attest services. In spite of the fact that it is difficult
to observe independence in fact, it is essential that the auditor approach every audit
decision in an unbiased fashion. The appearance of independence is observable and sub-
ject to enforcement under the Rules of Conduct. Rule 101 specifies a number of cir-
cumstances that can impair the appearance of independence to guide members in
observable aspects of ethical conduct. The common factor of the issues raised in
Rule 101 is that they are targeted at situations where CPAs appear to have a con-
flict of interest, such as having loans from clients or providing certain consulting
services to clients. In addition, CPAs must use their common sense and avoid sit-
uations that look bad to the public, which relies on the CPAs independence.

Rule 101 incorporates into the Code, by reference, the independence require-
ments in technical standards issued by the AICPA. The bodies that have issued
standards that include a requirement that the CPA be independent are the Audit-
ing Standards Board and the Accounting and Review Services Committee. For
example, a member must be independent in performing attest services such as a
financial statement audit, an examination of prospective financial statements, and
a review of the financial statements of a nonpublic entity. A member is not
required to be independent in rendering nonattest services such as accounting,
tax, and consulting services.

In November 2000 the SEC adopted the first changes in its independence rules
since 1983, and the AICPA adopted similar rules in 2001. This discussion
addresses the underlying drivers that caused the SEC and the AICPA to amend
their independence rules, followed by a discussion of the new AICPA interpreta-
tions of the independence rules.

The accounting industry changed dramatically in the 1990s following the con-
solidation of many international CPA firms, the increasing globalization of account-
ing firms, and these firms’ offerings of a wide range of multidisciplinary services.
Today CPA firms have many professionals all over the globe, along with their fam-
ily members, who have no influence over an audit. CPA firms have also seen an
increase in the number of dual-career families who potentially have independence
problems when an accounting professional’s spouse receives compensation through
stock options or other stock ownership schemes from an employer who is also an
audit client. The growth of nonaudit services raises questions about the ability of
CPA firms to remain independent while providing services that may result in pro-
fessional fees that are larger than those provided by the independent audit. The fol-
lowing discussion addresses the independence rules as they apply to members of
an accounting firm’s professional staff and their family members. The discussion of
interpretation 101-3 addresses the AICPA rules regarding nonaudit services.

The new independence rules follow an engagement-based approach and define a
level of accounting professional—a covered member—who is a person in a posi-
tion to potentially influence audit decisions or the outcome of an audit. The inde-
pendence rules are particularly strict for a professional who falls under the covered
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member rules. These key independence terms are summarized in Figure 3-4. Cov-
ered members are defined as:

Members of the engagement team, including any professional who spends even
a few minutes performing work on an attest engagement.

Partners and managers with consultation, oversight, or review responsibili-
ties related to the engagement. These could be regional audit partners with
review responsibilities for all the audit engagements in their region, or part-
ners with industry specialization who regularly consult with other partners
on audit matters.

Direct supervisors of the engagement partner, including all successive senior
levels. This would include any direct supervisor of the engagement partner, all
the way up to the senior partner in the accounting firm.

Professionals who perform (or expect to perform) more than 10 hours of nonat-
test services for the client. For example, a professional who performs only 8
hours of tax services would not be considered someone who could influence the
audit. However, once a tax or consulting professional delivers 10 or more hours
of professional services to an audit client, he or she is considered to be a cov-
ered member.

Partners who are in the same office as the lead partner on the engagement.
Other partners in an office may have influence over compensation issues or
other management decisions in the office, and hence they may be in a position
to influence the audit even though they are not on the audit team. They there-
fore need to be independent of all audit engagements associated with the office.
The term office is also broadly defined and represents the substance of work
relationships, not just a physical location.

The firm, its benefit plans, and entities controlled by covered members. Hence,
the firm or its benefit plan cannot invest in an audit client. Furthermore, a cov-
ered member cannot control an entity that invests in an audit client.

Those who evaluate partners’ performance and compensation, including mem-
bers of compensation committees. This means other partners who have signifi-
cant influence over the lead partner on an audit engagement.

Individuals who consult with the audit team regarding technical or industry-
related issues that are specific to the engagement. This is intended to include
individuals who are authorized to give advice to the audit team and there is ho
minimum hours test. This will usually include partners and managers who may
be called upon for specialized accounting or auditing advice.

Individuals who participate in quality control activities for the firm. These are
usually partners and managers who conduct internal peer reviews and evalu-
ate audit quality.

The covered member standard is one that includes a wide variety of individuals in
an accounting firm who are in a position to influence audit decisions. However, it
does not result in every professional in the firm having to meet the same standard.

In order to preserve the appearance of independence, covered members are pro-
hibited from the following activities. A covered member cannot:

Have a direct, or material indirect, investment in the audit client. Hence, a
covered member cannot have any direct investment in an audit client. A



Key Independence Terms

Covered Members
Any member of the engagement team

Partners and managers with consultation, oversight, or
review responsibilities related to the engagement.

Direct supervisors of the engagement partner, including all
successive senior levels

Professionals who perform (or expect to perform) more
than 10 hours of nonattest services for the client.2

Partners who are in the same office as the lead partner on
the engagement.2

The firm, its benefit plans, and entities controlled by cov-
ered members

Those who evaluate partners’ performance and compensa-
tions, including members of compensation committees

Individuals who consult with the audit team regarding tech-
nical or industry-related issues specific to the engagement.
This is intended to include individuals who are authorized
to give advice to the audit team, and there is no hours test.

Individuals who participate in quality control activities for
the firm.

Covered Members’ Immediate Family
Spouse
Spousal equivalent
Dependents

Covered Members Close Relatives
Parents
Nondependent children
Brothers and sisters

All Other Professional Employees and
Their Immediate Family Members

Prohibited Activities

Cannot have a direct, or a material indirect,
investment in the audit client.

Cannot be a trustee or a trust or executor of an
estate who invests directly in an audit client.
(The AICPA and SEC permit an exception for a
trustee who lacks authority to make investment
decisions.)

Cannot have a joint, closely held investment
that is material to the covered member.

Cannot have loans to or from the audit client.
(There are some very limited exceptions.)

Prohibited Activities
Exactly the same as for a covered member.

Cannot be employed in a “key position” with an
audit client.
In a position to exercise influence over the
financial statement, such as CEO, CFO, mem-
ber of the board of directors, or treasurer.
Prepares, or supervises others who prepare,
(1) the financial statements or (2) material
accounting records.
Involved in accounting decision making.

Prohibited Activities
May not hold a key position with an audit client.

May not hold a material financial interest in an
audit client, or have significant influence over
an audit client (APB 18).

Prohibited Activities

Cannot have a direct investment of 5% or more
in an audit client.

Cannot have a business or key position employ-
ment relationship with an audit client.

Cannot be a trustee, director or officer of an
audit client, or a client’s pension or profit-shar-
ing trust.

a Certain covered members, nonattest partners and managers, and other partners in the office of the lead engagement partners may have
an immediate family member who works for an audit client as long as they are not in a “*key position.” Immediate family members may
participate in an employee benefit plan that includes employee stock ownership plans or employee stock option plans as long as ben-

efits are offered equitably to all similar employees.
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covered member can, however, own shares in a mutual fund that owns shares
in the audit client, as long as the investment is immaterial to the covered
member.

Be a trustee of a trust or executor of an estate who invests directly in an audit
client. Both the AICPA and SEC permit an exception for a trustee who lacks
authority to make investment decisions.

Have a joint, closely held investment that is material to the covered member.
Hence, a covered member cannot form a joint business venture with an audit
client. A covered member also cannot form such business ventures with officers
and directors of audit clients.

Cannot have loans to or from the audit client. There are some very limited
exceptions to this rule, but the general rule is that a covered person cannot
accept a loan from an audit client or loan money to an audit client. The lim-
ited exceptions allow for some loans that were permitted prior to the existing
rules to remain in place. The exceptions to the rule also allow for automobile
loans and leases collateralized by the automobile; loans fully collateralized by
the cash surrender value of an insurance policy; loans fully collateralized by
cash deposits at the same financial institution (e.g., “passbook loans™); and
credit cards and cash advances where the aggregate outstanding balance on
the current statement is reduced to $5,000 or less by the payment due date.

An immediate family member of a covered member would be the covered mem-
ber’s spouse, spousal equivalent, or dependent. A dependent could be a child, a
parent, or another person who is dependent upon the covered person. An imme-
diate family member is prohibited from the same activities that are prohibited for
a covered member. The relationship is considered to be so close that any relation-
ship between an immediate family member and an audit client is equivalent to the
relationship between a covered member and the audit client.

In addition, an audit client cannot employ an immediate family member in
what is defined as a key position. A key position would include a position
where an immediate family member could exercise influence over the financial
statement, such as CEO, CFO, member of the board of directors, or treasurer. In
addition, a key person would be someone who prepares, or supervises others
who prepare, (1) the financial statements or (2) material accounting records, or
is involved in accounting decision making. Hence, an immediate family mem-
ber could hold a position in marketing or management for an audit client, as
long as that person was not in a position to exercise influence over the prepara-
tion of the financial statements.

An important issue for many spouses is their ability to participate in stock com-
pensation plans. Today, it is common for many employees to be compensated with
equity securities in addition to cash. A spouse of an accounting firm professional
who is not a covered member can participate in an employee benefit plans that
include employee stock ownership plans or employee stock option plans as long
as the benefits are offered equitably to all similar employees. The same benefits are
also extended to a limited group of covered members, nonattest partners and
managers, and other partners in the office of the lead engagement partners may
have an immediate family member who works for an audit client as long as they
are not in a key position.
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A close relative of a covered member is defined as parents, nondependent chil-
dren, and bothers and sisters. Independence is impaired for an audit firm if a close
family member of a covered member (1) holds a key position with an audit client,
or (2) holds a direct investment in the audit client that is material to the close rel-
ative, or (3) holds an investment that enables a close family member to have sig-
nificant influence over an audit client.

A number of professionals (particularly tax and management advisory profes-
sionals) in an accounting firm are not considered covered members with respect
to an audit engagement under the new standards. These professionals who are
not in a position to influence the outcome of an audit, and their immediate fam-
ily members, are allowed to have a direct investment in an audit client as long
as the investment does not exceed 5 percent of the outstanding equity securities.
For example, a tax partner in Cleveland, or her spouse, may have an investment
in an audit client in San Francisco as long as the tax partner does not spend more
than 10 hours a year performing nonaudit services for the client. Remember,
independence would be impaired if the tax partner performed even one hour of
audit services for the client. In addition, other professionals cannot have a busi-
ness or an employment relationship with an audit client, and they cannot be a
trustee, director, or officer of an audit client or a client’s pension or profit-shar-
ing trust.

Since independence is critical to a variety of attest services, the AICPA has
published 14 interpretations pertaining to Rule 101. These are summarized in
Figure 3-5. A link to the actual ethical interpretations can be found at http://
www.aicpa.org/about/code/index.htm. Several themes run through these
interpretations. These include the effect of employment relationships with an
attest client, nonaudit services, litigation, and unpaid fees for professional serv-
ices on independence.

When a partner or professional employee of a CPA firm leaves the firm and is sub-
sequently employed by an audit client, independence can be impaired inasmuch
as the partner or professional employee may have continuing relationships, such
as the payout of a pension plan, with the CPA firm. Furthermore, if a professional
employee goes to work for an audit client, that employee may be familiar with the
audit plan and/or staff working on the engagement, and there is a risk that the
former employee could influence the engagement. These are important risks that
may impair an audit firm’s independence.

The rules are different for public and for private companies. With respect to
public companies, Section 206 of the Sarbanes-Oxley Act of 2002 states that the
CEO, Controller, CFO, Chief Accounting Officer, or person in an equivalent posi-
tion cannot have been employed by the company’s audit firm during the one-year
period preceding the audit.
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Interpretations of Rule 101 on Independence

101-1—Interpretation of Rule 101: This interpretation defines a covered person and addresses
financial interests and other relationships that impair independence.

101-2—Employment or association with attest clients: Addresses circumstances in which the
partner or professional employee leaves a firm and subsequently becomes employed by or
associated with an audit client, and specifies the conditions that must exist to maintain inde-
pendence.

101-3—Performance of nonattest services: Often members assist clients by providing nonattest
services including bookkeeping and financial statement preparation. This interpretation out-
lines important responsibilities that the client’s management must take responsibility for in
order to preserve independence, and it identifies activities that impair independence.

101-4—Honorary directorships and trusteeships of not-for-profit organization: Provides guid-
ance when a member is asked to serve as an honorary director or trustee for an attest client.

101-5—Loans from financial institution clients and related terminology: A member’s inde-
pendence would normally be impaired if the covered member has any loan to or from an audit
client or any officer, director, or principal stockholder of the client. This interpretation explains
some specific exceptions to this general rule.

101-6—The effect of actual or threatened litigation on independence. Explains circumstances
in which independence may be considered to be impaired as a result of litigation or the
expressed intention to commence litigation.

[101-7]—[Deleted]

101-8—Effect on independence of financial interests in nonclients having investor or
investee relationships with a member’s client: Explains various ways in which a financial
interest in a nonclient that has a significant influence on a client may impair independence with
respect to a client.

[101-9]—[Deleted]

101-10—The effect on independence of relationships with entities included in the govern-
mental financial statements: In general, a member issuing a report on a governmental client’s
general-purpose financial statements must be independent of the client. However, independ-
ence is not required with respect to a related organization if the client is not financially account-
able for the organization and the required disclosure does not include financial information (for
example, the ability to appoint or the appointment of governing board members).

101-11—Modified application of Rule 101 for certain engagements to issue restricted-use
reports under the Statements on Standards for Attestation Engagements: Provides guidance
on independence for engagements that are restricted for use only by identified parties.

101-12—Independence and cooperative arrangements with clients. In general, independence
will be considered to be impaired if, during the period of a professional engagement or at the
time of expressing an opinion, a member’s firm had any joint business activity with the client
that was material to the CPA’s firm or to the client.

101-13—[Deleted].

101-14—The effect of alternative practice structures on the applicability of independence
rules: Because of changes in the manner in which CPAs are structuring their practices, this
interpretation provides guidance on how various alternatives to “traditional structures” affect
independence.
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With respect to private companies, a firm’s independence will be considered
impaired with respect to a client if a partner or professional employee leaves the
firm and is subsequently employed by the client in a key position, unless all of the
following conditions are met.

Amounts due to the former partner or professional employee for his or her
previous interest in the firm and for unfunded, vested retirement benefits
are not material to the audit firm, and the underlying formula used to cal-
culate the payments remains fixed during the payout period. Retirement
benefits may also be adjusted for inflation, and interest may be paid on
amounts due.

The former partner or professional employee is not in a position to influence
the accounting firm’s operations or financial policies.

The former partner or professional employee does not participate or appear to
participate in, and is not associated with the firm, whether or not compensated
for such participation or association, once employment or association with the
client begins. An appearance of participation or association results from such
actions as:

The individual provides consultation to the firm.

The firm provides the individual with an office and related amenities (for
example, secretarial and telephone services).

The individual’s name is included in the firm’s office directory.

The individual’s name is included as a member of the firm in other mem-

bership lists of business, professional, or civic organizations, unless the indi-

vidual is clearly designated as retired.
The ongoing attest engagement team considers the appropriateness or neces-
sity of modifying the engagement procedures to adjust for the risk that, by
virtue of the former partner or professional employee’s prior knowledge of the
audit plan, audit effectiveness could be reduced.
The firm assesses whether existing attest engagement team members have the
appropriate experience and stature to effectively deal with the former partner
or professional employee and his or her work, when that person will have sig-
nificant interaction with the attest engagement team.
The subsequent attest engagement is reviewed to determine whether the
engagement team members maintained the appropriate level of skepticism
when evaluating the representations and work of the former partner or profes-
sional employee, when the person joins the client in a key position within one
year of disassociating from the firm and has significant interaction with the
attest engagement team. The review should be performed by a professional
with appropriate stature, expertise, and objectivity and should be tailored
based on the position assumed at the client, the position he or she held at the
firm, the nature of the services he or she provided to the client, and other rele-
vant facts and circumstances. Appropriate actions, as deemed necessary,
should be taken based on the results of the review.

A partner or a professional employee merely seeking employment with an
audit client may also impair independence. Rule 101-2 states that when a member
of the attest engagement team or an individual in a position to influence the attest
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engagement intends to seek or discuss potential employment or association with
an attest client, or is in receipt of a specific offer of employment from an attest
client, independence will be impaired with respect to the client unless the person
promptly reports such consideration or offer to an appropriate person in the firm,
and removes himself or herself from the engagement until the employment offer
is rejected or employment is no longer being sought. The purpose of this rule is to
avoid situations where a person’s integrity or objectivity might be compromised.
If a professional is seeking a job from an audit client, it is important to avoid a sit-
uation where the person might be tempted to take an aggressive stance in favor of
the client on a matter of professional judgment while seeking the favor of a client
by way of a job offer.

When a covered member becomes aware that a member of the attest engage-
ment team or an individual in a position to influence the attest engagement is
considering employment or association with a client, the covered member
should notify an appropriate person in the audit firm. Furthermore, the appro-
priate person should consider what additional procedures may be necessary to
provide reasonable assurance that any work performed for the client by that
person was performed with objectivity and integrity as required under Rule
102.

A major issue that the auditing profession has faced in the last decade is whether
the performance of nonattest services (such as accounting services or financial
statement design and implementation) impairs an auditor’s integrity and objec-

PCAOB
Public Companies
Accounting Oversight Board

The Sarbanes-Oxley Act of 2002 makes it “unlawful” to perform audit services for a public com-
pany and also perform the following nonattest services:

Bookkeeping or other services related to the accounting records or financial statements of the

audit client.

Financial information systems design and implementation.

Appraisal or valuation services, fairness opinions, or contribution-in-kind reports.

Actuarial services.

Internal audit outsourcing services.

Management functions or human resources.

Broker or dealer, investment advisor, or investment banking services.

Legal services and expert services unrelated to the audit.

Any other service that the PCAOB determines, by regulation, is impermissible.
Many of these services put the auditor in a position where they might have to audit their own
work, thereby creating the potential to impair independence. In addition, the audit committee
of a public company must preapprove other nonattest services provided to public companies,
and those services must be disclosed in periodic reports to investors.
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tivity. Critics wonder whether an auditor can be objective with respect to audit
issues when fees from nonattest services exceed fees from attest services. Can an
auditor objectively evaluate the design and operation of internal controls when
the auditor received substantial fees for information system design and imple-
mentation?

When an auditor considers the rules related to nonattest services and inde-
pendence, he or she needs to understand that a different set of rules applies to
auditors of public companies and auditors of private companies. Both the SEC
and the Sarbanes-Oxley Act of 2002 set out the public company guidelines. The
AICPA and state boards of accountancy have rules appropriate to private com-
panies. The AICPA and many state boards of accountancy allow activities for
private companies that are not allowed for public companies because many pri-
vate companies (e.g., owner-managed business and small not-for-profit organi-
zations that require audits) do not have the resources to internalize services that
are often performed within public companies. The rules for public companies
are presented on p. 120. The following discussion outlines the appropriate rules
for nonattest services as they relate to private companies.

AICPA Rule 101-3 allows a member of his or her firm to perform nonattest serv-
ices for attest clients under certain conditions. In each case the CPA must evaluate
the effect of nonattest services on independence. In general, a CPA should not per-
form management functions or make management decisions for the attest client.
However, the member may provide advice, research materials, and recommenda-
tions to assist the client’s management in performing its functions and making
decisions. In addition, the client must agree to perform the following functions in
connection with the engagement to perform nonattest services:

Make all management decisions and perform all management functions.

Designate a competent employee, preferably within senior management, to
oversee the services.

Evaluate the adequacy and results of the services performed.
Accept responsibility for the results of the services.
Establish and maintain internal controls, including monitoring ongoing activities.

Rule 101-3 indicates that before performing nonattest services, the member
should establish, and document in writing, an understanding with the client
regarding (1) the objectives of the engagement, (2) the services to be performed,
(3) the client’s acceptance of its responsibilities, (4) the CPA’s responsibilities, and
(5) any limitations of the engagement. It is preferable that this understanding be
documented in an engagement letter. In addition, the member should be satisfied
that the client is in a position to have an informed judgment on the results of the
nonattest services.

The purpose of the AICPA rule is to allow CPAs to assist many small business
clients who may not have within the company a CPA, or a person with important
expertise that may reside within a CPA firm. These businesses often need outside
professional expertise that the CPA firm can provide. Nevertheless, a number of
general activities would be considered to impair a CPAs firm’s independence
when auditing nonpublic companies. These include:
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Authorizing, executing, or consummating a transaction, or otherwise exercising
authority on behalf of a client or having the authority to do so.

Preparing source documents or originating data, in electronic or other form,
evidencing the occurrence of a transaction (for example, purchase orders, pay-
roll time records, and customer orders).

Having custody of client assets.

Supervising client employees in the performance of their normal recurring
activities.

Determining which recommendations of the member should be implemented.
Reporting to the board of directors on behalf of management.

Serving as a client’s stock transfer or escrow agent, registrar, general counsel, or
its equivalent.

Figure 3-6 provides examples of how the performance of these general activi-
ties would impair a CPA firm’s independence, or how the client could take appro-
priate responsibilities to allow the CPA firm to assist the client without impairing
independence.

Interpretation 101-3 provides a number of specific examples of activities that
would or would not impair independence. For example, CPAs can perform var-
ious accounting and bookkeeping services for a client. Independence would be
impaired if a CPA firm determined or changed journal entries, account codings
or classification for transactions, or other accounting records without obtaining
client approval; authorized or approved transactions; prepared source docu-
ments; or made changes to source documents without client approval. Indepen-
dence would not be impaired if the CPA recorded transactions for which man-
agement had determined or approved the appropriate account classification,
posted coded transactions to a client’s general ledger, prepared financial state-
ments based on information in the trial balance, posted client-approved entries
to a client’s trial balance, or proposed standard, adjusting, or correcting journal
entries or other changes affecting the financial statements of the client. The client
should review the entries and the member should be satisfied that management
understands the nature of the proposed entries and the impact of the entries on
the financial statements. Students can read the actual interpretation for addi-
tional discussion related to payroll and other disbursements, benefit plan
administration, investment-advisory services, corporate finance-consulting and
advisory services, executive or employee search, business risk consulting, or
information systems design, implementation, or integration.

Litigation involving CPAs and their clients raises questions about a member’s
independence. In general, independence is impaired whenever the existence or
expressed threat of litigation has significantly altered, or is expected to materi-
ally change, the normal relationship between a client and a CPA. Litigation that
results in an adversary position between a client and a CPA, or that links man-
agement and the CPA as co-conspirators in withholding information from stock-
holders, would impair the CPA’s independence. In contrast, litigation brought
by stockholders against a CPA would not necessarily affect independence.
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Independence and Nonaudit Services for Nonpublic Clients

A CPA may not accept responsibility to
authorize payment of client funds, or accept
responsibility to sign or cosign client checks,
even if only in emergency situations.

In a consulting engagement, a CPA may not
act as a promoter, underwriter, broker-
dealer, or guarantor of client securities, or
distributor of private placement memoranda
or offering documents.

In an accounting service engagement for a
nonpublic client, a CPA may not determine
or change journal entries, account codings
or classification for transactions, or other
accounting records without obtaining client
approval. A CPA may not prepare source
documents or originate data or make
changes to source documents without client
approval.

When performing payroll services, benefit
plan administration, or other financial advi-
sory services, a CPA may not have custody
of client assets or maintain custody of client
securities.

In an information system engagement, a
CPA may not supervise client personnel in
the daily operation of a client’s information
system.

In an investment advisory engagement with
an attest and tax client, a CPA cannot make
investment decisions on behalf of client
management or otherwise have discre-
tionary authority over a client’s invest-
ments.

In a consulting engagement, present busi-
ness proposals to the board on the behalf of
management.

In an investment advisory engagement, a
CPA may not execute a transaction to buy or
sell a client’s investment or have custody of
client assets, such as taking temporary pos-
session of securities purchased by a client.

Authorizing, executing, or consum-
mating a transaction, or otherwise
exercising authority on behalf of a
client or having the authority to do
S0

Preparing source documents or
originating data, in electronic or
other form, evidencing the occur-
rence of a transaction (for example,
purchase orders, payroll time
records, and customer orders)

Having custody of client assets

Supervising client employees in
the performance of their normal
recurring activities

Determining which recommenda-
tions of the member should be
implemented

Reporting to the board of directors
on behalf of management.

Serving as a client’s stock transfer
or escrow agent, registrar, general
counsel, or its equivalent

When assisting a small business
client with payroll using payroll time
records provided and approved by
the client, the CPA can generate
unsigned checks or process the
client’s payroll.

In a consulting engagement, a CPA
may assist in identifying or introduc-
ing the client to possible sources of
capital that meet the client’s specifica-
tions or criteria.

In an accounting service engagement
for a nonpublic client, a CPA may
record transactions for which man-
agement has determined or approved
the appropriate account classification,
or post coded transactions to a
client’s general ledger and prepare
financial statements based on infor-
mation in the trial balance.

No examples are relevant.

In an information system engage-
ment, a CPA may design, install, or
integrate a client’s information sys-
tem, provided the client makes all
management decisions.

In an investment advisory engage-
ment with an attest and tax client, a
CPA can recommend the allocation of
funds that a client should invest in
various asset classes, depending
upon the client’s desired rate of
return, risk tolerance, and so on.

In an assurance engagement, provide
recommendations for improving the
system for monitoring business risks.

In an investment advisory engage-
ment, a CPA may review the manner
in which a client’s portfolio is being
managed by investment account
managers, including determining
whether the managers are (1) follow-
ing the guidelines of the client’s
investment policy statement; (2)
meeting the client’s investment objec-
tives; and (3) conforming to the
client’s stated investment styles.
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The existence of unpaid fees for professional services has been deemed to assume
the characteristics of a loan from the member to the client within the meaning of
Rule 101 and its interpretations. Therefore, independence of the member’s firm is
considered to be impaired if, when the CPA’s report on the client’s current year is
issued, fees remain unpaid, whether billed or unbilled, for professional services
provided more than one year prior to the date of the report. This ruling does not
apply to fees outstanding from a client in bankruptcy.

Examples of additional circumstances dealt with in other interpretations and
ethics rulings on independence are presented in Figure 3-5.

Rule 102—Integrity and objectivity. In the performance of any professional service, a member
shall maintain objectivity and integrity, shall be free of conflicts of interest, and shall not know-
ingly misrepresent facts or subordinate his or her judgment to others.

Rule 102 is a wide sweeping rule regarding integrity and objectivity that extends
to all professional services (attest services, taxation, and financial planning serv-
ices, etc.) and to all members (CPAs who are employed, for example, as CFOs,
controllers, or internal auditors as well as CPAs in public practice). For example,
in dealing with his or her employer’s external accountant, a member in indus-
try must be candid and not knowingly misrepresent facts or knowingly fail to
disclose material facts. Furthermore, if a member in industry or in public prac-
tice has a disagreement or dispute with a supervisor relating to an accounting or
auditing issue that is of significance to the financial statements or auditor’s
report, the member should take steps to ensure that the situation does not con-
stitute a subordination of judgment. Such steps should include determining
whether the supervisor’s position represents an acceptable alternative under
GAAP. If so, the member need do nothing further; if not, the member should
bring the matter to the attention of someone at a higher level in the organization,
such as the supervisor’s superior. Ultimately, if the disagreement is not resolved
satisfactorily to the member, he or she should consider (1) documenting the sit-
uation and (2) whether to continue his or her relationship with the employer. In
addition, a member in public practice should not subordinate his or her judg-
ments concerning the application of technical standards to the directives of
clients. The public expects auditors to form their own independent judgments.
Finally, a member performing a professional service for a client or employer
should not have a significant relationship with another person, entity, product,
or service that could be viewed as impairing the member’s objectivity.

Rule 201—General standards. A member shall comply with the following standards and with
any interpretations thereof by bodies designated by Council.
Professional Competence. Undertake only those professional services that the member or the
member’s firm can reasonably expect to be completed with professional competence.
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Due Professional Care. Exercise due professional care in the performance of professional

services.

Planning and Supervision. Adequately plan and supervise the performance of professional

services.

Sufficient Relevant Data. Obtain sufficient relevant data to afford a reasonable basis for con-
clusions or recommendations in relation to any professional services performed.

Audit Decision 2

These general standards should not be confused with the three general standards
of GAAS introduced in the last chapter. The four general standards in Rule 201
apply to all members, including those not in public practice, and to all types of
professional services, not just to audits.

Rule 201A, Professional Competence, involves not only the technical qualifica-
tions of the member and the member’s staff, but also the CPA’s ability to super-
vise and evaluate the quality of the work performed by others. This part of Rule
201 is specifically directed at the member’s decision-making process when the
CPA is deciding whether to accept or decline an engagement. If, on the basis of
facts known at the time, the CPA believes he or she has the capability to complete
the assignment in accordance with professional standards, it is ethically permissi-
ble to accept the engagement. However, if, for example, neither the CPA nor the
firm has the computer expertise required to audit a client with a sophisticated
electronic data processing system and cannot acquire the necessary knowledge, it
is not ethical to accept the engagement.

Due professional care, planning and supervision, and sufficient relevant data
codify practices that must be followed in performing any service. Adherence to
these requirements contributes to the quality of performance of professional
engagements for the benefit of the public and the profession.

Rule 202—Compliance with standards. A member who performs auditing, review, compila-
tion, management consulting, tax, or other professional services shall comply with standards
promulgated by bodies designated by AICPA Council.

Currently, the technical standards that fall under this rule are those issued by the
Auditing Standards Board, the Accounting and Review Services Committee, the
Management Consulting Services Executive Committee, and the Tax Executive
Committee. In addition, for purposes of this rule, Council has designated three bod-
ies to promulgate standards of disclosure for financial information. They are the
PCAOB, the FASB, the GASB, and the Federal Accounting Standards Advisory
Board (FASAB).

Rule 203—Accounting principles. A member shall not (1) express an opinion or state affirma-
tively that the financial statements or other financial data of any entity are presented in con-
formity with generally accepted accounting principles or (2) state that he or she is not aware of
any material modifications that should be made to such statements or data in order for them to

(continues)
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be in conformity with generally accepted accounting principles, if such statements or data con-
tain any departure from an accounting principle promulgated by bodies designated by Coun-
cil to establish such principles that has a material effect on the statements or data taken as a
whole. If, however, the statements or data contain such a departure and the member can
demonstrate that due to unusual circumstances the financial statements or data would other-
wise have been misleading, the member can comply with the rule by describing the departure,
its approximate effects, if practicable, and the reasons why compliance with the principle

would result in a misleading statement.

What were the ethical requirements for CPAs who prepared the financial state-
ments for Enron and WorldCom when it came to applying the rules of generally
accepted accounting principles? Rule 203 of the Code of Conduct applies to all
members, whether or not in public practice, who perform the acts described. Such
acts will occur, for example, in (1) preparing or auditing financial statements, (2)
performing an examination of prospective financial statements, or (3) reviewing
interim financial information. The rule covers all services for which standards
have been promulgated regarding GAAP, including engagements to report on a
comprehensive basis other than GAAP. As noted above, Council has designated
three groups to promulgate accounting principles: (1) the GASB for state and local
government entities, (2) the FASAB for federal governmental entities, and (3) the

FASB for all other entities.

Rule 301—Confidential client information. A member in public practice shall not disclose any
confidential client information without the specific consent of the client.

This rule shall not be construed (1) to relieve a member of his or her professional obligations
under rules 202 [ET section 202.01] and 203 [ET section 203.01], (2) to affect in any way the
member’s obligation to comply with a validly issued and enforceable subpoena or summons,
or to prohibit a member’s compliance with applicable laws and government regulations, (3) to
prohibit review of a member’s professional practice under AICPA or state CPA society or board
of accountancy authorization, or (4) to preclude a member from initiating a complaint with, or
responding to any inquiry made by, the professional ethics division or trial board of the Insti-
tute or a duly constituted investigative or disciplinary body of a state CPA society or board of
accountancy.

Members of any of the bodies identified in (4) above and members involved with profes-
sional practice reviews identified in (3) above shall not use to their own advantage or disclose
any member’s confidential client information that comes to their attention in carrying out those
activities. This prohibition shall not restrict members’ exchange of information in connection
with the investigative or disciplinary proceedings described in (4) above or the professional
practice reviews described in (3) above.

Audit Decision 3

It is fundamental that a CPA in public practice hold in strict confidence all infor-
mation about a client’s business affairs. Confidentiality is indispensable in estab-
lishing a basis of mutual trust between CPA and client.

Rule 301 requires the member to obtain the specific consent of the client before
disclosing confidential client information. Preferably, the consent should be in
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writing. Consent is not required when any of the four exceptions stated in the rule
are applicable.

The exceptions to Rule 301 enable the member to fulfill both professional and legal
responsibilities. For example, in issuing an audit report, the member may disclose
information required under GAAP that is not included in the financial statements.

The Rule 301 requirement to maintain confidentiality should be distinguished
from the legal concept of privileged communication. Federal and state statutes
grant privileged communication in certain relationships such as those between
attorney and client, doctor and patient, and priest and parishioner. In these cases,
communications between the professional and the client cannot be revealed even
to a court unless the client waives privilege. No federal statute extends privileged
communication status to CPA—client relationships. However, state statutes related
to privileged CPA-client communication exist in 18 states.3

Rule 301 is the source of a number of ethical dilemmas for CPAs. For example,
suppose in auditing Client A, an auditor discovers A is overcharging Client B for
inventory purchases. In addition, in the absence of a legislative or regulatory
mandate, whistleblowing by auditors in cases involving illegal client acts runs

counter to Rule 301.

Rule 302—Contingent fees. A member in public practice shall not
(1) Perform for a contingent fee any professional services for, or receive such a fee from a client
for whom the member or the member’s firm performs,

(a) an audit or review of a financial statement; or

(b) a compilation of a financial statement when the member expects, or reasonably might

expect, that a third party will use the financial statement and the member’s compilation
report does not disclose a lack of independence; or

(c) an examination of prospective financial information;
or
(2) Prepare an original or amended tax return or claim for a tax refund for a contingent fee for
any client.

The prohibition in (1) above applies during the period in which the member or the member’s
firm is engaged to perform any of the services listed above and the period covered by any his-
torical financial statements involved in any such listed services.

Except as stated in the next sentence, a contingent fee is a fee established for the perform-
ance of any service pursuant to an arrangement in which no fee will be charged unless a spec-
ified finding or result is attained, or in which the amount of the fee is otherwise dependent
upon the finding or result of such service. Solely for purposes of this rule, fees are not regarded
as being contingent if fixed by courts or other public authorities, or, in tax matters, if deter-
mined based on the results of judicial proceedings or the findings of governmental agencies.

A member’s fees may vary depending, for example, on the complexity of services rendered.

3 The states with CPA—client privileged communication statutes are Arizona, Colorado, Florida, Geor-
gia, lllinois, Indiana, lowa, Kentucky, Louisiana, Maryland, Michigan, Missouri, Montana, Nevada,
New Mexico, Pennsylvania, Tennessee, and Texas. Puerto Rico also has such a statute.

4 For an actual case of this type, see write-up of Fund of Funds, Ltd. V. Arthur Andersen & Co. in
Chapter 4.
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Consider the following three situations:

Can a CPA perform an audit for a stated fee, but where no fee is received unless
the client receives a bank loan using the financial statements?

Can a CPA in a management advisory service practice help a client sell a busi-
ness for a stated fee, but where no fee is received unless the business is sold?
Can a CPA in a tax practice prepare an amended tax return for a new client,
where the fee is a percentage of the refund received by the client?

Prior to being amended in 1990, this rule contained a general prohibition
against members accepting contingent fees in connection with any service for any
client. In 1990, the AICPA changed the rule to comply with an order from the U.S.
Federal Trade Commission (FTC), which deemed the former rule to be in restraint
of trade. In its current form, the rule represents a compromise between the AICPA,
which wanted to retain the general prohibition, and the FTC, which wanted the
rule eliminated in its entirety.

The rule does not prohibit a member from charging a fee based on the com-
plexity or number of hours or days needed to complete the service. A member
may also elect to lower per diem billing rates for a financially troubled client or
perform services without charge for a charitable organization.

In response to the three situations discussed above, contingent fee engage-
ments impair independence, so none of these engagements can be performed for
a client where the CPA also performs attest services. However, the second case
involving the sale of a business could be performed for a business that was not an
attest client. In the third case, a CPA cannot prepare an amended tax return for a
contingent fee for any client, irrespective of whether the CPA performs attest serv-
ices for the client.

Rule 501—Acts discreditable. A member shall not commit an act discreditable to the profession.

Audit Decision 4

Under Rule 501, acts discreditable are actions by a member that may damage or
otherwise impinge on the reputation and integrity of the profession. This rule
enables disciplinary action to be taken against a member for unethical acts not
specifically covered by other rules. Discreditable acts generally include acts com-
mitted in a person’s professional capacity. In interpretations, the following acts are
designated as discreditable: (1) retention of client records and auditor working
papers, such as adjusting entries, necessary to complete the client’s records; (2)
discrimination and harassment in employment practices; (3) failure to follow stan-
dards and/or other procedures or other requirements in governmental audits; (4)
negligence in the preparation of financial statements or records; (5) failure to fol-
low requirements of governmental bodies, commissions, or other regulatory agen-
cies in performing attest or other similar services; (6) solicitation or disclosure of
CPA examination questions and answers; and (7) failure to file a tax return or pay
a tax liability. Failure to file a personal tax return or pay a personal tax liability is
also considered discreditable act. A member who commits a discreditable act usu-
ally is suspended or expelled from the AICPA.
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Rule 502—Advertising and other forms of solicitation. A member in public practice shall not
seek to obtain clients by advertising or other forms of solicitation in a manner that is false, mis-
leading, or deceptive. Solicitation by the use of coercion, over-reaching, or harassing conduct is
prohibited.

The rules on advertising were modified significantly in 1990 to comply with a Fed-
eral Trade Commission order. The rule on advertising is enforced to prevent mem-
bers from engaging in falsehood or deception. The rule cannot be used to prevent
or discourage members from (1) soliciting potential clients by any means, includ-
ing direct solicitation, and (2) using advertising that includes self-laudatory or
comparative claims, testimonials, or endorsements.

Interpretation 502-5 points out that members are often asked to render profes-
sional services to clients of third parties who may have obtained the clients as the
result of their own advertising and solicitation efforts. Members are permitted to
enter into such engagements. However, the member has the responsibility to
ascertain that all promotional efforts are within the bounds of the Rules of Con-
duct. In short, members must not do through others what they are prohibited
from doing themselves by the Rules of Conduct.

Some state boards of accountancy have rules against direct solicitation of
clients and some forms of advertising.

Rule 503—Commissions and referral fees.

A. Prohibited commissions. A member in public practice shall not for a commission recom-
mend or refer to a client any product or service, or for a commission recommend or refer any
product or service to be supplied by a client, or receive a commission, when the member or the
member’s firm also performs for that client

(a) an audit or review of a financial statement; or

(b) a compilation of a financial statement when the member expects, or reasonably might

expect, that a third party will use the financial statement and the member’s compilation
report does not disclose a lack of independence; or

(c) an examination of prospective financial information.

This prohibition applies during the period in which the member is engaged to perform any of
the services listed above and the period covered by any historical financial statements involved
in such listed services.

B. Disclosure of permitted commissions. A member in public practice who is not prohibited by
this rule from performing services for or receiving a commission and who is paid or expects to
be paid a commission shall disclose that fact to any person or entity to whom the member rec-
ommends or refers a product or service to which the commission relates.

C. Referral fees. Any member who accepts a referral fee for recommending or referring any
service of a CPA to any person or entity or who pays a referral fee to obtain a client shall dis-
close such acceptance or payment to the client.
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This rule was also modified significantly in 1990 to comply with a FTC order.
The former rule contained a general prohibition against members accepting any
commission, even when disclosed to, and approved by, the client. The FTC
deemed the former rule to be in restraint of trade.

When the FTC order leading to the amendment of Rule 503 was imposed in
1990, CPAs in 50 of the 54 jurisdictions nonetheless remained subject to state
statutes or state board of accountancy regulations that barred them from accept-
ing contingent fees and commissions. Now, most of these jurisdictions have elim-
inated or reduced limits on these arrangements for nonattest services. However,
students should be aware that some states may bar contingent fees and commis-
sions either through state board regulations or through state statutes. Some states
may permit contingent fees but not commissions, or they may permit CPAs to
accept, but not pay, commissions and referral fees.

Under the current rule, a CPA may accept a disclosed commission. For exam-
ple, a CPA may accept a disclosed commission from a computer manufacturer
based on equipment purchased by a client on the CPA’s recommendation, except
when the CPA performs any of the services described in the rule for the same
client. Payments by a CPA to obtain a client are now permitted provided disclo-
sure is made to the client.

Rule 505—Form of organization and name. A member may practice public accounting only in
a form of organization permitted by law or regulation whose characteristics conform to reso-
lutions of Council.

A member shall not practice public accounting under a firm name that is misleading. Names
of one or more past owners may be included in the firm name of a successor organization.

A firm may not designate itself as “Members of the American Institute of Certified Public
Accountants” unless all of its CPA owners are members of the Institute.

Prior to being amended in 1997, Rule 505 mandated that members practice public
accounting only in the form of a proprietorship, partnership, or professional cor-
poration. The rule also closely regulated the name of the member’s practice.
Today accounting firms can take advantage of any form of organization permitted
by state law or regulation and as the organization’s characteristics conform to res-
olutions of Council. One important resolution of Council includes a requirement
that CPAs own the majority (greater than 50 percent) of the financial interests in
an attest firm.

Interpretation 505-3 states that the overriding focus of the AICPA Council Res-
olution was that CPAs remain responsible, financially and otherwise, for the attest
work performed to protect the public interest. Interpretation 505-3 requires:

Compliance with all aspects of applicable state law or regulation.

Enrollment in an AICPA-approved practice-monitoring program.

Membership in the SEC Practice Section if the attest work is for SEC clients (as
defined by Council).

Compliance with the independence rules prescribed by Rule 101, Indepen-
dence.
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Compliance with applicable standards promulgated by Council-designated
bodies (Rule 202, Compliance with Standards [ET section 202.01]) and all other
provisions of the Code of Conduct.

a
b.

What authority underlies the Rules of the Code of Conduct?
To whom, and in what circumstances, do the Rules apply?

What trends influenced the adoption of an engagement-based approach to
independence by the SEC and the AICPA?

a.

b.

What individuals would be “covered persons” under Rule 101-1, and
what activities impair independence for “covered persons?”

What individuals would be “immediate family members” under Rule
101-1, and what activities impair independence for “immediate family
members?”

¢. What individuals would be “close relatives” under Rule 101-1, and what
activities impair independence for “close relatives?”

d. What individuals would be “other professionals employees” under Rule
101-1, and what activities impair independence for “other professional
employees?”

a. Explain the circumstances under which a partner or professional
employee of an audit firm could accept a job with a public company
audit client for the firm.

b. Explain the circumstances under which a partner or professional
employee of an audit firm could accept a job with a private company
audit client for the firm.

a. ldentify the nonattest services that impair independence for a public
company audit client.

b. Identify the general activities that impair independence when perform-
ing nonattest services for a private company audit client.

What are the AICPA ethical standards that apply to a CPA who is a CFO for

a company?

a. State the essence of Rule 201—General Standards.

b. Enumerate the four subcategories of this rule.

a. Explain five circumstances when a CPA could ethically disclose confi-
dential client information.

b. Explain the circumstances in which contingent fee arrangements are pro-

hibited under Rule 302.

Explain the acts that are prohibited under:

a.

b
C.
a

Rule 501—Acts Discreditable.

. Rule 502—Advertising and Other Forms of Solicitation.

Rule 503—Commissions and Referral Fees.

. ldentify the forms of organization or practice units permitted under Rule

505.

. What requirements must be met for a CPA to practice in any of these

forms?
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Accounting principles, p. 125

Acts discreditable, p. 128

Advertising and other forms of
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Commissions and referral fees, p. 129

Compliance with standards, p. 125

Confidential client information, p. 126

Contingent fee, p. 127
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Immediate family member, p. 116
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Independent in appearance, p. 112
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Integrity and objectivity, p. 124

Key position, p. 116

Nonattest services, p. 120

Privileged communication, p. 127

Auditor Knowledge 5

Many states have written ethical rules into state accountancy statutes or state
accountancy laws. In most cases these rules are similar to the AICPA Code of Con-
duct. Violation of the ethical statutes or rules is usually evaluated through due
process provided by the board of accountancy. The sanctions available to many
boards of accountancy are significant and can range from requiring continuing pro-
fessional education to suspension or revocation of a license to practice as a CPA. A
CPA must be aware of how the state accountancy law addresses ethical matters.

The Public Companies Accounting Oversight Board (PCAOB) has authority over
audit firms that audit public companies and their professionals. The authority of the
PCAORB is particularly relevant in the context of their rules regarding nonattest serv-
ices. The PCAOB, through the SEC, has the authority to levy fines against firms and
prohibit firms or individuals from auditing public companies.

An AICPA member can only be charged with a violation of the Rules of the Code
of Professional Conduct. However, in the event of an alleged violation of a rule, a
member may have to justify any departures from applicable Interpretations of the
Rules of Conduct and Ethics Rulings. Enforcement actions may be initiated as a
result of (1) complaints by members and nonmembers, (2) review of newspapers
and publications, such as the SEC Docket and the IRS Bulletin, by personnel in the
Professional Ethics Division, and (3) transmittal of possible violations to the
AICPA by state and federal agencies.

Enforcement of the Rules rests with two groups: the AICPA and state societies
of CPAs. Both have the authority to undertake investigations of complaints, con-
duct hearings, and impose sanctions on those who have violated the Rules.

The AICPA’s enforcement machinery resides in its Professional Ethics Division
and a joint trial board. The maximum sanction that the AICPA can impose is to
expel the member from the Institute.
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State society enforcement is achieved through each state’s Ethics Committee
and the joint trial board. As in the case of the AICPA, the most severe sanction to
be imposed by a state society is loss of membership in the society.

In an effort to make enforcement of the Rules of Conduct more effective and dis-
ciplinary action more uniform, the AICPA has developed a Joint Ethics Enforce-
ment Program (JEEP). Under JEEP, complaints against a member may be filed
with either the AICPA or the state society. Normally, the AICPA has jurisdiction
over cases involving (1) more than one state, (2) litigation, and (3) issues of
broad national concern. The jurisdictional groups may act independently or
jointly.

JEEP also provides for increased liaison between the AICPA and state society
ethics committees. The Professional Ethics Division holds frequent meetings with
state societies in an effort to improve the overall handling of ethics matters and to
consult with the states on ways to increase the amount of resources devoted to
ethics enforcement. The Professional Ethics Division reports semiannually to the
membership of the AICPA on ethics cases processed under JEEP.

There is a single joint trial board consisting of at least 36 AICPA members elected
by Council from present or former Council members. The trial board becomes
involved only when earlier enforcement procedures have found the complaint to
be serious or the member involved has refused to cooperate. Trial board hearings
are generally held by subboards comprised of at least five board members
appointed to maximize representation from the general area in which the member
resides. A member may request the full trial board to review the subboard’s deci-
sion.
The joint trial board may take one of the following disciplinary actions:

Admonish the member.
Suspend the member for a period of no more than two years.
Expel the member.

When the deficiency is attributable to a departure from the profession’s technical
standards, the trial board has the authority to impose additional requirements. For
example, the board may require the member to complete specified professional
development courses and report to the trial board upon their completion. The
joint trial board must notify the Professional Ethics Division of its decision in each
case.

The bylaws (BL 7.3.1) of the AICPA include automatic disciplinary provisions
that mandate suspension or termination of membership without a hearing in cer-
tain situations. Suspension results when the Secretary of the Institute is notified
that a judgment or conviction has been imposed on a member for

A crime punishable by imprisonment for more than one year.

Willful failure to file any income tax return that the member, as an individual
taxpayer, is required by law to file.
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The filing of a false or fraudulent income tax return on the member’s or a
client’s behalf.

Willful aiding in the preparation and presentation of a false and fraudulent
income tax return of a client.

Termination of membership occurs when the member has exhausted all legal
appeals on the judgment or conviction.

Under the automatic disciplinary provisions of the bylaws, membership in the
AICPA shall be terminated without a hearing should a member’s certificate as a
CPA be revoked, withdrawn, or canceled as a disciplinary measure by any gov-
ernmental agency. This provision also applies when a member’s last or only cer-
tificate is revoked by a state board of accountancy for failing to meet continuing
professional education requirements, unless the member is retired or disabled.

What is the possible role of a state board of accountancy in ethical matters?
What rules would a state board of accountancy use when evaluating ethical
behavior, and what is the maximum sanction that a state board of account-
ancy might be able to take against a CPA?

What is the possible role of the PCAOB in ethical matters? What rules
would a PCAOB use when evaluating ethical behavior, and what sanctions
are available for the PCAOB to take against a CPA or a CPA firm?

Identify the two groups that are responsible for enforcement of the AICPA
Rules of Conduct and indicate the maximum sanction that can be imposed
by each.

What is the purpose of the Joint Ethics Enforcement Program, and how does
it operate?

What is the composition of the joint trial board, when does it become
involved, and what disciplinary actions can it take?

Explain the automatic disciplinary provision of the AICPA and the action by
members that results in application of the provisions.

Automatic disciplinary provisions, Joint Ethics Enforcement Program
p. 133 (JEEP), p. 133
Disciplinary actions, p. 133 Joint trial board, p. 132

This chapter discusses professional ethics for CPAs. Figures 3-7 and 3-8 summa-
rize the important components of auditor knowledge and key audit decisions dis-
cussed in this chapter. Page references are provided to where these issues are dis-
cussed in more detail.
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Summary of Auditor Knowledge Discussed in Chapter 3

K1. Know the nature of
general ethics.

K2. Understand the pur-
pose of professional
ethics.

K3. Know the compo-
nents of the AICPA Code
of Professional Conduct
and related pronounce-
ments.

K4. Understand the
essence of the Code’s six
ethical principles.

K5. Know the organiza-
tions and procedures
involved in enforcing the
Rules of Conduct.

General ethics attempts to deal with these questions by defining
what is good for the individual and society, and by trying to
establish the nature of obligations or duties that individuals owe
themselves and each other. The book suggests a six-step frame-
work for dealing with ethical dilemmas, which includes the fol-
lowing: (1) obtain the facts relevant to the decision, (2) identify
the ethical issues from the facts, (3) determine who will be
affected by the decision and how, (4) identify the decision
maker’s alternatives, (5) identify the consequences of each alter-
native, and (6) make the ethical choice.

Professional ethics represent a commitment by a profession to
ethical principles and rules of conduct. A commitment to ethical
behavior is a key element that separates recognized professions
from other occupations. In most states CPAs are the only profes-
sionals that can sign an audit report. In return for this monopoly,
CPAs have an obligation to act in the public interest. The willing-
ness of CPASs to voluntarily subscribe to the Code has contributed
significantly to the stature and reputation of the profession.

The AICPA Code of Professional Conduct is divided into four
major components: (1) principles that express the basic tenets of
ethical conduct and provide the conceptual framework for the
rules, (2) Rules of Conduct that establish minimum standards of
acceptable conduct in the performance of professional services,
(3) Interpretations of the Rules of Conduct that provide guide-
lines about the scope and applicability of specific rules, and (4)
ethical rulings that indicate the applicability of the Rules of Con-
duct and interpretations to a particular set of factual circum-
stances. Figure 3-1 summarizes the nature and enforceability of
each component of the Code of Professional Conduct.

The following six principles express the basic tenets of ethical
conduct and provide the framework for the Rules of Conduct: (1)
responsibilities, (2) the public interest, (3) integrity, (4) objectivity
and independence, (5) due care, and (6) scope and nature of serv-
ices. The essence of these six ethical principles is discussed in
detail in the chapter.

The AICPA and state societies of CPAs cooperate in a Joint Ethics
Enforcement Program that provides mechanisms for investigating
complaints of unethical conduct, and imposing sanctions on
members who violate the Rules of Conduct. CPAs should also be
aware of how state boards of accountancy may enforce ethical
rules that are part of state accountancy laws, and how the
PCAOB and SEC may enforce its own ethical rules.

pp. 103-104

pp. 104-105

pp. 106-107

pp. 107-110

pp. 132-134
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Summary of Audit Decisions Discussed in Chapter 3

D1. What must a CPA do
to comply with the Rules
of Conduct regarding
independence, integrity,
and objectivity?

D2. What must a CPA do
to comply with the Rules
of Conduct regarding
general standards and
accounting principles?

D3. What must a CPA do
to comply with the Rules
of Conduct regarding

responsibilities to clients?

D4. What must a CPA do
to comply with the Rules
of Conduct regarding
other professional
responsibilities?

Being independent in fact can be defined as acting with integrity
and objectivity, which refers to being free of conflicts of interest,
not knowingly misrepresenting facts, and not subordinating
judgment.

The AICPA independence rules follow an engagement-based
approach. The rules identify a number of individuals who might
be in a position to influence the outcome of an attest engagement
who must be strictly independent from an attest client. Figure 3-4
summarizes the general guidance regarding important decisions
about auditor independence. Figure 3-6 summarizes some impor-
tant criteria for remaining independent while performing nonat-
test services for private company clients. It should be noted that
the issues surrounding independence are so important that the
SEC and the Sarbanes-Oxley Act of 2002 have established higher
standards for auditors of public companies than the AICPA rules
that are applicable to private companies.

The general standards are important because they apply to all
CPAs, not just CPAs in public practice. They also apply to CPAs
who perform a variety of professional services in addition to
audit services. The rules on general standards address four gen-
eral standards of behavior (professional competence, due profes-
sional care, planning and supervision, and sufficient relevant
data) that guide a CPA’s work. The rules on compliance with
standards outline a variety of AICPA standards that should be
followed when performing professional service engagements. The
accounting principle standards outline the accounting standards
that should be followed in professional practice.

Responsibilities to clients relate to a CPA’s responsibility with
respect to confidential client information and to contingent fee
arrangements. In general, CPAs should not disclose confidential
information without the client’s permission. Contingent fee
arrangements reflect situations where no fee is charged unless a
specific finding or result is obtained. A CPA cannot perform serv-
ices for a contingent fee and remain independent with respect to
the client nor can a CPA prepare a tax return for a contingent fee.

Other responsibilities address issues of discreditable acts (Rule
501), advertising and other forms of solicitation (Rule 502), com-
mission and referral fees (Rule 503), and the form of organization
and name (Rule 505). The essence of each rule is discussed in
detail in the chapter.

pp. 112-124

pp. 124-126

pp. 126-128

pp. 128-131
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Objective questions are available for the students at www.wiley.com/college/boynton

3-25

3-26

3-27

3-28

(General and professional ethics) The membership of the AICPA has adopted the Code of
Professional Conduct that is administered by the Institute’s Professional Ethics Division.

Required

a. With the many general theories of ethics developed by philosophers and ethicists, why
is it necessary or desirable for the profession to adopt such a Code?

b. In what respects, if any, does the AICPA’s Code reflect the ethical absolutist and the eth-
ical relativist schools of thought?

c. ldentify an ethical dilemma that an auditor might face where answers to the questions
“What good do | seek?”” and “What is my obligation in this circumstance?”” would be rel-
evant.

d. According to the Preamble to the AICPA’s Code, to what three groups does the CPA
have obligations or responsibilities?

(Framework for ethical decision making) Assume that you are the audit partner on an
engagement for a client that has had a string of operating losses. The company still has a
positive net worth, but you are worried that the company might have to close down within
the next year or so. When you tell the client’s management that it should make full disclo-
sure in the footnotes concerning substantial doubt about the entity’s ability to continue as
a going concern, management says, “Hogwash! There’s no substantial doubt. The proba-
bility of our having to close down is remote. We’ll make no such disclosure. To do so would
only make our customers and creditors nervous, possibly making such a disclosure a self-
fulfilling prophecy. Our competitors are as bad off as we are, and their auditors aren’t mak-
ing them send out a distress signal.” You agree that the determination of “substantial
doubt” is a judgment call.

Required
Apply the six-step general framework for ethical decision making to this dilemma.

(Sections of the Code) Ethical standards for the profession have been published in the form
of the AICPA’s Code of Professional Conduct.

Required

a. Identify and distinguish between the two sections of the Code.
b. Are both sections enforceable? Explain.

c. State each principle of the Code.

d. For each principle, identify two courses of action that will enable the member to meet
the principle.

e. Explain the applicability of the Rules to the members of the AICPA.

(Independence) An auditor must not only appear to be independent; he or she must also
be independent in fact.
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3-29

3-30

Required

a. Explain the concept of an “auditor’s independence” as it applies to third-party reliance

on financial statements.

b. 1. What determines whether or not an auditor is independent in fact?

C.

2. What determines whether or not an auditor appears to be independent?

Explain how an auditor may be independent in fact but not appear to be independent.

d. Would a CPA be considered independent for an audit of the financial statements of a:

1. Church for which he or she is serving as treasurer without compensation? Explain.

2. Country club for which his or her spouse is serving as treasurer-bookkeeper if he or
she is not to receive a fee for the audit? Explain.

AICPA (adapted)

(Independence) The attribute of independence has been traditionally associated with the
CPA’s function of auditing and expressing opinions on financial statements.

Required

a.

What is meant by “independence” as applied to the CPA’s function of auditing and
expressing opinions on financial statements? Discuss.

. CPAs have imposed on themselves certain rules of professional conduct that induce

their members to remain independent and to strengthen public confidence in their inde-
pendence. Which of the Rules of Conduct are concerned with the CPA’s independence?
Discuss.

. The Wallydrug Company is indebted to a CPA for unpaid fees and has offered to issue

to the CPA unsecured interest-bearing notes. Would acceptance of these notes have any
bearing on the CPA’s independence with respect to Wallydrug Company? Discuss.

. The Rocky Hill Corporation was formed on October 1, 20X0, and its fiscal year will end

on September 30, 20X1. You audited the corporation’s opening balance sheet and ren-
dered an unqualified opinion on it. A month after rendering your report, you are offered
the position of secretary of the company because of the need for a complete set of offi-
cers and for convenience in signing various documents. You will have no financial inter-
est in the company through stock ownership or otherwise, will receive no salary, will not
keep the books, and will not have any influence on its financial matters other than occa-
sional advice on income tax matters and similar advice normally given a client by a
CPA.

1. Assume that you accept the offer but plan to resign the position prior to conducting
your annual audit with the intention of again assuming the office after rendering an
opinion on the statements. Can you render an independent opinion on the financial
statements? Discuss.

2. Assume that you accept the offer on a temporary basis until the corporation has got-
ten under way and can employ a secretary. In any event, you would permanently
resign the position before conducting your annual audit. Can you render an inde-
pendent opinion on the financial statements? Discuss.

AICPA

(Rules of conduct) There currently are 11 rules in the Code of Professional Conduct. Listed
below are circumstances pertaining to these rules.

1. A member shall not express an opinion that the financial statements are presented in

conformity with GAAP unless the pronouncements of the FASB have been followed.



3-31

10.
11.
12.

13.
14.
15.
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. A member shall not discriminate in employment of assistants.

. A member shall not include self-laudatory statements that are not based on verifiable

facts in advertisements.

. A member shall not accept a commission for a referral to a client of products or serv-

ices of others.

. A member’s fees may vary depending on the complexity of the service rendered.
. A member is not precluded from responding to an inquiry by a trial board of the AICPA.

. A member may not serve as a trustee for any pension trust of the client during the

period covered by the financial statements.

. A member shall adequately plan and supervise an engagement.

. A member may not have or be committed to acquire any direct financial interest in the

client.
A member shall not practice under a misleading firm name.
A member shall not knowingly subordinate his or her judgment to others.

A member shall follow the technical standards of the Auditing Standards Board in an
audit engagement.

A member bases the fee on the findings determined by the IRS in a tax audit case.
A member discloses confidential information in a peer review of the firm’s practice.

A member issues an unqualified opinion when a client departs from GAAP because of
a conceptual disagreement with the FASB.

Required

a. ldentify the rule to which each circumstance relates.

b. Indicate one other circumstance that pertains to each rule identified in (a) above.

(Rules of conduct) In the practice of public accounting, an auditor who is a member of the
AICPA is expected to comply with the rules of the Code of Professional Conduct. Listed
below are circumstances that raise a question about an auditor’s ethical conduct.

1.
2.

The auditor has a bank loan with a bank that is an audit client.

An unqualified opinion is expressed when the financial statements of a county are pre-
pared in conformity with principles established by the Governmental Accounting Stan-
dards Board.

. An auditor retains the client’s records as a means of enforcing payment of an overdue

audit fee.

. The auditor makes retirement payments to individuals who formerly were members of

his firm.

. An auditor sells her shares of stock in a client company in April prior to beginning

work on the audit for the year ending December 31.

. An auditor accepts an engagement knowing that he does not have the expertise to do

the audit.

. The auditor quotes a client an audit fee but also states that the actual fee will be con-

tingent on the amount of work done.

. The auditor’s firm states in a newspaper advertisement that it has had fewer lawsuits

than its principal competitors.
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9. The auditor resigns her position as treasurer of the client on May 1, prior to beginning
the audit for the year ending December 31.

10. The auditor discloses confidential information about a client to a successor auditor.
11. The auditor accepts an audit engagement when he has a conflict of interest.

12. An auditor prepares a small brochure containing testimonials from existing clients that
he mails to prospective clients.

13. An auditor complies with the technical standards of the Accounting and Review Ser-
vices Committee in reviewing the financial statements of a nonpublic entity.

14. An auditor examines the financial statements of a local bank and also serves on the
bank’s committee that approves loans.

15. An auditor pays a commission to an attorney to obtain a client.

Required
a. ldentify the rule of the Code of Professional Conduct that applies to each circumstance.

b. Indicate for each circumstance whether the effect on the rule is (1) a violation, (2) not a
violation, or (3) indeterminate. Give the reason(s) for your answer.

(Framework for ethical decision making) Michael Harper is an audit partner in a local
CPA firm who has a number of retail, wholesale, and manufacturing clients. In November
of 20X6 Michael is nearing the completion of the audit of EFW, Inc., a wholesaler of exer-
cise equipment who has a September 30t year-end. You are also performing planning and
interim work for Sports and Fitness (S&F), a retailer of fitness equipment that has a Janu-
ary 315t year-end. S&F is a significant customer for EFW, Inc. In performing planning work
on S&F, you discover that it is having financial difficulties and may not be able to pay its
payable to the EFW from which it purchases product.

Required
a. What is your ethical dilemma?
b. Are there competing ethical rules here? If so, identify the rules and explain the conflict.

c. If you were the partner, how would you resolve the ethical dilemma? Apply the six-step
general framework for ethical decision making to this dilemma and support your rea-
soning.

(Independence) Jones and Jones, CPA, has a manufacturing client, Widgit Technologies,
Inc. (WTI), that is a small, owner-managed business with annual revenues of approxi-
mately $8 million. WTI employs a bookkeeper but is not large enough to employ a CPA in-
house. WTI regularly asks Margaret Jones, the partner on the engagement, for advice on
accounting issues, and Jones and Jones drafts the financial statements for the company. The
client reviews the financial statements before they are printed by Jones and Jones with an
audit opinion attached.

During the current year WTI asked Jones and Jones to assist the company by rendering
a business valuation service. WTI is asking Jones and Jones to (1) estimate the value of WTI
and (2) consult with WTI in the form of making recommendations on steps that WTI can
take that will grow the value of the business.
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Required

a. Since Jones and Jones is preparing the financial statements for WTI, is Jones and Jones
independent with respect to WTI? What conditions, if any, must Jones and Jones meet in
order to be independent with respect to WTI?

b. Would your answer to (a) be the same if WTI was a public company subject to SEC rules
and regulations?

¢. Can Jones and Jones take on the business valuation services and consulting engagement
and remain independent with respect to WTI? Explain your reasoning.

d. Would your answer to (c) be the same if WTI was a public company subject to SEC rules
and regulations?

(Ethical issues) Gilbert and Bradley formed a corporation called Financial Services, Inc.,
each taking 50 percent of the authorized common stock. Gilbert is a CPA and a member of
the American Institute of CPAs. Bradley is a CPCU (Chartered Property Casualty Under-
writer). The corporation performs auditing and tax services under Gilbert’s direction and
insurance services under Bradley’s supervision. The opening of the corporation’s office was
announced by a three-inch, two-column ad in the local newspaper.

One of the corporation’s first audit clients was the Grandtime Company. Grandtime had
total assets of $600,000 and total liabilities of $270,000. In the course of the audit, Gilbert
found that Grandtime’s building with a book value of $240,000 was pledged as security for
a 10-year term note in the amount of $200,000. The client’s statements did not mention that
the building was pledged as a security for the note. However, as the failure to disclose the
lien did not affect either the value of the assets or the amount of the liabilities and the audit
was satisfactory in all other respects, Gilbert rendered an unqualified opinion on Grand-
time’s financial statements. About two months after the date of the opinion, Gilbert learned
that an insurance company was planning a loan to Grandtime of $150,000 in the form of a
first-mortgage note on the building. Realizing that the insurance company was unaware of
the existing lien on the building, Gilbert had Bradley notify the insurance company of the
fact that Grandtime’s building was pledged as security for the term note.

Shortly after the events described above, Gilbert was charged with a violation of pro-
fessional ethics.

Required

Identify and discuss the ethical implication of those acts by Gilbert that were in violation
of the AICPA Code of Professional Conduct.

(Ethical issues) The following situations involve Herb Standard, staff accountant with the
regional CPA firm of Cash & Green:

1. The bookkeeper of Ethical Manufacturing Company resigned two months ago and has
not yet been replaced. As a result, Ethical’s transactions have not been recorded and the
books are not up to date. To comply with terms of a loan agreement, Ethical needs to pre-
pare interim financial statements but cannot do so until the books are posted. Ethical
looks to Cash & Green, its independent auditors, for help and wants to borrow Herb
Standard to perform the work. Ethical wants Herb because he did its audit last year.

2. Herb Standard discovered that his client, Ethical Manufacturing Company, materially
understated net income on last year’s tax return. Herb informs his supervisor about this,
and the client is asked to prepare an amended return. The client is unwilling to take cor-
rective measures. Herb informs the Internal Revenue Service.

3. While observing the year-end inventory of Ethical Manufacturing Company, the plant
manager offers Herb Standard a fishing rod, which Ethical manufactures, in apprecia-
tion for a job well done.
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4. Herb Standard’s acquaintance, Joe Lender, is chief loan officer at Local Bank, an audit
client of Cash & Green. Herb approaches Joe for an unsecured loan from Local Bank and
Joe approves the loan.

5. Herb Standard is a member of a local investment club composed of college fraternity
brothers. The club invests in listed stocks and is fairly active in trading. Last week the
club purchased the stock of Leverage Corp., a client of another Cash & Green office.
Herb has no contact with the members of this office.

Required

For each situation, (a) identify the ethical issues that are involved and (b) discuss whether
there has or has not been any violation of ethical conduct. Support your answers by refer-
ence to the rules of the Code of Professional Conduct.

Situation

Independence Research

Sharon Langdale is the audit partner in a large Midwest office of a national accounting
firm. She has just delivered a proposal to the audit committee of EquipCo, a large, privately
held manufacturing company to perform the company’s annual audit. The company is
considering going public in the next 2-3 years and now wants a large CPA firm to perform
their audit. EquipCo has multiple locations that will involve several offices around the
world in the annual audit.

Independence

Situation Research

In planning for the audit, Langdale instructed Robert Benson, an assistant on the engage-
ment, to draft a list of individuals who would need to be independent so that they could
be assigned to the engagement. Indicate whether the following individuals would cause
independence problems if they owned stock in EquipCo.

Independence
Problem?

1. Atax partner in Sharon Langdale’s office. o

2. A consulting partner in another office where work on the EquipCo
audit is performed. However, the partner performed no work for EquipCo. ©

3. The spouse of a staff accountant who works on the EquipCo audit
works as a financial analyst for EquipCo. o

4. The audit firm’s benefit plan owns EquipCo stock. o

5. A manager in another office who regularly is involved in internal
quality control functions. o

6. A parent of a staff accountant who works on the EquipCo audit,
holds an immaterial investment in EquipCo. o
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7. The spouse of an audit partner in an office that performs work for
EquipCo (the audit partner does not perform any work for EquipCo

and is not in the chain of command for the audit). o
8. Atax manager in an office that performs work for EquipCo performs
five hours of work on the audit of the tax accrual. o)
9. The Midwest regional audit partner who performs no work on the
EquipCo audit. o
10. An audit manager in Asia who performs no work on the EquipCo audit. o

11. An audit partner in Sharon’s office finds that a mutual fund that
he owns in his investment portfolio has an immaterial
investment in EquipCo. o

Research

Situation Independence

While EquipCo is still a private company, it approaches Monica Lee, a tax manager in
Sharon Langdale’s office an offers her a job in EQuipCo’s tax department. Cut and paste the
AICPA ethical standard sections that apply to Monica’s situation.



