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Mr. wWalter E. Hanson, Chairman

Executive Committiee

SEC Practice Section

Division for CPA Firms

American Institute of
Certified Public Accountanis

121) Avenue of the Americas

New York, New York 10036

Dear Mr. Hanson:

I am pleased to submit herewith the report of the Public

; Oversight Board on “"Scope of Services by CPA Firms."™ This
i report is submitted in response to your regquest, on behalf
of the Executive Committee, that the Board consider and
express its views with respect to the proposed amendment

to Segtiom IV, 3{i), of the Organizational Structure and
Functions of the SEC Practice Section of the AICPA Division
| for CPA Firms.

; This report was made available, in tentative form, to the

; Executive Committee and to the Chairman and the Chief
Accountant of the Securities and Exchange Commigsion on
February 6, 1979, We neither sclicited nor received the

’ approval or endorsement of either the Executive Committee
or the $EC., While the report reflects in some respects
comments received from those sources, it represents sclely
the views of the Board.

: As indicated in the report under the caption "Conclusionsg
and Recommendations,” the Board has not viewed favorably the
effort of the Executive Committee t£o engage in a series of
determinations on hypothetical situwations with respect to
which management advisory service {MAS) engagements do, and
which do not, ipvolive skills related to accounting or
auditing. The Board believes that this approach would

Copyright © 1979 by the involve the Executive Committee in an array of ad hoc
- Ametican Institute of Certificd Public Accountants. Inc, judgments which would begome, or appear to be, Increasingly
1211 A f the Ameri New York. N.Y 1{1636 arbitrary, and that it lends itself to logical extensions
vense of the Americas, New York, N.Y. ’ beyond the policy purpose sought to be achieved. We belleve
. that it is wiser for the Executive Committee to adhere to
Second Impression 1979 { the concept of independence and the appearance thereof as
Published for the Public Oversight Board of the % the sole governing principle.
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My, Walter E. Hanson -2 - Mareh 9, 1979

the Board has alse considered and rejected the more extreme
view, expressed in the report of the Senate Subcommitiece
on Reports, Accounting and Management, that auditors be
prohibited from furnishing to audit clients any nonaudit
services other than tax services and "certain computer and
system analyses...necessary for improving internal control
procedures of corporations.” Such a draconian measure
would not only deprive audit clients of services that they
obviously deem valuable but also would cause a substantial
reduction in revenues for many CPA firms, especlally the
smaller ones. We do not beliove that otherwise lawful and
productive economic activity should be prohibited unless
such prohibition is clearly in the public interest and no
other measures are available.

These conciusions should not be interpreted to mean that the
Board views the matter of scope of services with complacency
or believes that possible dangers can be avoided solely with
general exhortations to the members to preserve independence.
The mere fact that so many persons have expressed concern
with the subject, both in and out of the government, over
an extended period is reason to conciude that it cannot be
dismissed as a chimera, The Board believes that there is
possibility of damage to the profession and the users of

the profession's services in an uncontrolled expansion of
MAS to audit clients. Investors and others need a public
accounting profession that performs its primary function

of auditing financial statements with both the fact and the
appearance of competence and independence. Developments
which detract from this will surely damage the professional
status of CPA firms and lead to suspicions and doubts that
will be detrimental to the continued reliance of the public
upon the profession without further and more drastic
governmental intrusion. EBffective measures must be taken

to guard against such a development. Fortunately, in the
Board's view, they are at hand,

The new proxy statement disclosures occasioned by ASR 250
will largely remove the mystery surrounding the type and
magnitude of actual services performed for reporting
companies by auditing firms and will have a restraining
influence to the degree that some services may be generally
perceived as being incompatible with professional stature.
The inclusion in peer reviews of an examination of MAS as
they may bear on the reviewed firm’s independence, including
a review of the role performed by the reviewed firm in MAS
engagements, will give further assurance of the maintenance
of independence. Pinally, the new encouragement for audit
committees and boards of directors to be aware of the
existence of MAS engagements, to approve them, and in so
doing to consider the matter of independence, will have a
salutary effect. while these new developments may not
change existing arrangements, which, of course, they need
not, they should do much to allay suspicion.

Mr. Walter E. Hanson w 3 - March %, 1979

The Board has considered whether it should attempt to suggest
more specific guidance regarding what factors should be
considered by audit committees and boards of direciors in
reaching judgments on the possible effect of a proposed MAS
engagement on independence. In view of the manifold
complexity of the totzl relationship hetween an accounting
firm and an audit client and the infinite variations found

in actual practice, the Board has declded that such an effort
would be more misleading than helpful, Rather we believe
that audit committees and boards of directors should consider
all of the factors mentioned in the report as they may apply
to a particular circumstance. To this end, member firms may
find it useful to make copies of this report available to
their clients.

We hope these views commend themselves to your favorable
consideration,

Very truly yours,

]
John J .M MeCloy
Chairman

JJIM/mb
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Introduction

In July 1978, the Public Oversight Board {(Board) of the SEC Practice
Section of the AICPA's Division for CPA Firms published Notice
of Public Hearing 78-1 (Notice) soliciting public comment and
anpouncing oral hearings concerning the general subject of scope
of services for member firms of the SEC Practice Section. Concep-
tually, the term “scope of services” could refer to any type of service
performed by accounting firms,! including accounting, auditing, tax,
and a wide variety of so-called management advisory services, or
“MAS.” When speaking of MAS in this report the Board is referring
to any service other than accounting, auditing, or tax services fur-
nished by independent certified public accountants and firms with
which they are associated. It includes such things as executive
recruitment, actuarial services, profit planning and budget consulting,
marketing analysis, financial planning and control services, data
processing services, inventory conirol systems, plant layout, account-
ing systems design, and employee benefit plan consulting.

The Notice requested that the written comments and the oral
testimony address a number of broad questions as well as a specific
proposal of the Executive Committee of the SEC Practice Section
(Proposal) to limit the scope of services a member firm may furnish
to its audit clients who file audited financial statements with the
Securities and Exchange Commission (hercinafier sometimes referred
10 as the “Commission™ or the “SEC™).

The oral hearings were held on August 17-18, 1978; 31 witnesses
delivered statements and were questioned by members of the Board
and its staff. A transcript of those hearings was maintained.® In
addition, the Board received written statements from 152 commenta-
tors, and, as indicated in the Notice, the Board incorporated into its

1. In this report, the terms "accounting firms,” “CPA firms,” “public account-
ing Arms,” “certificd public accounting firms,” and “auditing firms” are used
interchangeably. Similarly, the terms “accountant,” “CPA,” and “auditor”
are used interchangeably,

2. References to that iranscript will be cited herein as “POB Hearing
Testimony.”

3. Comments were received from 89 accounting firms and individual public
accountants, 12 comsulting firms (including actuarial, data processing, amd
personnel consultants), 13 members of academia, 33 client companics, and 3
miscellancous commentators.
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record the approximately 400 written comments received by the
‘Sccurities and Exchange Commmission pursuant to its request for com-
ments in Securities Act Release No. 5869 (September 26, 1977).
Finally, numerous published articles, studies, and surveys relating to
scope of services have served as background material for the Board
and have, in part, been relied upon in formulating its conclusions.
This report contains a general discussion of the background giving

4. Subcommittee on Reports, Accounting and Management, Committee on
CGovernment Affairs, United States Senate, 95th Cong., st Sess., lmproving
the Aecountability of Publicly Qwned Corporations and Their Auditors {Com-
miltee Print 1977) (“Senate Report™); Staff of the Subcommittee on Reports,
Accounting and Management, Committee on Government Affairs, United
State Senate, 95th Cong., Ist Sess., The Accounting Establishment: A Staf}
Stady (1977) {“Senate Staff Report™): Securities and Exchange Commission,
85th Cong., 2nd Scss., Report to Congress on the Accounting Profession and
the Commission's Oversight Role {Committee Print 1978} ("SEC Repert to
Congress™)y; The Commission on Auditors’ Responsibilities: Report, Cone
clusions, and Recommendations (New York 1978} ("Cohen Commission
Report™); Committee on Scope and Strocture, Final Report (AICPA 1974}
{“1974 Final Report™): AICPA Ad Hoc Commitiee on Independence, “Final
Report,” Journal of Accountancy {December 1969) (“1969 Final Report™);
An Opinion Survey of the Public Accounting Profession, sponsored by Deloitte
Haskins & Sells and conducted by Reichman Research, Inc. {New York 1978);
1. Rhode, “The Independent Auditor's Work Environment: A Survey” (AICPA
1978); The Balance Sheet: Top Executives Speak Qut About CPA Firms, Wall
Street Journal (Dow Jones & Company, Inc, 1978).

For individual commentators, see, e.g.. W. Dreher and C, Graese, “The
Compatibility of Actuarial Consulting and Auditing Scrvices,” Journal o}
Accountancy (July 1978} T, Kelley and D. Roscetti, “Aunditor/ Actuary Re-
lations Under ERISA: Trom the Auditor’s Standpoint,” Journal of Account-
ancy (July 1978); B. BHazichursl, “Auditor/ Actuary Refations Under ERISA:
As an Actuary Sees IL,” Journal of Accountancy (uly 1978) S. Klion, "MAS
Practice; Are The Critics Justified?,” Journal of Accountancy {Junc 1978}
D. Miller, “The Annual Audit Revisited,” Financiel Exceutive {(March 1978);
D, Lavin, “Perceptions of the Independence of the Awditor,” Accounting
Review (January 1976); R, Hartley and T. Ross, “MAS and Audit Independ-
eace: An kmage Problem,” Journal of Accountancy (November 1972h G.
Hobgood and 1. Sciarrino, “Management Looks at Audit Services {Part 10,
Financial Executive {August 1972} G. Hobgood and J, Sciarrino “Manage-

ment Looks st Audit Services,” Financial Executive {April 1972); P, Thard,

“Independence and MAS-—Opinions of Financial Statement Users,” Journal
of Accountancy (July 1971); A, Brilofl, “Qld Myths and New Reslities in
Accountancy,” Accounting Review {July 1966} ). Carey and W. Doherty,
“Fhe Concept of Independence—Review and Restatement," Journal of Ac-
countancy (Fanvary 1966); A. Schuite, *Compatibitity of Management Consult-
ing and Auditing” Accounting Review (July 1965),

rise to the scope of services question, the existing and proposed re-
strictions on scope of services imposed and to be imposed by the SEC
Practice Scction, and the Board’s analyses and conclusions with
respect to those restrictions and proposed restrictions as well as the
question of limiting scope of services generally.’

3. This report is concerned with the performance of MAS by member firms
of the SEC Practice Section for clients for whom they serve as independent
public accountants rendering opinions on financial reports. For convenience,
such clients are referred to as “audit clients.”



Conclusions and Recommendations

Preamble

The conclusions and recommendations contained in this section of
the report reflect the Board's views with respect to the specific scope
of service limitations which are presently a condition of membership
in the SEC Practice Section and those scope of service himitations
which are embodied in the Proposal. While the Board’s general con-
ciusions and recommendations might be viewed in some respects as
more permissive than the existing and proposed scope of service
limitations, this should not suggest that the Board perceives no prob-
lems associated with accounting firms furnishing all forms of MAS
to audit clients. The most fundamental departure by the Board
from the existing and proposed scope of service limitations appears
in the Board’s treatment of those forms of MAS which do not impair
auditor independence but which involve services not in accounting
or financial related areas or which do not require skills related to
accounting or auditing—that is, services which may impair the pro-
fessional image of an accountant but not his independence.

As discussed more fully in the body of this report, the Board is
concerned with professional image but does not believe that rule-
making is the appropriate way to address the problem. Rather, the
Board believes it is preferable to rely on public disclosure, supple-
mented by the admonition to members of the SEC Practice Section
to exercise self-restraint and judgment before venturing into new
areas of MAS,

With this in mind, the Board has drawn the following conclusions
and makes the following recommendations:

I. There are many potential benefits to be realized by permitting
auditors to perform MAS for audit clients that should not be denied
to such clients without a strong showing of actual or potential detri-
ment. The profession, therefore, should be careful not to impose
unnecessarily broad prophylactic rules with respect to MAS and
independence.

2, The Board generally concludes that mandatory limitations on
scope of services should be predicated only on the determination
that cerfain services, or the role of the firm performing certain ser-
vices, will impair 2 member’s indepeadence in rendering an opinion
on the fairness of a clicnt’s financial statements or present a strong

liketihood of doing so. Independence is gencrally defined as the
ability 10 operate with integrity and objectivity. Integrity is an ele-
ment of character, and objectivity relates to the ability of an auditor
to maintain impartiality of attitude and avoid conflicts of interest. All
conflicts of interest are not avoidable and some conflicts of interest
produce ccuntervailing benefits.  Such couflicts are accepted, con-
sistent with the concept of independence, because of practical necessity
and the realization of important benefits, coupled with the fact that
auditor integrity and various legal incentives provide adequate public
protection. This helps explain public acceptance f the fact that
auditors can be “independent” even though the client selects them
and pays their fee. It also helps explain why there has been public
acceptance of accounting firms furnishing a variety of tax advisory
services to audit clients. Recognizing, therefore, that independence
in an absolute sense cannot be achieved, when evaluating whether
certain services should be prohibited, it is necessary to consider the
potential benefits derived from the service and balance them against
the possible or apparent impairment to the auditor’s objectivity,

3. At this time no rules should be imposed to prohibit specific
services on the grounds that they are or may be incompatible with
the profession of public accounting, might impair the image of the
profession, or do not involve accounting or auditing related skills.

4. The existing limitations on MAS concerning independence con-
tained in the Professional Standards relating to Management Advisory
Services (“MAS Professional Standards™), AICPA, Professional Stan-
dards, Vol. 1, M8 §§ 101 ¢t seq. and the Code of Professional Ethics,
AICPA, Professional Standards, Vol. 2, ET §§ 50 er seq.® embrace
several provisions that are helpful in ensuring that independence will
be maintoined. Compliance with those applicable provisions should
be made a condition of membership in the SEC Practice Section and
peer reviews should be required to test for compliance.

5. Amendments to Regulation 14A (the proxy rules) of the
Securitics Fxchange Act of 1934 and certain publicly available
reports required of members of the SEC Practice Section will increase
the amount of public disclosure concerning the nature and amount
of MAS furnished by an auditor to an audit client and will reveal
whether the client’s audit committee or board of directors have both
approved the MAS and considered its possible effect on independence,
To the extent that certain MAS may be perceived publicly as impair-
ing independence, the new disclosure rules, including the role of the
audit committee or the board of directors, should cither allay suspicion

6. See notes 145 and 159, infra, and accompanying text,



-or cause clients and auditors to alter their relationships, These dis-
closure provisions should be given a chance to work, and they should
serve to provide a stronger data base for monitoring of this arca.

The Board does, however, recommend that SEC Practice Section
members be required to include in their annual disclosure statements
filed with the SEC Practice Section disclosure of gross fees both for
MAS and tax services performed for audit clients expressed as a per-
centage of aggregate fees charged during the reporting period.

6. In the Board's view an accousting firm’s independence is not
impaired solely because a person associated with the firm acts as an
enrolled actuary for an employee benefit plan of an audit client or as
an enrolled actuary for such a plan which is an audit client. The
Board, however, believes that an accounting firm should not provide
actuarial services for an insurance company audit client unless those
services are supplemental to primary actuarial advice furnished by
another actuary not associated with the accounting firm.

7. The Board accepts the recent action of the Executive Committee
proscribing certain executive recruiting services inasmuch as the ser-
vices proscribed are perceived by others ag having a strong likelihood
of impairing independence, are available from other responsible
sources, and do not otherwise produce sufficient countervailing bene-
fits. In general, however, the Board is reluctant to support prohibi-
tions against useful services which are based primarily on appearance
without an adeguate basis in fact.

Background

One of the early public criticisms concerning the breadth of services
furnished by public accountants was expressed in a survey and at-
tendant article published by Arthur A. Schulte, Jr. in 19657 Mr.
Schulte’s study concluded that the profession should seriously con-
sider whether engaging in management consulting services for audit
clients creates a conflict of interest and a concomitant lowering of
public confidence in auditors’ reports.

In the few years immediately following Mr. Schulte’s article,
several other interested persons conducted surveys and wrote articles
addressing the question of whether auditors can appropriately per-
form MAS for their audit clients.®

In the fall of 1966, the AICPA formed an ad hoc committee to
examine the question of scope of services and how those services
bear on an auditor's independence. In August 1968, an interim
report of this ad hoc committee was exposed for public comment.
This was followed by a Final Report published in December 1969."

The 1969 Final Report concluded generally that there was no
evidence that performing a wide variety of management advisory ser-
vices impairs independence in fact. The 1969 Final Report, however,
did acknowledge that a significant minority is concerned that render-
ing management advisory services may lmpair independence, suggest-
ing that the profession should be sensitive to the possibility that the
rendering of such services may affect the appearance of independ-
ence.!® Nevertheless, the 1969 Final Report did not recommend

7. A. Schulte, “Compatibility of Management Consulting and Auditing,”
supra note 4, Mr. Schulte’s study was prompicd by the publication by the
AICPA’s Committee on Professionsl Ethics of Opinien No. 12, in which the
Committee stated that “there is no cthical reason why a member or assochate
may not properly perform . , . management advisory services, and at the
same fime serve the same client as independent auditor.” AICPA, Commitice
on Professional Ethics, Opinion No. 12, “Independence™ (1963). In 1973 the
AICPA codified all prior statements and opinions in the AICPA’s Code of
Professiona] Ethics. The original Opinion No. 12 can be found, however, in
Carey and Doherty, “The Concept of Independence--Review and Restate-
ment,"” supra note 4, at 39-40,

8. Eg., A. Briloff, “Old Myths and New Realities in Accountancy,” supra
note 4; J. Carey and W. Doherty, “The Concept of Independence—Review
and Restatement,” supra note 4.

9. 1969 Finat Report, supra note 4,
10, The AICPA's Committec on Professional Ethics is reported to have staled

7



proscribing the rendering of MAS."' Rather, it concluded that the
~ situations in which the appearance of lack of independence might be
involved are countless and that each case should be considered on its
own circumstances. Furthermore, the Commitice on Management
Services of the AICPA had then recently published three statements
which attempted to guide the profession in its performance of MAS
and better inform the public of the nature of such services.** In turn,
it was believed that the more informed the public was, the less likely
it would be that it would perceive the rendering of such services as
impairing independence.’®
In 1974 the AICPA, through its Committee on Scope and Struc-
tare, published another study and analysis of the question of the
appropriate scope of services for CPAs to perform.** This study
generally concluded that the benefits to society, the audit, and the
client arising from public accountants furnishing MAS are signi-
ficant and that the threat that rendering such services may impair
independence or the appearance of independence is not sufficiently
great to warrant their proscription.
Another major review of this question was conducted by the Cohen
Commission.*® Its examination of the scope of services question en-

that the appearance of the lack of independence might arise from relationships
which “might be regarded by a reasonable observer, who had knowledpe of
ai the facts, as those involving conflict of interest which might impair the
objectivity of a member in expressing an opinion on the financial statements
of an enterprise.” 1969 Final Report, supra note 4, at 53,

11. The 1969 Final Report did recommend that the profession give serious

consideration 1o whether CPA firms should furnish so-called “peripberal man.
agement advisory scrvices” such as plant layout, executive search, and psycho-
logicai testing. While these services were not thought te affeet independence,
they were viewcd by some as difuting the image of the profession. 1969 Final
Report, supra note 4, st 55,

12. The three statcments were “Tentative Description of the Nature of
Management Advisory Services by Independent Accounting Firms,™ AICPA,
Professional Standards, Vol 1, MS § 410; “Competence in Management Ad-
visory Scrvices,” AICPA, Professivnal Standards, Vol. 1, M§ § 420; and “Role
in Management Advisory Scrvices," AICPA, Prafessional Standards, Vol, 1,
MS § 430,

13, Cohen Commission Report, supra note 4, at 96; P, Titard, “independence
and MAS--QOpinions of Financial Statements Users,” supra note 4. Accounting
Series Refease No. 250 (June 29, 1978) (“ASR 250”) discussed at pp. 42-44,
infra, is a substantial step toward this end.

i4. 1974 Final Report, supre note 4.

15. The Cohen Commission was formally titled The Commission on Auditors’
Responsibilities. 1t was an independent commission formed by the AICPA
in 1974 and chaired by the fate Manuel F. Cohen. The Cehen Commission
studied several aspects of the accounting profession and in 1978 published the
Ceolien Commission Report, supra note 4.

compassed 2 review of the several articles and surveys which had been
published, a study of lawsuits and other proceedings against auditors,
and extensive discussions with working auditors, financial analysts,
technical partners in accounting firms, and representatives in govern-
ment agencies.'® After this thorough review of available data, the
Cohen Commission was not prepared to recommend proscribing
specific services, ' but it did register concern that rendering MAS con-
tinued to appear to impair independence, at least to a significant
minority of financial statement users.'® It suggested, therefore, that
the profession increase its educational efforts directed toward users,
with emphasis on internal controls utilized by accounting firms to
prevent conflicts of interest. Moreover, it recommended that efforts
be made to inform users of the nature of MAS rendcered to clients and
that audit clients be urged to disclose the nature of the various ser-
vices furnished by the auditors.'”

While the AICPA, in its 1969 Final Report and in its 1974 Final
Report, and the Cohen Commission acknowledged concern that
various surveys have concluded that rendering MAS 1o audit clients
seemed to impair independence, at least in appearance, both con-
cluded that broad proscriptions were not necessary.

Shortly after the formation of the Cohen Commission, the United
States Senate, through its Committee on Governmental Affairs, Sub-
commitice on Reports, Accounting and Management (“Metcalf Sub-
commitiec”), launched a broad-scale inquiry of the accounting pro-
fession which included a review of the nature of services furnished by
accounting firms. The resulting Senate Staff Report, based on inform-
ation obtained from the AICPA and accounting firms, generally
conchuded that auditors created a conflict of interest if they furnished
MAS to audit clients since furnishing MAS “necessarily involves the
... firms in the business operations of their corporate clients.”* For

t6. Cohen Comimission Report, supra note 4, at 93.94.

t7. The Cohen Commission did recommend that accounting firms not engage
in recruiting individuals who would be directly involved in quostions of auditor
selection, with the exception that accountants ought fo be permitted lo respond
informally to requests to identify potestial board members. The Cohen Com-
mission, however, did not recommend any restrictions on the ability of in-
dividual staff or partners of an accounting firm to seck cmployment with
clients of their firm or from clients to hire personnel from their accounting
frm for employmient at any level. Ihid, at 10L,

E8. “Lsers” generally refers to investors, lenders, financial analysts, fnvest-
ment advisers, and others who rely on financizl statements for making invest-
ment or credit decisions.

19. CUohen Commissien Repost, supra note 4, at 102-103,

26. Scnate Staff Report, supra note 4, at 50, The Scnate Stafl Report actually
focused its attention on the so-called “Big Eight” firms and concluded that a



