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Disclaimer

In publishing this book, the American Institute of Certified Public
Accountants accepts no responsibility for what is said. The book
has not been reviewed or approved by any committee of the Insti-
tute. The fact that its authors are members of the Institute’s staff
does not give the book any standing as an official statement of the
Institute.

The opinions expressed are those of the authors alone, and
responsibility for factual accuracy rests entirely upon them.



PREFACE

To call this book a revision of John L. Carey’s Professional
Ethics of Certified Public Accountants, published in 1956, is
an understatement requiring some explanation. It is true that
the current version, like its predecessor, has three main parts
and eleven chapters. A glance at the table of contents will
reveal that many of the same subjects are again being dealt
with, and in substantially the same order. In short, the plan
of the older book has been retained—a plan which emphasizes
general ethical principles as guides to practitioners in determin-
ing the proper course to follow in specific circumstances.
But the details of the earlier book have been altered dras-
tically. This has been necessitated in part by the many
changes that have been effected in the profession’s rules in
the past decade. The Institute’s Code now has twenty-one
rules compared to the sixteen it had in 1956. In addition, many
of the older rules have been revised to meet the changing
conditions of professional practice. In general, the state CPA
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viii Preface

societies and the state boards of accountancy have made
corresponding changes in their codes, with the result that
the various ethical rules under which CPAs practice are more
nearly uniform now than ever before.

Another factor that has occasioned this detailed revision
of the 1956 book is the issuance by the Institute’s ethics com-

mittee of interpretive opinions. Those which are of general
application are published in The CPA and are then given

permanent form as an appendix to the Code of Professional
Ethics. The seventeen opinions which have been issued up
to now are reprinted in Appendix C of this book. They are re-
ferred to throughout the book and have exerted an important
influence on many of the views expressed. Other interpretive
opinions deal with specific ethics questions raised by prac-
titioners. These frequently appear in The CPA in the form
of summarized questions and answers. Many of the more sig-
nificant rulings in this category appear in Appendix D.

It would be tedious to recite in detail the precise effect
of this refining of the profession’s standards on the text of this
book. But an illustration of the method of revision might be
of interest. The Independence chapter of Professional Ethics
of Certified Public Accountants was written when there was
no rule on independence. In fact, the word itself did not even
appear in the Code. The only explicit guidance on the con-

cept was old Rule 13. This was a financial interest rule that
was fine as far as it went but it left much unsaid and was often

difficult to apply. Whatever additional precepts there were
had to be inferred from the rules dealing with reporting
standards, contingent fees, commissions and fee sharing, and
incompatible occupations. Also additional general information
on independence could be obtained from the professional
literature, from releases of the Securities and Exchange Com-
mission, and from official statements of professional societies.
This state of affairs necessitated a treatment of independence
as a concept that was at best general and at worst vague. But
all this was changed by the adoption of the current Rule 1.01
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in 1962. This established reasonably clear-cut standards of
independence in the principal areas of difficulty and suggested
broader criteria for other areas. Stimulated no doubt by dis-
cussion over the adoption of the new rule, CPAs began to
write and speak about independence in more specific terms.
They challenged many of the traditional views on the subject.
Their challenges evoked responses and closer examination of
the questions involved. Additional interpretive rulings of the
committee were then issued. Naturally all of these develop-
ments had a profound influence on the presentation of the
topic in Chapter 3 of this book. The result has been a com-
plete transformation of the chapter.

Other chapters have been similarly affected. Chapter 4 (“The
Professional Attitude”) has been adjusted to take into account
the changes in the rules on advertising, solicitation, and com-
missions and fee-sharing, as well as the changes in the formal
opinions interpreting these rules. Chapter 5 (“Opinions on
Financial Statements”) has been completely revised because
of the adoption of new rules, the issuance of new statements
on auditing standards and procedures, and the promulgation
of Opinions of the Accounting Principles Board. Chapter 6
(“Tax Practice”) has been thoroughly rewritten to give effect
to the new literature, particularly the Statements on Responsi-
bilities in Tax Practice by the Institute’s committee on Federal
taxation. Chapter 7 (“Ethical Responsibilities in Management
Services”) reflects the new developments in this field, espe-
cially the impact on accounting ethics of the computer revo-
lution.

All of these changes—including less significant ones in all
the other chapters—seemed to justify a new title for the book
in order to emphasize the fact that it is not simply an editorial
revision of the older work.

The following members of the Institute have read chapters
in manuscript and have generously given us the benefit of
their advice and experience: Andrew Barr, Herman Bevis,
Thomas Flynn, Ira N. Frisbee, Thomas Graves, Louis H.
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Penney, and Robert M. Trueblood. We are grateful also to the
following members of the Institute’s staff who have reviewed
parts of the manuscript and offered suggestions for im-
provement: Henry DeVos, John Lawler, Richard Lytle, Bea-
trice Melcher, Richard Nest, Charles Noyes, Roderic A. Par-
nell, Gilbert Simonetti and Reed Storey.

Other members of the staff who assembled material, typed
the manuscript, and produced the book are: Donald J. Schnee-
man, William H. Van Rensselaer, Norma Lazarus, Catherine
J. Wilheim, James D. Bennett, Joan Lucas, and Ann O’Rourke.

Our indebtedness to others is more difficult to acknowledge
because it is so pervasive. We have reviewed the rather large—
and, happily, growing—literature on the profession’s ethics
and have found it an invaluable aid. Over the years we have
talked with hundreds of certified public accountants about
questions of accounting ethics. Particularly helpful in clari-
fying concepts have been members of the Institute’s committee
on professional ethics, present and past. But perhaps our
greatest debt is to those thousands of practitioners who have
had to decide on a proper course of conduct and have written
the Institute for guidance. From them we acquired more
knowledge about our subject than would otherwise have been
possible.

Joun L. CAry
WiLiam O. DoHERTY
New York, N.Y., January 1966
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PART ONE

General Principles of Ethics



Chapter 1

PROFESSIONAL ETHICS AND
THE PUBLIC INTEREST

PROFESSIONAL ethics forms a small part of a complex
system of discipline which civilized society has imposed
on itself through laws, customs, moral standards, social eti-
quette—rules of many kinds, enforced in many ways. If people
are to live together in peace, discipline is necessary to restrain
the predatory instincts with which man is born.

The assurance that such discipline exists is the basis of man’s
faith in his fellow man, which, despite frequent disappoint-
ments, is essential to sustain the complex economic structure
which now supports most of the population of the free world.

Sec. 1 — PURPOSES OF PROFESSIONAL ETHICS

A code of professional ethics is a voluntary assumption of self-
discipline above and beyond the requirements of the law. It
serves the highly practical purpose of notifying the public
that the profession will protect the public interest. The

3



4  General Principles of Ethics

code in effect is an announcement that, in return for the faith
which the public reposes in them, members of the profession
accept the obligation to behave in a way that will be bene-
ficial to the public.

The ethical code also provides members of the profession
with guides to the type of behavior which the historical ex-
perience of the profession as a whole has indicated is most
likely to attract the confidence of the public.

A code of ethics is therefore a practical working tool. It is
as necessary to a professional practitioner as his theoretical
principles and technical procedures. Without a system of
professional ethics he would be incomplete.

When people need a doctor, or a lawyer, or a certified
public accountant, they seek someone whom they can trust
to do a good job—not for himself, but for them. They have to
trust him, since they cannot appraise the quality of his service.
They must take it on faith that he is competent, and that his
primary motive is to help them.

That is why professions are distinguished from businesses
and why professional men enjoy special prestige.

Professional men and women are accepted as persons highly
skilled in some science or art, who desire to serve the public,
and who place service ahead of personal gain. If they were
not regarded in this light they would have no patients or
clients. Who would engage a doctor, or a lawyer, or a certified
public accountant who was known to put personal rewards
ahead of service to his patient or client? How could anyone
know whether to take his advice or not? If the practitioner
were mainly interested in making money, he might be tempted
to keep his patients sick, or keep his client in litigation, or
extend his audit beyond the necessary scope. Who would en-
gage such a man? ,

Not only must people believe that the professional man will
not take advantage of them financially, but also that they can
safely entrust him with their most private and vital affairs. He
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must be regarded as a man of character. He must act in a
way that strengthens their confidence. He must display a pro-
fessional attitude toward his work.

A professional attitude must be learned. It is not a natural
gift. It is natural to be selfish—to place personal gain ahead of
service. That is precisely why the people as a whole honor the
relatively few—professional men and other true public servants
—who have disciplined themselves to follow the harder course.

The rules of ethics, therefore, are the foundation of public
confidence.

Public confidence may be even more important to a certi-
fied public accountant than to other professional men. The
CPA must have not only the confidence of those who become
his clients, but also the confidence of those who rely on his
reports. His service may be of little value to a client if a
bank, for example, will not have faith in his report. And the
bank, or the credit agency, or the government agency, or
other “third parties” who may rely on the report, will have
faith in it only if they believe that the CPA has a responsi-
bility to look out for their interests, as well as the client’s.

Since all the countless third parties who may rely on the
reports of certified public accountants cannot know the CPAs
personally, it is essential that they must have confidence in

CPAs generally—as a group which can be trusted by all con-
~ cerned.

Sec. 2 — IDEALS, ETHICS AND RULES OF CONDUCT

The word “ethics” in general usage means the philosophy of
human conduct with emphasis on “right” and “wrong,” which
are moral questions.

“Professional ethics,” however, does not involve moral ques-
tions exclusively. There is nothing immoral, for example, in
truthful advertising, but it is unethical for physicians, lawyers
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and certified public accountants to advertise their professional
services, no matter how truthfully.

Actually the professions have borrowed the word “ethics”
from general usage and have applied it in the narrowed sense
of the basic principles of right action for members of the
profession concerned.

“Right action” for a professional man will of course include
conformity with moral standards, but will also include be-
havior designed for practical as well as idealistic purposes.

“Ideals” are standards conceived as perfect, not yet at-
tained, perhaps even unattainable. Ideals are goals. They are
not enforceable by rules.

A code of professional ethics may be designed in part to
encourage ideal behavior, but basically such a code is in-
tended to be enforceable. It should be at a higher level
than the law, but it must be at a lower level than the ideal.
It is a practical working tool.

“Professional ethics,” therefore, may be regarded as a mix-
ture of moral and practical concepts, with a sprinkling of ex-
hortation to ideal conduct designed to evoke “right action”
on the part of members of the profession concerned—all re-
duced to rules which are intended to be enforceable, to some
extent at least, by disciplinary action.

Sec. 3 — ORIGIN OF RULES OF ETHICS FOR CPAS

Where do the ethical rules for CPAs originate? In the Amer-
ican Institute of Certified Public Accountants; in state societies
of certified public accountants; and in boards of accountancy
in forty jurisdictions where such rules have been promulgated
under authority of law. While not identical, the rules of these
various bodies are similar. The basic principles are the same,
though the form, arrangement and extent of coverage may dif-
fer. The rules of the Institute govern the professional conduct



7  Professional Ethics and the Public Interest

of the largest number of certified public accountants, and
these rules are most widely known outside the profession.
They have been adopted in whole or in part by many of the
state societies. Consequently, in this book, the Institute’s
rules will be the principal basis of discussion.

Sec. 4 — EVOLUTION OF RULES

These rules have developed by evolutionary processes over a
period of sixty years or more. They did not spring full-blown
from the mind of any individual. They are the product of
thousands of minds, guided by the experience of decades.
Many of them were adopted as the result of specific events
which disclosed the need for additional standards. Many
important ethical questions are not yet covered in the official
rules, and new questions are constantly arising.

Growth and change are therefore characteristic of rules of
professional conduct. As the practice of accounting becomes
more widespread, more varied and more complex, ethical
questions arise which had not arisen before. Patterns of ethical
concepts change as a profession develops. Existing rules have
often been modified or elaborated. The ethical codes of the
medical and legal professions have developed in the same way.

Ethical concepts are not fixed, final or precise. They reflect
the experience of a group, and the sense of responsibility which
it has developed up to a given point in time.

Sec. 5 — ENFORCEMENT OF RULES

Professional Societies. The Institute’s Code of Professional
Ethics derives its authority from the by-laws of the Institute,
which provide that the Trial Board may admonish, suspend,
or expel a member who is found guilty, after a hearing, of
infringing any of the by-laws or any provision of the Code of
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Professional Ethics. Publication of the respondent’s name in
the official statement of the case is discretionary with the Trial
Board. It should be emphasized that any act held to be dis-
creditable to the profession may be grounds for discipline,
and a member is under obligation to exercise his judgment and
his conscience in doubtful areas. In fact, the preamble to the
Code states that the enumeration of the rules “should not be
construed as a denial of the existence of other standards of
conduct not specifically mentioned.”®

The state societies of certified public accountants enforce
their rules generally as the Institute does. Expulsion, suspen-
sion, or admonition are the penalties for violations.

Effectiveness of Societies’ Rules. Critics have pointed out
that a CPA may be expelled from a professional society, but
continue in practice in defiance of its rules. However, ex-
perience shows that there is a strong restraining force in the
possible humiliation of disciplinary proceedings and impair-
ment of professional reputation. The deterrent effect of the
rules of the professional societies has been demonstrated to
be very powerful.

State Laws. But what about certified public accountants who
do not become members of any professional society? In forty
jurisdictions boards of accountancy, under authority of law,
have promulgated rules of professional conduct. In these states
a CPA’s certificate may be suspended or revoked for violation
of the rules. This is, of course, an even stronger deterrent than
the possibility of expulsion from a society.

Legally enforceable rules of conduct exist in thirty juris-
dictions having so-called “regulatory” laws, in which neither
a certified public accountant nor a public accountant may prac-
tice without a license. In these states ethical violations may
result in loss of the license to practice—the most effective de-
terrent of all.

*See below, page 183.
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All accountancy laws provide for suspension or revocation
of CPA certificates and licenses to practice, where such licenses
exist, for felony, fraud, false or misleading statements, and
similar gross offenses.

Since the populous states of California, New York, Penn-
sylvania, Ohio, Texas, Michigan, New Jersey, Florida and
Massachusetts, in addition to thirty-one others, now have
legally enforceable rules of conduct, it is clear that by far the
greater part of the country’s CPA population is subject to such
rules. It may be hoped that before long this will be true in
all states.

Internal Revenue Service. A CPA who is entitled to prac-
tice before the Internal Revenue Service may be disbarred or
suspended for failure to conduct his practice “in accordance
with recognized ethical standards,”® as well as for violation
of specific rules of conduct to which the Internal Revenue
Service requires those who represent others before it to con-
form.

Securities and Exchange Commission. The Securities and
Exchange Commission may also take disciplinary action against
CPAs who do not possess the “requisite qualifications to repre-
sent others” or who are “lacking in character or integrity” or
who “have engaged in unethical or improper professional con-
duct.”®*® In addition, the Commission will not accept financial
statements containing opinions of certified public accountants
or public accountants who are not “independent” as provided
in its rules.t Independence is an important ethical concept in
professional accounting.

Institute Proposal to Improve Enforcement. The Institute’s
Council in May 1960, on recommendation of the committee
on long-range objectives, resolved that it is an objective of
the Institute to coordinate its activities with those of the

® Sec, 10.51 of Treasury Department Circular No. 230.
°®Rule II (e), Rules of Practice, Securities and Exchange Commission.
t Rule 2-01, Regulation S-X.
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state societies and to delineate their respective areas of respon-
sibility, particularly in the direction of adopting a uniform
code of ethics and enforcement procedures. Since that time
considerable progress has been made towards adopting a uni-
form code. The question of coordinating enforcement pro-
cedures is receiving further study.

Progress in Enforcement. In the last few years great im-
provements have been made in enforcement machinery at
both state and national levels.

The public interest is better protected against abuses of
confidence reposed in the accounting profession than the
public has yet learned to know.



Chapter 2

PROFESSIONAL COMPETENCE

THE public expects three things from anyone who holds
himself out as a qualified member of a recognized pro-
fession—competence, responsibility and a desire to serve the
public.

Competence, in this context, means mastery of a field of
technical subject matter requiring advanced intellectual train-
ing. Responsibility means reliability, integrity and indepen-
dence. Acceptance of the obligation to serve the public is
reflected in the professional attitude.

The Institute’s Code deals extensively with matters that
relate to professional responsibility and the professional atti-
tude. It does not have much to say about the subject of com-
petence in general, although Article 2 does require adherence
to standards of accounting, auditing and reporting. The pre-
amble to the Code also states that it is a member’s obligation
to maintain high standards of technical competence and to
strive continuously to improve his professional skills.

11
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Sec. 6 — COMPETENCE AN ETHICAL OBLIGATION

It seems a basic ethical obligation that a certified public ac-
countant should not render service which he is not competent
to render. The client, not being versed in the technique of
accounting, has no way of evaluating the competence of the
practitioner. He must depend on the certified public account-
ant, therefore, to do a workmanlike job or to refer him to
someone who can.

In fact, the requirement of competence is established by
law. If a man offers specialized service to the public and he
does not have the degree of skill commonly possessed by
others in the same work, he commits a species of fraud on
every man who employs him.*

As a matter of ethics, however, professional practitioners
may reasonably be expected to carry this principle beyond
the minimum limits of a rule of law.

A certified public accountant may have “the degree of skill
commonly possessed by others,” but this does not mean that he
may properly accept an engagement in an area unfamiliar to
him, requiring knowledge, experience or skill which he does
not possess, even though many other CPAs have competence in
the area. This principle becomes more important as the scope
of accounting practice steadily widens.

Sec. 7 — APPLYING THE CONCEPT OF COMPETENCE

Of course, a rule of reason must prevail.

Any certified public accountant, who has had the conven-
tional professional education and has passed the Uniform CPA
Examination, has a foundation of competence. He builds on
this foundation by keeping abreast of current accounting litera-
ture and by taking courses provided by his professional soci-

®Cooley, Torts (4th ed.), 1932, Vol. 8, page 335.
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eties, universities, or other organizations. As he performs suc-
cessive engagements, he will encounter unfamiliar questions
with which he can make himself competent to deal by re-
search, study or consultation with more experienced prac-
titioners. Thus his own competence will continually improve
and expand.

But if he should be invited to do a kind of work which is
wholly unfamiliar, or if he is confronted by a problem which
he fears is beyond his capacity, he should ask himself whether,
in the time available, he can equip himself for the particular
task by study and consultation, or whether in fact the matter
is so far beyond his grasp that he would serve his client better

to suggest the engagement of someone better qualified in this
field.

Sec. 8 — SPECIALIZATION AND REFERRAL

As the accounting profession grows and the scope of practice
broadens in response to the needs of business, specialization
will increase. This has been the history of older professions,
notably medicine. The general practitioner deals with all the
ordinary ailments of his patients. He keeps up with develop-
ments in all phases of medicine and surgery. When he diag-
noses a malady which he believes requires skill he does not
possess, he is likely to suggest consultation with a specialist.
He can be confident that the specialist will not replace him as
the regular family physician.

While some accounting firms have worked together on en-
gagements in this manner to the complete satisfaction of all
concerned, this type of consultation or referral is not yet com-
mon among CPAs. Perhaps its infrequency is due to fear that
the specialist may replace the general practitioner and thence-
forth render the regular, recurring accounting services needed
by the client. An attempt was made to meet this fear by the
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adoption of Rule 5.02, which provides in effect that a member
who receives an engagement by referral shall not extend his
services beyond the specific engagement without first con-
sulting with the referring member.

Some CPAs maintain that this rule is not strong enough. A
specialist who has received a referral and is asked by the client
to extend his services beyond the referral engagement may
indeed “consult with” the referring member. The latter is not
likely to agree to the desired extension of services. But his
refusal would not be binding on the specialist. One way to pro-
tect the original accountant and at the same time encourage
referrals to specialists might be to require the consent of,
rather than mere consultation with, the referring member.
However, such a requirement would hamper the client’s right
to select his own accountant. Perhaps problems of this kind
may be resolved more effectively by agreements between
firms than by increased restrictions in the rules.

Sec. 9 — “GROUP COMPETENCE” OF FIRMS

Competence may be attributed to accounting firms (partner-
ships) as well as to individuals. It is common for partners of a
firm to specialize in different kinds of work: for example, in
auditing, taxes or management services. The firm may properly
accept engagements which any of its partners are competent
to conduct, applying the idea of consultation and referral
within the firm itself.

Sec. 10 — EMPLOYMENT OF SPECIALISTS

Many CPA firms have widened the scope of their competence
by employing nonaccountant specialists as members of their
staffs. Since partners must assume professional responsibility
for all the work done by their employees, however, it is gen-
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erally assumed that an accounting firm ought not to accept
an engagement to be performed by a staff specialist unless at
least one of the partners is competent to evaluate the staff
member’s work and exercise general supervisory control.
This question is of particular interest as it applies to the ex-
panding field of management services. Some accounting firms
employ engineers, actuaries, mathematicians, and other spe-
cialists to meet the demands of their clients for a growing
variety of services. An ethical question might arise if an ac-
counting firm employed a man who was expert in a field with
which none of the partners was familiar, and instructed him
to render services for which the firm received fees, but which
none of the partners was competent to evaluate or supervise.

Sec. 11 — EMPLOYMENT OF LAWYERS

Spokesmen for bar associations have challenged the propriety
of employment of lawyers as members of the staffs of ac-
counting firms on the ground that it amounts to the illegal
practice of law by such firms. If a lawyer employed by an
accounting firm were permitted to hold himself out as a
lawyer, or render to clients of the firm services which only
lawyers were authorized to render, the firm would in effect
be selling legal services and could be charged with unauthor-
ized practice of law.

However, a member of the bar may properly be employed
as a member of the staff of an accounting firm if he does not
hold himself out as a lawyer or render any services to clients
of the firm which his CPA employers are not authorized to
render. Lawyers employed on the staffs of accounting firms
presumably are practicing accounting and intend to qualify
for the CPA certificate. Many men with degrees in engineer-
ing, economics, business administration and other disciplines
have entered the practice of accounting and become certified
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public accountants. Possession of a law degree or admission to
the bar should not disqualify anyone from entering the ac-
counting profession. But as an employee of a CPA he may not
practice law.

The Institute’s Rule 4.03 provides that a member in public
practice shall not permit an employee to perform for the mem-
ber’s clients services which the member himself is not per-
mitted to perform.

Sec. 12 — PARTNERSHIPS WITH NON-CPA SPECIALISTS

Ethical questions also arise with respect to the admission of
non-CPA specialists to a partnership of certified public ac-
countants. Rule 3.04, which deals with fee splitting, effectively
prohibits partnerships with persons not regularly engaged in
public accounting as their principal occupation. But the pres-
ent rules do not prevent partnerships of CPAs with non-CPAs
who are engaged in public accounting. The question of
whether or not the Code should be amended to outlaw “mixed
partnerships” has been considered and will no doubt receive
further study.”

It should be noted that even where mixed partnerships are
permitted under state laws they cannot be held out to the pub-
lic as “Certified Public Accountants.” Similarly, under the
Institute’s Code such partnerships cannot be held out as
“Members of the American Institute of Certified Public Ac-
countants.”

Sec. 13 — COMPLIANCE WITH CONCEPT OF COMPETENCE

To sum up, a certified public accountant should not render
services which Le is not competent to render, and a firm of

®For further discussion of “mixed partnerships,” see Chapter 7, pages 114-118.
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certified public accountants should not render services which
its partners are not permitted to render, or services which no
partner is competent to supervise and evaluate. Admittedly, a
determination of competence must be subjective. All prac-
titioners and all firms must decide what their limitations are.
Doubts should be resolved in the best interest of the client and
the public.

Competence will naturally increase both in breadth and
depth as a natural result of experience and study. A certified
public accountant need not refuse an engagement simply be-
cause he knows that some other practitioner might do it bet-
ter, as long as he feels that he can do it with reasonable com-
petence; that is, do a workmanlike job.

An honest concern for the client’s best interests will usually
suggest when it is desirable to advise consultation or collabora-
tion, or engagement of another practitioner for a special pur-
pose.



Chapter 3

INDEPENDENCE

INDEPENDENCE, in the sense of being self-reliant, not
subordinate, is essential to the practice of all professions.
No self-respecting professional man—physician, lawyer or
certified public accountant—will subordinate his professional
judgment to the views of his patient or client. He cannot
evade his professional responsibility for the advice, opinions,
and recommendations which he offers. If his patients or clients
do not like what he says, the practitioner may regret it; but
no one would condone his changing his honest opinion in order
to avoid giving offense or to secure his fee.

In all phases of his work—auditing, tax practice and manage-
ment services—the certified public accountant must be inde-
pendent in this general sense of the word. If he subordinated
his judgment to that of clients, government agencies, bankers,
or anyone else, he would not be worth his salt.

Why, then, cannot the matter be left at this point? Why is
independence still the subject of debate?

18
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Sec. 14 — INDEPENDENCE IN EXPRESSING OPINIONS
ON FINANCIAL STATEMENTS

The debate continues because independence has come to have
a special meaning to certified public accountants in conjunc-
tion with audits resulting in opinions on financial statements.
Investors, credit grantors, prospective purchasers of businesses,
regulatory agencies of government, and others may rely on a
CPA’s opinion that financial statements fairly reflect the finan-
cial position and results of operations of the enterprise which
he has audited. It is most important not only that the CPA
shall refuse consciously to subordinate his judgment to that
of others, but that he avoid relationships which would be
likely to warp his judgment even subconsciously in reporting
whether or not the financial statements he has audited are in
his opinion fairly presented. Independence in this sense means
avoidance of situations which would tend to impair objectivity
or create personal bias which would influence delicate judg-
ments.

Sec. 15 — APPEARANCE AND REALITY

This special concept of the auditor’s independence, though it
underlies several provisions of the Institute’s Code of Pro-
fessional Ethics, is dealt with specifically only in Rule 1.01.%

Of crucial importance is the statement that independence is
not susceptible of precise definition, but is an expression of the
professional integrity of the individual. (“Integrity” here is
used in the sense of uprightness of character, probity, honesty. )
The reason that independence cannot be defined with pre-
cision is that it is primarily a condition of mind and character.

Generally, a reader of an opinion on financial statements
may be expected to assume an independent state of mind on
the part of the certified public accountant who signed it. But

*For complete text see page 183.
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his confidence may be shaken if he learns that the auditor is
involved in relationships which seem likely to impair ob-
jectivity. Thus it has been recognized that the appearance of
lack of independence may be almost as damaging as the
reality.

In the words of a former chairman of the Institute’s com-
mittee on professional ethics:

There are actually two kinds of independence which a CPA
must have—independence in fact and independence in appear-
ance. The former refers to a CPA’s objectivity, to the quality of
not being influenced by regard to personal advantage. The lat-
ter means his freedom from potential conflicts of interest which
might tend to shake public confidence in his independence
in fact.®

Rule 1.01 recognizes this distinction in its insistence that the
auditor be independent in fact. This is the reality. However,
the rule goes on to say that the auditor must assess his rela-
tionships with his client to determine whether his opinion
would be considered objective and unbiased by one who had
knowledge of all the facts. In other words, he must not only
be independent, but must not appear to be otherwise. The
rule then states, but only as illustration, that a member of the
Institute will be considered not independent if he expresses an
opinion on the statements of an enterprise in which he has a
financial interest or of which he is an officer, director or
employee.

Even though a CPA knows that he is independent in a
particular situation he is required to consider how he seems to
others. He may not say with Hamlet, “Seems, madam! Nay, it
is; I know not seems!”

However, no one can determine with certainty how a given

®Thomas G. Higgins, “Professional Ethics: A Time for Reappraisal,” The
Journal of Accountancy, March 1962, page 31.
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situation might seem to any individual or group. Therefore,
the rule of reason must prevail.

The committee on professional ethics has provided a rule
of reason in an opinion which interprets Rule 1.01.* This
opinion says in effect that the only relationships with a client
which should lead to a member’s being considered not inde-
pendent are relationships which would suggest to a reasonable
observer that a conflict of interest existed.

Even this criterion is quite general, but it is nevertheless
helpful in dealing with specific cases, at least at the extremes
of the spectrum.

For example, it seems safe to assume that if an auditor were
a stockholder or director of a commercial corporation, reason-
able observers would be likely to believe that a conflict of
interest existed. They might ask how an auditor could be
objective in expressing an opinion on results of operations
if he were financially interested in those results, or if he had
been part of the management whose decisions produced those
results.

At the other extreme, the committee on professional ethics
has said, for example, that normal professional or social re-
lationships or the rendering of professional services other than
the audit would not necessarily suggest a conflict of interest to
a reasonable observer.

But in between the extremes there are some difficult
questions.

Sec. 16 — MANAGEMENT SERVICES

For instance, a question has sometimes been raised as to
whether the rendering of management services to a client is
likely to impair a CPA’s independence—in appearance or in
reality—in expressing an opinion on the financial statements of

®Opinion No. 12, page 208.
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the same client. The answer to this question has been that so
long as the CPA confines his management services to advice,
and does not participate in the final decision-making processes
of the client, his independence need not be affected.

However, this position has been challenged.® The chal-
lengers contend that advising and decision-making cannot be
separated and that the CPA who gives management advice
cannot avoid participating in management decisions. It is said
that management decisions are seldom made by one indi-
vidual but are worked out by the company’s staff and outside
experts, including the CPA. Therefore, the CPA must sit in
on the discussion that leads to the final decision to be sure
that there have been no changes in circumstances which may
affect the advice he gives. This situation, it is argued, results
in such a mutuality of interest of the CPA and his client that
the CPA ceases to be independent as auditor.

This argument should be tested against the basic assumptions
regarding independence (1) in fact, and (2) in appearance.

It may be postulated that the CPA who renders manage-
ment services will be no less independent in fact in his capacity
as auditor than the CPA who does not. There is no basis for
contending that his personal integrity will be affected.

The next question, then, is whether the performance of
management services would seem to a reasonable observer
to create a conflict of interest in relation to the audit function.

At this point it is necessary to determine what is meant by
“management services.” The term has not been authoritatively
defined. It is conceivable that some unusual services to man-
agement might involve financial relationships or advice or
decisions of a nature which could suggest a conflict of interest.
But the ethical question must be considered in relation to the
types of management services normally rendered by the largest

®See, for example, R. K. Mautz and Hussein A. Sharaf, The Philosophy of
Auditing, American Accounting Association, University of Iowa, Iowa City,
Iowa, 1961, Chapter 8.
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numbers of CPAs—including, but not confined to, systems,
cost analysis, budgeting, inventory control, and the like.

This problem is highlighted by a recent survey reported in
the July 1965 issue of The Accounting Review.* Questionnaires
were addressed to four carefully selected groups: (a) research
and financial analysts of brokerage firms; (b) commercial loan
and trust officers of banks; (c¢) investment officers of insurance
companies; and (d) investment officers of domestic mutual
funds.

The key question was, “Has the expansion of the CPA into
the field of management consulting affected your confidence in
his audit independence?”

In summary, some 43 per cent of the respondents did not
believe that management consulting seriously endangers the
CPA’s independence; 33 per cent believed that it does; and
24 per cent were somewhat undecided.

But nowhere in the questionnaire or the article interpreting
it is there a definition of the term “management consulting.”
This term may well evoke a reaction different from that evoked
by “management services,” which is commonly used by the
profession itself. In any event, it cannot be assumed that all
the respondents to the questionnaire were familiar with the
specific services offered by CPA firms as aids to management.
The respondents may have read into the question types of
“consulting” which in fact are not commonly engaged in by
CPAs.

It is difficult to believe that reasonable observers—stockhold-
ers, creditors or other users of financial statements, or the busi-
ness public generally—would see any conflict of interest in the
fact that the auditor, in addition to giving an opinion on the
financial statements, also applied his technical knowledge and
skill to the improvement of management’s planning, control
and decision-making processes.

®Arthur A. Shulte, Jr., “Compatibility of Management Consulting and Audit-
ing,” The Accounting Review, July 1965, p. 587.
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As a matter of fact, advice and assistance in improving
clients’ accounting systems and internal controls have been
normal functions of auditors from time immemorial—functions
which have never raised any questions about independence.

Substantial benefits may result from combining the two func-
tions. Knowledge of audit requirements can be useful in many
types of management services, and the CPA must see to it
that his recommendations meet the tests he would impose
as auditor. Since management services are nonrecurring, the
audit fees are likely to be more important to the accounting
firm in the long run. A poor management services job may
risk the loss of the audit, but this tends to improve the quality
of the consulting rather than impair the independence of the
auditor.®

As noted earlier in this chapter, it has been asserted that
advising and decision-making are inseparable. To be sure, the
line between the two may occasionally be difficult to draw.
Nevertheless, it has been well established that the line does
exist. The decision process has been broken down into the
following steps:

1. Determining the nature of the decisions which could pos-
sibly be taken, i.e., delineating the possible acts.

2. Determining the set of events which could occur, and one
of which must occur, which have an effect on the outcome
of the operation.

3. Determining the expected profit or loss from each act-event

combination.

Determining the probability of occurrence of each event.

5. Computing the expected value of each act and selecting the
act with the highest expected value.

e

It has been contended, after analysis of a statistical decision
model, that the CPA can freely participate in this process and

®*Kenneth S. Axelson, “Are Consulting and Auditing Compatible?” The Journal
of Accountancy, April 1963, pages 54-58.
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still be considered independent, if he confines his advice to
the first three steps shown above.” It is doubtful whether even
the fourth step would suggest a conflict of interest to a reason-
able observer.,

On the negative side it has also been alleged that in render-
ing management services the CPA becomes, in effect, an em-
ployee of the client and therefore cannot also be independent
as auditor. But it seems obvious that by giving advice and
assistance to management the CPA, though he may perform the
same function that an employee might perform, does not
thereby become an employee.

The distinguishing characteristic of an employee is not his func-
tion but his dependence on management. If he is fired, he is
out of a job. The consultant, like the auditor, is not out of a
job if he loses a client. He has other clients. This fact enables
both consultant and auditor to be economically independent of
the management they serve.

Nor, by advising management, does the consultant become
management. No matter how influential advice is, neither the
offering of it nor the acceptance of it gives the adviser either
the authority or responsibility of management....**

As stated earlier, it is possible to conceive of circumstances
in which the auditor who performs management services might
not be considered independent. The ethics committee has said
that management rarely surrenders its responsibility to make
management decisions, but if the auditor makes such decisions
his objectivity might be impaired.t The important point is
that there is no basic incompatibility between the two func-
tions. The auditor who also acts as consultant simply has one

*James Wesley Deskins, “Management Services and Management Decisions,”
The Journal of Accountancy, January 1965, pages 50-54.
*# Axelson, op. cit., page 56.
t Opinion No. 12, page 2086.
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more factor to assess in determining whether a reasonable ob-
server would regard him as subject to a conflict of interest.

As in so many arguments, the absence of definition of terms
causes semantic difficulties. “Management services” embraces
a wide variety of activities, and the phrase means different
things to different people. “Independence” is also susceptible
to a variety of subjective interpretations.

It is clear that a measure of confusion has been engendered
within the profession on this important matter. It has arisen
partly because of a tendency to extend to the ultimate theo-
retical limits the concept that the auditor must not only be
but also seem independent.

In their anxiety to demonstrate their capacity for self-
discipline, and to maintain and increase public confidence,
CPAs in recent years have become preoccupied with the ques-
tion of appearances. In the effort to discourage relationships
which might appear to a reasonable observer to create a con-
flict of interest the ethical restraints have been narrowed and
tightened.

Up to now this has been all to the good. Certainly an audi-
tor who was a stockholder or a director of a profit-making
organization would appear to a reasonable observer to be sub-
ject to a conflict of interest. But concern with appearances
should not confuse appearance with reality. Too much empha-
sis on relationships which might conceivably suggest a conflict
of interest to the most suspicious observer may be a disservice
both to the profession and the public.

The result might be to deprive clients of valuable cre-
ative contributions to improved management which their audi-
tors, through their very familiarity with the clients’ business
acquired in the course of the audit, are in a better position
than anyone else to make. To split the accounting profession
into two segments—one a group of ivory-tower auditors who
did nothing but attest to the fairness of financial statements,
and the other a group of experts in management and tax prob-
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lems—would not only reverse the natural trend of accounting
practice which has evolved over a century of experience; it
would also add substantially to the cost of providing business
with all the professional accounting service it needs.

Criteria of independence should be tested against basic
questions: (1) Will a specific relationship really tempt an audi-
tor to subordinate his professional judgment, despite all the
sanctions to the contrary? (2) Would it seem to reasonable ob-
servers to be likely to do so? (3) How would it affect the
public interest? Who is likely to be hurt?

It will hardly be possible to develop detailed rules, applicable
across the board in all conceivable combinations of circum-
stances, which would eliminate any possible question, how-
ever remote, as to an auditor’s independence. Indeed, any
such effort might create the impression that CPAs are so sus-
ceptible to temptation that their profession must not only pro-
tect the public against their weakness, but must protect them
against themselves.

In the literal sense it is unrealistic to assume that anyone
can attain absolute independence. No human being can free
himself from all outside influences—from his environment, in
effect. No one except a hermit can avoid the influences of his
family, friends, what he reads and hears, and the attitudes and
standards of his community.

To contend that a CPA acting as auditor should have no
relations with his client except those involved in his work as
auditor, for fear that the public might suspect a conflict of
interest, would lead to an absurd situation. The auditor would
be working in a vacuum. He would not have the benefit of
intimate understanding of the organization or free and frank
discussions with client personnel. He would lose touch with
the real world. It might even be suggested that his fee should
be paid by the government or some other outside agency, lest
his independence be jeopardized by accepting compensation
from the client!
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The answer is to provide sanctions which will give the
public maximum assurance that auditors will not subordinate
their judgment or subject themselves to what reasonable ob-
servers would regard as conflicts of interest. This has been
done. The Code of Ethics not only makes each CPA account-
able for any relationship likely to suggest a conflict of interest,
but also requires adherence to generally accepted auditing
standards and generally accepted accounting principles, and
full disclosure of material facts. Both the Institute and the
Securities and Exchange Commission enforce these standards.
The penalties for noncompliance are so severe that no CPA
would be likely to expose himself to them knowingly.

Sec. 17 — TAX SERVICES

Is the auditor’s independence impaired if he also renders tax
services for his client? It is sometimes argued that the inde-
pendent audit is a quasi-judicial function and that representa-
tion of a client before the Internal Revenue Service is an act
of advocacy. How, it is asked, can the CPA be both judge
and advocate?

The difficulty here is that the word “advocate” is an ambigu-
ous term when used in connection with the practice of CPAs.
It is generally assumed that a lawyer acting as advocate is a
special pleader who is not necessarily bound to disclose facts
which might be disadvantageous to his client. Advocacy, as it
is commonly understood, assumes that each side puts forward
its best arguments and leaves it to the other to probe for the
weak spots. The judge and the jury are presumed to find the
truth in the opposing arguments.

In this sense it does not seem appropriate to say that a
CPA acts as an advocate in tax practice. He must, in the
opinion of the ethics committee, “observe the same standards
of truthfulness and integrity as he is required to observe in any
other professional work. This does not mean, however, that
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[he]l may not resolve doubt in favor of his client as long as
there is reasonable support for his position,”* The converse
seems to be that without reasonable support he must disclose
the position.

While the approach and duties of lawyers in most areas of
practice are quite different from those of CPAs, whose position
in expressing opinions on financial statements might roughly be
described as “quasi-judicial” rather than that of an advocate,
it seems significant that in tax practice the American Bar Asso-
ciation and the American Institute of Certified Public Account-
ants are not far apart in their view of the members’ ethical
responsibilities.

Opinion 314 of the ABA Committee on Professional Ethics,
issued April 27, 1965, says in part:

Similarly, a lawyer who is asked to advise his client in the
course of the preparation of the client’s tax returns may freely
urge the statement of positions most favorable to the client just
as long as there is reasonable basis for these positions. Thus
where the lawyer believes there is a reasonable basis for a
position that a particular transaction does not result in taxable
income, or that certain expenditures are properly deductible as
expenses, the lawyer has no duty to advise that riders be at-
tached to the client’s tax return explaining the circumstances
surrounding the transaction or the expenditures.

The converse of this seems to be that if he does not believe
there is a reasonable basis for the client’s position, the lawyer
should not support it unless the circumstances are disclosed.
This parallels Opinion No. 13 of the Institute’s ethics com-
mittee.

The ABA opinion goes on to say . .. “as an advocate before
a service which itself represents the adversary point of view,
where his client’s case is fairly arguable, a lawyer is under no
duty to disclose its weaknesses. . . .”

*Opinion No. 13, page 208.
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The Internal Revenue Service might not concede that it
represents an “adversary point of view.” But in any event a
CPA is likewise under no ethical disability in arguing for a
position for which he has already determined there is reason-
able support. Indeed, he does this before the SEC if items in
financial statements on which he has expressed an opinion are
challenged.

The ABA opinion also says:

In all cases, with regard to both the preparation of returns and
negotiating administrative settlements, the lawyer is under a
duty not to mislead the Internal Revenue Service deliberately
and affirmatively, either by misstatements or by silence or by
permitting his client to mislead.

The AICPA opinion implicitly reaches the same conclusion
in stating that a CPA must “observe the same standards of
truthfulness and integrity as he is required to observe in any
other professional work.”

What this all seems to add up to is that in fact the CPA
maintains his professional independence—in the sense of not
subordinating his judgment—in his tax work as elsewhere. And
his independence—in fact or appearance—in his role as auditor
is not necessarily impaired by rendering tax service to the
same client.

As in the case of management services, it is, of course, pos-
sible to conceive of situations in tax practice in which a CPA
could be involved in relationships which to a reasonable ob-
server would cast doubt on his independence as auditor. But
there is no evidence that the customary, everyday tax services
which most CPAs have been performing for nearly fifty years
would raise such a question.

Each unusual case must be tested against the basic criteria
already described in this paper, in the light of the circum-
stances peculiar to the given situation.
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Sec. 18 — SEC RULE ON INDEPENDENCE

The Securities Act of 1933 and the Securities Exchange Act
of 1934 require in most cases that financial statements in-
cluded in registration statements filed under these acts be “cer-

tified .

.. by an independent public or certified accountant.”

The Securities and Exchange Commission, charged with the
adniinistration of these acts, established the meaning of “in-
dependent” as used in the statutes by the following rule:

(a) The Commission will not recognize any person as a certified

public accountant who is not duly registered and in good
standing as such under the laws of the place of his resi-
dence or principal office. The Commission will not recog-
nize any person as a public accountant who is not in good
standing and entitled to practice as such under the laws
of the place of his residence or principal office.

(b) The Commission will not recognize any certified public

accountant or public accountant as independent who is not
in fact independent. For example, an accountant will be
considered not independent with respect to any person or
any of its parents or subsidiaries in whom he has, or had
during the period of report, any direct financial interest
or any material indirect financial interest; or with whom
he is, or was during such period, connected as a promoter,
underwriter, voting trustee, director, officer, or employee.

In determining whether an accountant may in fact be not
independent with respect to a particular person, the
Commission will give appropriate consideration to all
relevant circumstances, including evidence bearing on all
relationships between the accountant and that person or
any affiliate thereof, and will not confine itself to the
relationships existing in connection with the filing of
reports with the Commission.”

From this it appears that the Securities and Exchange Com-

%Rule 2-01, Regulation S-X.
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mission and the organized profession are in substantial agree-
ment as to the distinction between appearances and reality. In
fact it was the SEC which first set up objective criteria by
which a CPA could be considered to lack independence with-
out the necessity of proving a “state of mind.”

As a result of consideration of specific cases, the Commission
has found many factual situations in which the certifying ac-
countants could not be considered independent. These have
been summarized in Accounting Series Releases No. 47 and 81.
Other rulings dealing with independence have been issued
subsequent to Release No. 81.

Representative examples of these situations may be sum-
marized as follows:

1. An accountant took an option for shares of his client’s com-
mon stock in settlement of his fee.

2. Using their own funds, the wives of partners in an account-

ing firm purchased stock in a client of the firm immediately

prior to registration.

The accountant’s wife owned stock in a proposed registrant.

4. A partner in an accounting firm acted as controller of the
registrant.

5. The certifying accountant was the father of the secretary-
treasurer of the registrant.

6. A certifying accountant organized a corporation which
purchased property from the registrant, giving the regis-
trant a purchase money mortgage.

7. The wife of an accountant had a 47% per cent interest in
one of the three principal underwriters of a proposed issue
by the registrant.

8. A partner of an accounting firm acted as one of three
executors of the will of a principal officer of a registrant and
as one of three trustees of a trust established under the will.
The principal asset of the trust was a substantial proportion
of the voting stock of the registrant.

IS

Previous rulings of the American Institute’s committee on
professional ethics suggest that the committee agrees that
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in all these situations the certifying accountants could not be
considered independent.

While the SEC does not use the phrase “conflict of interest”
in this context, it seems clear that the relationships in the
preceding examples would suggest to a reasonable observer that
conflicts of interest existed.

Sec. 19 — FINANCIAL INTEREST IN ENTERPRISE UNDER AUDIT

Rule 1.01 prevents an Institute member from having any finan-
cial interest in an enterprise which he audits. The pertinent
part of the rule reads as follows:

A member or associate will be considered not independent. ..
with respect to any enterprise if he, or one of his partners
.. . during the period of his professional engagement or at the
time of expressing his opinion, had, or was committed to ac-
quire, any direct financial interest or material indirect financial
interest in the enterprise. ..

A certified public accountant may be in fact independent,
even though he has a financial interest in an enterprise which
he audits. However, he might not appear independent in the
eyes of a reasonable observer in possession of the facts.
Doesn't the size of the interest have any bearing on the ques-
tion? Possibly. But because of the difficulty involved in deter-
mining materiality, it was decided to forbid a direct interest
altogether.

One of the important purposes of the independent audit is
to contribute to the maintenance of mutual confidence between
corporate management on the one hand and investors and
creditors on the other. This confidence might be impaired if
it were known that the independent auditor had a financial
interest in the enterprise, since the reported financial position
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and earnings on which he expressed a professional opinion
might affect the value of his own interest, and he might there-
fore be exposed to influences on his professional judgment
which could impair its objectivity.

Not only must the CPA performing or supervising the audit
be independent, but so must all his partners. The responsibility
of independence cannot be evaded by changing the partner in
charge of the audit.

The phrase “during the period of his professional engage-
ment” refers to the time that he is actually working on the
audit. It does not include the period covered by the financial
statements. This means that if a CPA had a financial interest
in an enterprise during the audit period but disposed of it
before undertaking the engagement, he would not necessarily
be considered lacking in independence.®

It will be noted that the auditor will be considered lacking
in independence if he has any direct financial interest or
material indirect financial interest in his client.** This makes
an important distinction between a “direct” financial interest
and an “indirect” one. If a member owns stock in a company
and later accepts an engagement to audit the company, he
may not make his “direct” interest an “indirect” one simply
by transferring ownership of the stock to his wife. In such cir-
cumstances he would still be considered to have the benefits of
direct ownership and consequently be lacking in independence.

What then is meant by an indirect interest? The kind of
situation the committee had in mind when it presented this
rule for adoption was that of a partner of an accounting firm
who owned shares in a mutual fund which in turn owned
stock in a company audited by the accountant’s firm. Under
such circumstances the accounting firm would probably be

¢ Tt will be noted that this position differs from that taken by the Securities
and Exchange Commission, See above, page 31.

##The Illinois Society of Certified Public Accountants forbids its members
to have any financial interest in an audit client, direct or indirect.
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considered independent, provided that the accountant’s in-
terest was not material either in relation to the mutual fund’s
holdings or to his own net worth.

Another type of situation the committee had in mind was a
financial interest held by someone related to the accountant
but not closely—not sharing the same household with him.
Under such circumstances the accountant may be considered
to have an indirect financial interest in the client, but if it is
not material his independence as auditor need not be jeop-

ardized.

Sec. 20 — AUDITOR AS OFFICER OR DIRECTOR

The portion of the rule pertinent to this section reads as fol-
lows:

A member or associate will be considered not independent. ..
with respect to any enterprise if he, or one of his partners...
during the period of his professional engagement, at the time
of expressing his opinion or during the period covered by the
financial statements, was connected with the enterprise as a
promoter, underwriter, voting trustee, director, officer or key
employee.

There is an important difference between serving as a di-
rector of a client company and having a financial interest
therein, insofar as the auditor’s independence is concerned.
If a member serves as director of an enterprise at any time
during the period covered by the financial statements, he
may not be considered independent as auditor simply because
he resigns the directorship. If this were permitted, he would
be reviewing the results of decisions in which he had a part.
He would, in a sense, be auditing his own work. Consequently
he would be considered to be lacking in independence.
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Another part of the rule may be appropriately considered
here. It reads as follows:

The word “director” is not intended to apply to a connection
in such a capacity with a charitable, religious, civic or other
similar type of nonprofit organization when the duties per-
formed in such a capacity are such as to make it clear that the
member or associate can express an independent opinion on
the financial statements.

The purpose of this exception is to enable a member to lend
his name to a worthy cause, such as United Fund or Com-
munity Chest, but still retain the right to act as independent
auditor of the organization when the duties performed as
director are such that they do not affect the appearance of
independence. This does not mean, of course, that the auditor
of any nonprofit organization, such as a hospital or educational
institution, may serve on the board of directors, if his duties
are such as to suggest a conflict of interest to a reasonable
observer.

This part of the rule has been subject to challenge. It has
been said that the exception is not realistic because an auditor-
director can be personally committed to the program of a
charitable organization to such an extent that he will find it
difficult to maintain an objective point of view.

It has been alleged further that there should not be one
standard of independence for profit organizations and another
for nonprofit organizations. Audited financial statements of
hospitals and universities are used by banks and insurance
companies as a basis for long-term financing just as those of
profit-making companies are.

On the other hand, it can be contended that no reasonable
observer would consider the auditor to be in a conflict-of-
interest situation by serving as director of a nonprofit insti-
tution. The absence of the profit motive reduces the probability
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of client pressure. Assuming professional integrity what moti-
vitation would an auditor-director have to subordinate his pro-
fessional judgment? The ethics committee presently has this
matter under consideration.

Sec. 21 — RE-EXPRESSING OPINIONS

Rule 1.01 has the following to say about re-expressing opinions:

In cases where a member or associate ceases to be the inde-
pendent accountant for an enterprise and is subsequently
called upon to re-express a previously expressed opinion on
financial statements, the phrase “at the time of expressing his
opinion” refers only to the time at which the member or asso-
ciate first expressed his opinion on the financial statements in
question.

The effect of this provision is that a member may become a
stockholder or director of a corporation of which he was
formerly the independent auditor and still be considered in-
dependent with respect to the prior periods. Subsequently,
however, he would not be considered independent. In re-
expressing an opinion the auditor would remain responsible
for determining whether there had been subsequent events
which substantially affected the statements on which his
opinion was originally expressed.

The reason for this provision is clear enough, and it is con-
sistent with SEC rulings covering similar circumstances.

Sec. 22 — AUDITOR AS BOOKKEEPER

In general, the SEC takes the position that the independence
of a certifying accountant is impaired if he performs original
work on the accounting records of a registrant. In such cases



38  General Principles of Ethics

the Commission rules out not only work on the underlying
records but also postings to the general ledger and the prepara-
tion of closing entries. Occasionally, however, the Commission
has permitted independent accountants to assist in the main-
tenance of client records in such an emergency as the sudden
resignation or death of key accounting personnel.

There is no question of the right of the SEC to take this
position. The Commission has the responsibility of administer-
ing statutes designed to protect the interests of enterprises
which are financed by the public distribution of securities. It
is entitled to set up any reasonable safeguards which it be-
lieves would facilitate the achievement of this objective.

The Commission requires independent audits as a check on
management’s accounting—a second look. If the CPA, in writ-
ing up the books, makes the initial decisions as to classification
and allocation of transactions, he is not likely to appraise these
decisions critically when he audits the financial statements. The
double check is likely to be lacking.

The Institute’s committee on professional ethics has also
considered the auditor-bookkeeper question in the light of
Rule 1.01. The committee decided to endorse the following
statement from the Institute publication “Special Reports—
Application of Statement on Auditing Procedure No. 28”:

Writing Up Records. Small businesses often have inadequate
records. The independent auditor may be required to write up
the books or make numerous adjusting entries and prepare the
financial statements. The independent auditor is not necessarily
lacking in independence simply because he has performed these
services. Although he often does make disclosure of work he
has performed, disclosure of these services is not necessary if
in the circumstances of a particular engagement the inde-
pendent auditor considers himself to be, in fact, independent.
If possible, the examination should be conducted by staff
members who were not associated with the original accounting
work.
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It is to be noted that this does not say that if the auditor
has done the write-ups, appearance of independence cannot
be affected. It says only that if he has rendered these services he
is not necessarily lacking in independence. In fact, the com-
mittee has held that an accounting firm could not be con-
sidered independent if a member of its staff was a client’s
resident auditor, authorized to sign checks, approve vouchers,
recommend personnel changes, and perform other management
functions.

In general, however, the Institute has taken the position that
if a member merely writes up his client’s accounting records,
his independence as auditor of the same client need not be
questioned. This position has been re-examined and upheld in
the past. But many members still disagree with it and even now
it is once again under scrutiny by the committee.

Sec. 23 — WHEN THE AWDITOR IS NOT CONSIDERED INDEPENDENT

Occasionally a CPA’s client may not require audited state-
ments accompanied by an opinion of an independent auditor.
The CPA may be a director of, or have a financial interest in,
the client company. In such circumstances the CPA may prop-
erly perform general accounting services for the company,
and may even audit its records, even though he cannot be
considered independent. However, since his name may be
associated with the statements, he must be careful not to mis-
lead the reader of his report as to his position.

In order to make the position clear, the committee on pro-
fessional ethics has recommended that language like the
following be used in this type of situation:

Inasmuch as we have a direct financial interest in XYZ Com-
pany [or other reason] and therefore are not considered in-
dependent, our examination of the accompanying financial
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statements was not conducted in accordance with generally
accepted auditing standards. Accordingly, we are not in a
position to and do not express an opinion on these financial
statements.*

In the committee’s view, this is all the disclaimer should say.
The CPA should not describe the auditing procedures he has
followed. Some have said that the language of this disclaimer
is too restrictive. Surely the auditor, they say, should at least
have the right to state what he has done and what he has
not done, even though not considered independent. If the
auditor is in fact independent, but holds a few shares in a
closely held business in a local community, it has been argued
that the restrictions of Opinion No. 15 are too rigid.

Since independence is not only an ethical standard, but
along with competence and due care, is one of the general
auditing standards as well, it is clear that a CPA cannot claim
to have made an examination in accordance with such stan-
dards unless he can be considered independent.

The position taken by the committee on this point is strength-
ened by Statements on Auditing Procedure No. 33, which as-
serts (page 18) that the general standards are personal in
nature and apply alike to the areas of field work and reporting.

Sec. 24 — CLIENT CONFLICTS OF INTEREST

The question occasionally arises whether the independence
of a certified public accountant is impaired if he simultaneously
renders professional services to two or more persons whose
interests are, or may be, in conflict.

It is an accepted precept in the legal profession that a lawyer
should not serve two clients whose interests conflict, and by
analogy it is sometimes assumed that CPAs may not properly

*Opinion No. 15, page 209.
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do so either. The soundness of the analogy, however, is
questionable. Lawyers act as advocates, and a single lawyer
could obviously not be the advocate for opposing views. But
CPAs are in a sense communicators between conflicting in-
terests—for example, between management and stockholders.
That is why so much stress is laid on their independence. CPAs
commonly serve without impropriety as independent auditors
for two or more clients whose interests may be in conflict, such
as competitors in the same industry.

However, there may be special circumstances in which the
relationship should be disclosed to all concerned in order
that there may be no misunderstanding.

In considering a related question the Council of the Amer-
ican Institute long ago held that an independent public ac-
countant may properly undertake accounting or auditing en-
gagements, on behalf of government agencies and others, in-
volving the accounts of a regular client, provided his relation-
ship to the various parties is fully disclosed.

Sec. 25 — OTHER RULES RELATING TO INDEPENDENCE

Rule 1.01 has been the only provision of the Code of Pro-
fessional Ethics discussed in detail in this chapter. Other rules
have a bearing on the independence of a certified public ac-
countant: notably, Rule 1.04, dealing with contingent fees;
Rule 2.02, pertaining to responsibility and disclosure in re-
ports; Rule 2.03, dealing with opinions and disclaimers; Rule
3.04, pertaining to commissions, brokerage and fee-splitting;
and Rule 4.04, dealing with occupations incompatible with
public accounting. Since these rules involve other ethical ques-
tions, in addition to their relation to independence, they will
be discussed separately in later chapters.

To sum up, independence has three meanings to the certi-
fied public accountant. First, in the sense of not being sub-
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ordinate, it means honesty, integrity, objectivity and responsi-
bility. Second, in the narrower sense in which it is used in
connection with auditing and expression of opinions on finan-
cial statements, independence means avoidance of any rela-
tionship which would be likely, even subconsciously, to impair
the CPA’s objectivity as auditor. Third, it means avoidance of
relationships which to a reasonable observer would suggest a
conflict of interest.

In the language of Statements on Auditing Procedure No. 33:

It is of utmost importance to the profession that the gen-
eral public maintain confidence in the independence of inde-
pendent auditors. Public confidence would be impaired by
evidence that independence was actually lacking and it might
also be impaired by the existence of circumstances which
reasonable people might believe likely to influence inde-
pendence. To be independent, the auditor must be intellectually
honest; to be recognized as independent, he must be free from
any obligation to, or interest in the client, its management or
its owners.

Of all the utterances about the nature and significance of
the concept of independence, none is more penetrating than
the conclusion of an official statement of the Council of the
American Institute, adopted in 1947. Its sentiments are as valid
today as they were then:

Rules of conduct can only deal with objective standards and
cannot assure independence. Independence is an attitude of
mind, much deeper than the surface display of visible standards.
These standards may change or become more exacting but
the quality itself remains unchanged. Independence, both his-
torically and philosophically, is the foundation of the public
accounting profession and upon its maintenance depends the
profession’s strength and its stature.



Chapter 4

THE PROFESSIONAL
ATTITUDE

PROF ESSIONAL men should not only be competent and
independent; they should also place public service ahead
of financial reward. Why should any group accept such an
obligation? Because it is otherwise impossible to achieve recog-
nition as a profession. Acceptance of this obligation is by
definition the professional attitude.

Placing service ahead of reward does not imply an un-
realistic lack of concern about making money. All professional
men desire adequate incomes. But profit cannot be the domi-
nant motive in a profession. If it were, by definition the voca-
tion would be a business.

Without a professional attitude it is impossible for any
vocational group, even when it possesses all the other at-
tributes of a profession, to realize its maximum opportunities
for service, and to attain the full satisfaction to be derived
from public confidence and approval.

43
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Sec. 26 — RECOGNITION AS A PROFESSION

When someone needs a type of service associated with the
skills of a recognized profession, he turns to a member of
that profession for help. A recognized profession tends to ac-
quire an exclusive franchise in the field of work with which it
is identified. In some fields, such as medicine and law, where
the public health or welfare would be endangered if unquali-
fied persons were permitted to practice, the profession’s
monopoly is granted by law and enforced by the courts. Other
professional groups, including certified public accountants,
acquire partial monopolies in some fields of work because the
public interest would suffer if unqualified or undisciplined per-
sons were permitted to do that kind of work.

In some states those who are licensed to practice public
accounting are given the exclusive right to perform certain
services. Unlicensed persons are prevented by law from assum-
ing professional titles and from expressing opinions on finan-
cial statements. But even without benefit of legislation, the
habits of the business and financial community have resulted
in wide acceptance of the idea that certified public accountants
should be engaged when professional opinions on financial
statements are needed, or when other accounting service at a
professional level is desired.

To the extent that a profession acquires either by law or
by custom an exclusive privilege to do certain kinds of work,
the members of that profession are freed from uninhibited
competition. This permits concentration on improvement of the
quality of service, encourages independence, and permits prac-
tice in an atmosphere of dignity and self-respect.

In our society, public respect is won most readily by those
who do the most for others. Political and military leaders, great
teachers and scientists, artists, outstanding industrial managers,
labor leaders, professional men and other public servants are
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more honored than those who work only for their own en-
richment.

Recognition as a member of a profession, then, satisfies two
basic needs of man: It helps him make a living and it helps
him win the respect of his fellows.

Certified public accountants have achieved wide recog-
nition as a profession. However, their abilities and the im-
portance of their work are still not fully understood. The day
has not yet come when CPAs are universally recognized as a
profession of the first rank, but the opportunities for the future
are virtually unlimited.

Sec. 27 — THE ACCOUNTING PROFESSION AND
THE NEW SOCIETY

A new form of economy has arisen in this country. It might be
called “supervised private enterprise.” It attempts to combine
the creative forces of competition in business with safeguards
against exploitation of one group by another. Its objective is a
higher standard of living for everyone. It requires ever-increas-
ing productivity, which in turn calls for ever-increasing in-
vestrients in labor-saving machinery. The system is made
workable largely by imposing accountability on business man-
agemnent—accountability to stockholders, investors, creditors,
government regulatory agencies, taxing authorities and others
who have legitimate interests in the enterprise concerned.

Such a system creates many new opportunities for service
by certified public accountants, who are recognized as experts
in the measurement and communication of quantitative data,
whose attestations add credibility to financial statements, and
who are accepted as advisors to business management. Certi-
fied public accountants have so far only scratched the surface
of their opportunities.
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Sec. 28 — RULES ENCOURAGING THE PROFESSIONAL
ATTITUDE

Professional recognition comes from the public’s reaction to
what members of the profession do—not to what they say
about themselves. To maintain and broaden public confidence
they must act like professional men—they must maintain a
professional attitude. They can never afford to take their
recognition for granted and become careless in their pro-
fessional conduct.

In his book on the ethics of lawyers, Henry S. Drinker gives
the primary characteristics which distinguish the legal pro-
fession from business. Among them are the following:

1. A duty of public service, of which the emolument is a
by-product, and in which one may attain the highest eminence
without making much money....

2. A relation to clients in the highest degree fiduciary.

3. A relation to colleagues . .. characterized by candor, fairness
and unwillingness to resort to current business methods of ad-
vertising, and encroachment on their practice, or dealing di-
rectly with their clients.?

These principles apply with equal appropriateness to certi-
fied public accountants. But generalizations are not enough.
The student and the young practitioner are entitled to guidance
on how to act in particular circumstances. One of the purposes
of the Code of Professional Ethics of the American Institute
of Certified Public Accountants is to provide such guidance.

No one suggests that a practitioner should pretend that the
making of a living is of no interest to him. He will not succeed
in creating the impression that he is primarily interested in

*Henry S. Drinker, Legal Ethics, Columbia University Press, New York, 1953,
page 5.
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service unless it happens to be true. He should be clear in his
own mind that he is interested first in doing a professional job
and second in the compensation. He can do this without any
disadvantage to himself, because experience shows that a pro-
fessional man who concentrates on improving his capacity to
serve need not be unduly concerned about earning money.
The world will beat a path to his door.

One way of avoiding the impression that money-making is
the primary interest is to avoid behavior commonly associated
with commercial activities—for example, advertising, solici-
tation, and the giving and receiving of commissions.

The rules of conduct on these subjects are designed to en-
courage the professional attitude.

Compliance with them stamps the certified public account-
ant as a professional man.

Sec. 29 — ADVERTISING

The general prohibition against advertising is accepted today
without much question. To be sure, there is nothing illegal or
immoral about advertising as such, but it is almost universally
regarded as unprofessional.

Younger accountants are sometimes tempted to advertise or
solicit, and they may suspect that the rules are a result of
a conspiracy among their older colleagues to protect themselves
against new competition.

Actually the rule against advertising has many sound reasons
to support it. In the first place, advertising would not benefit
the young practitioner. If it were generally permitted, the
larger, well-established firms could afford to advertise on a
scale that would throw the young practitioner wholly in the
shade. Secondly, advertising is commercial. Professional ac-
counting service is not a tangible product to be sold like any
commodity. Its value depends on the knowledge, skill and
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honesty of the CPA. Who would be impressed with a man’s
own statement that he is intelligent, skillful and honest?
Lastly, advertising does not pay. The accountants in the early
days who tried it agreed for the most part that it did not
attract clients.

Rule 3.01 of the Institute’s Code of Professional Ethics for-
bids advertising. It reads as follows:

A member or associate shall not advertise his professional at-
tainments or services.

Publication in a newspaper, magazine or similar medium of an

announcement or what is technically known as a card is pro-
hibited.

A listing in a directory is restricted to the name, title, address
and telephone number of the person or firm, and it shall not
appear in a box, or other form of display or in a type or style
which differentiates it from other listings in the same directory.
Listing of the same name in more than one place in a classified
directory is prohibited.

Sec. 30 — CLASS OF SERVICE

Nothing is said in Rule 3.01 about the inclusion of descriptions
on letterheads or elsewhere of classes of services rendered, such
as audits, taxes, and systems. The committee on professional
ethics, on the assumption that most people are aware of the
usual services performed by CPAs, has interpreted Rule 3.01 to
prohibit the association with a member’s name of designations
indicating special skills or the particular services he is prepared
to render.” Previously the American Institute had agreed that
a member should be prohibited from describing himself as a
“tax consultant” or “tax expert” or from using any similar
self-designation in the field of taxation.**®

#QOpinion No, 11, page 201.
#%QOpinion No. 5, page 193.
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The result of these interpretations is that a member may not
describe himself as a “tax expert,” “management consultant,”
“bank auditor,” etc., in directories, on his letterhead, business
card, office premises, or anywhere else. Instead he may hold
himself out simply as a “certified public accountant,” a title
which is thought to be sufficiently descriptive.

Even when the practice of a member is limited to specialized
services, he may not indicate the nature of these services. In
some cases members have formed partnerships with noncerti-
fied specialists in engineering, operations research, pension and
profit-sharing plans, data processing, and other activities. Such
partnerships, which would be precluded by law from using the
CPA title, may not indicate the specialized services they are
prepared to render.”

Sec. 31 — ANNOUNCEMENTS

The rule against advertising forbids only the publication of
announcements or “cards” in newspapers or magazines. It does
not prohibit the printing and mailing of such announcements
to clients and friends. The committee on professional ethics
has interpreted the rule to mean that “announcements of
change of address or opening of a new office and of changes
in partners and supervisory personnel may be mailed to clients
and individuals with whom professional contacts are main-
tained, such as lawyers of clients, and bankers.”**

Sec. 32 — DIRECTORY LISTINGS

Rule 3.01 is clear enough on the question of directory listings.
Opinion No. 11 adds the information that if a classified direc-

#QOpinion No. 17, page 211.
#¢Opinion No. 11, page 201.
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tory has such headings as “Certified Public Accountants,” or
“Public Accountants,” a member’s name or that of his firm may
appear under only one of these headings. The opinion says
further that each partner’s name, as well as the firm name, may
be listed. For example, the firm name of Smith and Jones may
appear under the heading “Accountants, Certified Public,”
and so may the individual names of John Smith and Robert
Jones, despite the prohibition against listing the same name
in more than one place. The reason for this latter restriction
was primarily to prevent multiple listings frequently seen in
classified directories under such headings as “Management
Services,” “Taxes,” “Bookkeeping,” and the like.

It is occasionally asked whether members may have listings
in more than one directory. The ethics committee has ruled that
listings are permitted only in the classified directories which
cover the area in which a bona fide office is maintained. Be-
cause of the different standards of directory publishers through-
out the country and because of geographical and other con-
siderations, the committee has not attempted to say what an
“area” includes but has left to the state CPA societies the task
of defining the word.

Sec. 33 — “BOILER PLATE”

Some publishers print business newsletters, tax booklets and
similar publications which might interest businessmen. These
are offered for sale to CPAs, with imprint of the name and
address of any CPA who may wish to send them to his clients.

In general, the Institute’s committee on professional ethics
does not wish to prevent members from sending any appro-
priate material to clients, but it does not approve the use of
“canned” material when the appearance of the accountant’s
name on the publication might suggest that he prepared it.
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The CPA need not have his name printed on material which
he believes would be useful to his client. With better effect
he might simply write a personal note to his client explaining
why it is sent.®

Sec. 34 — DISTRIBUTION OF FIRM LITERATURE

Many CPA firms prepare and distribute, for the information of
their clients and staff, publications bearing the firm’s name,
such as house organs, recruitment brochures, newsletters, and
articles on tax, accounting, and business subjects. The ethics
committee has no desire to curtail the production of such
useful material, but it does insist that distribution be limited to
those for whom the information was intended. If such publi-
cations fall into the hands of prospective clients, the firm which
prepared them would be subject to criticism. The firm publish-
ing the material is accountable for its distribution and even for
its redistribution by others.**

Sec. 35 — INDIRECT ADVERTISING

The ethics committee has established the concept that a mem-
ber may not do through others that which he is prohibited
from doing directly. This principle applies with particular
force to the restrictions on advertising and solicitation.}
Not only is a member prevented from causing others to
carry out unethical activities on his behalf, but he also has a
responsibility to see to it that they do not do anything that
reflects discredit upon the accounting profession. It occasion-
ally happens that a client in an excess of zeal will, in connec-

#Opinion No. 1, page 191.
##Opinion No. 9, page 197,
t Opinion No. 2, page 192.
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tion with an advertising campaign, mention the name of his
accountant and even extol his virtues. The member involved
must put a stop to such advertising of his professional attain-
ments and inform his client of the profession’s rules.

However, it should be noted that if a CPA writes a book,
his publishers may properly set forth the qualifications of the
author. If the book deals with subjects on which Institute mem-
bers are qualified to write, background information on the
author, including his professional title and the name of his
firm, may be mentioned by the publisher in advertising the
work. However, the member himself is responsible for seeing
to it that such promotional literature does not make statements
that are not factual or in good taste.”

Sec. 36 — PRESS PUBLICITY

The rule against advertising is not intended to prevent public
recognition of the personal achievements of a certified public
accountant. Legitimate newspaper publicity about CPAs, in-
cluding their firm names, is not advertising, but gratuitous
recognition of something they have done which is of public
interest. The Institute even encourages members to make state-
ments on subjects which contribute to the public awareness of
the profession.

Questions have arisen as to where the line should be drawn
between legitimate publicity and unethical advertising. Ar-
ticles have appeared in magazines and newspapers in which
individual CPAs have been mentioned by name and their
firms described in some detail. Such publicity may give such
individuals or firms an advantage over other CPAs. Is it un-
ethical for a CPA to cooperate with those who wish to give
him this kind of publicity? Should he even permit it if he
can prevent it?

*Opinion No. 4, page 193.
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Institute members may certainly do things which attract fa-
vorable public attention; and there is little they can do to pre-
vent the press and other media of communication from report-
ing their activities if they are of public interest. When a member
learns that he is to be the subject of such news coverage, he
should assist the author in assembling material so that the
resultant articles are factually correct and directed to improv-
ing the image of the profession. However, in order to avoid
advertising his own professional services or attainments, he
should not give a writer or reporter information regarding
the size of his firm, types of services which it renders, clients
which it serves, location of offices, etc.

Despite the fact that the names of CPAs who may say and
do things of public interest frequently appear in magazines
and newspapers, it must be remembered that deliberately
cultivated publicity with respect to professional attainments
is taboo.®

Sec. 37 — SOLICITATION

Rule 3.02 of the Institute’s Code of Professional Ethics reads as
follows: ‘

A member or associate shall not endeavor, directly or indirectly,
to obtain clients by solicitation.

If a professional man solicits an engagement, he places him-
self in a position psychologically inferior to that of the pros-
pective client. In view of the CPA’s responsibility to the pub-
lic, as well as to his client, it is desirable that he and his
client be on terms of equality. It is sometimes necessary for
a CPA to tell his client what is good for him, as a physician

*Opinion No. 9, Sec. 4, page 199.
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must tell his patient, whether he likes it or not. Occasionally,
a certified public accountant finds it necessary to refuse to
express an opinion on a statement in the form the client desires.
It may be difficult for the CPA to preserve a position of inde-
pendence if he has solicited the engagement in the first place.

There is no precise definition of solicitation. To write let-
ters asking for work, openly or inferentially, or to ask for it
orally, would certainly be solicitation. There is nothing im-
proper, however, in a CPA’s making himself known in his
community by means of participation in civic or social affairs,
by public speaking and by writing for various publications.

When overtures are made by a potential client, a certified
public accountant is free to respond to them. The rule against
solicitation does not prevent a CPA from discussing a possible
engagement with anyone who broaches the subject, even
though he is presently served by another public accountant.
In fact, Rule 5.01 explicitly states that a member may furnish
service to those who request it. When there is an incumbent
accountant, however, it is considered good manners, and it is
certainly good sense, for the CPA to defer acceptance of the
engagement until the client has informed his present account-
ant of the decision to make a change. Then, with the client’s
knowledge, the CPA who is to succeed to the engagement will
do well to speak to the predecessor frankly, informing him of
the circumstances and leaving no lingering doubt as to who
took the initiative in bringing about the change. This practice
is no more than common courtesy. It is frequently followed
and has engendered much goodwill among practitioners. It
also may bring to light information which the CPA who is
newly undertaking the engagement would be glad to learn.

The Institute’s committee on professional ethics has, in the
past, considered the desirability of adopting a rule that would
require a member to notify the predecessor accountant that he
has been asked to take over an engagement. This question will
no doubt be the subject of further study in the future.
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Sec. 38 — ENCROACHMENT

Related to the solicitation rule is Rule 5.01, which states in
part that a member shall not encroach upon the practice of
another public accountant. This rule will be discussed in de-
tail in Chapter 9, but one important aspect of it may be con-
sidered here.

The fact that a CPA may not encroach upon the practice
of another public accountant should not be interpreted to
mean that a CPA may solicit an engagement when there is no
incumbent accountant. The rule against solicitation applies
with equal force whether or not the prospective client already
has an accountant. Newly incorporated companies and others
requiring the services of outside accountants for the first
time are therefore not to be considered fair game for solicita-
tion.

Sec. 39 — PERSONAL RELATIONS

Typically a CPA will form close personal friendships outside
the profession. His relatives, neighbors and other intimates will
be interested in his work and will ask him general questions
about the services rendered by CPAs. Is the solicitation rule
intended to prevent a member from responding to such ques-
tions? Certainly not. Nothing is more natural than for a man to
talk at some length about what he does for a living. The solici-
tation rule was not intended to impede normal social inter-
course. Needless to say, however, a CPA should not take the
initiative in offering his professional services to social acquaint-
ances.

Sec. 40 — HOW TO BUILD A PRACTICE

If a young practitioner, newly embarked upon a professional
career, is not permitted to advertise his services or attainments
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or to solicit engagements, then how is he to obtain clients?

Actually, it is unwise to undertake public practice until
one has a sufficient circle of friends and acquaintances in a
community to justify the hope that announcements of the
opening of an office will bring requests for professional as-
sistance. After that, good work will lead to further requests.
There is no advertisement like a satisfied client.

A newly established practitioner will often be recommended
to others by his friends. Bankers, lawyers and other CPAs
are in a position to do this. But a newcomer must be patient,
and he must have enough capital to be able to wait for the
first engagements. It takes time for a community to realize
that a new CPA is in its midst.

Above all, the newly established practitioner should resist
the temptation to throw himself in the way of clients of
another firm of whose staff he was formerly a member. He met
those clients as an employee of the other firm, and he will
get off on the wrong foot if he seeks to lure them to his own
office. If they approach him of their own volition, that is
another matter.

Sec. 41 — COMMISSIONS, BROKERAGE AND FEE-SPLITTING

Rule 3.04 of the Institute’s Code of Professional Ethics reads
as follows:

Commissions, brokerage, or other participation in the fees or
profits of professional work shall not be allowed or paid di-
rectly or indirectly by a member or associate to any individual
or firm not regularly engaged or employed in the practice of
public accounting as a principal occupation.

Commissions, brokerage, or other participation in the fees,
charges or profits of work recommended or turned over to any

individual or firm not regularly engaged or employed in the
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practice of public accounting as a principal occupation, as
incident to services for clients, shall not be accepted directly
or indirectly by a member or associate.

The committee has held that this rule does not prevent a
member from coordinating his work on a specific project for
a single client with engineers, lawyers or members of other
professions. In the event of such interprofessional cooperation,
the member should ordinarily bill the client directly for his
services.

The committee has also ruled that this provision of the
Code was not intended to preclude payments to a retired
partner of a public accounting firm or to the heirs or estate
of a deceased partner.”

Nor does it at present prevent a practicing member from
forming a partnership with a non-CPA. The committee has
considered proposing a rule that would outlaw “mixed partner-
ships” but has not done so, though the matter is still on its
agenda.

Maintenance of a professional attitude is one reason for the
prohibition against giving or receiving commissions or broker-
age, or splitting fees with nonpractitioners. Such practices are
not reprehensible in others, but if a CPA engages in them, the
public may suspect that he is more interested in making money
than in giving service. This would weaken public confidence
and the practitioner’s prestige.

An equally important purpose of Rule 3.04, however, is to
discourage conduct which might impair relations with cli-
ents. This aspect of the rule will be discussed in Chapter 8
(see page 137).

To sum up, the professional attitude demonstrates that the
obligation to serve the public is accepted as a primary obli-
gation, and that financial gain is relegated to second place. To

*Opinion No. 6, page 194.
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gain public recognition as a profession it is necessary not only
to accept that obligation, but to act in such a way that the
public will believe it. This requires renunciation of many
practices that are wholly acceptable in business, but which, if
carried over into professional practice, would tend to make it
indistinguishable from business, and would impair inde-
pendence and the quality of professional service. The satis-
factions and opportunities for service which come from recog-
nition as a profession far outweigh any advantages which
could be expected from abandonment of the professional at-
titude.



PART TWO

Auditing, Tax Practice, and
- Management Services



Chapter 5

OPINIONS ON
FINANCIAL STATEMENTS

SOME of the services which practicing certified public ac-
countants offer in the fields of taxation and management
aids may also be rendered by others. But only CPAs, and other
public accountants when permitted by law, offer as a profes-
sional service to examine financial statements and express
opinions for which they take professional responsibility as
to the fairness of the presentation.

Sec. 42 — INDEPENDENT AUDITS

The demand for this professional service has resulted from
the evolution of the free-enterprise economic system. Greater
productivity and steadily improving technology have led to
increasing demands for money to provide plants, machinery,
working capital and the like, in amounts which could be ob-
tained only by wide distribution of securities to the public,

61
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or by extension of credit on a scale far beyond the limits justi-
fied by personal acquaintance and personal responsibility.
The independent audit leads to the expression of a profes-
sional opinion as to whether financiz' information furnished to
stockholders, prospective investors, bankers and other credit
grantors, is fairly presented. Obviously the extent to which the
opinion of a CPA on financial statements will add to their
credibility in the eyes of investors or credit grantors will
depend on their confidence in his independence of professional
judgment, his technical competence and his assumption of an
ethical responsibility to the public, as well as to his client.

Sec. 43 — COMPLIANCE WITH ACCOUNTING AND
AUDITING STANDARDS

To strengthen public confidence, therefore, the Code of Pro-
fessional Ethics of the American Institute of Certified Public
Accountants includes many provisions which are designed to
reinforce the auditor’s independence. It also requires con-
formity with auditing standards, including the disclosure of all
material facts.

Rule 2.02 helps to accomplish these purposes:

In expressing an opinion on representations in financial state-
ments which he has examined, a member or associate may be
held guilty of an act discreditable to the profession if:

(a) he fails to disclose a material fact known to him which
is not disclosed in the financial statements but disclosure of
which is necessary to make the financial statements not mis-
leading; or -

(b) he fails to report any material misstatement known to
him to appear in the financial statement; or

(c) he is materially negligent in the conduct of his examina-
tion or in making his report thereon; or
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(d) he fails to acquire sufficient information to warrant ex-
pression of an opinion, or his exceptions are sufficiently ma-
terial to negative the expression of an opinion; or

(e) he fails to direct attention to any material departure
from generally accepted accounting principles or to disclose
any material omission of generally accepted auditing pro-
cedure applicable in the circumstances.

This one rule covers a lot of ground, but its effect is simply
to require the independent auditor to do a workmanlike job,
and to tell the truth, the whole truth, and nothing but the
truth, without fear or favor.

Sec. 44 — GENERALLY ACCEPTED AUDITING STANDARDS

Rule 2.02 requires an auditor to disclose any material omission
of “generally accepted auditing procedure.” As a guide to
the members in determining what auditing standards and pro-
cedures are generally accepted, the Institute’s committee on
auditing procedure has issued statements of auditing stan-
dards and a series of Statements on Auditing Procedure, which
have now been consolidated into Statements on Auditing Pro-
cedure No. 33, “Auditing Standards and Procedures.” State-
ments on Auditing Procedure No. 34 (“Long-Term Invest-
ments”) was subsequently issued (September 1965).* The
auditing committee recognizes that the authority of the state-
ments rests on their general acceptability, but the burden of
justifying departures from the committee’s recommendations
must be assumed by those who adopt other practices.

In some cases auditing standards and procedures have been
formally adopted by the Council or membership of the Insti-
tute. The only auditing procedures presently having this status
are those requiring observation of inventories and confirmation

# At this writing (October 1965) Statement 35 is about to be issued.
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of receivables. However, the membership of the Institute has
voted on and approved all ten of the “generally accepted audit-
ing standards.” These include three general standards (con-
cerned with the personal qualifications of the auditor and the
quality of his work), three standards of field work and four
of reporting.®

Auditing standards differ from auditing procedures in that
“procedures” relate to acts to be performed, whereas “stan-
dards” deal with measures of the quality of the performance
of those acts and the objectives to be attained by the use of
the procedures undertaken. Auditing standards as thus dis-
tinct from auditing procedures concern themselves not only
with the auditor’s professional qualities but also with the
judgment exercised by him in the performance of his examina-
tion and in his report.**

Sec. 45 — GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

The Accounting Principles Board of the American Institute
of Certified Public Accountants has been authorized by the
Council to issue opinions on accounting principles on which
financial statements are based. Since assuming the responsi-
bilities of the former Institute committees on accounting pro-
cedure and on terminology in 1959, the Accounting Principles
Board has issued six such opinions.

The committee on accounting procedure had issued 51 ac-
counting research bulletins, of which eight dealt with termi-
nology, and four additional terminology bulletins had been
issued by the committee on terminology.t The Accounting
Principles Board has authority to review and revise any of

®*SAP 33, pages 15-16.

#81bid., page 15.

$These are conveniently available in the 1961 Institute publication Account-
ing Research and Terminology Bulletins (Final Edition).
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its own opinions and any of the bulletins of the predecessor
committees. In 1965 the Board reviewed all existing accounting
research bulletins issued by the former committee on account-
ing procedure and issued an Opinion amending some of these
bulletins in some respects.” With these amendments, the older
bulletins continue in effect with the same degree of authority
as Board Opinions.

These opinions and bulletins are intended to provide ob-
jective standards to guide individual judgment and to minimize
unnecessary variations in accounting principles which might
result from purely subjective determinations.

The usual short form of an auditor’s report embodies a clause
that the financial statements have been prepared “in con-
formity with generally accepted principles.” Rule 2.02(e) of
the Code of Professional Ethics requires an auditor to direct
attention to any material departure from “generally accepted
accounting principles.”

A special bulletin to members from the president of the
American Institute of Certified Public Accountants®® stated
that the American Institute’s Council in October 1964 adopted
recommendations of a special committee that members should
see to it that departures from opinions of the Accounting Prin-
ciples Board (or accounting research bulletins) are disclosed,
either in the footnotes to the financial statements or in the
audit reports of members. This action applies to financial
statements for fiscal periods beginning after December 31,
1965.

Council concluded that “generally accepted accounting prin-
ciples” are those principles which have substantial authorita-
tive support, that Opinions of the Accounting Principles Board
constitute “substantial authoritative support,” but that such

*QOpinions of the Accounting Principles Board, No. 6, Status of Accounting
Research Bulletins, October 1965.

°*Thomas D. Flynn, “Disclosure of Departures from Opinions of Account-
ing Principles Board,” October 1964.
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support can also exist for accounting principles that differ from
Opinions of the Accounting Principles Board.

If an accounting principle that differs materially in its effect
from one accepted in an Opinion of the Accounting Principles
Board is applied in financial statements, the reporting mem-
ber must decide whether the principle has substantial authori-
tative support and is applicable in the circumstances. If he
concludes that it does not, he would either qualify his opinion
or give an adverse opinion as appropriate. If he concludes that
it does have substantial authoritative support, he would give
an unqualified opinion and disclose the fact of departure from
the APB Opinion in a separate paragraph in his report or see
that it is disclosed in a footnote to the financial statements, and,
where practicable, its effects on the financial statements.

In concluding its recommendations Council pointed out that
the committee on professional ethics and the Institute’s legal
counsel had advised that the present by-laws and Code of
Professional Ethics would not cover an infraction of the Coun-
cil disclosure recommendations. However, the special bulletin
pointed out that Council’s action had the force and effect of a
standard of reporting practice, deviations from which should
have the attention of the Institute’s practice review com-
mittee.®

Sec. 46 — ANALYSIS OF RULE 2.02

The introductory clause of Rule 2.02 may require some com-
ment. “Expressing an opinion” has replaced the older phrase
“certifying financial statements,” which CPAs have avoided

®*In an information bulletin the practice review committee said that it was

organized “to encourage compliance with generally accepted accounting
principles and auditing standards and to eliminate, insofar as possible, sub-
standard reporting practices through education and persuasion rather than by
disciplinary action.”



67  Opinions on Financial Statements

for many years because it implies precision inappropriate in
areas of auditing and accounting where judgment is involved.
The auditor does not “guarantee the accuracy” of financial
statements as the word “certify” might imply. Using the in-
formation he obtains by an examination of reasonable scope,
he expresses a professional opinion on the fairness of the
representations made.

“Expressing an opinion on representations in financial state-
ments” emphasizes that the statements and the items in them
are representations of the client, not of the auditor. It is well
established that balance sheets and statements of income and
retained earnings are the client’s own representation of finan-
cial position and the results of its operations. Financial state-
ments agree with and are supported by books of account pre-
pared by the client. The company must assume primary re-
sponsibility for the accounts and the statements. The auditor
examines the statements by obtaining sufficient supporting evi-
dential matter, through tests and other auditing procedures,
the extent of which is partly determined by an evaluation of
the existing system of internal control. The auditor expresses
his independent opinion on the fair presentation of information
shown in the statements.

Subsections (a) and (b) of Rule 2.02 are unmistakably clear.
Deliberate omission or distortion of material information is
inexcusable.

Subsection (c) says, in effect, not only that an auditor’s
failure to discover material omissions or misstatements will be
ground for discipline if he was materially negligent in his
audit, but that a materially negligent examination or report is
in itself ground for discipline, even if the offender did not miss
a material omission or misstatement. This is a warning that
careless work will not be tolerated, regardless of whether or
not it happens to have injurious consequences.

Subsection (d) is the result of instances which had come to
notice in earlier years in which qualifications or exceptions in
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auditors” opinions related to so many, or such important, items
in the financial statements or which involved such serious
limitations as to scope of examination that the opinion on the
fairness of the statements as a whole had little significance. Yet
the mere appearance of a CPA’s name in conjunction with even
a qualified opinion might lend an unwarranted appearance of
credibility to the statements.

Because of Subsection (e) an auditor may not plead that
he has done his full duty by seeing to it that there was “full
disclosure” of all material transactions in the financial state-
ments, including footnotes thereto, regardless of whether the
accounting was in accordance with generally accepted prin-
ciples and whether the auditing included generally accepted
procedures applicable in the circumstances.

For a more detailed discussion of these matters the reader
should consult Statements on Auditing Procedure No. 33,
“Auditing Standards and Procedures,” published by the Amer-
ican Institute of Certified Public Accountants.

Nothing here written should be taken to mean that generally
accepted accounting principles or auditing procedures have
been fully codified, or that there is universal agreement on how
they should be applied in all circumstances. There is still wide
latitude for individual professional judgment, and the need
for experienced judgment of this kind increases as business
affairs become more complex. There is no manual in which
the certified public accountant can find the answer to every
question he encounters. What has happened is that broad
limits have been placed on individual discretion. Certain basic
concepts have received general acceptance, and these have
become objective standards which curb the exercise of per- -
sonal prejudice, whim or caprice, and penalize ignorance or
incompetence.

The assumption of greater responsibility is the quid pro quo
for wider recognition, public confidence, and increased oppor-
tunities for service. Essentially, Rule 2.02, by defining his
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responsibilities, fortifies the CPA’s concern for his indepen-
dence in auditing financial statements. It advertises his obliga-
tion not to yield to the influence of a client, to hide behind
the authority of a regulatory body, or, within the framework
of standards set by his own professional peers, to accept any
other person’s judgment as a substitute for his own.

Sec. 47 — ACCOUNTANT’S RESPONSIBILITY WHEN OPINION
1S OMITTED

Sometimes CPAs perform accounting service for clients which
does not lead to the expression of a professional opinion. The
scope of the engagement may be limited by agreement with
the client and, therefore, may not provide sufficient justification
for an expression of opinion on the fairness of the financial
statements as a whole. Again, even though his examination has
been adequate, the certified public accountant may find his
exceptions so material as to negative the expression of opinion
and, therefore, under the terms of Rule 2.02(d), he may
not express an opinion.

But if as a result of his examination he were to report to
the client stating what he did and commenting on various
items in the statements, without expressing any opinion on the
financial statements as a whole, and without giving any ex-
planation for the omission of an opinion, a reader of the
“report” is likely to be left in doubt as to the extent of the
responsibility which the CPA assumes.

Such a report might be submitted by the client to a banker
or other credit grantor, or even to stockholders. The appear-
ance of the CPA’s name in conjunction with the financial state-
ments might add to their credibility in the eyes of third parties
to an extent unwarranted by the circumstances. However, the
untrained reader might not be able to determine from his own
analysis of the certified public accountant’s report to what ex-
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tent the CPA intended, or did not intend, to assume responsi-
bility for the fairness of the financial statements as a whole.

Rule 2.03 was adopted to clear up this uncertainty. It reads
as follows:

A member or associate shall not permit his name to be associ-
ated with statements purporting to show financial position or
results of operations in such a manner as to imply that he is
acting as an independent public accountant unless he shall:

(a) express an unqualified opinion; or

(b) express a qualified opinion; or

(c) express an adverse opinion; or

(d) disclaim an opinion on the statements taken as a whole
and indicate clearly his reasons therefor; or

(e) when unaudited financial statements are presented on
his stationery without his comments, disclose prominently on

each page of the financial statements that they were not
audited. '

This rule states in effect that if a CPA is unable to express
an opinion on financial statements, but his name is associated
with the statements, he must say that he is unable to express
an opinion and must explain why.

The “unqualified opinion,” referred to in (a), may be ex-
pressed only when it results from an examination made in ac-
cordance with generally accepted auditing standards, and
when the presentation conforms with generally accepted ac-
counting principles applied on a basis consistent with the
preceding period and includes all informative disclosures
necessary to make the statements not misleading.

The “qualified opinion” mentioned in (b) should give a
clear explanation of the reasons for the qualification. The ac-
countant may refer in his report to a note to the financial
statements that describes the basis for a qualification, but a
qualification based upon the scope of the examination ordi-
narily should be covered in the auditor’s report. In order that
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the qualification may be clear and forceful, use of the words
“except” or “exception” is recommended, though when the
outcome of a matter is uncertain, the phrase “subject to” may
be appropriate.

The “adverse opinion” referred to in (c) is an opinion that
the financial statements do not present fairly the financial
position or results of operation in conformity with generally
accepted accounting principles. “An adverse opinion is re-
quired in any report where the exceptions as to fairness of
presentation are so material that in the independent auditor’s
judgment a qualified opinion is not justified. In such circum-
stances a disclaimer of opinion is not considered appropriate
since the independent auditor has sufficient information to
form an opinion that the financial statements are not fairly
presented. Whenever the independent auditor issues an ad-
verse opinion, he should disclose all the substantive reasons
therefor . . .”*

As for (d), when the auditor has not obtained sufficient in-
formation to form an opinion on the fairness of presentation
of the financial statements, he should state in his report that he
is unable to express an opinion on the statements and give
all substantive reasons for his disclaimer. When he believes that
the financial statements are false or misleading, he should, in
the opinion of the ethics committee, require adjustment of the
accounts or disclosure of the facts, and failing this he should
refuse to permit his name to be associated with the statements
in any way.**

The unaudited statements, referred to in (e), should be
clearly and conspicuously marked on each page as unaudited.
It is preferable that a disclaimer accompany all such state-
ments; when they are accompanied by comments the auditor
must issue a disclaimer of opinion.}

*SAP 88, page 59.
##See Opinion No. 8, page 197.
+ The foregoing paragraphs constitute a summary of SAP 33, pages 58-60.
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Sec. 48 — RESPONSIBILITY FOR COMPLIANCE WITH
REQUIREMENTS OF GOVERNMENT BODIES

Government agencies which require audits of financial state-
ments of enterprises subject to their jurisdiction often promul-
gate rules or regulations containing special requirements re-
lated to auditing, presentation of financial data, or reporting.

The Institute’s Council has held that a member undertaking
an examination is charged with the responsibility of familiariz-
ing himself with accounting or auditing requirements of gov-
ernment agencies empowered to prescribe rules to which the
client is subject.

If a certified public accountant finds that these requirements
have not been fairly met in the financial statements and
issues a report to be submitted to the government body, he
must state the facts and take a clear exception as to conform-
ance with the regulations. However, he may not accept govern-
ment requirements as a substitute for generally accepted ac-
counting principles. In general, such principles apply to enter-
prises whose accounting practices are prescribed by govern-
ment regulatory authorities or commissions. Accordingly, ma-
terial variances from generally accepted accounting principles
should be dealt with in the CPA’s report in the same manner
followed for companies which are not regulated.®

Sec. 49 — FORECASTS

Certified public accountants are often asked to assist in the
preparation of estimates of earnings contingent upon future
transactions, of the type issued in prospectuses for new issues
of securities, giving effect to the expected result of the new
financing. Sometimes CPAs are asked to permit their names
to be used in conjunction with such estimates or forecasts.

®SAP 38, pages 70-71.
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A CPA should not permit his name to be associated with any
forecast of the results of future transactions unless he makes
proper explanation.

Rule 2.04 of the Code of Professional Ethics says:

A member or associate shall not permit his name to be used
in conjunction with any forecast of the results of future trans-
actions in a manner which may lead to the belief that the
member or associate vouches for the accuracy of the forecast.

The reasons for this rule are evident. Opinions of CPAs on
financial statements showing current financial position and
the results of past operations, based on adequate examination,
are relied upon to an extent which indicates a high degree of
public confidence.

The CPA certificate has acquired such prestige that the ap-
pearance of the name of a certified public accountant in con-
junction with financial data inevitably adds credibility.

Public confidence would be impaired if certified public
accountants commonly permitted their names to be used in
conjunction with forecasts of the results of future transactions,
or other data not susceptible of adequate substantiation.

Budgets, cost analyses, and other financial data prepared
primarily for the use of business management might be sub-
mitted to banks or other credit grantors as evidence of finan-
cial responsibility. The ethics committee has held that it is
entirely proper for members to assist clients in the preparation
of pro forma statements of financial position and results of
operation, cost analyses, budgets and other similar special
purpose financial data, which set forth anticipated results of
future operations. However, when a member’s name is associ-
ated with such material he must disclose the source of the
information used and the major assumptions made, and he
must indicate that he does not vouch for the accuracy of the
forecast.”

?See Opinion No. 10, page 200.



74 Auditing, Tax Practice, and Management Services

There is a certain ambiguity in the phrase “vouch for the
accuracy of the forecast.” This does not, of course, refer to the
accuracy of the mathematical computations but rather to
whether or not the prediction itself will come true.

Sec. 50 — USE OF CPA’S NAME BY ANOTHER

Two provisions of the Code of Professional Ethics are in-
tended to prevent a member from serving as a “front” for
another accountant over whose work the member does not

exercise adequate supervision and control. The first of these is
Rule 2.01:

A member or associate shall not express his opinion on finan-
cial statements unless they have been examined by him, or
by a member or employee of his firm, on a basis consistent with
the requirements of Rule 2.02.

In obtaining sufficient information to warrant expression of
an opinion he may utilize, in part, to the extent appropriate
in the circumstances, the reports or other evidence of auditing
work performed by another certified public accountant, or firm
of public accountants, at least one of whom is a certified public
accountant, who is authorized to practice in a state or territory
of the United States or the District of Columbia, and whose
independence and professional reputation he has ascertained to
his satisfaction.

A member or associate may also utilize, in part, to the extent
appropriate in the circumstances, the work of public account-
ants in other countries, but the member or associate so doing
must satisfy himself that the person or firm is qualified and
independent, that such work is performed in accordance with
generally accepted auditing standards, as prevailing in the
United States, and that financial statements are prepared in
accordance with generally accepted accounting principles, as
prevailing in the United States, or are accompanied by the in-
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formation necessary to bring the statements into accord with
such principles.

In earlier days cases were reported in which noncertified
accountants had obtained engagements in which it was neces-
sary that opinions expressed on financial statements be signed
by a CPA. In such a situation, the noncertified accountant
might approach a CPA friend and offer him a portion of the fee
for signing the report. Clearly it would not only be unethical
for the CPA to do so, but he might expose himself to severe
legal liabilities.

No certified public accountant would wish to put himself
in such an equivocal position and the instances have undoubt-
edly been rare in which such offers have been accepted. How-
ever, Rule 2.01 serves to put the public on notice that when
the name of a member of the Institute appears, it may be
assumed that he has either supervised the work or satisfied
himself that it was competently performed by another quali-
fied accountant, and that the member assumes responsibility
for it.

Quite properly, the rule permits collaboration among quali-
fied and accredited professional accountants or accounting
firms in conducting parts of an engagement or related engage-
ments. For example, firm X, composed of CPAs examining the
accounts of Blank corporation, whose main offices are in New
York, may request firm Y, also composed of CPAs, to ob-
serve the taking of the physical inventory of the corporation’s
California branch. Firm Y submits its report of the inventory,
for which it assumes professional responsibility, to firm X,
and the latter is entitled to utilize it, to incorporate the Y
report in its working papers, and to express an opinion on the
financial statements of the corporation as a whole, in which
the California branch inventory is incorporated. This type of
collaboration is quite common. It saves time and travelling
expenses. It is wholly proper and desirable.
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To all intents and purposes, firm Y in this situation serves
as an agent of firm X. The instructions as to how the examina-
tion of the branch office inventory is to be conducted are pro-
vided by X. Y’s report is submitted to X, not to the client. Y
is compensated for its work by X, not by the client. Y’s name
does not appear in the report. X assumes control of, and re-
sponsibility for, the entire engagement, but for the time being
utilizes the work of firm Y as though it were a branch office
of firm X. This is permitted, it will be noted, only if firm Y
is composed of CPAs (in part at least) or qualified foreign
accountants whose independence and professional reputation
have been ascertained.

An extension of the same procedure commonly occurs in
the examination of large corporations with numerous subsidiary
companies, which publish consolidated financial statements.
In such a case the accounting firm responsible for the entire
engagement generally examines the accounts of the parent
corporation, and ordinarily those of the subsidiaries which are
geographically accessible. However, it sometimes happens that
a recently acquired subsidiary prefers to have its work done
by auditors whom it had retained when it was independent of
the present parent. If these auditors are certified public ac-
countants, Rule 2.01 permits the firm expressing an opinion
on the consolidated statements to utilize the work of its col-
leagues with respect to the subsidiary, and incorporate its ac-
counts in the consolidation—always provided that the firm
satisfies itself that the work has been performed in accordance
with accepted standards.

Again, when American corporations have subsidiaries or
branches abroad, the auditors expressing an opinion on the
consolidated statements may utilize statements attested to by
qualified and independent foreign public accountants, pro-
vided their work is performed in accordance with the generally
accepted auditing standards and the statements are prepared
in conformity with the generally accepted accounting prin-
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ciples as prevailing in the United States; and may incorporate
the foreign accounts in the consolidation — again provided that
the auditors have satisfied themselves as to the standards under
which such work was performed.

The other rule regarding the use of a certified public ac-
countant’s name by another is Rule 4.02. It reads as follows:

A member or associate shall not practice in the name of
another unless he is in partnership with him or in his employ,
nor shall he allow any person to practice in his name who is
not in partnership with him or in his employ.

This rule shall not prevent a partnership or its successors from
continuing to practice under a firm name which consists of
or includes the name or names of one or more former part-
ners, nor shall it prevent the continuation of a partnership
name for a reasonable period of time by the remaining part-
ner practicing as a sole proprietor after the withdrawal or
death of one or more partners.

This rule is intended to prevent arrangements which in the
earlier days of the accounting profession were not uncommon.
A CPA might enter into an agreement with an accountant who
was not certified and share the expenses of maintaining a
joint office, without sharing in professional fees, or without a
partnership agreement. The two names might appear on the
office door. The noncertified accountant might represent that
he was associated with the CPA.

A client or prospective client could be misled by the ap-
pearances to believe that the two accountants were partners.
Credit grantors and others might assume that the certified pub-
lic accountant accepted responsibility for, or exercised some
supervision over, the work of the other accountant.

The rule makes it clear that not only is a member prohibited
from hiding behind the name of another, but that such mem-
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ber shall not allow anyone who is not his partner or his em-
ployee to hide behind his name.

The portion of the rule pertaining to partnership names is
discussed in Chapter 10, “Forms of Organization and Descrip-
tion,” page 165.

Sec. 51 — SEC RULES AND OPINIONS ON
FINANCIAL STATEMENTS

In addition to the rules of the Institute, state CPA societies,
and state accountancy boards, the Securities and Exchange
Commission has issued regulations relating to the professional
responsibility of auditors expressing opinions on financial state-
ments of enterprises subject to the jurisdiction of the Com-
mission.

Rule 2-01 of Regulation S-X has already been quoted (see
above, page 31). The remaining pertinent regulations are as
follows:

Rule 2-02. Accountants’ Certificates.

(a) Technical requirements. The accountant’s certificate shall
be dated, shall be signed manually, and shall identify without
detailed enumeration the financial statements covered by the
certificate.

(b) Representations as to the audit. The accountant’s cer-
tificate (i) shall state whether the audit was made in ac-
cordance with generally accepted auditing standards; and
(ii) shall designate any auditing procedures generally recog-
nized as normal, or deemed necessary by the accountant under
the circumstances of the particular case, which have been
omitted, and the reasons for their omission.

Nothing in this rule shall be construed to imply authority
for the omission of any procedure which independent ac-
countants would ordinarily employ in the course of an audit
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made for the purpose of expressing the opinions required by
paragraph (c) of this rule.

(c) Opinions to be expressed. The accountant’s certificate
shall state clearly: (i) the opinion of the accountant in respect
of the financial statements covered by the certificate and the
accounting principles and practices reflected therein; (ii) the
opinion of the accountant as to any material changes in ac-

. counting principles or practices or method of applying the

accounting principles or practices, or adjustments of the ac-
counts, required to be set forth by rule 3-07; and (iii) the
nature of, and the opinion of the accountant as to, any ma-
terial differences between the accounting principles and prac-
tices reflected in the financial statements and those reflected
in the accounts after the entry of adjustments for the period
under review.

(d) Exceptions. Any matters to which the accountant takes
exception shall be clearly identified, the exception thereto
specifically and clearly stated, and, to the extent practicable,
the effect of each such exception on the related financial state-
ments given.

Rule 2-03. Certification by Foreign Government Auditors.

Notwithstanding any requirements as to certification by
independent accountants, the financial statements of any foreign
governmental agency may be certified by the regular and
customary auditing staff of the respective government, if pub-
lic financial statements of such governmental agency are
customarily certified by such auditing staff.

Rule 2-04. Certification of Financial Statements of Persons
Other Than the Registrant.

If a registrant is required to file financial statements of any
other person, such statements need not be certified if certi-
fication of such statements would not be required if such per-
son were itself a registrant.
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Rule 2-05. Certification of Financial Statements by More Than
One Accountant.

If, with respect to the certification of the financial state-
ments of any person, the principal accountant relies on an
examination made by another independent public accountant
of certain of the accounts of such person or its subsidiaries, the
certificate of such other accountant shall be filed (and the
provisions of rules 2-01 and 2-02 shall be applicable thereto);
however, the certificate of such other accountant need not be
filed (a) if no reference is made directly or indirectly to such
other accountant’s examination in the principal accountant’s
certificate, or (b) if, having referred to such other accountant’s
examination, the principal accountant states in his certificate
that he assumes responsibility for such other accountant’s ex-
amination in the same manner as if it had been made by him.

In 1917 the American Institute prepared a “memorandum
on balance-sheet audits,” which was later published under the
title, “Uniform Accounting: A Tentative Proposal Submitted
by the Federal Reserve Board.” This was the first of a long
series of documents inspired by the organized profession and
devoted to the improvement of auditing and reporting stan-
dards. These publications include, among others, statements
on auditing procedures and standards, booklets on specific
areas of auditing prepared by Institute committees, and case
studies on auditing problems published by the Institute’s staff.
All of these give a clear indication of the extent to which
CPAs are willing to discipline themselves in the interests of
the financial community and of the public. The profession has
every right to be proud of its record in this vital area of
practice.



Chapter 6

TAX PRACTICE

AREAS of tax practice in which most CPAs most frequently
engage include assistance to taxpayers in determination
of tax liabilities and in planning business transactions with a
view to tax effects; preparation of tax returns and claims for
refund; processing requests for rulings and applications for
exemption; representation of taxpayers in discussion of returns
with examining agents and in settlement of proposed addi-
tional assessments or claims for refund with the Internal Reve-
nue Service.

It has been estimated that tax practice produces as much
as one quarter of the fees of the accounting profession. The
CPA’s work in taxes has been one of the reasons for the rapid
growth of the profession. Individuals and businessmen must
keep careful accounts in order to comply with income tax re-
quirements. This has stimulated the demand for accounting

81
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services, particularly the installation of systems which yield the
information necessary to prepare and support tax returns.

In auditing and management services the CPA’s clients are
usually business enterprises or institutions. But in tax work
CPAs also serve large numbers of individuals. This wide ac-
ceptance of the CPA as a tax advisor has contributed substan-
tially to the successful administration of the income tax laws—
often described as a voluntary self-assessing tax system.

Thus in tax practice the CPA again finds himself in a posi-
tion of multiple responsibilities. He obviously has a primary
duty to his client. But he must also recognize an obligation
to the government and to the public which it represents.

CPAs assist hundreds of thousands of taxpayers in the
preparation of returns. Most businesses, as well as many
individuals, need such help. However, the Treasury Depart-
ment places no limitation on who may prepare tax returns
for another. Many lawyers, noncertified accountants and others
also engage in this work. Anyone giving a taxpayer such as-
sistance must sign a preparer’s declaration incorporated in
the return, if a fee was charged.

Lawyers and certified public accountants, by virtue of their
professional status alone, are admitted to practice before the
Treasury Department —i.e., to represent taxpayers in dealings
with the Internal Revenue Service. Others may be enrolled as
“agents” to practice before the department by passing an
examination for the purpose, or by virtue of being former
IRS employees.

In August 1965 there were approximately 89,000 persons
enrolled to practice before the Treasury Department. Of these,
about 44,000 were attorneys, 39,000 were CPAs, and 6,000 were
qualified by virtue of former employment with the Internal
Revenue Service or by means of the special enrollment ex-
amination.

Important ethical considerations arise continually in tax
practice. Yet, the Institute’s Code of Professional Ethics, which
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deals so thoroughly with the ethical responsibilities of the
CPA as independent auditor, and in this area is backed up
by a substantial literature, is virtually silent with respect to
his ethical responsibilities in tax practice.

However, members of the American Institute of Certified
Public Accountants have been disciplined by the Institute’s
Trial Board for improper conduct in tax practice under the
general provision of the by-laws providing for suspension or
expulsion for “conduct discreditable to the profession.”

Even though tax practice is not identified prominently in
the Code,* there can be no question that the Code does apply
to tax practice. The ethics committee has made this explicit
in Opinion No. 13, which reads as follows:

It is the opinion of the committee that the Code of Profes-
sional Ethics applies to the tax practice of members and asso-
ciates except for Article 2, relating to technical standards, and
any other sections of the Code which relate only to examina-
tions of financial statements requiring opinions or disclaimers.

The committee is of the opinion that the statement, affidavit or
signature of preparers required on tax returns neither consti-
tutes an opinion on financial statements nor requires a dis-
claimer within the meaning of Article 2 of the Code.

In tax practice, a member or associate must observe the same
standards of truthfulness and integrity as he is required to
observe in any other professional work. This does not mean,
however, that a member or associate may not resolve doubt
in favor of his client as long as there is reasonable support
for his position.

In addition, Section 10.21(a) of Treasury Department Cir-
cular No. 230 provides in part that enrolled agents who are

*It is referred to only in Rule 1.04, which forbids fees contingent upon the
findings or results of professional service but makes an exception in the case
of Federal, state, or other taxes, in which the findings are those of the tax
authorities, not of the accountant, (See Chapter 8, pages 138-143.)
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CPAs shall conduct themselves and their practice before the
IRS in accordance with recognized ethical standards applic-
able to CPAs generally.

Since the preparation of a tax return involves the measure-
ment and communication of financial data—the determination
of income under special rules—it is clearly a part of the ac-
counting function. But a tax return is not a financial statement
in the sense contemplated by Rules 2.02 and 2.03 of the
Institute’s Code. Nor is the signing of the preparer’s declara-
tion an expression of opinion in the sense contemplated by
the profession’s reporting standards. In signing a tax return
as preparer the CPA says that to the best of his knowledge
and belief it is true, correct, and complete, but this does not
necessarily imply that he has made an examination of the
underlying data.

However, the return preparer may not use lack of knowledge
as a means of evading responsibility when he suspects that in-
formation submitted by the client is misleading, incorrect or
incomplete. If upon questioning the client he learns that the
information is faulty, he should not sign the return.

Some practitioners have attached disclaimers to the standard
form of affidavit, pointing out that they have not examined
the underlying data and accept no responsibility for the ac-
curacy thereof. Opinions differ as to the effectiveness and
desirability of such disclaimers. Internal Revenue Service per-
sonnel probably do not attach any significance to such dis-
claimers because they do not assume in any case that the
practitioner has a responsibility to examine underlying data.
Obviously nonaccountant preparers are not equipped to do so.

Yet, even sophisticated observers are sometimes surprised
to learn that a CPA may prepare a return in sole reliance
upon data submitted by the taxpayer. This is doubtless because
the signature of a CPA has become so widely accepted as
adding credibility to financial data. But it is only reasonable
for the government to permit tax practitioners to rely, in good
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faith, upon information furnished by their clients, as long as
there is no reason to suspect its validity. To require every
return to be audited before the required declaration could
be signed would impose a heavy burden on taxpayers. Yet the
CPA, because of his professional identification as an auditor,
is in a peculiar position: While he is not obliged to check all
the information furnished to him, he may be criticized for
failure to make reasonable inquiries if he had any reason to
believe that the available information was not “true, correct
and complete.” Absence of direct knowledge does not justify
ignoring indirect indications that information presented by
a taxpayer may be false or misleading. In fact, many prac-
titioners subscribe to the following view, expressed by a
former chairman of the Institute’s committee on professional
ethics:

It seems to me that any CPA who values his reputation for
reliability and integrity should perform at least some minimum
procedures of review and investigation before he is willing
to sign as the preparer of the return.*

Against this general background of tax practice it is con-
venient to consider the CPA’s ethical responsibility (1) to his
client, (2) to the government, and (3) to the general public.

Sec. 52 — ETHICAL RESPONSIBILITY TO CLIENT
IN TAX PRACTICE

Determination of Tax and Preparation of Returns. In tax prac-
tice, as in other fields of practice, the CPA has a primary
responsibility to his client. One duty to the client is to help

®*Thomas G. Higgins, “Professional Ethics: A Time for Reappraisal,” The
Journal of Accountancy, March 1962, page 34.
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him keep his tax to the minimum legally due—that is, to avoid
unnecessary overpayment. The certified public accountant is
not an agent of the government. The CPA, writes a former
chairman of the Institute’s committee on Federal taxation,
. is not expected to approach uncertain tax questions with
the same lack of bias that he must apply in expressing an opin-
ion on the fairness of presentation of a financial statement.”*
The CPA also owes the client a duty to keep him out of
trouble—to advise him to avoid underpayments of tax that may
lead to interest or penalties, and particularly to dissuade him
from concealments which might result in charges of fraud.
Unscrupulous tax practitioners, it has been said, have pre-
pared returns deliberately which have resulted in overpayment
of tax without the client’s knowledge, in order that the prac-
titioner might later get the credit, and perhaps an additional
fee, for obtaining a refund. Unscrupulous practitioners have
also encouraged clients to make questionable deductions which
resulted in immediate tax “savings,” for which the client was
glad to pay the practitioner’s fee, but which were offset later
by additional assessments plus interest and penalties. These
are clearly unethical practices for which an Institute member
would be liable to discipline under the provisions of the by-
laws relating to “conduct discreditable to the profession.”
Discovery of Understatement in Prior Years. CPAs occa-
sionally discover that a client, whether intentionally or not,
has substantially understated income in prior years. On this
point Treasury Department Circular No. 230, Section 10.23,
has the following to say:

Each enrolled attorney or agent who knows that a client has
not complied with the law, or has made an error in or omission
from any return, document, affidavit, or other paper which

*Thomas J. Graves, “Responsibility of the Tax Advisor,” The Journal of Ac-
countancy, December 1962, page 35.
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the client is required by law to execute, in connection with
any matter administered by the Internal Revenue Service, shall
advise the client promptly of the fact of such noncompliance,
error, or omission.

If the CPA believes that the client’s error was intentional,
he should remind the client that his civil rights may be in-
volved. He should point out that as a CPA he does not have the
legal right of “privileged communication,” and consequently
might be required to testify on statements made to him by
the client, and to make available working papers, correspond-
ence and other documents relating to the tax returns under
consideration. He should therefore suggest that the client ob-
tain legal counsel.

Neither the profession’s rules nor the income tax laws or
regulations require a return preparer to notify the Treasury
Department of an error discovered in the return of a prior year.
In fact, Institute members are expressly precluded from such
action by Rule 1.03, which provides that a member shall not
violate the confidential relationship between himself and his
client.®

If a client refuses to take steps to correct an error in the
return of a prior year, the CPA should consider withdrawing
from the engagement, thus dissociating himself from participa-
tion in what may be a criminal act.

According to Section 10.24 of Treasury Department Circular
No. 230, enrolled attorneys and agents are required to exer-
cise “due diligence” in preparing and filing returns. The “dili-
gence” is to be exercised in the preparation of the return, not
in investigating the information submitted by the taxpayer.**
The Treasury Department does not consider that this “due
diligence” requirement applies to CPAs in any special sense. In

*This rule is discussed in Chapter 8, pages 131-132.
®*Graves, op. cit., page 37.
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other words, it applies across the board, to all tax prac-
titioners, accountants and nonaccountants alike. Thus it could
not reasonably be interpreted to require CPAs to make more
extensive examinations of underlying data than other return-
preparers.

Alternative Methods. Another recurring problem in the
preparation of returns is how to present an unusual item of
income or expense when alternative methods appear to be
permissible under the Internal Revenue Code or related regu-
lations, decisions, and rulings—and one method is better for the
taxpayer than another.

First, it should be clear that there is nothing reprehensible
in a CPA’s assisting his client to minimize taxes by every legal
means. In the words of Judge Learned Hand, “Over and over
again courts have said that there is nothing sinister in so
arranging one’s affairs as to keep taxes as low as possible.
Everybody does so, rich and poor; and all do right, for nobody
owes any public duty to pay more than the law demands;
taxes are enforced exactions, not Voluntary contributions. To
demand more in the name of morals is mere cant.”

Where there is reasonable support for a position that will
result in a Jower tax for his client, the tax practitioner may not
only advance the solution which is most favorable to his client,
but it is his duty to do so. At the same time, he should make
clear to the client the possibility that the most favorable
method might later lead to a deficiency assessment and ulti-
mately to litigation. The decision should be up to the client,
not to the tax advisor, in view of the possibility of interest
charges and penalties and the cost of possible controversy and
litigation.

Sec. 53 — RESPONSIBILITY TO THE GOVERNMENT

A certified public accountant enrolled to practice before the
Treasury Department may represent his client in negotiations
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with the Internal Revenue Service for the purpose of settling
additional assessments or claims for refund. How much in-
formation should the CPA voluntarily reveal to the govern-
ment agent? How much and what kind of information is he
entitled to be silent about in the interest of reaching the best
settlement which the CPA honestly believes the law allows?
If the taxpayer has decided to report the transaction in a man-
ner most favorable to him, and the CPA representing him be-
lieves it to be justifiable, is he under any obligation to bring
to the attention of the Revenue Agent the possible alternative
interpretations, or may he assume that the agent sustains the
full burden of disproving the taxpayer’s contention?

These are difficult and important questions, the answers to
which may not yet be final. However, current thinking seems
to be going along the following lines.

The IRS examining agent has every opportunity to inquire
into the facts for himself and to request the information he
desires. The practitioner is required to produce the docu-
ments and records called for, unless he has good reason for
believing that the request is without foundation. In honoring
direct requests of the examining agent, however, the prac-
titioner has no obligation to volunteer information on matters
which might reasonably be dealt with in alternate ways.

This approach has important implications for tax planning.
In recommending to his client a course of action intended to
secure certain tax benefits, the practitioner should try to fore-
see whether he will be able to answer frankly the questions of
an IRS agent without threatening the proposed benefits. If
he cannot, then he should probably not proceed with the plan.

Sec. 54 — RESPONSIBILITY TO THE PUBLIC

It must be recognized that the general public as well as the
government is affected by the administration of the tax laws.
If one citizen escapes his just tax, others must pay more. The
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maintenance of the system of voluntary self-assessment re-
quires confidence in its fairness. Under the present system only
a small proportion of the income tax returns filed each year
can be adequately checked by the Internal Revenue Service.
For this reason complete enforcement can hardly be expected.
If each taxpayer approached the payment of his taxes as a
contest in which the purpose was to outwit the adversary
rather than as a civic duty, and if tax practitioners encouraged
their clients to rationalize the rules to their own advantage,
the system would be in danger of breakdown, as it has broken
down in many other countries.

At the same time, it must be recognized that income for a
short period, such as a year, and especially business income,
is an elusive concept. There are wide areas in which sub-
jective judgments must be exercised and this inevitably can
lead to honest differences of opinion.

The Internal Revenue Service also is not without responsi-
bility. If Revenue Agents approach examination of tax returns
in a partisan spirit, with the objective of getting the most tax
immediately by stretching the rules as far as possible in the
government’s favor; if they take advantage of technicalities
inequitable to the taxpayer; if they insist on unnecessary ad-
justments of income or expenses between accounting periods;
if Revenue Agents are rated for promotion on the basis of
“production” of additional taxes—then taxpayers react defen-
sively. They will view the government as an adversary, and
come to regard the payment of taxes as a game, rather than
a moral obligation.

In a message to IRS audit personnel, former Commissioner
Caplin said that the attitude of the Service should be one of
proper and reasonable appraisal of the merits of the issue.
Decisions should not be issued by the potential tax adjustment
involved. “We should never adopt a superior attitude; nor
should we take advantage of the taxpayer’s technical ig-
norance.”
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Certified public accountants practicing in the tax area have
a sense of responsibility to the public, as well as to clients and
the government. CPAs who earn the confidence of their
clients and the Revenue Agents serve as a stabilizing force.
They help greatly to maintain confidence in the country’s tax
system and to make it work with reasonable efficiency.

The CPA’s responsibilities to his client, to the government,
and to the public, though they have necessarily been dis-
cussed separately, are in fact interrelated. If the CPA properly
serves the taxpayer, he is discharging his responsibility not
only to his client but also to the government and to the public.
If he keeps his client from overpaying his tax—and many tax-
payers do overpay taxes—he is rendering an obvious and im-
portant service. If he does what he can to keep his client from
underpaying his tax, he aids the government in the ad-
ministration of the tax laws. He also serves the public, which
otherwise would have a larger tax burden to bear.

Sec. 55 — STATEMENTS ON RESPONSIBILITIES
IN TAX PRACTICE

As the foregoing review suggests, there is a measure of agree-
ment among CPAs about what the profession’s responsibilities
in tax practice are. The ethical problems involved have been
given wide consideration. The Institute’s committee on Federal
taxation has learned that some standards of responsibility and
practice already have wide acceptance among members of the
American Institute. But they have not yet been widely com-
municated.

Now, for the first time, the profession is attempting in a
series of statements issued by the Institute’s committee on
Federal taxation to articulate the CPA’s responsibility to his
client, the public, the government, and his profession.

The following are the principal objectives of the program:
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To identify and develop appropriate standards of responsi-
bilities in tax practice and to promote their uniform ap-
plication by CPAs.

To encourage the development of increased understanding
of the responsibilities of the CPA by the Internal Revenue
Service.

To foster increased public integrity and confidence in
the tax system, through awareness of self-imposed stan-
dards of conduct accepted by CPAs.

To protect CPAs against charges of misconduct resulting
from misunderstanding regarding the extent of their re-
sponsibility.*

The announcement of the program makes it clear that the
purpose of the statements is not to establish a separate code of
conduct in tax practice apart from the general ethical pre-
cepts of the Institute’s Code of Professional Ethics. They are
intended simply as guides within the general tenets of the
Code.”*

The first two statements of the committee on Federal tax-
ation are reprinted in the following sections.

Sec. 56 — THE FIRST STATEMENT — SIGNATURE OF PREPARER

II.

Introduction. Is it proper for a certified public accountant
to prepare a Federal tax return and deliver it to the tax-
payer without having signed the preparer’s declaration?
Statement. A CPA should sign as preparer any Federal tax
return which requires the signature of a preparer if he
prepares it for and transmits it to the taxpayer or another,
whether or not the return was prepared for compensation.

® “Statements on Responsibilities in Tax Practice: Introduction,” issued by
the committee on Federal taxation of the American Institute of CPAs, The
Journal of Accountancy, October 1964, pages 63-66,

*¢Ibid.,

page 63,
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III. Explanation. Section 1.6065-1(b)(1) of the Income Tax

Regulations requires that a preparer must sign the
preparer’s declaration on a return providing for such
verification where the return is prepared for a taxpayer for
compensation or as an incident to the performance of other
services for which compensation is received. It is clear
that if the CPA is the “preparer” of a return (in the sense
of the Regulation) he should sign the preparer’s declara-
tion and may not avoid doing so willfully. A CPA also
should sign a return prepared by him whether or not it is
prepared for compensation. Although this latter require-
ment goes beyond the scope of the Regulation, it repre-
sents a step in the establishment of uniform standards of
responsibility in tax return preparation by CPAs.

A typical example of a preparer’s declaration (taken from the

1963 Form 1040) follows:

Under penalties of perjury, I declare that I have examined this
return, including accompanying schedules and statements, and
to the best of my knowledge and belief it is true, correct and
complete. If prepared by a person other than taxpayer, his
declaration is based on all information of which he has any
knowledge.

The following examples reflect the committee’s understanding
of when the CPA is a “preparer.” The examples are intended to
be illustrative and are offered to provide a basis for resolving
doubts which may arise in the course of a CPA’s practice:

A. Situations considered to constitute the preparation of a re-

turn, and in which the CPA’s signature as preparer is re-
quired.

1. The CPA assembles information pertinent to the tax-
payer’s return, and completes the return and transmits it
to the taxpayer. The CPA is required to sign the return
as preparer whether the CPA prepares the return from
information supplied by the taxpayer, or from informa-
tion obtained by the CPA directly or indirectly from the
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taxpayer’s books and records. This requirement is un-
changed whether the CPA conducted an examination of
the financial statements in accordance with generally ac-
cepted auditing standards, or whether he expressed or
disclaimed an opinion on them.

. The CPA assembles information as in Situation A-1

above and completes a draft of the return but does not
perform certain mechanical functions, such as typing or
reproducing (e.g., the draft of the return is prepared in
pencil), and forwards it to the taxpayer. The CPA’s ar-
rangement with the taxpayer should provide that before
the return is filed, the taxpayer will make the draft and
the return to be filed available to the CPA for prooﬁng
and signature.

. The CPA prepares a return as in Situation A-1 above and

transmits it to the taxpayer ready for filing, except for
certain minor items or supplemental information which
will not affect the taxable income or loss and which are
to be inserted in the return by the taxpayer. The CPA
should sign the return before it is transmitted to the tax-
payer. An example of a minor item is a taxpayer’s identi-
fication number; pension plan data is an example of
supplemental information.

. The CPA reviews a return originally prepared by the

taxpayer or another and, under authority conferred by
the taxpayer, either makes substantial changes in the
return or substantial changes are made by the taxpayer
or another at the CPA’s direction. In this situation the
CPA is considered to be a preparer, should sign the re-
turn and, accordingly, should satisfy himself as to the
content of the entire return. On the other hand, if the
CPA’s engagement is limited to submitting recommenda-
tions, he is not considered to be a preparer. The term
“substantial changes” means the revisions are significant
in relation to the taxpayer’s taxable income or loss, or
the tax liability for the year. (Review situations in which
the CPA is not the preparer will be discussed in a sub-
sequent statement. )
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B. Situations not considered to constitute the preparation of
a return, and in which the CPA’s signature as preparer is not
required.

1. A taxpayer transmits to a CPA an otherwise completed
return with the request that the CPA perform certain
mechanical service, such as typing or reproducing.

2. In the course of an examination of financial statements
the CPA assembles some, but not a preponderant part, of
the information which is used for the preparation of a
return by the client or another.

3. The CPA prepares a schedule (e.g., capital gains, foreign
tax credit, etc.) and transmits it to the taxpayer for in-
clusion in a return. The remainder of the return is com-
pleted by the taxpayer or another.

4. In the course of an examination of financial statements:
(a) The CPA makes a determination of taxable income
or loss in considering the client’s tax liability, but not in
connection with the preparation of a return. (b) The
CPA reviews a return prepared by the client or another,
before it is filed, for the sole purpose of considering the
client’s tax liability. The CPA neither makes substantial
changes (as described in Situation A-4) in the return
nor are substantial changes made by the taxpayer or
another at the CPA’s direction.

5. During or after the close of the taxable year the CPA ad-
vises a taxpayer as to the taxability, deductibility or
presentation of certain items in a return.

(In each of the above situations it is assumed that the CPA
did not perform additional services which, when taken together
with the situation discussed, would constitute preparation of
a return.)

C. Other situations.
1. The CPA assembles information pertinent to the tax-
payer’s return, but discontinues work on it due to a dis-
agreement with the taxpayer as to the presentation of an
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item. At the taxpayer’s request the CPA transmits to him
the incomplete return. The CPA is not required to sign
the incomplete return, and in his letter of transmittal
should disavow responsibility as preparer.

2. The CPA prepared a return, signed and transmitted it to
the taxpayer. The taxpayer requests that the CPA make
certain changes. If the changes sought by the taxpayer
meet with the approval of the CPA, the CPA should sign
the return as revised. If the changes sought by the tax-
payer are unacceptable to the CPA and an impasse de-
velops, the CPA should refuse to revise the return or to
sign a return as revised by the taxpayer.

In connection with an engagement to prepare a return, it
should be recognized that the return, upon transmission to the
taxpayer, belongs to the taxpayer. Before filing a return pre-
pared by a CPA, a taxpayer could make changes in it without
the CPA’s knowledge or permission. It is recommended that
the CPA preserve a copy of each return in the form in which it
was transmitted to the taxpayer.

IV. Applicability. This statement is confined to Federal tax
practice. It applies to the preparation of Federal tax re-
turns by CPAs in public practice, and by CPAs in private
employment to the extent that they prepare returns out-
side of their regular employment. The Regulations except
employees from the requirement of verification of certain
tax returns prepared by them, if prepared in the scope of
their employment, for their employers or fellow employees.
Therefore, they are excepted to that extent from the appli-
cation of this statement.

Although, for convenience, this statement is written in
terms of an individual CPA, it applies equally to the CPA’s
staff, members of a CPA partnership, and the staff of a
CPA partnership.®

#“Statements on Responsibilities in Tax Practice No. 1: Signature of Preparer,”
issued by the committee on Federal taxation of the American Institute of
CPAs, The Journal of Accountancy, October 1964, pages 66-67.
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NOTE

This statement has been approved by at least two-thirds
of the members of the committee on Federal taxation,
reached on a formal vote after examination of the subject
matter. It has not been considered and acted upon by the
Council of the Institute. Its authority rests upon the stat-
utes and regulations of the taxing authority and the general
acceptability of the committee’s interpretations. The state-
ment is not intended to be retroactive.

Sec. 57 — THE SECOND STATEMENT — SIGNATURE OF REVIEWER:
ASSUMPTION OF PREPARER'S RESPONSIBILITY

II.

Introduction. Frequently, a certified public accountant is
engaged to review a Federal tax return by a taxpayer
who seeks added assurance that it has been prepared
properly. In many such instances, the taxpayer requests
that the CPA sign or cosign the preparer’s declaration on
the return.

This statement considers whether a CPA who is not the
preparer of a return, and therefore is not required to sign
the preparer’s declaration, nevertheless in his discretion
may sign and thus assume the preparer’s responsibility.

Statement No. 1 issued in September 1964 discusses the
signature requirement for a CPA who is the preparer of a
Federal tax return.

Statement. If the CPA is not the preparer of a Federal
tax return, he is not required to sign the preparer’s decla-
ration. However, in his discretion, the CPA may sign the
declaration on a return prepared by the taxpayer or
another if he reviews the return and, in the course of the
review, acquires knowledge with respect to the return
substantially equivalent to that which he would have ac-
quired had he prepared the return. Unless such review is
made, the CPA should not sign the preparer’s declaration.

III. Explanation.

A. General. This statement is concerned with situations
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in which the CPA’s role is that of a reviewer with no
obligation to sign as preparer. Statement No. 1 provides
examples and discussion relating to whether in certain
situations the CPA is the preparer of a Federal tax re-
turn. It also covers one type of situation in which a
review becomes tantamount to preparation and the
CPA should sign as preparer (Statement No. 1, Part III
A-4).

The Internal Revenue Code, the Income Tax Regu-
lations (including Section 1.6065-1(b)(1)) and tax re-
turn forms make no reference to the signing by a re-
viewer of the preparer’s declaration. Thus, it appears
that the CPA who signs the preparer’s declaration as-
sumes the same responsibility whether he is a preparer
or a reviewer. Accordingly, unless the CPA-reviewer in-
tends to assume the same responsibility as a preparer
for the entire return, he should not sign the preparer’s
declaration.

A CPA who has reviewed a return (prepared by the
taxpayer or another) to the extent set forth in the fol-
lowing paragraph may sign the preparer’s declaration.
However, he is not required to sign unless he is con-
sidered to have become the preparer in circumstances
such as those described in Statement No. 1.

Before a CPA-reviewer signs the preparer’s declara-
tion on a return prepared by a taxpayer or another, he
should acquire knowledge with respect to the return
substantially equivalent to that which he would have
acquired had he prepared the return. It is contem-
plated that review procedures will vary from return to
return and that the CPA will apply his professional
judgment in each engagement to determine the extent
of the review needed to acquire such knowledge.

. Cosigning. Where a return has been prepared for a

taxpayer by a person who signed as preparer and a
CPA is asked to review and cosign the return, the CPA
may add his signature to the preparer’s declaration
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provided that his review meets the standard set forth
in the preceding paragraph.

IV. Applicability. This statement is confined to Federal tax
practice. It applies to the review of Federal tax returns
by CPAs in public practice and by CPAs in private em-
ployment to the extent that they practice outside of their
regular employment.

Although, for convenience, this statement is written in
terms of an individual CPA, it applies equally to the CPA’s
staff, members of a CPA partnership, and the staff of a
CPA partnership.*®

Sec. 58 — THE FUTURE OF THE PROGRAM

The chairman of the subcommittee of the Federal taxation
committee charged with the responsibility of drafting state-
ments on responsibilities has said that the selection of a non-
controversial topic for the first statement was deliberate. “Pri-
ority has been given,” he writes, “to the simpler topics con-
cerning tax return preparation with the intention of working
up to the more troublesome subjects at a later time.” He adds
that the mere issuance of a few statements will have a salutary
effect on tax practice as a whole. He thinks that this will prove
to be a conditioning factor in developing acceptance for the
more controversial items to follow.**

The next two or three statements will deal with some aspect
of tax return preparation. Other topics under consideration
include the following: Answers to Questions on Returns; Com-

*“Statements on Responsibilities in Tax Practice No. 2, Signature of Reviewer:
Assumption of Preparer's Responsibility,” issued by the committee on
Federal taxation of the American Institute of CPAs, The Journal of Ac-
countancy, September 1965, pages 62-63. This statement was followed by a
note identical to that which followed the first statement.

#*%Matthew F. Blake, “Statements of Responsibilities in Tax Practice,” The

Journal of Accountancy, April 1964, pages 37-41.
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pliance with Administrative Determination of a Prior Year;
Knowledge of Client’s Noncompliance; Error or Omission.

This program, which represents the first attempt by anyone
to outline the responsibilities of tax practitioners, merits the
acclaim of tax practitioners, the Internal Revenue Service and
all taxpayers.

Sec. 59 — ETHICAL RESPONSIBILITIES INVOLVED IN
RELATIONS WITH THE LEGAL PROFESSION
IN TAX PRACTICE

In all phases of tax practice, questions of accounting and ques-
tions of law may arise.

It is generally conceded by authoritative spokesmen of both
professions that lawyers and CPAs have an ethical responsi-
bility to safeguard the interests of their clients by refraining
from giving service or advice which requires the training
and skill of a member of the other profession.

This proposition is in harmony with the general ethical
responsibility of a member of any recognized profession not
to give service or advice which he is not competent to give.
(See Chapter 2.)

The difficulty of applying the general proposition in prac-
tice is rooted in the difficulty of defining what constitutes a
“question of law” and a “question of accounting” in a particu-
lar tax matter. Neither term has been generally defined by
accepted authority, and there is doubt that either ever can be.

In an interpretation of Circular No. 230, issued by the
Secretary of the Treasury on January 30, 1956, it is made clear
that enrolled agents and attorneys are responsible for determin-
ing when the assistance of a member of the other profession
is required. Both are expected to respect the appropriate fields
of each.”

#See The Journal of Accountancy, March 1956, page 6, and the interpretive
opinion of the Institute’s counsel, The Journal of Accountancy, April 1956,
page 30.
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Thus, the Treasury Department has adopted the ethical
principle that a practitioner should not venture beyond the
bounds of his professional competence. This ethical responsi-
bility had previously been imposed on members of the two
professions by their national organizations. It was in 1951 that
the House of Delegates of the American Bar Association and
the Council of the American Institute approved a “Statement
of Principles Relating to Practice in the Field of Federal In-
come Taxation Promulgated by the National Conference of
Lawyers and Certified Public Accountants.” This statement,
like other utterances on the subject, does not provide defini-
tions of “questions of law,” or “questions of accounting.” For
the most part, it consists of admonitions to members of the two
professions not to venture beyond the fields of their respec-
tive professional competence.®

Operating under this statement the National Conference
of Lawyers and Certified Public Accountants has been instru-
mental in avoiding controversy between the two professions.
This work has been supplemented at the state level by con-
ferences and cooperating committees of CPAs and lawyers
which are now in existence in forty states.

Certified public accountants in tax practice, as in other types
of work, are responsible for determining when the limits of
their own professional competence require that a lawyer should
be consulted. This principle applies not only to lawyers but to
other professional experts or technicians whose knowledge and
skills may be useful to the client. In tax matters, for example,
questions arise not infrequently in which the advice and as-
sistance of engineers, appraisers, economists, statisticians, and
other experts would be helpful. The CPA handling the en-
gagement should not attempt to deal with questions of this
kind which he is not equipped to answer but should see to it
that a professionally competent technician is consulted. Only
thus can the best interests of the client be served.

*For the full text see The Journal of Accountancy, April 1956, pages 32-33.
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Sec. 60 — EMPLOYMENT OF LAWYERS BY CERTIFIED
PUBLIC ACCOUNTANTS

Certified public accountants practicing individually and in
partnership have on occasion employed, as members of their
staffs, persons who have been admitted to the bar. Members
of the legal profession have questioned this practice on the
ground that it signified an intention to “practice law.” It is
illegal for a nonlawyer to employ a lawyer on a salary and
through him to perform legal services for the public.

Accounting firms have pointed out that their staff employees
who have had a legal education were engaged and trained
as accountants, that they performed accounting rather than
legal services, and that their activities were restricted to those
which their employer was permitted to perform.

The National Conference of Lawyers and CPAs has agreed
that lawyers employed by accounting firms and CPAs em-
ployed by law firms should not be permitted to do anything
which their employers are not authorized to do.

This principle is embodied in Rule 4.03 of the Institute’s
Code of Professional Ethics. (See Chapter 2, pages 15-16.)

Sec. 61 — JOINT PRACTICE OF ACCOUNTING
AND LAW

Bar Associations, with some exceptions, have generally held it
to be unethical for lawyers to form partnerships with CPAs to
engage in the joint practice of law and accounting.

In Opinion 239 (February 21, 1942) the American Bar As-
sociation committee on ethics held that a partnership between
a lawyer and a CPA to act as consultants in Federal tax matters
and to represent taxpayers before the Treasury Department
was improper.

Opinion No. 269 (June 21, 1945) of the same committee
states in effect that a partnership between a lawyer and an
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accountant to specialize in income tax work is permissible
only if the lawyer ceases to hold himself out as such and con-
fines his activities to those that are open to accountants.

In Opinion No. 297 (February 24, 1961) the American Bar
Association committee ruled that a lawyer who was also a
CPA could not hold himself out to the public as qualified in
both professions but must decide whether to practice as a
lawyer or a CPA.

The professional accounting societies have not promulgated
any rules on this subject. Nothing in the American Institute’s
Code of Professional Ethics or in its numbered opinions would
prevent an Institute member who was also a lawyer from hold-
ing himself out as qualified to practice both professions. Like-
wise, nothing would prevent an Institute member from form-
ing a partnership with a lawyer whose principal occupation
was tax work. If the lawyer performed other types of legal
services outside the practice of public accounting, the CPA
could not share fees with him because of Rule 3.04. (See
Chapter 8, pages 137-138.)

Not all questions about the joint practice of law and public
accounting have been resolved and the entire field will have
continuing consideration in the future.



Chapter 7

"ETHICAL RESPONSIBILITIES
IN MANAGEMENT SERVICES

IN THE broadest sense, the term “management services” in-
cludes all services rendered by certified public accountants.
The audit of financial statements and the expression of opinions
on them provide information and assurance which are useful
to management, although the primary objective may be to
report to stockholders or credit grantors. Even if exclusively
intended for the latter purpose, audits serve management in
facilitating the acquisition of needed capital. Tax work is cer-
tainly a service to management.

But the term “management services” is usually applied in a
narrower sense to any services rendered by CPAs other than
auditing and tax work. CPAs have always rendered some serv-
ices of this description, but often as a casual and unplanned
outgrowth of the auditing and tax work which constitute the
bulk of the practice of most certified public accountants.

For this reason some CPAs have not consciously equipped
themselves to render a broad range of management services,

104
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and therefore do not offer such services as a regular and im-
portant part of their practices. The field itself is in a process
of evolution and the pace of this evolution is accelerating. As
a result there is a wide diversity in the extent to which CPA
firms have extended their services in this area of practice.

Sec. 62 — WIDENING DEMAND FOR MANAGEMENT
SERVICES

There is a mounting demand from business enterprises, gov-
ernmental units and nonprofit institutions for expert aid in all
phases of management which will increase efficiency and
minimize costs. This demand comes from organizations both
large and small. It springs from the increasing complexity of
our economic system and the increasing intensity of compe-
tition in an era of rapid technological improvements. No one
man can be technically competent to deal with all the man-
agement problems of modern business. Businessmen require
help in planning, control and decision making. A manager’s
intuitive judgment alone is no longer adequate. Facts, figures,
and a systematic approach to the solution of business problems
are now generally recognized as essential to survival.

Certified public accountants are well equipped by their
technical training and professional experience to help manage-
ment in the processes of planning, control and decision making.
By virtue of their familiarity with their clients’ organizations,
acquired through auditing and tax work, CPAs are in a posi-
tion to undertake many management services, within the
limits of their professional competence, without the orientation
in the affairs of a business which would be necessary if an
outside expert, unfamiliar with the organization, were brought
in for this purpose. They can also correlate specific problems
with the over-all financial structure of the business.

It is generally agreed that CPAs may need to undertake
additional study and research, and in some areas to undergo
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special training, in order to perform types of services to man-
agement which they have not rendered in the past. In many
areas adequate skill and knowledge can be acquired readily by
one who already has a sound foundation in auditing, account-
ing theory and practice, and taxation. Other management
services are more highly specialized and require intensive
training.

Sec. 63 — SCOPE OF CPAS° MANAGEMENT SERVICES

How far should certified public accountants go in expanding
the scope of their management services?

In April 1961 the Institute’s Council gave a definitive an-
swer to this question by adopting the following resolution:

It is an objective of the Institute, recognizing that manage-
ment service activities are a proper function of CPAs, to
encourage all CPAs to perform the entire range of management
services consistent with their professional competence, ethical
standards, and responsibility.

Many CPAs believe that they have a duty to offer manage-
ment services to their clients. They feel that clients who en-
gage CPAs as auditors and tax advisors are entitled to ex-
pect expert services in any area of accounting and finance
in which management has problems.*

One way to broaden the scope of service is to build gradually
from within. One or more partners may be assigned to the task
of studying the field of management services and of training
staff to perform the services which the firm decides to under-

take.**

® See, for example, Norman J. Lenhart and Philip Defliese, Montgomery’s
Auditing, Eighth Edition, Ronald Press Company, New York, 1957, page 539.

®*Roger Wellington, “The Development of Management Services,” The
Journal of Accountancy, June 1956, pages 57-59.
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Another approach is to employ specialists who are already
expert in various areas of management services —such as
budgeting, cost accounting, inventory control and operations
research as staff assistants of the existing firm. If this method
is employed, one or more partners of the firm should be com-
petent to supervise and evaluate the work of such specialists.

It has been suggested that proficiency in this area of prac-
tice may be built in the following ways: (1) working under
experienced supervision, (2) taking on simple problems before
complex ones, (3) reading and study, (4) taking courses of-
fered by colleges and professional societies, (5) researching for
solutions to problems during the course of engagements.

Sec. 64 — WHAT ARE MANAGEMENT SERVICES?

Difficulty in discussing the field of management services arises
from the absence of an authoritative definition. The term
means different things to different people. The uncertainties
as to what is being talked about complicate the ethical con-
siderations that must enter into any discussion of the subject.

Some CPAs would limit management services to “all of those
consulting and advisory activities in which the CPA is expert
because of his understanding of: (1) the traditional accounting
and financial processes of business organizations, and (2) the
related information and control systems used by management
in accomplishing its business objectives.”

The following have been cited as examples of such services:
considering inventory valuation policies, discussing deprecia-
tion procedures, establishing rules for the expensing of repairs
and maintenance; advising on investment problems, credit
policies, cash management, stockholder relations, development
of cost systems, conversion of manual accounting procedures to
machine procedures, design of internal financial statements, de-
sign of inventory and production control methods; consulting
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on record-keeping problems of personnel systems, and advice
on other special-purpose information systems in fields such as
marketing and sales.

However, many CPAs involved in management services have
taken a different position. Since the range of subject matter of
management services is so extensive as to appear infinite, they
believe that no definition of management services can result
from an itemization of subject matter to be mastered. Rather,
it is contended, the rendering of such services involves a
combination of professional skills and technical procedures
applied to a wide variety of management problems. Subject
matter is mastered along the way. The CPA helps his client to
higher profits through application of a problem-solving ap-
proach to the client’s affairs.

These and other differing definitions, while not necessarily
mutually exclusive, demonstrate that the profession has not
yet reached agreement on the precise nature of management
services which CPAs may properly render. Perhaps it will never
be possible to develop an all-inclusive definition.

However, there is general agreement that the natural point
of departure for CPAs who wish to expand the scope of their
services to management is the clients” information system, with
which CPAs are already familiar as auditors. The improve-
ment and effective utilization of the information system, as a
tool to help management run its business better, offer broad
enough scope to absorb the energies of most small CPA firms
for many years to come. Meanwhile, there is no immediate
need to place arbitrary limitations on the scope of services
which larger firms may equip themselves to render. Experience
and economic forces may produce answers to the question of
optimum scope in another decade or two.

Discussion of ethical problems in the field of management
services, however, is complicated at present by the imprecision
of the term and the rapid diversification of the types of work
which are so described. It is possible only to point out ques-
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tions that have arisen, and to indicate varying points of view
which have been expressed. Few of the statements which
follow can be considered authoritative.

The ethical questions which arise in relation to management
services by CPAs bring into sharp focus the basic concepts
underlying the code of ethics of the accounting profession.
It is therefore recommended that in considering the problems

discussed in this chapter, the reader refer also to Chapters 2,
3 and 4 of this book.

Sec. 65 — COMPETENCE

The growing demand for management services, and the in-
creasing number of speeches and articles encouraging certified
public accountants to turn their attention to this field, may
lead many CPAs to assume that they are qualified to perform
management services which are in fact beyond their com-
petence. Nothing would discredit the accounting profession
more rapidly than a general tendency on the part of CPAs to
undertake engagements for which they are not qualified. Loss
of clients’ confidence would have adverse effects even on the
more familiar areas of accounting practice.

Are CPAs competent to render management services? The
answer to this question is a qualified yes. Because of the per-
vasive nature of accounting, the academic training and the
examination requirement for the CPA certificate provide a
broad base on which to build a management services practice.

Nevertheless, the fact that a man is a CPA does not auto-
matically qualify him to render the entire range of manage-
ment services. The ethical and legal requirement of compe-
tence must still be met. In fact, since the subject matter of
management services is so extensive that no one person
could develop specialized knowledge in all areas, the full
range of management services (whatever that may prove to
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be) should be performed only by a firm which includes both
generalists and specialists.

In determining whether in fairness to his client he is in a
position to undertake a given management services engage-
ment, the CPA should consider his own background and
ability as objectively as possible. He may not begin with com-
plete knowledge of the characteristics of the business in
question or of the available techniques; but he must either
acquire the necessary knowledge or decline to serve and refer
the engagement to someone else.

Sec. 66 — SPECIALIZATION, CONSULTATION
AND REFERRAL

When his client needs management services which the CPA
is not competent to render, the CPA should recommend con-
sultation with, or referral of the engagement to, another CPA,
an engineer or other specialist. Such a recommendation is in
itself a useful service, and the CPA will often find it possible
to participate in the engagement by working with the spe-
cialist. In coordinating his services with others, a CPA should,
in any reports or recommendations rendered, make clear the
limitations of responsibilities assumed and services rendered.

It should be noted that these restrictions do not preclude
a CPA from hiring specialists for advice and assistance in
other matters. For example, he may need the services of an
expert in appraising inventories of precious jewels. “To de-
termine the correctness of the reserves for losses of an in-
surance company, he may need the services of an actuary. Or
he may need a lawyer to interpret a contract. But in these and
similar cases, the work of the specialist is for the accountant
and not for the client.”®

¢Ira N. Frisbee, “Ethical Considerations in Rendering Management Services,”
The Journal of Accountancy, March 1957, page 33.
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In medicine and law, specialization has developed to a
marked extent, and there are signs that it is widening rapidly
in the accounting profession. As the profession extends its ac-
tivities farther into the field of management services, indi-
viduals and firms will of necessity specialize to a greater
degree.

Up to now, certified public accountants have shown a reluc-
tance to refer their clients’ problems to specialists within their
own profession. While the reasons for this attitude are under-
standable, it may, if it persists, retard the potential develop-
ment of the profession as a whole.

If CPAs are unwilling to call in fellow practitioners to help
with problems requiring specialized knowledge, the clients
may be forced to go outside the accounting profession for
assistance which CPA specialists may be as well qualified,
or in some cases, better qualified, to give. Even worse, the
client may be shut off from needed service available from
within the accounting profession, by the reluctance of their
CPAs to point out problems which could be solved only with
the collaboration of a specialist.

The need for referral service is more acute in management
services than it is in auditing and taxes. In general, CPAs have
kept abreast of developments in the two latter fields, but
the expansion of management services has resulted in a situ-
ation in which some firms offer the specialized services and
others do not. The existence of this disparity creates a need
for consultations and referrals.®

The fear that the consultant might take over the regular
accounting work formerly performed by the CPA who called
him in resulted in the adoption of Rule 5.02, which reads as
follows:

A member or associate who receives an engagement for serv-
ices by referral from another member or associate shall not

*Henry DeVos, Ed., Management Services Handbook, published by the Amer-
ican Institute of Certified Public Accountants, New York, 1964, page 60.
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discuss or accept an extension of his services beyond the
specific engagement without first consulting with the referring
member or associate.

It may be possible to provide a referral service that would
protect the interests of both parties if an elective rather than
a mandatory code of assurances could be established.” (See
Chapter 2, Sections 9-11.)

Sec. 67 — INDEPENDENCE

The question of whether a CPA’s independence as auditor
is jeopardized by the rendering of management services for
the same client has been discussed at length in Chapter 3,
pages 21-28. The following paragraph from Opinion No. 12
summarizes the ethics committee’s view of the matter:

The committee does not intend to suggest . . . that the
rendering of professional services other than the independent
audit itself would suggest to a reasonable observer a conflict of
interest. For example, in the areas of management advisory
services and tax practice, so long as the CPA’s services consist
of advice and technical assistance, the committee can discern
no likelihood of a conflict of interest arising from such services.
It is a rare instance for management to surrender its responsi-
bility to make management decisions. However, should a mem-
ber make such decisions on matters affecting the company’s
financial position or results of operations, it would appear that
his objectivity as independent auditor of the company’s finan-
cial statements might well be impaired. Consequently, such
situations should be avoided.

Since third party interest is not involved in the rendering
of services to management, the standards of audit-indepen-
dence need not be applied when the CPA renders manage-

*Ibid., page 6l.
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ment assistance to a nonaudit client.® Nevertheless, in such a
situation a member and his staff should maintain a general
independence of attitude. They should be objective, unbiased
and forthright in dealings with the client’s management.

Sec. 68 — THE PROFESSIONAL ATTITUDE

Because management services are a new field for many CPAs,
those who equip themselves to render such services have a
natural impulse to inform their clients that the extended serv-
ices are available. There is no ethical objection to the trans-
mittal of such information to clients by personal letter or by
word of mouth.

Many CPA firms, however, have attempted to accelerate the
dissemination of such information to clients by the preparation
of brochures outlining the services offered. Others have pre-
pared monographs on techniques of managerial accounting
which, published under the firm name, suggest that the firm
is available to render services in the area of management ac-
tivity described. Other firms have produced slide films or mo-
tion pictures directed to the same end, and designed to be
exhibited to personnel of client organizations.

In general, a CPA may send his clients any information
which he believes would interest them (see Chapter 4, page
51). This material may serve a useful purpose in keeping
clients informed, but its distribution should be restricted to
staff members, clients, lawyers of clients, bankers and others
with whom professional contacts are maintained. The com-
mittee has held that copies of such material may also be given
to nonclients who specifically request them. The member who
grants requests for multiple copies of such publications must
assume responsibility for any additional distribution they
may receive. (See Opinion 9, page 197.)

®James E. Redfield, A Study of Management Services by CPAs, The Univer-
sity of Texas, Austin, 1961, page 383.
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Sec. 69 — CORPORATIONS FORMED TO RENDER
MANAGEMENT SERVICES

It has been asked whether some of the partners of a CPA firm
may become officers or stockholders of a separate corporation,
of which engineers or other specialists would also be officers
and stockholders, which would offer management services ex-
clusively, while the accounting firm continued to offer the
customary accounting, auditing and tax services.

Rule 4.06 of the Institute’s Code of Professional Ethics for-
bids members to practice public accounting in corporate form.
It reads as follows:

A member or associate shall not be an officer, director, stock-
holder, representative, or agent of any corporation engaged
in the practice of public accounting in any state or territory
of the United States or the District of Columbia.

Rule 4.05 requires Institute members engaged in rendering
“services of a type performed by public accountants” to ob-
serve all the provisions of the Code of Professional Ethics.

Taken together, these two rules have been construed to
mean that if the proposed corporation renders services of a
type performed by public accountants, an Institute member
may not become an officer, director, stockholder, representa-
tive or agent of the corporation.

Sec. 70 — SEPARATE PARTNERSHIPS FOR
MANAGEMENT SERVICES

If instead of forming a separate corporation some of the
partners of a CPA firm formed a separate partnership with
engineers or other specialists, would this be a violation?
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Rule 4.06, prohibiting corporate practice would not be in-
volved. A separate partnership of management consultants,
which rendered “services of a type performed by public ac-
countants” could not advertise or solicit engagements without
exposing the CPA-partners to a charge of violation of Rule
4.05. Such a partnership would undoubtedly be precluded by
law from holding itself out to the public as a firm of certified
public accountants, since some of its members would be non-
CPAs. Moreover, because of the prohibition against the desig-
nation of specialties (see Opinion No. 11), the partnership
could not hold itself out as “management consultants” or other-
wise indicate the nature of the services offered without ex-
posing the CPA-partners to charges of violating the Institute’s
prohibition against the advertising of professional attainments
or services.

Despite these restrictions many such “mixed partnerships”
have been formed. The principal reason for forming such a
partnership is to enable trained specialists who are not CPAs
to receive recognition and partnership status and to share in
the profits of the firm. An arrangement of this kind may
result from an agreement between a professional accounting
firm and a partnership of, let us say, operations research spe-
cialists. Some partners of the accounting firm, without giving
up their status as members of the CPA partnership, may form
a separate partnership with the operations research men. The
newly formed firm may have a personal name combining
elements of the titles of the accounting firm and of the orig-
inal operations research firm. This results in (1) an all-CPA
accounting firm holding itself out as CPAs and performing
accounting, auditing, tax and management services; and (2) a
“mixed partnership” of CPAs and management specialists, not
indicating the services it is prepared to perform, but rendering
certain specialized management services.

Questions have been raised about the propriety of such
arrangements.
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First, is there a violation of the accountancy law of a regu-
latory state when CPAs form a partnership with unlicensed
persons? The answer seems to depend on whether or not the
services to be rendered are regulated under law. If the ac-
countancy law reserves only the attest function to those
licensed, then unlicensed persons may freely perform all other
accounting services, including specialized management and
consulting work. If the state board contends that the CPA
members of the separate partnership are in violation of the
ethical rule prohibiting the sharing of the fees of professional
work with nonpractitioners, the specialized partnership might
argue that, as far as the law is concerned, it is not engaged
in work that can be regulated by the state, since it does not
express professional opinions resulting from an audit.

Second, would the CPA partners of such a “mixed partner-
ship” be in violation of the Institute’s rule prohibiting the
sharing of fees with nonpractitioners?

If it is held that the operations research men are essentially
laymen with whom CPAs may not share fees under Rule 3.04,
then the firm in question may argue that if the services ren-
dered are held to be those of a type performed by public ac-
countants (Rule 4.05) the specialists are not laymen but
specialized accounting practitioners with whom CPAs may
properly share fees. On the other hand, if the services are not
of a type performed by public accountants, it may be argued
that Rule 3.04 is not applicable, since the “fees” referred to
therein must be assumed to be fees derived from professional
accounting services.

The committee on professional ethics has therefore ex-
pressed the opinion that:

... nothing in the Institute’s Code of Professional Ethics pres-
ently prohibits a member from forming, or becoming a member
of, a separate partnership with non-CPA specialists for the
rendering of various management services as long as such
partnership observes the by-laws and Code of Professional
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Ethics. Such a separate partnership would not be permitted to
advertise, solicit clients, accept commissions, or do anything else
prohibited by the Code. Nor would it be permitted to hold
itself out on letterheads, cards, signs, etc., in directory listings
or through its partnership name as specializing in a particular
service.*

Apart from the rule against fee-splitting, which was probably
adopted with entirely different circumstances in mind, other
interesting questions arise with regard to the potentialities of
mixed partnerships.

For example, nothing would prevent a CPA firm from “ac-
quiring” a partnership of non-CPA specialists. At present,
partnerships acquired by CPA firms include specialists in
actuarial services, pension and profit-sharing plans, and opera-
tions research. Accounting firms of the future may acquire
many other types of service organizations by establishing mul-
tiple partnerships which could render services to their clients
in almost any field not prohibited by law.

It is, of course, possible for a CPA firm today, to perform any
and all services not prohibited by law, through employment of
specialists on its staff—assuming CPA partners of the firm are
competent to evaluate and supervise such services. Whether
the extension of services through mixed partnerships—in which
CPA partners assume full responsibility for compliance with
the Code of Ethics—is inimical in any way to the public in-
terest, or raises any new ethical questions, has not yet been
authoritatively determined.

Carried to extremes, proliferation of services may tend to ob-
scure the identity of CPAs as professional masters of a specific
body of knowledge. Perhaps there is need for a conceptual
description of what constitutes the professional practice of ac-
counting, which could help to answer some of the questions
which have been raised. The forthcoming study of the “Com-
mon Body of Knowledge of CPAs” may furnish a clue.

*Opinion No, 17, page 211.
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When a firm of specialists is “acquired” by a CPA firm
through creation of a mixed partnership, the clientele of the
specialist firm may be acquired along with it.

Many of these clients of the specialist firm may already
be served by other public accountants. It must be assumed
that the CPA firm cannot consider such clients to be clients
of its own.

Any other assumption would obscure the meaning of
“client.” The ethics committee has taken the position that a
CPA may properly inform his clients of the various services
he is prepared to offer. This is not considered solicitation.
But it would hardly make sense to hold that one business
could be the client of a half-dozen CPA firms simultaneously,
each rendering different services through mixed specialist-
partnerships, and each vying with the others to expand the
scope of the services it rendered.

The committee on professional ethics currently has these
important problems under study. The questions which have
arisen doubtless stem from the fact that the Code of Profes-
sional Ethics refers to “services of a type performed by public
accountants” but does not specify what these services are, or
even describe their general nature. As a widening range of
management services is added to the traditional accounting
functions, and there is no definition of management services
by CPAs, then the definition of public accounting itself be-
comes “open-end” and the extent of the services unlimited.
Logical and semantic difficulties in applying existing rules
of ethics are to be expected.

Sec. 71 — INCOMPATIBLE OCCUPATIONS

Rule 4.04 of the Institute’s Code of Professional Ethics reads
as follows:
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A member or associate shall not engage in any business or
occupation conjointly with that of a public accountant, which
is incompatible or inconsistent therewith.

If a practicing CPA also participated in a corporation which
rendered management services of a type not performed by
public accountants, it is possible that Rule 4.06, forbidding the
practice of public accounting in corporate form, would not
apply. However, such participation might be held incompatible
with the practice of public accounting on the ground that the
corporation would serve as a “feeder” to the accounting prac-
tice. The corporation would naturally refer to the “affiliated”
accounting firm any clients who needed accounting, auditing
or tax services. If the corporation advertised its services or
solicited business, reference of clients by the corporation to
the accounting firm would probably be regarded as indirect
evasion of the rules against advertising and solicitation as they
apply to the accounting firm.

The Institute’s committee on professional ethics has stated
that it has no desire to restrict unduly business or investment
activities in which members may engage outside of their pro-
fessional practices. There is no reason why a practicing CPA
should not own stock, even a controlling interest, in a cor-
poration engaged in manufacturing, for example, which has
no evident relationship to the CPA’s activities in the practice
of his profession. (Obviously he could not serve as auditor
of such a corporation.) However, the committee believes that
some outside activities or investments might impair the cer-
tified public accountant’s independence, or might result in
situations in which division of fees with the laity would occur,
or in which the rules against advertising and solicitation might
be infringed, or might reflect adversely on the dignity of the
profession. Such activities would be held “incompatible” under
Rule 4.04.
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The committee has never issued a list of occupations con-
sidered to be incompatible with public accounting. The reason
for this is that a decision must depend upon the precise cir-
cumstances in each case. In general, the committee tries to
dissuade members from engaging in secondary occupations
which may involve a prospective client’s financial affairs. On
this basis the committee has discouraged members from taking
out an insurance broker’s license or from affiliating with an
insurance agency. There are similar dangers in a practicing
CPA’s engaging in brokerage or real estate activities. If a
practicing CPA decided to add to his professional income by
serving as a mutual fund salesman, it is likely that he would
become involved in discussions of prospective customers” per-
sonal finances which would tempt him to offer his services as
a CPA in handling tax or accounting problems. This would
violate the rule against solicitation but, perhaps more im-
portantly, would reflect adversely on the dignity of the pro-
fession.

Sec. 72 — NON-CPAS AS PARTNERS OF
ACCOUNTING FIRMS

Can non-CPA management experts be made partners of a
CPA firm?

Rule 3.04 would prevent a member from sharing fees with,
and consequently from forming a partnership with, a non-
practitioner. But if the management expert, as a principal
occupation, rendered services of a type performed by public
accountants—which services of course include management
services—then he would be regarded as a practitioner and
Rule 3.04 would not apply. However, all the other rules, in-
cluding the prohibition against the indication of specialties,
would apply and the CPA member of the firm would be
held accountable for any ethical violations on the part of the
management expert.
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Not only would such a “mixed partnership” be prevented
from holding itself out as “management consultants,” but it
would also be prohibited under the laws of most states from
holding itself out as CPAs, since the management expert part-
ner is not certified. Further, such a partnership would not be
permitted to express opinions on financial statements if this
activity is restricted, under state law, to CPAs and licensed
public accountants.

The ethics committee expects that ultimately practicing
CPAs will not enter into partnerships with anyone except other
CPAs. However, the problems of drafting a rule of conduct
that would effectively prohibit mixed partnerships are con-
siderable. Presumably there would be no intention of prevent-
ing members from forming partnerships with laymen to carry
on businesses or occupations not incompatible with the prac-
tice of public accounting. This means that the rule would have
to state in effect that a member could not form a partnership
with a non-CPA for the purpose of practicing public account-
ing. This would again raise the question of the exact limits of
the practice of public accounting.

Sec. 73 — EMPLOYMENT OF EXPERTS AS
STAFF ASSISTANTS

Is it proper for a CPA firm to employ engineers, or other
specialists, as members of the staff?

There is no rule against it, and no basis for objection on
ethical grounds if such specialists are employed in work which
the firm is permitted to undertake as part of the practice of
accounting. Nevertheless, it is probably neither wise nor ap-
propriate for a CPA firm to assume professional responsibility
for services of a specialized nature rendered by its employees,
unless at least one of the partners of the firm is competent to
evaluate and supervise such services.
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This requirement of supervisory competence has not yet
been officially adopted, but common sense—and possibly the
common law—support its wisdom. It goes beyond Rule 4.03,
which states in effect that a member shall not permit an
employee to perform for a client services which the member
or his firm is not permitted to perform—permitted, presumably,
by law.

Sec. 74 — ELECTRONIC DATA PROCESSING SERVICES

Many CPAs working in the field of management services have
specialized not in subject matter but in techniques. One im-
portant technique is the elimination of clerical operations by
the use of business machines. Machine accounting has logically
evolved into electronic data processing which in turn has be-
come part of the current computer revolution.

Computer technology is important to CPAs not only because
of its impact on the accounting systems of their clients, but
because of its influence on CPAs’ own practices. Others are
interested in this new field—others who do not operate under
the ethical restrictions imposed on professional men. They may
therefore treat the processing of accounting data like any
other business. Since the machines involved are expensive and
at present have a high obsolescence factor, substantial capital
outlays are required even to obtain the equipment. Service
centers may raise the necessary funds, and incidentally avoid
individual liability, by incorporating their businesses. The
speeds with which computers can process data are so great
that promotional methods are adopted in order to keep them
running at capacity. The service centers therefore advertise
and solicit freely.

As a result, certified public accountants from all parts of the
country report that their clients are being solicited by service
centers offering to take over various accounting functions, in-
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cluding the preparation of balance sheets and income state-
ments. More recently, state and national banks, many of which
have computerized their own internal operations, utilize the
idle time on this machinery to process accounting data for their
depositors and others. Such services may be widely advertised.

Computers can now process tax data, make all the computa-
tions and print individual, and even corporate, tax returns. In
addition, they can perform many management services, in-
cluding cost and distribution analysis, aging of receivables,
budget comparisons, and inventory control.

CPAs who have developed practices largely consisting of
bookkeeping, write-up work and tax-return preparation are
clearly threatened by these developments. But the potential
capacities of computers are so great that it is impossible to
predict their ultimate impact on business information systems,
on the entire spectrum of management planning, control and
decision-making, and even on the independent audit of finan-
cial statements.

However, certain ethical aspects of this revolutionary move-
ment may appropriately be discussed here.

Relying on the maxim “If you cant lick ’em, join ‘em,”
many CPAs have themselves decided to provide mechanical or
electronic statistical or data processing services to small or
medium-sized businesses. There is no ethical impropriety in
this. In fact, in some ways it represents only a speeding up of
the write-up services which CPAs have rendered for many
years. But the ethics committee has held (Opinion No. 7,
page 195) that members may render such services to the
public, either as part of their regular accounting practices or
in separate partnerships with others, only if they abide by
all the provisions of the Code of Professional Ethics, notably
those rules forbidding advertising, solicitation and practice in
corporate form. Furthermore, Opinion No. 11, interpreting the
advertising rule, precludes a member who offers these services

from holding himself out as a specialist in data processing.



124 Auditing, Tax Practice, and Management Services

The proscription against indicating specialties would limit him
to holding himself out as a certified public accountant.

In view of the computer challenge, perhaps this position
should at least be re-examined. It rests on Rule 4.05, which
requires a member to abide by the provisions of the Code when
he renders “services of the type performed by public ac-
countants.” But computerized accounting services are now
widely performed by lay corporations. If CPAs cannot com-
pete, they may in effect abdicate the entire field of internal
accounting for small business. The ultimate consequences, in
terms of opportunities for professional management services,
tax advice, and access to new clients by young CPAs com-
mencing practice, are difficult to predict.

Yet, if CPAs are to compete by offering computerized ac-
counting services themselves, it may be necessary to permit
them to announce that they are equipped to do so—as the serv-
ice centers and banks so widely advertise.

There are obvious dangers in permitting advertising of any
services which CPAs perform. Where will the line be drawn?
But the profession is confronted by a new situation which
could not have been foreseen at the time the present rules were
drafted. At the least, it deserves serious and prompt recon-
sideration.

Of course, CPAs are free to offer EDP services to their own
clients. Some firms do this, but the volume must be large in
order for the operation to be financially successful. Other
certified public accountants have met this problem in local
areas by forming an all-CPA computer center to offer these
services to other CPA firms in the area. By this means they
have been able to raise enough capital to purchase the neces-
sary equipment and to have a large enough market to keep the
machines operating economically—and without advertising or
solicitation. Such CPA computer centers usually do not offer
their services to the public, except through the medium of
other CPAs.
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Under the existing ethics rules and committee interpreta-
tions, this method of performing EDP services seems to offer
Institute members the best opportunity to serve their clients
in this challenging field.

Sec. 75 — ADVANTAGE OF ETHICAL STANDARDS
IN MANAGEMENT SERVICES

When a certified public accountant undertakes to render man-
agement services, he makes them part of his public accounting
practice, and in performing them he is subject to all the pro-
visions of the Code of Professional Ethics, just as he is in
other phases of his work.

Because management services are a comparatively new field
to many CPAs, questions frequently arise as to the application
of existing ethical rules to unfamiliar situations which occur
in the management area. Such questions, for example, relate
to contingent fees (Rule 1.04), forecasts (Rule 2.04), adver-
tising (Rule 3.01), solicitation (Rule 3.02), division of fees
with nonpractitioners (Rule 3.04), use of a CPA’s name by
another (Rule 4.02), employment of specialists (Rule 4.03),
incompatible occupations (Rule 4.04), encroachment (Rule
5.01), and referrals (Rule 5.02).

In fact, the committee on professional ethics has said that
“all the provisions of the Code of Professional Ethics apply to
management advisory services, except those rules solely ap-
plicable to the expression of an opinion on financial state-
ments.”?

Questions can usually be answered by applying the pertinent
rule to the facts just as it would be applied in any phase of
professional accounting practice.

An effort is made in this book to explain the basic reasoning
and purpose underlying each of the provisions of the Code.

¢Opinion No. 14, page 208.
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Reference to other chapters should enable the reader in most
instances to apply the several rules to ethical questions that
arise in management service work. In the long run it will
undoubtedly be to the advantage of the accounting profession
if, in the field of management services, as in all the other fields
of its activities, it exercises care to maintain scrupulously all
professional and ethical standards—competence, independence
and integrity, and the professional attitude.

The fact that CPAs do have professional standards of com-
petence and responsibility which are enforceable, not only by
professional societies, but to a considerable extent under state
law, will add to the confidence with which the public will
engage them to render management services, as well as other
types of professional accounting work.

To undertake management services as a “business” while
simultaneously carrying on an accounting practice as a “pro-
fession” would undoubtedly create confusion and would di-
lute the prestige of the certified public accountant in both
fields.
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Relations with Others



Chapter 8

RELATIONS WITH CLIENTS

A CLIENT unavoidably puts himself in the hands of the
professional practitioner whom he retains. He cannot
evaluate the practitioner’s technical skill or professional judg-
ment. Therefore, the rule of caveat emptor cannot apply. The
very nature of the relationship puts the professional prac-
titioner in a position of trust and confidence. He should exer-
cise no less care in dealing with the affairs of his clients than
he would in dealing with his own.

The Institute’s Code of Professional Ethics does not fully
define the responsibilities of a certified public accountant to
his client, although a few of the rules do relate directly to
the interests of clients.

Sec. 76 — GENERAL OBLIGATIONS TO CLIENTS

In addition to the specific obligations imposed by the Code,
the CPA owes it to his client to be competent, honest, loyal,
independent and solicitous.

129
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Competence. The obligation to be competent to do the
work that is undertaken for a client is discussed at length in
Chapter 2. It will be noted there that the law imposes on prac-
titioners a duty to be as well equipped to do their work as
others in the same calling may reasonably be expected to be.
The ethical responsibility goes beyond the law. A CPA
should not hesitate to suggest that other professional aid be
enlisted if he believes in his heart that it is in the client’s in-
terest to do so.

Honesty. A CPA should not take personal advantage or
profit from his knowledge of his client’s affairs, without the
client’s consent. Nor should he accept exorbitant fees, even
though the client may be innocently willing to pay them.

Loyalty. A CPA should not abandon a client, or “let him
down,” once the relationship has been established. He should
not refuse to help a client, or withdraw from an engagement
which has not been completed, merely because of personal
pique, or because of fear that the engagement will not be as
profitable as expected. The CPA is not, of course, obliged to
complete an engagement at his own expense if it seems
probable that the client will be unable or unwilling to pay
a reasonable fee.

A CPA is justified in withdrawing from an engagement,
however, for several reasons: (1) if he believes the client is
concealing essential information from him, or is embarked
upon a course of conduct which is illegal or immoral; (2) if
the client persistently ignores the CPA’s advice in material
matters, or puts impediments in his path which prevent him
from serving the client effectively; (3) if the CPA believes his
own honor, self-respect or reputation may be jeopardized or
he may be subjected to legal action because of his relationship
with the client.

Independence. A CPA should be independent in the sense
that he should not be dominated by his client. He should not
accept uncritically the client’s own statements of his financial
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affairs. He should give candid advice, even though it may be
unpalatable. At the risk of losing the engagement, the CPA
should insist on a course of action which he thinks is right,
though the intensity of his insistence may vary with the
importance of the matter under consideration.

Solicitude. Solicitude is the state of being anxious or con-
cerned over something—in this case the client’s welfare. Pro-
fessional practitioners should not think of themselves as en-
gaged simply in selling their time at a price which is com-
petitive in the “market.” It is not enough that a CPA com-
plete a job in a workmanlike manner. He should go beyond
the limits of his contract by giving thoughtful cons:deration
to the needs of his client and attempting to help him in every
practicable way.

Sec. 77 — CONFIDENTIAL RELATIONSHIP

“A member or associate shall not violate the confidential rela-
tionship between himself and his client.” Thus reads Rule 1.03
of the Institute’s Code of Professional Ethics.

The relationship between the CPA and his client is essen-
tially confidential. The CPA, by the very nature of his work,
is admitted to knowledge of his client’s most private business
and financial affairs. Like the physician, he is often the re-
pository of information of the most personal nature. Often he
is engaged by competitors in the same line of business, each
of whom would be most interested to know about the affairs
of the other. It would be fatal to the CPA’s own professional
career, and damaging to the whole profession, if the informa-
tion entrusted to him were improperly revealed. It is the
accountant’s duty to respect the confidential relationship with
his clients. The man with a loose tongue, the man who cannot
keep a secret, should never attempt to practice public ac-
counting,
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Although Rule 1.03 mentions only the accountant-client
relationship, the injunction applies to the disclosure of any
confidential information to which the CPA may be given access
in his professional capacity. For example, the prohibition ap-
plies both to prospective clients and to former clients. It ap-
plies to the CPA’s employees as well as to himself.

The necessity of discretion will be recognized instinctively
by anyone entering the practice of public accounting. It has
been emphasized again and again in the professional litera-
ture. It is one of the first things that CPAs teach their young
assistants. It is not uncommon to have them sign a “code of
secrecy.” Many CPAs will not even voluntarily disclose the
names of their clients.

Sec. 78 — PRIVILEGED COMMUNICATIONS

Many of the questions requiring interpretation of Rule 1.03
arise when a client is engaged in litigation, or when the certi-
fied public accountant discovers that a client is doing some-
thing wrong.

Not infrequently CPAs are asked to testify in lawsuits, par-
ticularly in cases in which partners or minority stockholders
are suing for a greater share of the profits, or for damages based
on alleged malfeasance of directors. The CPA who has served
as auditor of the company whose affairs are under considera-
tion should never testify voluntarily against the management
in such a matter. The information in his possession was ac-
quired solely because he was engaged as a trusted professional
practitioner and he should not violate that trust. He may, how-
ever, be required to testify under subpoena, and in this case
he has no choice but to yield to the compulsion of the law.

Communications between CPA and client are not “priv-
ileged” under the common law, as are those of physicians,
clergymen and lawyers. In some states, however, there is a
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statutory privilege. The accountancy law of Kentucky, for ex-
ample, contains the following provision:

~ A certified public accountant or public accountant shall not be
required by any court to divulge information or evidence which
has been obtained by him in his confidential capacity as such.

There is a question, however, whether a provision of a state
law of this nature would be held valid in the Federal jurisdic-
tion. The Federal courts have held that a state statute con-
ferring privileged status on communications to accountants
does not apply to a Federal administrative proceeding.® The
basis of these decisions is that there is no common law privi-
lege for communications from clients to accountants, which
the Federal courts might be required to recognize, and that
there is no Federal statute or rule of court making the state
statute applicable to Federal administrative proceedings. Con-
sequently, such provisions in state laws would not accord
privileged status to communications to an accountant in
connection with a Federal Internal Revenue Service proceed-
ing involving the client’s tax returns.

However, Federal courts would probably apply statutory
provisions for privileged communications in Federal civil cases
in which jurisdiction of the court is based upon diversity of
citizenship of the litigants.®*

Privileged communication clauses also appear in the ac-
countancy laws of Alaska, Arizona, Colorado, Florida, Georgia,
Ilinois, Iowa, Louisiana, Maryland, Michigan, Nevada, New
Mexico, Pennsylvania, Tennessee and Puerto Rico.

®Falsone v. United States 205 F. 2nd 734 (5th Cir, 1953); Dorfman v. Rombs,
218 F. Supp. 905 (N.D. Ill. 1963); Federal Trade Commission v. St. Regis
Paper Co., 304 F. 2nd 731 (7th Cir. 1962).

®¢Palmer v. Fisher, 228 F. 2nd 603 (7th Cir. 1955); Berdon v. McDuff,
15 F.R.D. 29 (E.D. Mich. 1953); Krizak v. W. C. Brooks ¢ Sons, Inc., 320
F. 2nd 37 (4th Cir. 1963); Massachusetts Mutual Life Insurance Co. v.
Brei, 311 F. 2nd 463 (2nd Cir. 1962).
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There is a difference of opinion within the profession as to
whether or not statutory provisions creating privileged com-
munications between clients and CPAs are desirable. It is
universally agreed that a CPA should not voluntarily disclose
any information in his possession about a client’s affairs, but
there is some doubt whether it is in the public interest to im-
pede the courts in the administration of justice by preventing
them by law from calling CPAs as witnesses. On the other
hand, confidence that what is told an auditor in his profes-
sional capacity will be held inviolate should not only enable
him to obtain all the information necessary for the conduct
of an examination but should place him in a position to per-
form the maximum service to his client. This too is in the
public interest.

It has also been argued that the granting of privileged status
to communications between a CPA and his client might tend
to undermine the CPA’s independence as auditor. If the CPA
were prevented by law from disclosing information revealed
to him by his client he might be inhibited in giving an ob-
jective opinion on the financial statements.

To meet this objection a provision was incorporated in the
Pennsylvania Accountancy Law in 1961 which in effect made
privileged all information derived by a CPA from all profes-
sional services, except for the auditing and reporting functions.

Sec. 79 — OWNERSHIP OF WORKING PAPERS

What applies to oral disclosures by an accountant applies with
equal force to his working papers and other documents in his
possession containing information about a client’s affairs.
These papers should be guarded with the utmost diligence and
scrupulously kept from the eyes of outsiders. It has been
held that working papers are the property of the accountant
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himself,* and not even the client can require their surrender.
Many accountancy laws also contain provisions to this effect.”*
In the absence of statutory privilege, however, working papers
may be required by subpoena to be produced in court, even
though they remain the accountant’s property. For his own
protection it has been suggested that in such cases the ac-
countant make copies of the working papers for his own files.

Some certified public accountants, particularly in doing what
is known as “write-up work,” include many details of accounts
in their working papers which do not appear in the client’s
books. Such details should be incorporated in the client’s rec-
ords. If this has not been done the CPA should make his work-
ing papers available to the client when occasion requires.

The Internal Revenue Service and other government agen-
cies often request opportunity to review a CPA’s working
papers. Such requests should always be cleared with the client
before they are granted. The CPA or his representative should
always be present when the working papers are reviewed so
that no schedules may be extracted without his knowledge and
no alterations made in the working papers.

The committee on professional ethics has ruled that a
member selling an accounting practice has a duty under
Rule 1.03, pertaining to confidential relations, first to obtain
permission of each client before making available to the pur-

chaser working papers, tax returns and other confidential
documents.t

® Ipswich Mills v. Dillon, 157 NE604 (Supreme Court of Massachusetts),
July 5, 1927. See also the references in “The Ownership of Accountant’s
Working Papers,” by the Institute’s committee on state legislation, The
Jowmnal of Accountancy, January 1956, pages 74-76.

*% Alaska, Arizona, California, Colorado, Florida, Hawaii, Kentucky, Maryland,
Massachusetts, Missouri, Nebraska, Nevada, New Hampshire, Ohio, Oregon,
Pennsylvania, Rhode Island, Tennessee, Utah, Virginia, Washington, West
Virginia, Wisconsin, Puerto Rico and the Virgin Islands.

t Opinion No. 3, page 192,
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Sec. 80 — WHEN CPA MAY MAKE DISCLOSURES
RELATED TO HIS WORK

If a certified public accountant is sued for negligence, or if he
finds it necessary to sue a client for a fee, he may properly dis-
close to the court, orally or by reference to his working papers,
such information as to the scope of his work or the nature of
his service as may be necessary to defend himself or to estab-
lish the justice of his claim. He might be held guilty of unpro-
fessional conduct, however, if on such an occasion he made
gratuitous disclosures of his client’s affairs unrelated to the
question under litigation.

What is the CPA’s duty if he discovers serious wrongdoing
on the part of a client, of a nature which cannot be corrected
or be disclosed in the financial statements or the accountant’s
report? One choice he has is simply to withdraw from the
engagement. He was engaged because he could be trusted,
and he must not violate that trust, though it be reposed in him
by a client who proves to be unworthy.

There are occasions, however, when the auditor may dis-
cover facts about the conduct of employees or even officers
of a client company which he may feel obliged to report to
higher authority—the president or the board of directors. While
CPAs are not expected to be informers, they cannot properly
ignore situations which have a potentially adverse affect on
the company’s financial position.

A CPA may also be obliged to disclose a client’s announced
intention to commit a crime. Even the common law privilege
of communications to attorneys does not extend to informa-
tion concerning the client’s contemplated criminal acts.”
Canon 37 of the American Bar Association’s canons of pro-
fessional ethics states in effect that a lawyer may properly
disclose a client’s announced intention to commit a crime, in
order to prevent the act or protect those threatened. However,

¢United States v. Bob, 106F. 2nd 87, 40 (2nd Cir. 1939).
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before a CPA makes any such disclosure regarding his client’s
criminal intentions, he should consult with both his own legal
counsel and the Institute’s committee on professional ethics.

It should be restated here that the rules of the Treasury
Department do not require a CPA who is an enrolled agent
to reveal a client’s failure to comply with the law or regulations
governing determination of income taxes, but only to notify
the client of such failure (see Chapter 6, page 86).

Sec. 81 — cOMMISSIONS, BROKERAGE AND
FEE-SPLITTING

A specific application of the general ethical obligation not to
take personal advantage or profit from knowledge of a client’s
affairs is provided by Rule 3.04 of the Code of Professional
Ethics, which reads as follows:

Commissions, brokerage, or other participation in the fees or
profits of professional work shall not be allowed or paid directly
or indirectly by a member or associate to any individual or
firm not regularly engaged or employed in the practice of pub-
lic accounting as a principal occupation.

Commissions, brokerage, or other participation in the fees,
charges or profits of work recommended or turned over to any
individual or firm not regularly engaged or employed in the
practice of public accounting as a principal occupation, as
incident to services for clients, shall not be accepted directly or
indirectly by a member or associate.

Protection of the interests of clients is a major purpose
underlying this rule. It is also designed to fortify the account-
ant’s independence and the professional attitude. But a major
motive behind it is to avoid situations which might lead clients
to suspect either that CPAs were paying commissions, which
ultimately come out of the client’s pocket, to laymen who
helped them obtain engagements, or that their CPAs were en-



138 Relations with Others

riching themselves indirectly, at the client’s expense, by ac-
cepting commissions from vendors of goods or services, the
purchase of which the CPA recommended to the client.

Even if a client did not object to the payment of a com-
mission, there is an important reason why the CPA should not
accept it. The basis of his relationship with the client is con-
fidence. The client trusts him, or he would not have him
around the place. If the client accepts his recommendation for
the purchase of tabulating equipment, or some other product
or service about which the CPA might be expected to know
more than the client himself, he has a right to assume that the
CPA has the client’s interests in view. If he finds that the CPA
has accepted a commission from the vendor, the client may
wonder whether this particular product was really the best one
for his purpose or whether the CPA’s recommendation was
actuated in part by the hope of personal gain.

The same reasoning would prohibit a CPA from accepting
a “finder’s fee” from the other party when he is acting on
behalf of a client in the purchase, sale, or merger of a business.

Recommending accounting machinery or computers or other
products or services may be a legitimate part of the professional
service rendered by the CPA. Compensation for the time and
effort which he devotes to choosing the most suitable facilities
should be included in the fee which the client pays him. In
these circumstances, the client will not question the objectivity
with which the recommendation was made.*

Sec. 82 — CONTINGENT FEES

Rule 1.04 of the Code of Professional Ethics reads as follows:

Professional service shall not be rendered or offered for a
fee which shall be contingent upon the findings or results of

#For additional discussion of this rule see Opinion No. 6, page 194,
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such service. This rule does not apply to cases involving Fed-
eral, state, or other taxes, in which the findings are those of the
tax authorities and not those of the accountant. Fees to be
fixed by courts or other public authorities, which are therefore
of an indeterminate amount at the time when an engagement is
undertaken, are not regarded as contingent fees within the
meaning of this rule.

One purpose of this rule is to protect the CPA against the
possibility of being influenced, or appearing to be influenced,
by what might amount to a financial interest in the outcome
of a business transaction to which his professional work is
related. Another purpose is to protect clients against exorbitant
fees.

If a CPA accepted an engagement to audit and express an
opinion on financial statements of a company which intended
to issue securities for sale to the public, with the understanding
that his fee would be a percentage of the proceeds from the
sale of the securities (which would necessarily be contingent
on approval of the registration statements by the Securities
and Exchange Commission and successful consummation of
the underwriting ), the objectivity of the CPA in expressing
an opinion on the financial statements might be questioned
with good reason.

The same reasoning applies not only in matters involving
the expression of opinions on financial statements on which
third parties might rely, but in accounting engagements in
which only the client may be interested. For example, imagine
a situation in which a CPA was engaged to make a cost anal-
ysis and suggest ways of reducing costs, the amount of the
fee to be a percentage of the savings the client might realize
by adoption of the CPA’s recommendations. The CPA in such
a situation would be exposed, or would appear to be exposed,
to the temptation to make recommendations which might be
against the long-range interests of the client, merely in order
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to increase the amount of the immediate savings and there-
fore the amount of the fee.

There is no difference of opinion in the accounting pro-
fession on the impropriety of contingent fees for accounting
and auditing work in general. However, Rule 1.04 contains
an exception with regard to “cases involving Federal, state, or
other taxes, in which the findings are those of the tax authori-
ties and not those of the accountant.” The probable reason
for this exception is that, in representing taxpayers before the
Treasury Department, CPAs practice side by side with lawyers
and with other enrolled agents. The rules of the Treasury
Department and the canons of ethics of the American Bar
Association both permit contingent fees, subject to certain
conditions. It may have seemed unreasonable to impose on
CPAs, through the Institute’s Code of Ethics, any more rigid
restrictions on fee arrangements than the Treasury itself or
the Bar Association imposed on other practitioners before the
Department.

However, the language of the Institute rule appears to at-
tempt to justify the exception regarding tax cases on the
ground that “the findings are those of the tax authorities and
not those of the accountant.” It can be reasoned that in as-
sisting the taxpayer to establish a claim for a refund or con-
test an additional assessment, the CPA is not in the position
of an independent auditor expressing an opinion on which
third parties may rely, but is rather an expert in tax account-
ing, helping the taxpayer to establish precisely what his tax-
able income is. The government does not rely on the ac-
countant’s findings, but makes whatever investigations it con-
siders necessary before reaching its own conclusions. There-
fore, it may be argued, there is no question here of exposure
to temptation or of jeopardizing public confidence in the ac-
countant’s independence. The CPA will, of course, tell the
truth or forfeit his right to practice before the taxing authori-
ties. But the question whether his judgment may be swayed
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by his own financial interest in winning the case is not signi-
ficant here, it might be contended, because it is not the CPA’s
judgment, but the findings of the government agents or the
courts which will finally determine the amount of income to
be taxed.

It is difficult to resolve what appears to be an inherent con-
tradiction within the rule. It says, on the one hand, that a
CPA should be protected against the possibility or appearance
of being influenced by a financial interest in the outcome of an
auditing or accounting engagement, in which the interests of
investors, creditors, or his client might conflict with his own.
On the other hand, it says that there is no necessity for protect-
ing him against the possibility of such an influence in a tax
engagement, when the interests of the client, the Federal Gov-
ernment and, to an extent, the general public might conflict
with his own.

The traditional justification for contingent fees is that they
permit citizens to obtain professional assistance who otherwise
could not afford it. The Treasury Department’s rule says:

An enrolled attorney or agent shall not enter into a wholly
contingent fee agreement with a client for representation in
any matter before the Internal Revenue Service unless the
client is financially unable to pay a reasonable fee on any other
terms.*

Reflecting the attitude of the legal profession, Drinker says
that “ .. contingent fees are sanctioned in proper cases in order
to enable clients to secure a competent lawyer, where other-
wise they would not, in all probability, be able to do so.”*®

Contingent fees, however, are usually expressed in terms of
a percentage of the amount which may be “saved” or “won”
for the client. There is always the possibility under such an

¢ Treasury Department Circular #230, Section 10.37(b).
*®Drinker, Legal Ethics, page 176n,
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arrangement that the fee will be exorbitant. Why should it not
be possible for a client who cannot afford to retain a profes-
sional practitioner unless he wins his case, to make an agree-
ment to pay a reasonable or even a generous fee if he is suc-
cessful, with the understanding that he will pay no fee if
unsuccessful—but without tying the fee to the amount of
the settlement?

Section 10.37(a) of Treasury Department Circular #230 for-
bids an enrolled attorney or agent to charge a manifestly un-
reasonable fee for representation of a client in any matter be-
fore the Internal Revenue Service. The American Bar Associ-
ation’s Canon 13 also attempts to guard against exorbitant
fees: “A contract for a contingent fee, where sanctioned by
law, should be reasonable under all the circumstances of the
case, including the risk and uncertainty of the compensation,
but should always be subject to the supervision of a court,
as to its reasonableness.”

Every fee is contingent, in a sense, upon the client’s willing-
ness and ability to pay it, and its amount may vary according
to the extent of the work which it is found necessary to do.
The prohibition against contingent fees is by no means in-
tended to require that all fees be stipulated in advance of
performance. Nor is it suggested that a CPA may not properly
work for nothing, if he chooses to accommodate a friend who
cannot afford to pay any fee.

Rule 1.04 says, “Fees to be fixed by courts or other public
authorities, which are therefore of an indeterminate amount
at the time when an engagement is undertaken, are not re-
garded as contingent fees within the meaning of this rule.”
In bankruptcy cases, for example, the courts must approve
all fees for professional services rendered. In undertaking to
render such service, the CPA may intend to charge for his
work at his regular rates, but his compensation will be con-
tingent on a court’s approval. Yet this would not be a con-
tingent fee within the meaning of Rule 1.04.
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Nor is the rule intended to mean that a CPA’s fees must al-
ways be based on inflexible per diem rates. In deciding what to
charge for his work he may properly consider such factors as
the following: the time and labor required, the novelty and
difficulty of the questions involved, and the skill requisite
to perform the engagement properly; the customary charges
by certified public accountants for similar services; the
amounts involved in the transactions to which the accountant’s
work relates, and the extent of benefit to the client resulting
from the accountant’s services; the character of the employ-
ment, whether casual or for an established and constant client.

Since it is entirely proper that a fee may be determined after
the work is completed and the benefits to the client may be a
factor in fixing its amount, just where is the line of demarca-
tion between contingent fees that are prohibited and fees that
are above criticism? The test to apply is whether, by pre-
arrangement, the CPA has what amounts to a financial in-
terest in a venture of his client, in that the CPA may receive
an exceptional financial reward, contingent upon the success
of the venture. This kind of prearrangement is improper be-
cause it may influence the accountant’s judgment (or “find-
ings”), or subject him to the suspicion that his independence
has been impaired.

The Institute’s committee on professional ethics at present
has under consideration a proposal to eliminate from the con-

tingent fee rule the exception regarding cases involving Fed-
eral, state, or other taxes.

Sec. 83 — ESTIMATES

A prospective client who in good faith wants some idea
of the probable cost of the service he desires, is entitled to
some kind of estimate of the general dimensions of the prob-
able fee. Such an estimate may be given in the form of a
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probable minimum and maximum, and it may be made sub-
ject to the possible discovery of factors unknown at the time
of the engagement which might require more work on the
part of the CPA than he foresees when making the estimate.

Sec. 84 — FORWARDING FEES

“Forwarding fees” (payment by one CPA to another who
has referred work to the first one) are discussed at greater
length in Chapter 9 (see page 155). It is not regarded as
unethical to give or receive such fees.

However, some CPAs refuse to accept forwarding fees on
the ground that they add to the cost of an engagement to
the client without adding anything of value to the work that
is done. In other words, if the firm to which the work is “for-
warded” must pay a fee to the firm which referred it, then the
firm which does the work must charge enough to cover the
forwarding fee in addition to out-of-pocket costs and partner-
ship income.

Many CPAs believe that the practice of giving or receiving
forwarding fees should be deprecated, on the ground that it
might tempt a CPA to engage as correspondent a firm offering
the largest fee, rather than one most competent to serve the
client.

Some CPAs feel that if the audit of a branch or subsidiary
of one of their firm’s clients is undertaken, for the sake of con-
venience, by another CPA or firm nearer the scene of the
examination, the latter firm is doing a favor to the former firm
and should not be required to pay any forwarding fee.

Sec. 85 — SUITS FOR FEES

Suits by CPAs to collect fees from clients are not uncommon,
but many CPAs as a matter of policy never sue for fees. The
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Institute’s Code of Professional Ethics is silent on this subject.

It is of interest, however, that Canon 14 of the Canons of
Professional Ethics of the American Bar Association says:
“Controversies with clients concerning compensation are to be
avoided by the lawyer so far as shall be compatible with his
self-respect and with his right to receive reasonable recom-
pense for his services; and lawsuits with clients should be
resorted to only to prevent injustice, imposition or fraud.”

Drinker says a lawyer “should sue for fees only when the
circumstances imperatively demand it. He will find it wise . ..
in the long run, not to accept any fee from an honest client
greater than the client thinks he should pay.”*

Among leaders of the accounting profession the same view
is gaining strength.

Sec. 86 — SENDING INFORMATION TO CLIENTS

One means of evidencing an interest in clients’ affairs, which
is used not infrequently by CPAs, is to send them information
which the practitioner believes would be of interest. The
prohibitions against advertising and solicitation do not im-
pede the sending of legitimate information to clients; for ex-
ample, reprints of articles from professional journals, or
speeches, or pamphlets prepared by the American Institute or
other professional societies which might be helpful or inter-
esting to the client concerned (see Section 1 of Opinion No. 9,
page 197).

It is considered preferable to send such material with a
personal note. Stamping of the name of the CPA on the ma-
terial itself is regarded as improper (see Opinion No. 1, page
191). If any doubt is possible, the source of the material
should be made known.

It has been held by the committee to be a violation of Rule

*Drinker, Legal Ethics, page 171,
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3.01 to send to the client desk calendars, desk blotters, or other
articles which are not informative but are clearly intended for
display in the client’s office, and which bear the name of the
CPA who sent them.

Sec. 87 — BASIC CONCEPTS OF CLIENT RELATIONS

In summary, the CPA has certain specific obligations to his
clients which are imposed on him by the Code of Professional
Ethics. He must maintain his confidential relationship with
clients. He must not accept commissions from, or share fees
with, nonpractitioners. The amount of his fees should not be
contingent on the findings or results of his service.

Beyond the specifics of the Code, however, the CPA has
general obligations to his clients. If he thinks he is not com-
petent to undertake an engagement, he should suggest that
other assistance be obtained. He should not take personal
advantage of his knowledge of his clients’ affairs. He should
not abandon a client or “let him down.” His attitude toward
clients should be characterized by fairness and candor, and he
should help them in every practicable way.



Chapter 9

RELATIONS WITH FELLOW
PRACTITIONERS

ALL professions stress the importance of cordial relations
among their members. There are good reasons for this.
The advancement of the profession as a whole—and therefore
the improvement of its service to the public—depends to a
large extent on a fraternal sense of goodwill and mutual con-
fidence among the individuals who practice it. Goodwill and
mutual confidence are strengthened by adherence to ethical
standards and by the observation of professional etiquette
and courtesy.

Sec. 88 — PROFESSIONAL RIVALRY

Excessive rivalry among practitioners would weaken or destroy
the very characteristics which distinguish a profession from a
business—the standards of competence and independence, the

147
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professional attitude, and solicitude for clients would all be
under strain.

The standard of competence requires a readiness to refer
work to specialists or call them in for consultation when ap-
propriate. Rather than risk the loss of a client to a colleague
called in for special service, a general practitioner might
prefer to struggle along and do his best even with unfamiliar
subject matter.

The standard of independence requires that the CPA shall
not subordinate his judgment to that of his client. The ac-
countant who knows that another CPA is knocking at his
client’s door might be less inclined to stand up against the
wishes of his client.

The professional attitude requires renunciation of the pro-
motional methods of the commercial world: advertising, solici-
tation and payment of commissions. Otherwise pressures
would develop to evade the rules, or at least to ignore their
spirit, while conforming only with the letter.

Solicitude for a client’s welfare would soon wither away if
every engagement had to be obtained solely on a price basis.

All this would be bad for the public, as well as for the pro-
fession. There is no need for codes of ethics in areas where the
rule of “let the buyer beware” can be applied. However, in a
field of personal service where technical skill, sound judgment
and pride in achievement are the major ingredients of the
product, the recipient of the service is necessarily unable to
evaluate it for himself. He must put himself in the hands of
the professional practitioner.

This is not to say that the practitioner has a lifelong
monopoly of every client who engages him. Competition exists
in the professions, since the client is free to change advisors
whenever he thinks that the service is inadequate or the fees
excessive. The Code of Professional Ethics places no impedi-
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ment in the way of the public in its search for service of the
kind it wants, at a price it can afford to pay. All the Code does is
restrain the members of the profession from aggressive eco-
nomic warfare, which in the end would destroy the qualities
which make the profession what it is.

Sec. 89 — NEED FOR COOPERATION IN
IMPROVEMENT OF THE ART

Good relations within a profession are essential for other
reasons. A free interchange of information and opinion is
essential to the continued enrichment of the profession’s body
of knowledge. Successful professional men do not make a
secret of what they have learned from the hard lessons of ex-
perience. They do not patent their ideas and discoveries. In
speeches at professional meetings, in articles in professional
journals, in cooperative publishing efforts,” individual mem-
bers of the profession contribute what they know for the im-
provement of the group. Some accounting firms have even
contributed their own training materials to professional so-
cieties which have used the information in the preparation of
professional development courses. Only by such cooperation
can the profession keep pace with the requirements of a
rapidly changing economy.

A CPA has no source of information about the theory and
techniques of his profession except his own limited experience
and what is provided by other men who have engaged in the
same kind of work.

*The willingness of CPAs to share their experience with their colleagues is
evidenced by such Institute publications as The Accounting Practice Manage-
ment Handbook, the bulletins on the Management of an Accounting Prac-
tice, and the series of studies on Management Services by CPAs. In these
ventures hundreds of CPAs collaborated without compensation.
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Sec. 90 — NEED FOR COOPERATION IN THE
COMMON DEFENSE

Members of the profession must work together in the “common
defense.” Every profession has had to resist efforts to lower
the standards for admission to its ranks. The CPA certificate
has acquired enviable prestige and substantial economic value.
Some who could not or would not meet the requirements for
certification have attempted to gain some of that prestige and
that value by seeking changes in the state accountancy laws.
State CPA societies have resisted these efforts, for the most
part successfully, and when they have failed, they have gone
to work to rebuild the standards again.

The American Institute of Certified Public Accountants has
had to resist proposed Federal legislation which would have
been seriously injurious to CPAs.

State and national professional organizations could not carry
on such efforts successfully if they were torn by internal sus-
picion, jealousy and strife.

It is no coincidence that the first objective of the Institute
stated in its by-laws is “. . . to unite the accountancy profession
in the United States as constituted by the certified public ac-
countants of the several states, territories, possessions, and the
District of Columbia. . ..”

Unity is essential to the progress of the professions, and the
Institute’s Code of Professional Ethics is designed in part to
encourage such unity among CPAs.

Sec. 91 — PERSONAL SATISFACTION IN
RESPECT OF FELLOWS

In addition to these considerations, one of the greatest satis-
factions in a professional man’s life is the knowledge that he
has won the respect and good opinion of his fellow prac-
titioners. This, to be sure, is not without practical advantages.
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The late Colonel Robert H. Montgomery, one of the great

leaders of the accounting profession in the United States, wrote
in his memoirs:

. . it is far easier to rise in one’s trade or profession by at-
tendance at meetings and by friendly intercourse with those in
the same line as ourselves than in any other way. I took the
easy way and for many years went to every meeting of ac-
countants I could possibly attend. And often it meant giving
up desirable social functions.

Mingling with one’s competitors, being able to call many of
them friends, is to me an undiluted pleasure. Recently I felt
rather happy when I read this by Rudyard Kipling: “Recog-
nition by one’s equals and betters in one’s own country is a
reward of which a man may be unashamedly proud.”*

CPAs who are respected and trusted by their colleagues are

likely to be called into consultation or to have work referred
to them.

Sec. 92 — DEBT TO ONE'S PROFESSION

Finally, the individual has an obligation, which all civilized
people acknowledge, to contribute to the group from which
he has derived benefit. Francis Bacon’s classic expression is
frequently quoted:

I hold every man a debtor to his profession; from the which
as men of course do seek to receive countenance and profit,
so ought they of duty to endeavour themselves by way of
amends to be a help and ornament thereunto.

All this leads to the conclusion that a CPA’s relations with

#*Robert H. Montgomery, Fifty Years of Accountancy, privately printed by the
Ronald Press Company, New York, N.Y., 1939, page 61.
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his colleagues should be based on fair play, courtesy, mutual
respect and a sense of fraternity.

Sec. 93 — ENCROACHMENT ON THE PRACTICE OF OTHERS

Rule 5.01, prohibiting encroachment, has been discussed in
part in Chapter 4 (see page 55), but this rule also has a direct
bearing on relations with fellow practitioners. It reads as
follows:

A member or associate shall not encroach upon the practice
of another public accountant. A member or associate may fur-
nish service to those who request it.

A major purpose of this rule is obviously to preserve har-
mony within the profession. There is nothing which so dis-
turbs a professional man as to find that his client has been
approached by another. This irritation does not spring entirely
from mercenary motives. It comes also from hurt pride, and is
the more disturbing therefor. The relations between a CPA
and his client are personal and friendly, based on mutual
confidence and respect. The interloper who tries to break
such a relationship, and supplant the CPA who enjoys it, may
be sure of the latter’s unfriendly reaction.

Encroachment causes enmity, and the organized profession
is fully justified in stamping it out in the interests of the group
as a whole.

Sec. 94 — NOTIFICATION OF PREDECESSOR ACCOUNTANT

Rule 5.01 states in part that a member may furnish service
to those who request it. This is consistent with the principle
that clients shall have the right to choose, and to change,
their own professional advisors. But when a CPA succeeds
another on an engagement, it has long been regarded as good
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manners for the successor to communicate with his pre-
decessor. Such communication may serve to avoid any sus-
picion that the successor had solicited the engagement. More
important, communication between the two may suggest to
the succeeding practitioner why the change is being made, par-
ticularly whether the predecessor has been under pressure
to do anything improper, or has information which the client
hopes the new appointee will not acquire.

The Institute of Chartered Accountants in England and
Wales has issued a statement to the effect that a member
should not accept nomination as auditor of a company with-
out first communicating with the former or existing auditor
to inquire whether there is any professional reason why he
should not accept the nomination.” A rule of conduct ac-
complishing the same result has been adopted by the New
York State Society of Certified Public Accountants. It reads
as follows:

A member shall not endeavor, directly or indirectly, to obtain
clients by solicitation, and he shall not encroach upon the
practice of another public accountant. A member may furnish
service to those who request it; however, a member shall not
agree to perform any services for a client of another public
accountant without first notifying such accountant.

A similar notification requirement has been considered but
not accepted by the American Institute’s membership. The
question will undoubtedly receive further study on the part
of the committee on professional ethics.

Sec. 95 — OFFERS TO EMPLOYEES OF OTHERS

Rule 5.03 of the Code of Professional Ethics reads as follows:

®Accountancy: The Journal of the Institute of Chartered Accountants in
England and Wales, October 1964, page 891.
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Direct or indirect offer of employment shall not be made by
a member or associate to an employee of another public ac-
countant without first informing such accountant. This rule
shall not be construed so as to inhibit negotiations with any-
one who of his own initiative or in response to public adver-
tisement shall apply to a member or associate for employment.

The strength of an accounting firm lies in its personnel—
partners and staff. A well-trained staff assistant is highly valued
and difficult to replace. If another firm should wish to secure
the services of such a man by offering a higher salary, the
least the present employer is entitled to is sufficient advance
notice to discuss the matter with the employee and to attempt
to retain him if this is desired. It is therefore a principle of

common courtesy and fair dealing which is expressed in
Rule 5.03.

Some staff assistants have complained that the rule favors
employers, and operates against staff men who wish to im-
prove their positions. They say that a man cannot seek a bet-
ter job without jeopardizing the job he holds, since the present
employer may resent the desire of a staff man to leave, and
the prospective employer will be reluctant even to negotiate
with him until the present employer has been notified. This
is not required by Rule 5.03, although it is quite usual, since
a prospective employer naturally desires not to give offense
to a fellow practitioner.

The plain truth of the matter, however, is that secrecy in
human relations provokes ill will. It is better to be frank.
Lasting enmities arise from incidents which allow one man to
think he has been deceived by others.

A staff accountant who has confidence in his ability should
not worry about making a living. He can afford to be inde-
pendent, and there is no trait which he can develop to a better
advantage for a career in the profession of accounting.

Therefore, a staff man who is dissatisfied with his progress
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should first tell his employer. The employee may be convinced
that the reason he has not been advanced is through some
fault of his own and he may discover how to overcome it. If
not, he is a free man, and he should not lack the courage to
say that he intends to look for a better job. If the employer
resents this frankness it is to his discredit. His resentment will
not prevent any other CPA from offering employment to the
staff man. All a prospective employer will insist upon is that
the present employer shall have been put on notice of the
staff man’s intention.

Rule 5.03 is not intended to bind staff assistants to their
jobs, and does not in fact do so. It is intended to avoid ill will
among members of the profession, and thus to strengthen its
unity. The rule is also intended to warn the occasional less
scrupulous practitioner that he may not with impunity try to
lure staff assistants from their present employers who may
have taught them all that now makes them valuable. If a staff
assistant of his own initiative wishes to change jobs, Rule 5.03
places no barriers in his way.

Sec. 96 — REFERRALS AND FORWARDING FEES

It has been pointed out in Chapter 5 (see page 74) that Rule
2.01 of the Code of Professional Ethics permits an Institute
member to utilize work done by another CPA to whom he may
have referred such work.

In such cases, the one who does the work may be compen-
sated by the CPA who referred it, in any manner which is
mutually agreeable, probably at regular rates.

Sometimes, however, the referred engagement is of such
magnitude and completeness in itself that the CPA performing
the work may submit his bill directly to the client. In such a
case, the CPA who did the work may send the one who re-
ferred it what is known as a “forwarding fee.”
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A forwarding fee should not be so great as to allow an ab-
normally small margin of profit to the firm actually doing the
work. If this happens there is a danger that the firm may be
tempted to “cut corners” in order to retain its profit margin.

Drinker points out that it was once customary for a lawyer
to forward a case to another lawyer and to collect one third
of the fee earned by the correspondent, irrespective of any
service performed or responsibility assumed by the forwarding
lawyer. Canon 34 of the Canons of Professional Ethics of the
American Bar Association, which was adopted to condemn this
practice, reads as follows:

No division of fees for legal services is proper, except with
another lawyer, based upon a division of service or responsi-
bility.
Bar Association committees have held that no right to a
division arises from the mere recommendation of another
lawyer.*

As indicated in Chapter 8 (see page 144), many CPAs do
not approve forwarding fees, some considering such fees an
additional charge to the client for which no additional service
is received. The ethical propriety of paying or receiving for-
warding fees has been challenged,** and the committee on
professional ethics currently has the matter under study.

Sec. 97 — UNCOMPLIMENTARY ALLUSIONS TO
FELLOW PRACTITIONERS

The rules of ethics of many professional organizations contain
admonitions against uncomplimentary allusions to fellow
practitioners.t

¢ Drinker, Legal Ethics, page 186.

¢*See for example, Charles Lawrence, “Professional Responsibilities in Re-
ferral Fees,” The Journal of Accountancy, September 1958, pages 56-60.

t John W. Cook, “Additional Rules of Professional Ethics,” The Journal of
Accountancy, February 1964, page 45.
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It is a common human impulse to build oneself up by tear-
ing down the other fellow.

For reasons outlined at the beginning of this chapter, how-
ever, it is peculiarly important to a profession that good re-
lations among its practitioners be maintained. Uncompli-
mentary remarks are often carried back to the person who is
their object and bad feeling is the result. Repayment in kind
is not unlikely.

The person who makes an uncomplimentary remark about a
fellow practitioner often fails to realize that he may lose
standing in the eyes of the person to whom he makes the
remark. Criticizing colleagues is not generally expected of
people who claim professional stature, and may hurt the
critic more than the object of his criticism.

The Institute’s committee on professional ethics has con-
sidered the desirability of amending the Code to require that
a member refrain from speaking unfavorably of a colleague.
This question will undoubtedly receive further study.

Sec. 98 — RELATIONS WITH STAFF ACCOUNTANTS

Staff accountants employed by certified public accountants are
also fellow practitioners, although they may not yet be CPAs
themselves. They are therefore entitled to the same fair deal-
ing, goodwill and respect which the certified public accountant
owes to other members of his profession.

Beyond this, however, it has always been assumed that a
professional man has certain ethical responsibilities toward
his staff assistants, mainly in training them and assisting them
to become qualified as accredited members of the profession.
An employer does have some responsibility, within reasonable
limits, to enable a staff accountant to obtain as diverse ex-
perience as the practice permits, to arrange his work so that
he can prepare for the CPA examination, to give him the bene-
fit of the employer’s knowledge and experience insofar as
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practicable, and above all, to treat him as though he were a
member of the profession, though admittedly a junior one, in-
stead of merely a “hired hand.”

Aside from the ethics of any particular profession, under
modern business standards employers of all kinds are ex-
pected not only to grant fair compensation and provide good
working conditions, with reasonable working hours and vaca-
tions, but also to let employees know how they are progressing
and what they may expect in the way of advancement.

A CPA should not stand in the way of a staff accountant
who has an opportunity to improve his position. He should
not permit a staff accountant to work for him indefinitely if
the employer knows that he is not likely to advance any
further, without discussing the matter with the employee.
Many CPAs help their staff accountants to obtain positions
with clients if the employer does not feel that the staff ac-
countant is likely to become a partner.

Good relations with staff accountants, like good relations
with other people, enrich the lives of practicing CPAs, and
pay handsome dividends as well.



Chapter 10

FORMS OF ORGANIZATION
AND DESCRIPTION

EVERAL provisions of the Code of Professional Ethics are
concerned with forms of organization and descriptions of
accounting firms, and the manner in which practice may be
properly carried on.
Some of these have been mentioned elsewhere in this book,
but it seems desirable to bring them together in one place for
convenience of reference.

Sec. 99 — PRACTICE IN CORPORATE
FORM FORBIDDEN

Rule 4.06 prohibits practice in corporate form. It reads as
follows:

A member or associate shall not be an officer, director, stock-
holder, representative, or agent of any corporation engaged in
the practice of public accounting in any state or territory of
the United States or the District of Columbia.

159



160 Relations with Others

Having imposed upon its members numerous important re-
sponsibilities to clients and to the public, the profession has
found it necessary to prohibit evasion of responsibility by the
practice of public accounting in corporate form.

A corporation may be sued for damages, but the liability
of its stockholders is limited by law. Certified public account-
ants who formed a corporation for the practice of their pro-
fession might be tempted (or, equally important, they might
be suspected of being tempted) to take risks which they
would not assume if they were personally fully responsible for
their acts. Certification of financial statements by a corporation
whose employees had audited the accounts would be incon-
sistent with the fundamental concepts of professional rela-
tionship and responsibility.

Again, a corporation is impersonal. The public may not know
who the principal stockholders are. The officers might be
certified public accountants and the staff might consist en-
tirely of experienced and able auditors, but the controlling
stockholder might be a layman, whose major interest was
financial gain. He would stand wholly outside the jurisdiction
of the professional accounting societies or other authorities
which have disciplinary power over certified public account-
ants under law. Free from professional control, such a stock-
holder might nevertheless be in a position to dictate the
policies of the corporate accounting firm. If such conditions
were prevalent, the whole idea of accounting as a profession
might as well be abandoned. In spite of all protestations, the
public would recognize it as a business, and rightly so.

Sec. 100 — PROFESSIONAL ASSOCIATIONS

In recent years most states have enacted laws permitting the
formation of professional corporations or associations. The
purpose of such legislation is to gain a measure of tax equity
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for the professional man (e.g., tax-favored retirement plans).
In order to be taxable as corporations these associations must
have a preponderance of corporate characteristics (centrali-
zation of management, continuity of life, free transferability of
interests, etc.). In order to meet the ethical restraints of the
professions, associations may have unlimited liability under
the law and they may require their officers and stockholders to
be professionally qualified.

Despite such efforts to comply with professional standards,
there are still serious objections to the practice of public
accounting in the form of a professional association. For one
thing, it is doubtful that the Treasury and the courts would
regard the associations as corporations for tax purposes. In
fact, the Internal Revenue Service has issued tentative regu-
lations which tend to nullify the effort to obtain the tax bene-
fits sought by the professional incorporation laws. Another
objection is that the personal element in the relationship be-
tween a professional man and his clients might be threatened
by the corporate form of practice. Further, the adoption of
this form of practice by the professions would appear to be
motivated solely by self-interest. This could damage the pro-
fessional image and invite public distrust. Finally, there would
remain serious ethical questions—at least insofar as public ac-
counting is concerned: Could the confidential relationship
with clients be preserved by a corporation? Could a CPA who
was a stockholder of a corporation be made responsible to pro-
fessional discipline for unethical acts of the corporation? If
its members were not partners, could the professional corpora-
tion issue opinions on financial statements and its stockholders
legally accept a common responsibility? Because of these ob-
jections, and others too numerous to recount here, the Insti-
tute’s Council has gone on record as opposing legislation
authorizing the incorporation of professional accounting prac-
tices.

This does not necessarily mean that the profession is
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permanently committed to the partnership form of practice.
In fact, changes in the traditional form may one day be dic-
tated by changing economic and social conditions. For the
present, however, and in view of the uncertainties which still
exist with regard to professional associations, the Institute’s
position on the subject of corporate practice remains un-
changed. This means that even if permitted to do so under
the laws of their states, Institute members may not, in ac-
cordance with the provisions of Rule 4.06, form a professional
corporation or association for the practice of public ac-
counting,.

Sec. 101 — PARTNERSHIPS AND PARTNERSHIP STYLES

Partnership is the approved form of organization in which
more than one member of a profession may practice in as-
sociation.

A CPA may not form a partnership with anyone who is “not
regularly engaged or employed in the practice of public ac-
counting as a principal occupation,” without violating Rule
3.04, which prohibits participation in the fees or profits of
professional work by nonpractitioners. Whether or not an indi-
vidual is considered to be engaged in the practice of public
accounting as a principal occupation depends on several fac-
tors: his maintenarnce of an office or desk space, his directory
listing, his possession of a license if one is required, and his
availability for the performance of accounting services on a
fee basis.*

Up to now, Rule 3.04 has not been invoked to prohibit a
member from practicing public accounting in partnership with
a public accountant not certified. In the seventeen jurisdictions
where regulatory accounting legislation does not exist, anyone

#Opinion No. 6, page 194.
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may legally call himself a public accountant who desires to do
so. In the thirty-six “regulatory” jurisdictions persons using the
title “public accountant” must be licensed under law.

A member of the Institute in partnership with one who is
not a member would certainly be held responsible for any
breach of the Code of Professional Ethics by the partnership
or by the nonmember partner. The committee on professional
ethics and the Trial Board have ruled on this question on a
number of occasions.

A partnership may designate itself by the names of some or
all of the members of the partnership, as, for example, “Smith,
Jones & Brown,” or it may include in the partnership name the
names of one or more of the partners, together with the desig-
nation “& Co.,” for example, “Smith, Jones & Co.”

It is occasionally asked whether a sole proprietor with one or
more employees may practice under a designation like “John
Smith & Co.” While there is no specific rule which would pro-
hibit Institute members from using such a designation, it is
misleading to imply that a partnership exists when such is not
the case. In fact, use of such a designation by a sole proprietor
may even be illegal. The Institute’s own “Form of Regulatory
Public Accountancy Bill,” which it recommends to state CPA
societies as a guide in planning legislation, contains a provision
which reads in part as follows:

No person shall assume or use the title or designation “certified
public accountant” or “public accountant” in conjunction with
names indicating or implying that there is a partnership or in
conjunction with the designation “and Company,” or “and Co.”
or a similar designation if . . . there is . . . no bona fide part-
nership.. ..

Occasionally partnerships adopt such designations as “The
John Smith Company” or “Smith & Associates.” There has
been no objection to such variants.

However, the Institute’s committee on professional ethics
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has held that a firm of practicing CPAs should have a name
denoting a personal association and that it should not adopt
any nonpersonal or misleading name such as “Unique Audit
Company.”

Sec. 102 — DESCRIPTION OF PARTNERSHIPS

The designation “certified public accountants” may be used
in conjunction with a firm name if all the partners are certi-
fied public accountants of the state in which the firm practices.
If some are certified in one state and some in another, then the
laws of the state in which the practice is being carried on
should be consulted—provisions differ among the several states.

If all the partners of the firm are Institute members, the
designation “Members of the American Institute of Certified
Public Accountants” may be used in conjunction with the firm
name.

Rule 4.01 of the Institute’s Code of Professional Ethics reads
as follows:

A firm or partnership, all the individual members of which are
members of the Institute, may describe itself as “Members of
the American Institute of Certified Public Accountants,” but a
firm or partnership, not all the individual members of which
are members of the Institute, or an individual practicing under
a style denoting a partnership when in fact there be no partner
or partners, or a corporation, or an individual or individuals
practicing under a style denoting a corporate organization shall
not use the designation “Members of the American Institute of
Certified Public Accountants.”

If some of the partners are Institute members and others are
not, the designation “Members of the American Institute of
Certified Public Accountants” may not be used in conjunction
with the firm name, but the names of the individual partners
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who are members may be listed in the corner of the letterhead
with the designation “Member, American Institute of Certi-
fied Public Accountants” following each name as appropriate.

If an Institute member does not have a CPA certificate in
the state in which he resides he should seek legal counsel on
the question of whether or not he may indicate his Institute
affiliation on his letterhead. The reason is that holding oneself
out as a “Member, American Institute of Certified Public Ac-
countants,” may be regarded as holding oneself out as a “cer-
tified public accountant” of the state in question.

Occasionally a firm may wish to show on its letterhead the
names of CPAs with the firm who are not partners. Both part-
ners and staff may be listed, provided the partners are shown
first in order, followed by a line to separate them from mem-
bers of the staff who may be named. In this way, the public
is put on notice that those below the line have a status other
than that of partner.®

Rule 4.01 prohibits the use of the designation “Members of
the American Institute of Certified Public Accountants” by an
individual practicing under a style denoting a partnership
when in fact there be no partner or partners. Under the laws
of most states the same rule would apply to the use of the
designation “certified public accountants.”

A member practicing as an individual may, of course, use
the singular forms of description “Member, American Insti-
tute of Certified Public Accountants” and “certified public
accountant.”

Sec. 103 — FIRM NAMES INCLUDING NAMES
OF DECEASED PARTNERS

A partnership may continue to practice under a firm name
which includes the names of partners no longer members of

®See Opinion No. 11, page 201.
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the firm. This is covered in Rule 4.02, which reads as follows:

A member or associate shall not practice in the name of
another unless he is in partnership with him or in his employ,
nor shall he allow any person to practice in his name who is
not in partnership with him or in his employ.

This rule shall not prevent a partnership or its successors from
continuing to practice under a firm name which consists of or
includes the name or names of one or more former partners,
nor shall it prevent the continuation of a partnership name for
a reasonable period of time by the remaining partner prac-
ticing as a sole proprietor after the withdrawal or death of
one or more partners.

In proposing the above rule the committee on professional
ethics interpreted the phrase “a reasonable period of time”
to mean that a sole proprietor practicing under a partnership
name should be able to resolve the problem within one year.
If he acquired another partner, he could—at least insofar as
the Institute’s Code is concerned—continue to use the former
partnership name, whether or not it included the name of the
new partner.

If a member of a two-man partnership dies, the remaining
partner could continue indefinitely to hold himself out as
practicing on his own account, using the legend: “Successor
to (firm name).”

Sec. 104 — PURCHASE OF PRACTICE

The question sometimes arises whether there is any objection
to the purchase by a CPA of a public accounting practice of
another.

The purchase of public accounting practices has been, and
continues to be, a generally accepted method of acquisition.
There has been no intimation by any of the professional ac-
counting societies that there is anything unethical about it.
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Sec. 105 — ASSOCIATION WITHOUT PARTNERSHIP

There is nothing in the Code of Professional Ethics which
would prohibit the sharing of office space by two CPAs not
actually in partnership, or to prohibit them from assisting each
other in the conduct of engagements. Such arrangements, how-
ever, should be specific, and a matter of record. Each CPA
should be compensated by the other for whatever time he
might spend in assisting the other.

Loose arrangements of this sort might lead to a violation of
Rule 4.02 (see Chapter 5, page 77).

Informal association of a certified public accountant and an
accountant who is not a CPA might also lead to violation of
Rule 2.01, which states that a member shall not express his
opinion on financial statements unless they have been ex-
amined by him, or by a member or employee of his firm.”

Sec. 106 — SIMULTANEOUS OCCUPATIONS

Rule 4.04 reads as follows:

A member or associate shall not engage in any business or
occupation conjointly with that of a public accountant, which
is incompatible or inconsistent therewith.

While Rule 4.04 has rarely been invoked in recent years, it
is a necessary part of the pattern of professional conduct of
CPAs. The profession could not tolerate participation by any
of its members in another vocation of a kind that would cast
doubt on their independence, integrity, or professional attitude
as CPAs.

One can easily see a relationship here to the philosophy

*See Rule 2.01, page 185. The latter part of the rule states that under certain

specific circumstances a member may utilize work done by another CPA,
a firm of public accountants at least one of whom is a CPA, and qualified
foreign accountants.
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which supports the rules prohibiting contingent fees and finan-
cial interest in client corporations and simultaneous service as
auditor and director of a corporation. If it would impair inde-
pendence for an auditor to have a financial interest in the out-
come of an underwriting of securities of a client, for example,
it would be no less incongruous to act as the underwriter or
the salesman.

A secondary objective of Rule 4.04 was undoubtedly to pro-
tect the dignity of the accounting profession. Activity as a
magazine salesman, for example, might not impair one’s inde-
pendence as a CPA, but it certainly would not enhance the
public recognition of the certified public accountant as a pro-
fessional man.

As pointed out by one observer, such a restriction is neces-
sary in order to be able to say that the practice of public
accounting is definable and that it meets the various tests of
professional status.®

Reference has already been made in Chapter 7 (see page
114) to Rule 4.05, which reads as follows:

A member or associate engaged in an occupation in which he
renders services of a type performed by public accountants,
or renders other professional services, must observe the by-
laws and Code of Professional Ethics of the Institute in the
conduct of that occupation.

This means that regardless of whether or not he holds him-
self out as engaged in the practice of accounting, a member
engaged in any other occupation in which he renders services
of a type performed by public accountants must abide by the
Institute’s Code.

Putting Rules 4.04 and 4.05 together, it will be seen that
a member may engage in the practice of accounting and may

®*Darwin J. Casler, The Evolution of CPA Ethics, Michigan State University,
East Lansing, Michigan, page 27.
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simultaneously engage in another occupation which is not in-
compatible or inconsistent therewith. In that other occupa-
tion, if services of a type performed by public accountants are
not offered, there is no requirement that the Institute’s Code
be followed.

For example, if a partner in a public accounting firm were
president of a manufacturing company (which was not audited
by the public accounting firm), there would be no objection
if the products of the manufacturing company were advertised.



Chapter 11

CONCLUSION

THE reader hardy enough to come this far will observe
that the ingredients of “professional ethics” are many and
varied. The aggregation of principles, rules, interpretations,
admonitions and suggestions which go under the name of
“professional ethics” is a growing body of thought, which will
never be completed, and within which there will always be
room for differences of opinion.

Its Code of ethics reveals what a profession thinks of itself
and of its place in society. The Code indicates the responsi-
bilities which the profession voluntarily assumes, the impor-
tance which members attach to their own work, and the de-
gree of public respect to which they think they are entitled.

The rules themselves are a composite of idealism, morality,
social psychology, etiquette, and public relations. Their pur-
poses are to attract public confidence, discourage behavior in-
consistent with the image of a profession, and show the mem-
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bers how to get along well with clients, with the community,
and with each other.

In short, “professional ethics” is concerned with human con-
duct and human relations. As society becomes more complex,
so do its ideas of proper behavior, and the professions’ ethical
codes reflect this growing complexity.

Let no one be discouraged then if ethical concepts are
inexact, incomplete, and difficult to apply to specific situ-
ations. Human behavior in general answers to these same
descriptions.

The only ground for discouragement is a tendency on the
part of some practitioners to ignore the practical importance of
the rules of conduct—to brush them aside as “preaching” re-
mote from the realities of professional life.

There is no more vivid reality for any human being than his
relations with others. When seen in its proper light, “profes-
sional ethics” is a guide to behavior which will lead to
pleasant and rewarding relations with other people. As such,
the subject merits whatever thought and study that profes-
sional practitioners can give to it.
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EXCERPTS FROM THE INSTITUTE’S BY-LAWS

Article 1I: Members and Associates

Section 4. Upon election each member shall be entitled to a
certificate setting forth that he is a member of the Institute,
but no certificate shall be issued until receipt of dues for the
current year. Certificates of membership shall be returned to
the Council upon suspension or termination of membership for
any cause except death.

Article V: Termination of Membership or Affiliation

Section 1. Resignations of members or associates may be
offered in writing at any time and shall be effective on the date
of acceptance. Action upon the resignation of a member or
associate in good standing shall be taken by the executive
committee and, in the case of a member or associate under
charges, by the trial board or a sub-board appointed to hear
the case.

Section 2. A member or associate who fails to pay his an-
nual dues or any subscription, assessment, or other obligation
to the Institute within five months after such debt has be-
come due shall automatically cease to be a member or asso-
ciate of the Institute, unless in the opinion of the executive
committee it is not in the best interests of the profession that
his membership or affiliation be terminated in this way.

Section 3. (a) A member or associate who shall resign while
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in good standing may, upon request made in writing to the
Institute, be reinstated by the executive committee without
a reinstatement fee.

(b) The executive committee, in its discretion, may rein-
state a member or an associate whose membership or affiliation
has been terminated for nonpayment of dues or any other
obligation owing by him to the Institute, provided that his
reinstatement shall not become effective until he shall have
paid to the Institute all dues and other obligations owing by
him to it at the time of such termination, and shall also have
paid to it a reinstatement fee in such amount, if any, as shall
have been determined by a general resolution of the Council.

(c¢) No person shall be considered to have resigned while in
good standing if at the time of his resignation he was in debt
to the Institute for dues or other obligations. A member or
associate submitting his resignation after the beginning of the
fiscal year, but before expiration of the time limit for pay-
ment of dues or other obligations, may attain good standing
by paying dues prorated according to the portion of the fiscal
year which has elapsed, provided obligations other than dues
shall have been paid in full.

(d) A member or associate who has resigned or whose
membership or affiliation has been terminated may not file a
new application for admission but may apply for reinstate-
ment under paragraphs (a) or (b) of this section.

Section 4. A member or associate renders himself liable to
expulsion or suspension by the trial board or a sub-board
thereof if

(a) he refuses or neglects to give effect to any decision of
the Institute or of the Council, or

(b) he infringes any of these by-laws or any provision of
the Code of Professional Ethics, or

(c) he is declared by a court of competent jurisdiction to
have committed any fraud, or

(d) he is held by the trial board or a sub-board thereof to
have been guilty of an act discreditable to the profession, or
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(e) he is declared by any competent court to be insane or
otherwise incompetent, or

(f) his certificate as a certified public accountant is sus-
pended, revoked or withdrawn by the authority of any state,
territory, or territorial possession of the United States or the
District of Columbia. However, should the secretary of the
Institute be of the opinion that it may be in the best interest
of the Institute to terminate, without trial, the membership of a
member or the affiliation of an associate whose certificate has
been so suspended, revoked or withdrawn, the secretary shall
refer the matter to the executive committee. In such event,
the executive committee may terminate, without trial, such
membership or affiliation, if it determines that it is in the best
interest of the Institute to do so.

Section 5. A member or associate shall be expelled if the
trial board or a sub-board thereof finds, by a majority vote of
the members present and entitled to vote, that he has been
convicted by a court of a felony or other crime or misde-
meanor involving moral turpitude; provided, in the case of
such a finding by a sub-board, its finding in this respect is not
reversed by the trial board. If the court conviction shall be
reversed by a higher court, such member or associate may
request reinstatement, and such request shall be referred to
the committee on professional ethics which, after investigat-
ing all related circumstances, shall report the matter, with
the committee’s recommendation, to the trial board, with re-
spect to cases heard initially by it and cases heard by it on
review of a decision of a sub-board and to the sub-board which
heard the case, with respect to cases heard by such sub-board
in which no request for review has been granted. Whereupon
the trial board or sub-board, as applicable, may by a majority
vote of the members present and entitled to vote, reinstate
such member or associate.

Section 6. The Council may, in its discretion, terminate the
affiliation of an international associate.
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Article VI: Trials and Penalties

Section 1. Any complaint preferred against a member or
associate under Section 4 of Article V shall be submitted to
the committee on professional ethics. If, upon consideration
of a complaint, it appears to the committee that a prima facie
case is established showing a violation of any by-law or any
provision of the Code of Professional Ethics or conduct dis-
creditable to a public accountant, the committee on profes-
sional ethics shall report the matter to the secretary of the
Institute, who shall summon the member or associate involved
thereby to appear in answer at the next meeting of the trial
board or any sub-board appointed to hear the case, except
that in any case involving a prima facie showing of violation
of Article V, Section 4, paragraph (f), he may, in his discre-
tion, submit the matter to the executive committee. In the
event of such submittal the executive committee shall either
terminate the membership or affiliation of such member or
associate pursuant to Article V, Section 4, paragraph (f) or
summon him to appear in answer at the next meeting of the
trial board or any sub-board appointed to hear the case.

Section 2. If the committee on professional ethics shall dis-
miss any complaint preferred against a member or associate,
or shall fail to act thereon within ninety days after such com-
plaint is presented to it in writing, the member or associate
preferring the complaint may present the complaint in writing
to the trial board.

The trial board shall make such investigation of the matter
as it may deem necessary, and shall either dismiss the com-
plaint or refer it to the Secretary of the Institute, who shall
summon the member or associate involved thereby to appear
in answer at the next meeting of the trial board or any sub-
board appointed to hear the case.

Section 3. For the purpose of adjudicating charges against
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members or associates of the Institute, as provided in the
foregoing sections:

(a) The Secretary of the Institute shall mail to the member
or associate concerned, at least thirty days prior to the pro-
posed meeting of the trial board, or any sub-board appointed
to hear the case, written notice of the charges to be adjudi-
cated. Such notice, when mailed by registered mail, postage
prepaid, addressed to the member or associate concerned at
his last known address, according to the records of the Insti-
tute, shall be deemed properly served.

(b) After hearing the evidence presented by the committee
on professional ethics or other complainant, and by the de-
fense, the trial board or sub-board hearing the case, by a ma-
jority vote of the members present and voting, may admonish
or suspend, for a period of not more than two years, the
member or associate against whom complaint is made, or by
a two-thirds vote of the members present and voting, may
expel such member or associate. The trial board or sub-board
hearing the case shall decide, by a majority vote of the mem-
bers present and voting, whether the statement of the case
and the decision to be published shall disclose the name of
the member or associate involved. A statement of the case and
the decision of the trial board or sub-board hearing the case
shall be prepared by a member or members of the trial board
or the sub-board, as the case may be, under a procedure to
be established by such trial board or sub-board, and the state-
ment and decision, as released by the trial board or sub-
board, shall be published in the CPA. No such publication
shall be made until such decision has become effective, as
hereinafter provided.

(¢) The member or associate concerned in a case decided
by a sub-board may request a review by the trial board of the
decision of the sub-board, provided such a request for review
is filed with the secretary of the trial board at the principal
office of the Institute within thirty days after the decision of
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the sub-board, and shall file with such request such informa-
tion as may be required by the rules of the trial board. Such
a review shall not be a matter of right. Each such request
for a review shall be considered by an ad hoc committee to
be appointed by the chairman of the trial board, or its vice
chairman in the event of his unavailability, and composed of
not less than five members of the trial board who did not
participate in the prior proceedings in the case. The ad hoc
committee shall have power to decide whether or not such a
request for review by the trial board shall be allowed, and
such committee’s decision that such a request shall not be
allowed shall be final and subject to no further review. A
quorum of such an ad hoc committee shall consist of a ma-
jority of those appointed. If such a request for review is al-
lowed, the trial board shall review the decision of the sub-
board in accordance with its rules of practice and procedure.
On review of such a decision the trial board may affirm,
modify, or reverse all or any part of such decision or make
such other disposition of the case as it deems appropriate. The
trial board may by general rule indicate the character of rea-
sons which may be considered to be of sufficient importance
to warrant an ad hoc committee granting a request for review
of a decision of a sub-board.

(d) Any decision of the trial board, including any decision
reviewing a decision of a sub-board, shall become effective
when made, unless the trial board’s decision indicates other-
wise, in which latter event it shall become effective at the
time determined by the trial board. Any decision of a sub-
board shall become effective as follows:

(i) Upon the expiration of thirty days after it is made, if
no request for review is properly filed within such thirty-
day period,;

(ii) Upon the denial of a request for review, if such a
request has been properly filed within the thirty-day period
and has been denied by the ad hoc committee; and
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(iii) Upon the effective date of a decision of the trial
board affirming the decision of a sub-board in cases where a
review has been granted by the ad hoc committee, and the
trial board has affirmed the decision of such sub-board.

Section 4. At any time after the publication in the CPA of a
statement of the case and decision, the trial board may, with
respect to a case heard by it, initially or on review of a deci-
sion of a sub-board, and the sub-board may, with respect to
a case heard by it in which its decision has become effective
without a review by the trial board, by a two-thirds vote of
the members present and voting, recall, rescind, or modify
such expulsion or suspension, a statement of such action to be

published in the CPA.

Article IX: Trial Board and Committees

Section 2. (a) The Council shall elect from its present and
former members a trial board of twenty-one members in prac-
tice, seven of whom shall be elected each year to serve for a
term of three years. Vacancies shall be filled by the Council
for the unexpired term. No member of the committee on pro-
fessional ethics shall be a member of the trial board. A quorum
shall consist of a majority of the members of the trial board.

The trial board shall elect from its members a chairman and
a vice chairman, the vice chairman to serve as chairman dur-
ing any period of unavailability of the chairman. It shall also
elect a secretary who need not be a member of the trial board.
Such elections shall be for such terms of office as the trial
board shall determine. The chairman, or vice chairman, when
acting as chairman, may appoint from the members of the
trial board a panel of not less than five members, which may,
but need not, include himself, to sit as a sub-board to hear
and adjudicate charges against members or associates; subject,
however, to a review of its decision by the trial board, as



182  Appendix A

provided in Article VI, Section 3. A quorum of the sub-board
shall consist of a majority of the panel so appointed. The trial
board is empowered to adopt rules governing the practice
and procedure in cases heard by it or any sub-board, and in
connection with any proceedings to review a decision of a
sub-board. . . .

(c) The committee on professional ethics shall consist of
not less than five members, not members of the executive
committee, who shall be elected by Council.

Article X: Duties of Committees

Section 3. The committee on professional ethics shall per-
form the duties set forth in Section 1 of Article VI and may
advise anyone applying to it as to whether or not a submitted
action or state of facts warrants a complaint against a mem-
ber or associate of the Institute, provided, however, that if
the committee finds itself unable to express an opinion, such
inability shall not be construed as an endorsement of the ac-
tion or state of facts.
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CODE OF PROFESSIONAL ETHICS
AMERICAN INSTITUTE OF
CERTIFIED PUBLIC ACCOUNTANTS

As Amended March 4, 1965

The reliance of the public and the business community on
sound financial reporting and advice on business affairs im-
poses on the accounting profession an obligation to maintain
high standards of technical competence, morality and integrity.
To this end, a member or associate of the American Institute
of Certified Public Accountants shall at all times maintain
independence of thought and action, hold the affairs of his
clients in strict confidence, strive continuously to improve his
professional skills, observe generally accepted auditing stand-
ards, promote sound and informative financial reporting, up-
hold the dignity and honor of the accounting profession, and
maintain high standards of personal conduct.

In further recognition of the public interest and his obliga-
tion to the profession, a member or associate agrees to comply
with the following rules of ethical conduct, the enumeration
of which should not be construed as a denial of the existence
of other standards of conduct not specifically mentioned:

ARTICLE 1: Relations with Clients and Public

1.01 Neither a member or associate, nor a firm of which he is
a partner, shall express an opinion on financial statements

183
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of any enterprise unless he and his firm are in fact inde-
pendent with respect to such enterprise.

Independence is not susceptible of precise definition,
but is an expression of the professional integrity of the
individual. A member or associate, before expressing his
opinion on financial statements, has the responsibility of
assessing his relationships with an enterprise to determine
whether, in the circumstances, he might expect his opin-
ion to be considered independent, objective and unbiased
by one who had knowledge of all the facts.

A member or associate will be considered not inde-
pendent, for example, with respect to any enterprise if he,
or one of his partners, (a) during the period of his pro-
fessional engagement or at the time of expressing his
opinion, had, or was committed to acquire, any direct
financial interest or material indirect financial interest in
the enterprise, or (b) during the period of his profes-
sional engagement, at the time of expressing his opinion
or during the period covered by the financial statements,
was connected with the enterprise as a promoter, under-
writer, voting trustee, director, officer or key employee.
In cases where a member or associate ceases to be the
independent accountant for an enterprise and is subse-
quently called upon to re-express a previously expressed
opinion on financial statements, the phrase “at the time
of expressing his opinion” refers only to the time at which
the member or associate first expressed his opinion on the
financial statements in question. The word “director” is
not intended to apply to a connection in such a capacity
with a charitable, religious, civic or other similar type of
nonprofit organization when the duties performed in such
a capacity are such as to make it clear that the member
or associate can express an independent opinion on the
financial statements. The example cited in this paragraph,
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of circumstances under which a member or ass.ciate will
be considered not independent, is not intended to be all-
inclusive. [See Opinions No. 12, 15 and 16.)

1.02 A member or associate shall not commit an act discredi-
table to the profession.

1.03 A member or associate shall not violate the confidential

relationship between himself and his client. [See Opinion
No. 3.]

1.04 Professional service shall not be rendered or offered
for a fee which shall be contingent upon the findings or
results of such service. This rule does not apply to cases
involving Federal, state, or other taxes, in which the find-
ings are those of the tax authorities and not those of the
accountant. Fees to be fixed by courts or other public
authorities, which are therefore of an indeterminate
amount at the time when an engagement is undertaken,
are not regarded as contingent fees within the meaning
of this rule.

ARTICLE 2: Technical Standards

2.01 A member or associate shall not express his opinion on
financial statements unless they have been examined by
him, or by a member or employee of his firm, on a basis
consistent with the requirements of Rule 2.02.

In obtaining sufficient information to warrant expres-
sion of an opinion he may utilize, in part, to the extent
appropriate in the circumstances, the reports or other
evidence of auditing work performed by another certified
public accountant, or firm of public accountants, at least
one of whom is a certified public accountant, who is au-
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thorized to practice in a state or territory of the United
States or the District of Columbia, and whose indepen-
dence and professional reputation he has ascertained to
his satisfaction.

A member or associate may also utilize, in part, to the
extent appropriate in the circumstances, the work of pub-
lic accountants in other countries, but the member or
associate so doing must satisfy himself that the person or
firm is qualified and independent, that such work is per-
formed in accordance with generally accepted auditing
standards, as prevailing in the United States, and that
financial statements are prepared in accordance with gen-
erally accepted accounting principles, as prevailing in the
United States, or are accompanied by the information
necessary to bring the statements into accord with such
principles.

2.02 In expressing an opinion on representations in financial

statements which he has examined, a member or associate
may be held guilty of an act discreditable to the profes-
sion if:

(a) he fails to disclose a material fact known to him
which is not disclosed in the financial statements but dis-
closure of which is necessary to make the financial state-
ments not misleading; or

(b) he fails to report any material misstatement known
to him to appear in the financial statement; or

(c) he is materially negligent in the conduct of his ex-
amination or in making his report thereon; or

(d) he fails to acquire sufficient information to war-
rant expression of an opinion, or his exceptions are suffi-
ciently material to negative the expression of an opinion;
or

(e) he fails to direct attention to any material depar-
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ture from generally accepted accounting principles or to
disclose any material omission of generally accepted audit-
ing procedure applicable in the circumstances. [See Opin-
ion No. 8.]

2.03 A member or associate shall not permit his name to be
associated with statements purporting to show financial
position or results of operations in such a manner as to
imply that he is acting as an independent public account-
ant unless he shall:

(a) express an unqualified opinion; or
(b) express a qualified opinion; or
(c) express an adverse opinion; or

(d) disclaim an opinion on the statements taken as a
whole and indicate clearly his reasons therefor; or

(e) when unaudited financial statements are presented
on his stationery without his comments, disclose promi-
nently on each page of the financial statements that they
were not audited. [See Opinions No. 8, 13 and 15.]

2.04 A member or associate shall not permit his name to be
used in conjunction with any forecast of the results of
future transactions in a manner which may lead to the
belief that the member or associate vouches for the ac-
curacy of the forecast. [See Opinion No. 10.]

ARTICLE 3: Promotional Practices

3.01 A member or associate shall not advertise his profes-
sional attainments or services.
Publication in a newspaper, magazine or similar medi-
um of an announcement or what is technically known as
a card is prohibited.
A listing in a directory is restricted to the name, title,



188  Appendix B

address and telephone number of the person or firm, and
it shall not appear in a box, or other form of display or in
a type or style which differentiates it from other listings
in the same directory. Listing of the same name in more
than one place in a classified directory is prohibited. [See
Opinions No. 1, 2, 4, 9 and 11.]

3.02 A member or associate shall not endeavor, directly or
indirectly, to obtain clients by solicitation. [See Opinions
No. 1, 9 and 11.]

3.03 A member or associate shall not make a competitive bid
for a professional engagement. Competitive bidding for
public accounting services is not in the public interest, is
a form of solicitation, and is unprofessional.

3.04 Commissions, brokerage, or other participation in the
fees or profits of professional work shall not be allowed or
paid directly or indirectly by a member or associate to any
individual or firm not regularly engaged or employed in
the practice of public accounting as a principal occupa-
tion.

Commissions, brokerage, or other participation in the
fees, charges or profits of work recommended or turned
over to any individual or firm not regularly engaged or
employed in the practice of public accounting as a prin-
cipal occupation, as incident to services for clients, shall
not be accepted directly or indirectly by a member or
associate. [See Opinions No. 6 and 17.]

ARTICLE 4: Operating Practices

401 A firm or partnership, all the individual members of
which are members of the Institute, may describe itself
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as “Members of the American Institute of Certified Public
Accountants,” but a firm or partnership, not all the indi-
vidual members of which are members of the Institute, or
an individual practicing under a style denoting a partner-
ship when in fact there be no partner or partners, or a
corporation, or an individual or individuals practicing un-
der a style denoting a corporate organization shall not
use the designation “Members of the American Institute
of Certified Public Accountants.”

4.02 A member or associate shall not practice in the name of
another unless he is in partnership with him or in his
employ, nor shall he allow any person to practice in his
name who is not in partnership with him or in his employ.

This rule shall not prevent a partnership or its succes-
sors from continuing to practice under a firm name which
consists of or includes the name or names of one or more
former partners, nor shall it prevent the continuation of a
partnership name for a reasonable period of time by the
remaining partner practicing as a sole proprietor after the
withdrawal or death of one or more partners.

4.03 A member or associate in his practice of public account-
ing shall not permit an employee to perform for the mem-
ber’s or associate’s clients any services which the member
or associate himself or his firm is not permitted to per-
form. [See Opinion No. 17.]

4.04 A member or associate shall not engage in any business
or occupation conjointly with that of a public accountant,
which is incompatible or inconsistent therewith.

405 A member or associate engaged in an occupation in
which he renders services of a type performed by public
accountants, or renders other professional services, must
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observe the by-laws and Code of Professional Ethics of the
Institute in the conduct of that occupation. [See Opinions
No. 7 and 17.]

4.06 A member or associate shall not be an officer, director,
stockholder, representative, or agent of any corporation
engaged in the practice of public accounting in any state
or territory of the United States or the District of Co-
lumbia.

ARTICLE 5: Relations with Fellow Members

501 A member or associate shall not encroach upon the
practice of another public accountant. A member or as-
sociate may furnish service to those who request it. [See
Opinions No. 1, 9 and 11.]

5.02 A member or associate who receives an engagement for
services by referral from another member or associate
shall not discuss or accept an extension of his services be-
yond the specific engagement without first consulting with
the referring member or associate.

5.03 Direct or indirect offer of employment shall not be made
by a member or associate to an employee of another
public accountant without first informing such accountant.
This rule shall not be construed so as to inhibit negotia-
tions with anyone who of his own initiative or in response
to public advertisement shall apply to a member or asso-
ciate for employment.
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NUMBERED OPINIONS OF THE COMMITTEE
ON PROFESSIONAL ETHICS

Opinion No. 1: Newsletters, Publications

Impropriety of members’ furnishing clients and others
with tax and similar booklets prepared by others and
imprinted with firm name of member.

In the opinion of the committee, imprinting the name of the
accountant on newsletters, tax booklets or other similar pub-
lications which are prepared by others and distributed by a
member of the Institute does not add to the usefulness of the
material to the reader. Use of the imprint, in the committee’s
opinion, is objectionable in that it tends to suggest (and has
been interpreted by many as a means of) circumventing Rule
3.01 of the Code of Professional Ethics, which says that a mem-
ber shall not advertise his services.

It is the conclusion of the committee that distribution of
newsletters, tax booklets or similar publications, prepared by
others, when imprinted with the name of the accountant
furnishing the material, is not in the interest of the public or
the profession.

The committee sees no grounds for objection to furnishing
material of the type indicated to clients or others provided
that such material does not carry the imprint described and
provided that such distribution is limited in a manner con-
sistent with Rules 3.02 and 5.01.

101
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Opinion No. 2: Responsibility of Member for Acts of Others
on His Behalf

Member may not carry out through others acts which
he is prohibited from directly performing under the
Institute’s by-laws and Code of Professional Ethics.

A member should not cause others to carry out on his behalf
either with or without compensation acts which, if carried out
by a member, would place him in violation of the Institute’s
code or by-laws. To illustrate this principle, the committee has
ruled that a member would be in violation of the Institute’s
Code of Professional Ethics if, with his approval:

1. A nonprofit organization in recognition of accounting
services which had been rendered by a member placed
without charge an advertisement of the firm in the or-
ganization’s bulletin;

2. A bank announced to its depositors that a CPA would
be at a desk on the main floor of the bank at certain
hours and days during the tax season to assist cus-
tomers in preparation of tax returns for a fee;

3. A trade association in its official publication announced
that a certain certified public accountant, member of
the Institute, who long had served the association as
independent accountant, was especially well qualified
and available to assist association members in dealing
with accounting and tax problems peculiar to the in-
dustry.

Opinion No. 3: Confidence of a Client

Member selling accounting practice should not give
the purchaser access to working papers, income tax
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returns, and correspondence pertaining to accounts be-
ing sold without first obtaining permission of client.

The seller of an accounting practice has a duty under Rule
1.03, pertaining to confidential relations, first to obtain permis-
sion of the client to make available to a purchaser working pa-
pers and other documents.

Opinion No. 4: Authorship of Books and Articles

Responsibility of author for publisher’s promotion ef-
forts.

Many members of the Institute are especially well qualified
to write authoritatively on accounting, taxes, auditing, man-
agement and related subjects, and, in the interests of the pub-
lic and the profession, are encouraged to write articles and
books for publication. In the opinion of the committee it is of
value to the reader to know the author’s background (degrees
he holds, professional society affiliation, and the firm with
which he is associated). It is held that publication of such
information is not in violation of Rule 3.01.

It is the opinion of the committee that a member of the In-
stitute has the responsibility to ascertain that the publisher or
others promoting distribution of his work keep within the
bounds of professional dignity and do not make claims con-
cerning the author or his writing that are not factual or in
good taste.

Opinion No. 5: Prohibited Self-Designations

Use of title “Tax Consultant,” “Tax Specialist” or simi-
lar description forbidden.
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The “Statement of Principles Relating to Practice in the
Field of Federal Income Taxation, Promulgated in 1951 by the
National Conference of Lawyers and Certified Public Account-
ants,” was approved by the Institute’s Council. Section 5 of
this statement reads as follows:

“5. Prohibited Self-Designations. An accountant should
not describe himself as a ‘tax consultant’ or ‘tax expert’
or use any similar phrase. Lawyers, similarly, are pro-
hibited by the canons of ethics of the American Bar
Association and the opinions relating thereto, from
advertising a special branch of law practice.”

Under Article V, Section 4, of the Institute’s by-laws a mem-
ber renders himself liable to expulsion or suspension by the
trial board if he refuses to give effect to any decision of the
Institute or the Council.

It is the opinion of the committee that a reasonable period
of time has elapsed since the adoption of the Statement of
Principles by Council within which the members could revise
their stationery, directory and other listings so as to conform
with the Statement.

Opinion No. 6: Sharing of Fees

Sharing of fees with individuals or firms not engaged

or employed in the practice of public accounting pro-
hibited.

Rule 3.04 prohibits a member or associate from receiving
or paying a commission or sharing fees or profits with any in-
dividual or firm not regularly engaged or employed in the
practice of public accounting as a principal occupation.

The rule does not prevent the payment or receipt of com-
pensation for public accounting services rendered by an em-
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ployee or consultant, whether such services are on a part- or
full-time basis and whether the method of payment is on an
hourly or fixed basis or is measured by the fees or profits re-
sulting from the engagement.

The rule does prevent the sharing of fees or profits or the
payment or receipt of a commission in those cases where the
recipient rendered no services unless he was regularly engaged
in public accounting as a principal occupation.

The committee believes that the existence of more than one
“principal occupation” presents no difficulty unless any of the
occupations are incompatible with the practice of public ac-
counting. Whether or not an individual is engaged in the prac-
tice of public accounting as a principal occupation is a ques-
tion of fact. The maintenance of an office or desk space, a
listing in a directory, the possession of a license if one is re-
quired, and the availability for the performance of accounting
services on a fee basis are all factors in making this determi-
nation.

The fact that an individual is a certified public accountant
does not of itself indicate that such individual is “regularly
engaged or employed in the practice of public accounting as
a principal occupation.” Rule 3.04 is not intended to apply to
or prevent payments to a retired partner, employee or pro-
prietor of a public accounting firm or to the heirs or estate of
a deceased partner, employee or proprietor. Moreover, Rule
3.04 does not at present prohibit a partnershif by a member
or associate of the Institute in public practice with a person
who is not a certified public accountant.

Opinion No. 7: Statistical Tabulating Services

Members rendering statistical tabulating services are
considered to be practicing public accounting and
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must therefore observe the by-laws and Code of Pro-
fessional Ethics.

The committee on professional ethics has, in recent years,
responded to several inquiries in regard to the possible viola-
tion of the Institute’s Code of Professional Ethics by members
who operate statistical tabulating service bureaus.

In practically all cases the tabulating services include or
contemplate the accumulation of data to be used for account-
ing purposes, the maintenance of accounts, and bookkeeping
services. This type of service is similar to so-called “write-up
work” or bookkeeping service rendered by many public ac-
countants.

Some members have formed separate partnerships which
perform statistical tabulating services. Some of these organiza-
tions were apparently formed under the erroneous impression
that the Institute’s rules of ethical conduct would not be ap-
plicable.

The committee finds it is proper for members to conduct
statistical tabulating service bureaus. The committee holds,
however, that any such separate organization in which a
member has an interest should not be permitted to do things
which the member in public practice is prohibited from
doing as a member of the Institute, such as advertising, solicit-
ing business, or practicing in corporate form.

It is the opinion of the committee that any member of the
Institute who has any interest in an organization which renders
statistical tabulating services is either directly or indirectly
rendering “services of a type performed by public account-
ants” and, therefore, must observe the by-laws and Rule 4.05,
which requires compliance with the Code of Professional Eth-
ics of the Institute.
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Opinion No. 8: Denial of Opinion Does Not Discharge
Responsibility in All Cases

When a member believes financial statements are false
or misleading, denial of opinion is insufficient.

Rule 2.02 deals with a member’s responsibilities in express-
ing an opinion on representations in financial statements. The
rule does not, however, specifically refer to situations where
an opinion is denied, either by disclaimer or by reference to
the statements as “prepared without audit.” When an account-
ant denies an opinion on financial statements under Rule 2.03,
which incorporates the provisions of Auditing Statement 23,*
he is in effect stating that he has insufficient grounds for an
opinion as to whether or not the statements constitute a fair
presentation. Rule 2.03 provides that where an opinion is de-
nied, the accountant must indicate clearly his reasons therefor.

In a circumstance where a member believes the financial
statements are false or misleading as a whole or in any sig-
nificant respect, it is the opinion of the committee that he
should require adjustments of the accounts or adequate dis-
closure of the facts, as the case may be, and failing this the
independent accountant should refuse to permit his name to
be associated with the statements in any way.

Opinion No. 9: Responsibility for Firm Publications and
Newspaper and Magazine Articles

Members responsible for distribution of firm literature
and for information supplied to the public press.

1. Newsletters and firm literature on special subjects
This refers to house organs and publications on accounting,

®*Now incorporated in Statements on Auditing Procedure No. 33.
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tax accounting, articles of business interest or related subjects
distributed under the auspices of, or through the facilities of,
an individual or a firm for the information of clients and/or
staff. The committee believes that these publications serve a
useful purpose in keeping clients informed and in maintaining
client relations. It does not believe that this medium should
be curtailed, but the distribution of such material must be
properly controlled. Distribution should be restricted to staff
members, clients, lawyers of clients, bankers and others with
whom professional contacts are maintained. Copies may also
be supplied to nonclients who specifically request them, and
to universities if the material is of educational value, and does
not violate the restriction in Section 4 relating to the glorifica-
tion of the individual or firm.

If requests for multiple copies are received, the firm should
ascertain the intended distribution and the number of copies
supplied should be limited accordingly. In granting requests
for multiple copies, the individual or firm preparing the pub-
lications must assume the responsibility for any unethical dis-
tribution by the party to whom they are issued.

2. Internal publications

This includes bulletins, pamphlets, etc., containing an-
nouncements of changes in staff, activities of partners and
staff members, staff training articles and other matters intend-
ed for internal consumption. Because of the nature of these
publications the committee does not consider outside distri-
bution to be a major problem. However, if distribution goes
beyond internal consumption, it is subject to the restrictions
stated in Section 1.

3. Staff recruitment brochures
The committee is of the opinion that the distribution of staff
recruitment brochures should be limited to college placement
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officials, students considering interviews, and other job appli-
cants. The material should be prepared in a dignified manner
and its purpose should be to assist the college graduate in
evaluating the opportunities offered by the prospective em-
ployer, and answering questions pertaining to the scope of
operations, staff training, possibilities for advancement, work-
ing conditions, location of offices, etc.

4. Newspaper and magazine articles regarding firms or mem-
bers of the profession

Statements made by CPAs on subjects of public interest and
which contribute to public awareness of the profession should
be encouraged. Members who become aware that their names
or the names of their firms are to be mentioned in the public
press, or in magazine articles, should apprise the author of the
limitations imposed by our code of ethics. Every effort should
be made to assist the author in assembling material so that
the articles are factually correct and directed to improving
the image of the profession and do not glorify the individual
or firm or distinguish it from others in practice.

A member who is interviewed by a writer or reporter is
charged with the knowledge that he cannot control the jour-
nalistic use of any information he may give. Information re-
garding the size of the firm, types of services which it renders,
clients being served, location of offices, etc., serves no purpose
other than to glorify the firm in the eyes of the reader. The
same would apply to the individual if the type of information
submitted goes beyond basic background material that per-
tains to his personal biography and his civic and other public
service activities.

Deliberately cultivated publicity with respect to professional
attainments will constitute a clear violation of Rule 3.01 of the
Code.
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Opinion No. 10: Responsibility of Members for Pro Forma
Statements and Forecasts Under Rule 2.04

In preparing for management any special purpose
financial statement anticipating results of future op-
erations, a member must disclose the source of the
information used and the major assumptions made,
and he must indicate that he does not vouch for the
accuracy of the forecast.

Rule 2.04 provides that “A member or associate shall not
permit his name to be used in conjunction with any forecast
of the results of future transactions in a manner which may
lead to the belief that the member or associate vouches for the
accuracy of the forecast.”

The ethics committee is well aware that pro forma state-
ments of financial position and results of operation, cost analy-
ses, budgets and other similar special purpose financial data,
which set forth anticipated results of future operations, are
important tools of management and furnish valuable guides
for determining the future conduct of business.

The committee is of the opinion that Rule 2.04 does not
prohibit a member from preparing, or from assisting a client
in the preparation of, such statements and analyses. However,
when a member associates his name with such statements and
analyses, or permits his name to be associated therewith, there
shall be the presumption that such data may be used by par-
ties other than the client. In such cases, full disclosure must
be made of the source of the information used, or the major
assumptions made, in the preparation of the statements and
analyses, the character of the work performed by the member,
and the degree of responsibility he is taking. Such disclosure
should be made on each statement, or in the member’s letter
or report attached to the statements. The letter or report of
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the member must also clearly indicate that the member does
not vouch for the accuracy of the forecast. It is the opinion of
the committee that full and adequate disclosure would put
any reader of such statements on notice and restrict the state-
ments to their intended use.

Opinion No. 11: Advertising and Indication of Specialty
Prohibited

Aduvertising prohibitions relating to announcements, di-
rectories, business stationery, business cards, and office
premises.

In the opinion of the committee on professional ethics, Rule
3.01 prohibits a member or associate from advertising his pro-
fessional attainments or services through any medium. The
rule clearly prohibits the publication of an announcement, also
referred to as a “card,” or advertising in the usual form in
newspapers, magazines, or other public media. It prohibits
imprinting members’ names, or the firm names of members, on
tax booklets or other publications prepared by others. It
further prohibits the association with a member’s name of such
phrases as “tax consultant,” “tax expert,” “management serv-
ices,” “bank auditor” and any other designations which indi-
cate the special skills that a member possesses or particular
services which he is prepared to render. It does not prohibit
the use of the firm affiliation and the CPA designation in con-
nection with authorship of technical articles and books, and
it does not prohibit publicity which is of benefit to the pro-
fession as a whole.

The committee recognizes, however, that there are media,
which may or may not be available to the public generally, in
which it is both professional and desirable for a member’s
name to appear under certain circumstances. Such media in-
clude card announcements, directories, business stationery,
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business cards, and office premises. The committee’s views on
the uses of such media are as follows:

1. Announcements

a. Announcements of change of address or opening of a new
office and of changes in partners and supervisory person-
nel may be mailed to clients and individuals with whom
professional contacts are maintained, such as lawyers of
clients, and bankers.

b. Such announcements should be dignified, and fields of
specialization are not permitted to be included in the
announcements.

2. Directories
a. General.

(1) A listing in a classified directory is restricted to the
name, title (certified public accountant), address,
and telephone number of the person or firm, and it
shall not appear in a box, or other form of display,
or in a type or style which differentiates it from
other listings in the same directory.

(2) Listing of the same name in more than one place in
a classified directory is prohibited, and, where the
classified directory has such headings as “Certified
Public Accountants,” or “Public Accountants,” the
listing shall appear only under one of those headings.
Each partner’s name, as well as the firm name, may

be listed.

b. Yellow (or business) section of classified telephone direc-
tories.

Listings are permitted only in the classified directories
which cover the area in which a bona fide office is main-
tained. Determination of what constitutes an “area” shall
be made by the state societies in the light of local condi-
tions.
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c. Trade associations and other membership directories.
(1) Listings of members in such directories are restrict-

(2)

ed to the information permitted in 2(a)(1l) and
2(a)(2) above, and, if classified, are further restrict-
ed to a listing under the classification of “Certified
Public Accountants” or “Public Accountants.”
Where the directory includes geographical as well
as alphabetical listings, a member may be listed in
such geographical section in addition to the listing
permitted above.

3. Business stationery
a. Information appearing on a member’s stationery should

be in keeping with the dignity of the profession. It shall

not

include a listing of areas of specialization of the

member or his firm, and separate stationery for tax or
management services, or other specialized departments

of the firm, is prohibited.

b. The stationery may include:

(1)

(2)

The firm name, names of partners, names of de-
ceased partners and their years of service, and names
of staff men when preceded by a line to separate
them from the partners.

The letters “CPA” following the name, the use of
the words “Certified Public Accountant(s),” the ad-
dress (or addresses) of office(s), telephone num-
ber(s), cities in which other offices and correspon-
dents are located, and membership in professional
societies in which all partners are members.

The public accountant designation of “Accountants
and Auditors” in place of “CPA” or “Certified Public
Accountant(s)” where state law or partnership affili-
ation does not permit such use.

c. In the case of multi-office firms, it is suggested that the
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words “offices in other principal cities” (or other appro-
priate wording) be used instead of a full list of offices.
Also, it would be preferable to list only the names of
partners resident in the office for which the stationery is
used.

4. Business cards
a. Business cards may be used by partners, sole practition-

ers and staff members. They shall be limited to the name
of the person presenting the card, his firm name, address
and telephone number(s), the words “certified public
accountant(s)” or “CPA” and such words as “partner” or
“manager,” but without any specialty designation.

Members not in public practice may use the letters “CPA”
after their names when acting as treasurer, controller, or
in other internal accounting capacities for an organiza-
tion, but shall not do so when engaged in sales promo-
tion, selling, or similar activities.

5. Office premises
a. Listing of the firm name in lobby directories of office

buildings, and printing it on entrance doors within the
building, or on the entrance to a member’s office if locat-
ed other than in an office building, are solely for the pur-
pose of enabling interested parties to locate such office.
The listing should conform to the size and style of other
listings in the same building and should be in good taste
and modest in size.

The use of the words “income tax,” or other specialized
wording, in connection with the office of the member,
including special illumination of such lettering, and signs
on windows (except where such window is adjacent to
the entrance), walls, building fronts, or transportation
equipment used by the member(s) shall constitute ad-
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vertising and shall be deemed to be a violation of the
rule.

6. Help Wanted Advertisements
a. An advertisement for “help wanted” in any publication
shall not be in the form of display advertising when the
name of a member or associate, or of a firm of which he
is a partner, appears anywhere in the advertisement. In
display advertising the use of telephone number, address,
or newspaper box is permissible.

b. In help wanted classified advertisements, other than dis-
play, the name of the firm, member, or associate should
not appear in bold face type, capital letters, or in any
other manner which tends to distinguish the name from
the body of the advertisement.

c. If a firm advertises for specialists, the advertisement must
not convey the impression that specialized services are
being offered to the public.

7. Situations Wanted Advertisement

A member or associate shall not advertise for employment in
such a manner as to indicate that he is soliciting engagements
as a public accountant.

a. If the purpose of the advertisement is full-time employ-
ment as an accountant for a public accounting firm or in
private industry, or per diem services to public account-
ing firms, statements of qualifications are permitted. Such
phrases as “tax expert,” “financial specialist,” or any state-
ment of self-glorification will not be permitted.

b. An advertisement in a publication of general circulation
for part-time services for which a fee is charged or per
diem services (except to public accounting firms) is con-
sidered a violation of Rule 3.01.
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c. An advertisement should not appear under such head-
ings as “Business Services” or “Professional Services.” It
should not be of the display type and response should be
directed to a box, address or telephone number.

Opinion No. 12: Independence

Auditor’s responsibility to avoid relationships which to
a reasonable observer might suggest a conflict of in-
terest; propriety of member’s rendering tax and man-
agement advisory services to clients on whose financial
statements he expresses an independent opinion.

Rule 1.01 of the Code of Professional Ethics states in part
that “a member or associate, before expressing his opinion on
financial statements, has the responsibility of assessing his re-
lationships with an enterprise to determine whether, in the
circumstances, he might expect his opinion to be considered
independent, objective, and unbiased by one who had knowl-
edge of all the facts.”

Questions have arisen as to what relationships with an enter-
prise might be regarded by a reasonable observer, who had
knowledge of all the facts, as those involving conflicts of in-
terest which might impair the objectivity of a member in ex-
pressing an opinion on the financial statements of the enter-
prise. The committee does not believe that normal professional
or social relationships would suggest such a conflict of interest
in the mind of a reasonable observer.

In 1947 the Council of the American Institute said in an
official statement on independence:

Independence is an attitude of mind, much deeper than
the surface display of visible standards.

It also said:

In the field of auditing, the certified public accountant is
under a responsibility peculiar to his profession, and that is to
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maintain strict independence of attitude and judgment in plan-
ning and conducting his examinations, and in expressing his
opinion on financial statements. . . . It has become of great
value to those who rely on financial statements of business
enterprises that they be reviewed by persons skilled in ac-
counting whose judgment is uncolored by any interest in the
enterprise, and upon whom the obligation has been imposed
to disclose all material facts. . . .

While endorsing the Council’s statement that independence
is an attitude of mind, the committee recognizes that it is of
the utmost importance to the profession that the public gen-
erally shall maintain confidence in the objectivity of certified
public accountants in expressing opinions on financial state-
ments. In maintaining this public confidence, it is imperative
to avoid relationships which may have the appearance of a
conflict of interest.

It is this reasoning which led the Institute to include in
Rule 1.01 of the Code of Professional Ethics the statements
that members should not have any financial interest in, or serve
as officers or directors of, clients on whose financial statements
they express opinions.

The committee does not intend to suggest, however, that the
rendering of professional services other than the independent
audit itself would suggest to a reasonable observer a conflict
of interest. For example, in the areas of management advisory
services and tax practice, so long as the CPA’s services consist
of advice and technical assistance, the committee can discern
no likelihood of a conflict of interest arising from such services.
It is a rare instance for management to surrender its responsi-
bility to make management decisions. However, should a mem-
ber make such decisions on matters affecting the company’s
financial position or results of operations, it would appear that
his objectivity as independent auditor of the company’s finan-
cial statements might well be impaired. Consequently, such
situations should be avoided.

In summary, it is the opinion of the committee that there is
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no ethical reason why a member or associate may not properly
perform professional services for clients in the areas of tax
practice or management advisory services, and at the same
time serve the same client as independent auditor, so long as
he does not make management decisions or take positions
which might impair that objectivity.

Opinion No. 13: Tax Practice

Application of Code of Professional Ethics to tax prac-
tice

It is the opinion of the committee that the Code of Profes-
sional Ethics applies to the tax practice of members and asso-
ciates except for Article 2, relating to technical standards, and
any other sections of the Code which relate only to examina-
tions of financial statements requiring opinions or disclaimers.

The committee is of the opinion that the statement, affidavit
or signature of preparers required on tax returns neither con-
stitutes an opinion on financial statements nor requires a dis-
claimer within the meaning of Article 2 of the Code.

In tax practice, a member or associate must observe the
same standards of truthfulness and integrity as he is required
to observe in any other professional work. This does not mean,
however, that a member or associate may not resolve doubt in
favor of his client as long as there is reasonable support for
his position.

Opinion No. 14: Management Advisory Services

Application of Code of Professional Ethics to manage-
ment advisory services
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Inquirfes have been received as to the applicability of the
Code of Professional Ethics to management advisory services.
It is the opinion of the committee that all the provisions of
the Code of Professional Ethics apply to management advis-
ory services, except those rules solely applicable to the expres-
sion of an opinion on financial statements.

Opinion No. 15: Disclaimer of auditor lacking independence

Member’s report should state that examination was not
conducted in accordance with generally accepted au-
diting standards.

Inquiries have been received as to the language of an ac-
countant’s report when he is considered to be not independent
under Rule 1.01. In such circumstances he is precluded from
expressing an opinion on financial statements. Instead he must
disclaim an opinion and indicate clearly his reasons therefor.
Moreover, he should not state that he has made an examina-
tion in accordance with generally accepted auditing stan-
dards;® nor, in the opinion of the committee on professional
ethics, should he describe the auditing procedures he has fol-
lowed.

With the concurrence of the committee on auditing proce-
dure, the ethics committee suggests the following disclaimer:

Inasmuch as we have a direct financial interest in XYZ Com-
pany [or for other reason] and therefore are not considered
independent, our examination of the accompanying financial
statements was not conducted in accordance with generally
accepted auditing standards. Accordingly, we are not in a
position to and do not express an opinion on these financial
statements.

*See Statements on Auditing Procedure No. 33, Chapter 8.
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Opinion No. 16: Retired Partners and Firm Independence

A firm’s independence is considered impaired if a re-
tired partner, still active in the affairs of the firm, is a
director or stockholder of an audit client.

The committee on professional ethics has considered the
question of an accounting firm’s independence when a retired
partner of the firm acquires any direct financial interest or a
material indirect financial interest in an enterprise on whose
financial statements the firm is expressing an opinion or when
he becomes connected with such enterprise as a promoter,
underwriter, voting trustee, director, officer, or key employee.

Under Rule 1.01 it is the auditor’s responsibility to assess
all of his relationships with an enterprise to determine whether,
in the circumstances, he might expect his opinion to be con-
sidered independent, objective, and unbiased by one who had
knowledge of all the facts. The committee believes that certain
relationships of a retired partner with the firm of which he
was formerly a partner and with a client of that firm might
suggest to a reasonable observer that the firm was lacking in
independence.

For example, if a retired partner remains active in the af-
fairs of the firm, even though not officially, the independence
of the firm would be impaired if he was an officer, director,
stockholder, or key employee of a client on whose financial
statements the firm expresses an opinion.

However, the committee believes that if a retired partner is
no longer active in the firm (regardless of the fact that he
receives retirement benefits), the independence of the firm
would not be impaired by his being an officer, director, stock-
holder, or key employee of a client on whose financial state-
ments the firm expresses an opinion, provided that the fees
received from such client do not have a material effect on his
retirement benefits. A retired partner who has such a relation-
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ship with a client should not be held out as being associated
with his former partnership.

Opinion No. 17: Specialization

A member may form a separate partnership with non-
CPA specialists in management services, provided such
partnership observes the profession’s Code.

Inquiries have been received as to ethical problems arising
when CPA firms enter the fields of data processing, operations
research, and other management services. This broadening of
services is consistent with the objective adopted by the Insti-
tute’s Council in April 1961, “. . . to encourage all CPAs to
perform the entire range of management services consistent
with their professional competence, ethical standards and re-
sponsibility.”

In expanding services into more specialized fields, CPA firms
frequently find it necessary to employ or associate with techni-
cal experts who may not be certified public accountants. This
creates the problem of providing these specialists with ade-
quate recognition and responsibility within the framework of
the profession’s ethical standards.

Two methods of solving this problem have evolved: (1) ele-
vating non-CPA specialists to the rank of “principals,” and
allowing them to participate in the profits of the firm; (2)
establishing a separate partnership which does not hold itself
out as practicing public accounting and therefore may have
non-CPA partners.

The committee has studied each of these methods to deter-
mine whether there is any infringement of the Code of Pro-
fessional Ethics, and to establish the ethical standards under
which these methods may be employed.

An investigation of the designation “principals” for non-CPA



212 Appendix C

specialists and of the relationship of these individuals to the
firm revealed the following: (1) “Principals” are high ranking
employees who receive a base salary and who share in the
profits of the firm. (2) “Principals” do not make capital con-
tributions to the firm, do not share in the losses of the firm
and have no vote in, or responsibility for, partnership decisions.

The indicated characteristics do not appear to create a part-
nership relationship. In fact, the attorney general of at least
one state has held that such noncertified individuals, desig-
nated by a firm as “principals,” are not members of the part-
nership and that their association with the firm as “principals”
was not a violation of the accountancy statute of that state.

Since these “principals” are neither CPAs nor partners, the
question arises whether the relationship is in violation of Rule
3.04 (fee sharing) or Rule 4.03 (employee’s performing ser-
vices which the member himself is not permitted to perform).

Rule 3.04 prohibits fee sharing with “any individual or firm
not regularly engaged or employed in the practice of public
accounting as a principal occupation.” These “principals” are,
in the committee’s opinion, employed in the practice of public
accounting. Consequently, Rule 3.04 does not apply. As for
Rule 4.03, the services performed by these specialists (e.g.,
data processing, operations research, etc.) are not services
regulated by law. Therefore, in the opinion of the committee,
it cannot be said that employees are performing services which
the member himself is not permitted to perform under the law.

The committee considered whether or not, in the absence
of statutory restrictions, it would be a violation of the Insti-
tute’s Code of Professional Ethics to make these non-CPA spe-
cialists partners of the firm.

The ethics committee, in Opinion No. 6, has held that Rule
3.04 does not at present prohibit a member from practicing
public accounting in partnership with a person who is not a
certified public accountant. Therefore, in the opinion of the
committee, nothing in the Institute’s present Code would pro-
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hibit members from admitting these non-CPA specialists into
the partnership, although in many cases state laws would
preclude the partnership from practicing under professional
accounting titles and from expressing opinions on financial
statements.

The second method of obtaining the necessary specialists
for CPA firms to expand into the management services field is
the formation of a separate partnership which does not hold
itself out as practicing public accounting and which is there-
fore not regulated under the state’s accountancy statute.

As pointed out previously, the ethics committee has ruled
that the Code does not presently prohibit a member from prac-
ticing public accounting in partnership with a person who is
not a certified public accountant. Therefore, the committee
finds in the present Code no prohibition against the formation
of a separate partnership with non-CPA specialists.

However, Rule 4.05 of the Code of Professional Ethics pro-
vides that a member engaged in an occupation in which he
renders services of a type performed by public accountants
must observe the By-Laws and Code of Professional Ethics in
the conduct of that occupation. In addition, the ethics com-
mittee has ruled that data processing, operations research and
other management services are “services of a type performed
by public accountants.”

Therefore, the committee is of the opinion that nothing in
the Institute’s Code of Professional Ethics presently prohibits
a member from forming, or becoming a member of, a separate
partnership with non-CPA specialists for the rendering of vari-
ous management services as long as such partnership observes
the By-Laws and Code of Professional Ethics. Such a separate
partnership would not be permitted to advertise, solicit clients,
accept commissions, or do anything else prohibited by the
Code. Nor would it be permitted to hold itself out on letter-
heads, cards, signs, etc.,, in directory listings or through its
partnership name as specializing in a particular service.
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It should be emphasized that the committee’s opinion is
based upon the Code of Professional Ethics as it is now con-
stituted. The provisions of the Code relating to this area are
now under study for the purpose of determining the necessity
of any revisions. If the provisions in question are revised, it
may be necessary to modify or withdraw this opinion.

The conclusions reached by the committee are in accord
with Opinion No. 7.



Appendix D

SUMMARIES OF INFORMAL OPINIONS
OF THE COMMITTEE ON
PROFESSIONAL ETHICS

In addition to issuing numbered opinions, the ethics com-
mittee gives its views on matters of less general application.
Members frequently submit a set of circumstances and ask
the committee’s guidance on the various refinements of pro-
fessional ethics and etiquette. Many of the committee’s rulings
on such points are summarized here as an aid to CPAs who
may be confronted with similar problems. It should be empha-
sized, however, that in the summarization process an element
of distortion may have been introduced in either the member’s
question or the committee’s reply. For this reason CPAs are
urged not to place too much reliance on these rulings but to
communicate directly with the committee whenever they are
unable to find authoritative information on specific ethical
points.

215
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Advertising

Canned newsletter

Q. A member asks for an interpretation of Opinion No. 1. May
he send canned newsletters to his clients without his im-
print but with his business card clipped to the material?

A. This mode of distribution is not regarded as a violation.
However, it is preferred that the material be distributed
with a covering letter expressly disclaiming authorship.

Speaker’s qualifications
CPA title

Q. May a member’s name, professional designation and firm
affiliation be given in an advertisement to promote at-
tendance at courses or meetings at which the member is
an instructor or speaker?

A. The principles given in Opinion No. 4, though they relate
to the authorship of articles and books, also apply to mem-
bers who are instructors or speakers. That is, background
information about the author may be given, but he is re-
sponsible for seeing to it that the promotional material
keeps within the bounds of professional dignity.

Candidate for office
CPA title

Q. A member intends to file for election to a local school
board. May he use his CPA title in campaign literature?
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A

A member may properly substantiate his claim of worthi-
ness for public office by using his professional designation
on stationery, campaign cards and window posters, to be
employed in connection with his campaign.

CPA title, multiple certificates

Q. Frequently CPAs are referred to as holding certificates

A

from many states. Is there any objection to this practice?

Such a practice might mislead others into believing that
the number of states in which a CPA is certified has some
significance with regard to his professional standing. For
this reason the Institute itself refrains from any such refer-
ences when preparing biographies of authors, speakers, and
other members.

CPA title on automobile license plates

Q. A firm owns five cars for the use of its senior staff. These

~cars bear license plates with the letters “CPA.” Is this a
violation of the Code of Professional Ethics?

A. The use of such license plates is a form of advertising.

CPA title imprinted on checks

Q. Is there any impropriety in a member’s having his name

and the words “Certified Public Accountant” imprinted on
his business checks?

There is no objection to the use of such designation on the
checks of a practicing accountant, since they go only to
persons with whom the accountant has some business re-
lationship.
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CPA title imprinted on checks

Q. A member has had his name and professional designation
imprinted on personal checks. Since the account is main-
tained jointly with his wife, her name is also imprinted on
the checks. Is this ethical?

A. It is not appropriate for members to use their professional
designation on personal checks or other documents which
bear no relation to their professional practice.

Members are encouraged to use the CPA designation — but
primarily on occasions where their professional qualifica-
tions have some relationship to the material with which
their names are associated.

CPA title on agency letterhead

Q. A member has been appointed national campaign chair-
man for an international, nonsectarian, nonprofit agency.
He asks if his name, together with his CPA title, may be
shown on the agency’s letterhead.

A. There is nothing wrong in the member’s using his profes-
sional designation in the manner indicated. In fact, the use
of the professional title under such circumstances is con-
sidered to be good for the profession as a whole.

CPA title on employment agency letterhead

Q. A nonpracticing member established an employment agen-
cy for accountants. His stationery carries his CPA title. Is
this a violation of the Code of Professional Ethics?

A. There is no violation here, since the member is not holding
himself out as a practicing public accountant.
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CPA title in bank’s ad

Q. May the name and professional designation of a practicing
member who is an officer and a director of a bank appear
in a list of the directors in a newspaper ad when the bank
publishes its statement of condition in accordance with
state law?

A. No. A member serving on the board of directors of a bank
may show the letters “CPA” after his name on the bank’s
stationery. However, it would not be desirable for such
designation to appear on material advertising the bank in
newspapers or on billboards, etc. Inclusion of the CPA’s
name and professional designation might result in more ad-
vertising for him than for the bank.

Directory listing, bank auditors
Specialization

Q. A publisher wishes to compile a directory list of CPAs who
do bank accounting or auditing work, or who give tax ad-
vice or prepare tax returns for banks. Would it be proper
for an Institute member to be listed in such a directory?

A. Such a listing would constitute the advertising of profes-
sional services or attainments. The listing would violate the
principle that a member may not carry out through others
that which he is prohibited from doing directly. (See Opin-
ion No. 2.) It would also represent an indication of spe-
cialty, which is prohibited by Opinion No. 11.

Directory listing, fraternity

Q. A member asks if he may be listed under the caption “Ac-
countant,” in a directory published by a national fraternity
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of which he is a member. There is an extra charge for such
a listing.

A. While Opinion No. 11 does permit listings in membership
directories, a paid listing in a fraternity directory is not
allowed. Opinion No. 11 contemplates complete listings of
all members of the association in question. Listings ob-
tained by the payment of a special fee are therefore a
violation of Rule 3.01.

Directory listings, multiple

Q. A member requests clarification of Section 2a(2) of Opin-
ion No. 11 (see page 202). Specifically he poses the fol-
lowing questions:

1. The partnership of Smith and Jones consists of Mr.
Smith, a CPA, and Mr. Jones, a public accountant. If the
partnership name is listed in the yellow pages of the tele-
phone directory under “Accountants — Public,” may Mr.
Smith also have his name listed under “Accountants — Cer-
tified Public”?

2. If a CPA partnership is listed in the yellow pages of the
telephone directory under “Accountants — Certified Pub-
lic,” may a partner, whose name appears in the partnership

name, also list his own name separately under “Accountants
— Certified Public?”

3. May a CPA partner list his name separately under “Ac-
countants — Certified Public,” if his name is not part of the

partnership name which is listed under “Accountants —
Certified Public”?

A. Rule 3.01 and Opinion No. 11 were not intended to prevent
such listings. The answer to all three questions therefore is

yes.
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Directory listing, trade association
Specialization

Q. An association directory lists a number of members and
member firms. Are these listings in violation of Rule 3.01,
since membership in the association does not automatically
place the member’s name in the directory?

A. Such a listing constitutes advertising, since the firms, which
are included only on request, are grouped under special-
ized classes of service with differentiating descriptions.

Directory listing, trade association

Q. An Institute member became an associate member of a
trade association and as a consequence his firm name was
listed under the heading “Accountants” on the back of a
membership letter distributed by the association. The front
page of this letter carries the legend: “We urge you to
patronize our associate members listed on the back of this
letter.”

Is this a violation?

A. Such a listing is not in keeping with the dignity of the
profession or with the spirit of Rule 3.01 and Opinion No.
11.

In general, there is no objection to members being listed in
association directories as long as all members are listed,
there is no extra charge for the listing, and the listings are
not promotional in nature so that they could be viewed by
others as advertising.

Directory listing, “Tax Attorney”
Specialization

Q. May a member who is also a lawyer list himself in the
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certified public accountant section of the yellow pages as
a “Tax Attorney”? May he have a similar listing under the
attorney section of the classified telephone directory?

Rule 3.01 prohibits the listing of the same name in more
than one place in a classified directory. This prohibition
against multiple listings applies primarily to listings indi-
cating the kind of accounting services offered. It does not
prevent a member who is also a lawyer from listing under
both the CPA section and the lawyer section of the clas-
sified.

In the present instance, however, the designation “Tax At-
torney” is a violation of Opinion No. 11, in that it is an
association with a member’s name of a designation indicat-
ing the special skills he possesses or the particular services
which he is prepared to render. The title in question is
also a violation of Opinion No. 5 and the “Statement of
Principles Relating to Practice in the Field of Federal In-
come Taxation, Promulgated in 1951 by the National Con-
ference of Lawyers and Certified Public Accountants.”

Directory listing, partners’ names

Q.

A member asks whether the listing of a firm name in the
yellow pages of the telephone directory followed immedi-
ately by the name of each partner and staff member is
consistent with Rule 3.01 and Opinion No. 11.

It is a violation of Rule 3.01 to list under a firm’s name in a
classified directory all CPAs associated with the firm. Such
a listing represents a “form of display . . . which differen-
tiates it from other listings in the same directory.” Also,
readers might be misled to believe that all CPAs in the
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listing are partners of the firm. However, the committee
saw no objection to the listing of each CPA alphabetically
in classified directories without reference to firm affiliation.

Directory listings, membership designation

Q. May a member use in directory listings the designation
“Member, American Institute of Certified Public Account-
ants”?

A. No. Use of such a designation would tend to differentiate
members from others listed, in violation of Rule 3.01 and
Opinion No. 11.

Directory listing, white pages

Q. May a CPA’s firm affiliation be shown after his name in the
white pages of the telephone directory?

A. It would be better to omit reference to a firm name in the
white pages of the phone directory. A common type of
listing is to show the member’s name, followed by the title
“CPA,” the address and telephone number of his office, and
immediately thereunder the word “residence,” with the ad-
dress and telephone number of his residence.

Firm name in congratulatory message

Q. A member firm has been requested to buy space in the
form of a congratulatory message in the program of a club’s
charitable work. May the firm’s name be included in the
message without title, address or telephone number?
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Even though no title was included, the appearance of the
firm name might have the effect of advertising. Conse-
quently, use of the legend “Compliments of a friend” was
recommended.

Firm name on theater program

Q.

The name of an accounting firm was listed among the
credits in a theater program. The credit read as follows:
“Accounting for (name of play) by Doe and Roe, CPAs.”
Is this a violation?

If the listing was made with the knowledge and consent of
the accounting firm it would be considered a violation of
Opinion No. 2, which prohibits a member from carrying
out through others acts which he may not perform directly.

Firm name on automobile

Q.

Would it be a violation to have the name of an accounting
firm painted on the sides of a station wagon used by the
firm in transporting its staff to and from clients’ offices?

This would be considered a violation of the rule against
advertising.

Firm name on tax booklet

Q.

A CPA firm has been retained by stock brokerage clients
to prepare annually a booklet on tax phases of security
transactions. The clients bear the printing costs and the
accounting firm’s time charges. A legend on the cover of
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the booklet states that it was prepared by “Jones & Smith,
Certified Public Accountants.” The clients mail the booklet
with an end-of-the-month statement going to their cus-
tomers.

Is there any objection to this practice?

A CPA firm may properly prepare such technical booklets
for clients. The booklets may even include reference to the
services rendered by the CPA firm provided the reference
is dignified and in good taste so that it could not be con-
strued as advertising. If the services were performed with-
out charge or at reduced rates, reference to the CPA firm
would be questionable.

In some cases the content and distribution of such informa-
tion may go beyond the bounds of professional dignity.
The test of propriety must therefore be applied in each
case to determine whether or not the material is in keeping
with the spirit of the Code of Professional Ethics. In the
present instance, there is no violation.

“Help wanted” ad

Q.

A

Section 6(a) of Opinion No. 11 states in effect that a “help
wanted” ad shall not be in the form of display advertising
when a member’s name appears anywhere in the ad. Does
this restriction apply to “help wanted” advertisements
placed on behalf of the member’s client?

Section 6(a) of Opinion No. 11 applies to all help wanted
ads, including those placed by accounting firms on behalf
of their clients. The use of the firm name in a display ad
is prohibited even though the words “Certified Public Ac-
countants” are omitted.
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“Situations wanted” ad

Q. A question was asked about the propriety of the following
ad appearing in the “Situations Wanted” column of a local
newspaper: “Accountant, CPA 16 years public experience,
desires part- or full-time work while establishing public
practice. Tel. No. xxx.”

A. The advertisement is a violation, because the reference to
part-time work sought by a CPA building up a practice
invites small concerns wishing public bookkeeping and tax
services to retain the advertiser.

Staff training manual

Q. A firm of CPAs conducts a training program for new staff
members. Training materials include an audit manual, con-
taining a uniform set of working papers, and practical
problems for the trainees to solve. Some universities have
suggested that the firm print the manual and problems to
be used in their auditing laboratory courses. May the firm
be shown as the author of these texts?

A. There is no reason why the firm should not receive credit
for preparing training materials intended for publication
and donation to universities.

Signs on office premises

Q. What are the restrictions regarding the printing of an ac-
countant’s name and title on signs outside his office?

A. For a general statement on this subject see Section 5 of
Opinion No. 11, page 204. In addition, rulings have been
issued on the following points:
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1. Although large outside signs are not permitted, a plaque
or sign bearing the name and title of a CPA is unobjec-
tionable. The letters should not be more than three or four
inches high. The sign itself should be in good taste and
modest in size, so that no one could view it as advertising.

2. When an office building has the customary building
directory, the committee disapproves of any sign other
than the regular directory listing.

3. A member firm may list partners’ names on its office
door and the names of the staff men, with a line separating
the partners from the employees.

Signs on office premises

Q.

A CPA firm plans to build its own office building and has
obtained the site.

May the firm place a sign on this property reading “Future
Home of Jones & Co., Certified Public Accountants™?

The sign would be legible to passing traffic.

. Such a display would be a violation of the rule prohibiting

advertising. The purpose of outside signs is to enable in-
terested persons to locate the CPA’s office, not to advertise
to the general public his professional services or attain-
ments.

Auditor's qualifications shown in report

Q.

Since some CPA firms experience difficulty in securing ac-
ceptance of their reports outside of the geographical area
in which they practice, a member asks if he may have an
addendum to his firm’s report listing the partners’ qualifi-
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cations as an aid to readers in other areas in evaluating the
report.

A. Such a practice would violate the prohibition in Rule 3.01
against advertising one’s professional attainments.

Paid for by others, report distributed by client

Q. May a member permit his client to distribute a report of
the accounting firm’s findings regarding the computation
of appreciation or depreciation of market value of securi-
ties over a period in the past? The letter makes it clear
that the CPA has restricted computations to an analysis of
a definite past period.

A. While the study may not violate any rule of professional
conduct, and a careful reading of the CPA’s letter makes it
clear that his study relates to past and not future events, it
is not considered to be in the best interests of the profes-
sion for a member to lend his name to promotional material
of this sort.

Paid for by others, name in client sales letter

Q. A CPA’s client plans to sell a set of books. As part of the
sales program, prospective buyers are offered coupons
which may be used to have questions answered concerning
topics covered in the books.

The client asks the CPA for a letter giving the estimated
cost of answering these questions. The letter will be repro-
duced and used as a part of the sales literature. The letter
gives the indirect cost of each question, estimated by the
time and overhead involved in rendering the service.

Is there any impropriety in the use of the accountant’s
name in this sales venture?
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A. The member should not permit a letter of the type de-
scribed to be circulated by the client corporation as part
of its sales literature.

Paid for by others, name in client ad

Q. The name of an accounting firm was mentioned in an ad-
vertisement in a publication with a national circulation.
The ad was a solicitation of funds for needy children. Is
mention of the firm’s name in these circumstances a viola-
tion of the advertising rule?

A. Identification of the auditors by name in such advertising
material is unethical.

Television appearances

Q. May a member appear on a television program?

A. Members should not appear on television to affirm state-
ments that do not require auditing or other technical work.
There would be no objection to a member’s appearance on
such a program as a televised stockholders’ meeting of a
corporation of which he had served as auditor, or on a
state-society-sponsored tax information program.

Specialization, acquisitions and mergers
Finder’s fees

Q. May an accounting firm maintain a department whose func-
tion is to bring together business merger or acquisition
prospects?

A. There is no impropriety in an accounting firm’s rendering
services in connection with business acquisitions and mer-
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gers, provided all provisions of the by-laws and Code are
observed.

For example, a member could not hold himself out as a
specialist in acquisitions and mergers, nor could he adver-
tise, solicit clients, or encroach upon the practice of other
public accountants. In addition, he would be prohibited
from receiving commissions or accepting fees which were
contingent upon the findings or results of his services.

Specialization, taxes
Letterheads

Q.

A member asks if he may show on his letterhead the words:
“Enrolled to practice before the United States Treasury
Department.” The Treasury Department rules permit this.

Since the statement implies specialization in taxes, its use
on letterheads or cards is discouraged.

Tax work obtained through bookkeeper

Q.

A bookkeeping company has asked a CPA to prepare tax
returns on the basis of work sheets provided to the com-
pany by its customers. He asks if he may enter into such an
agreement. If so, may he do the returns at a fixed fee and
is he required to sign them even though the taxpayer is
not his client? There would be no direct contact between
the CPA and the customers of the corporation nor any in-
dication to them of his identity.

The member may not properly enter into such an agree-
ment. The bookkeeping service would obtain customers by
advertising and solicitation. The CPA would indirectly re-
ceive the benefit of these unethical activities. The member
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was cautioned that he could not carry out through others
acts which he is prohibited from doing directly under the
Institute’s Code.

It was pointed out also that Treasury Department regula-
tions require anyone who prepares a tax return for another
taxpayer to sign a declaration that he has examined the
return and found it to be true, correct, and complete. The
CPA could not properly do this without having had some
direct contact with the taxpayer regarding the information
contained in the return.

Tax course circulars

Q.

Two members wish to send circulars soliciting enrollments
in a course in Federal income taxation which they are
thinking of establishing. May they use their names and pro-
fessional designation in these mailings?

Yes, but they should not show their firm’s business address
on the letterhead of the school. In fact, all activities of the
school should be clearly differentiated from the members’
accounting practice.

Distribution of firm bulletin

Q.

An accounting firm publishes a monthly information bulle-
tin on data processing for the benefit of its staff and clients.
A publishing company has asked to be put on the firm’s
mailing list to receive all future issues of the bulletin, which
will be indexed and will remain available indefinitely. May
the firm accede to the publisher’s request?

Complying with the request would inevitably lead to ethi-
cal violations, since the firm name would be mentioned in
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published reports on a continuing basis and would fre-
quently be brought to the attention of the clients of other
public accountants. This would not be consistent with Opin-
ion No. 2, which states that a member may not carry out
through others acts which he is prohibited from performing
directly. Since the bulletin is prepared for the information
of clients and staff, its distribution should be limited in
accordance with Opinion No. 9.

Distribution of CPA-authored article

Q.

A securities company has asked a CPA for permission to
reprint and distribute an article he had written for an ac-
counting publication summarizing the principal factors in-
volved in making a securities issue. The summary would
not be used in a sales or promotional effort but merely as
an informative service to enable the securities company to
acquaint a potential issuer of securities with the problems
inherent in such a transaction. Distribution of the summary
would be limited to corporate officials who are contem-
plating an underwriting and who have begun negotiations
with the securities company.

If the CPA agrees to this distribution, would there be a
violation of Rule 3.01?

Normally there would be no problem in duplicating and
distributing an item that has already been printed. But if
the article were to be made the subject of a sales or pro-
motional effort, it is possible that the accountant himself
might be the subject of some criticism, even though he did
not distribute the article himself.

There would be no violation of the Code if the securities
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company uses reprints of the article in the manner indi-
cated.

Distribution of CPA-authored article
Trade associations

Q. May a member give permission to a trade association to
publish in its membership magazine a paper which he pre-
sented at a meeting of the association? The magazine
would include a reference to the author and his firm affili-
ation.

A. Yes. The publication of such papers benefits both the pro-
fession and the public and should be permitted. However,
the member has the responsibility to see that any references
to himself or his firm are such that they would not be
viewed by others as advertising.

Distribution of CPA-authored article
Trade associations

Q. A member has been asked to deliver a paper before the
annual meeting of a trade association. In his speech he
refers to other studies prepared by his firm which relate
to the subject under discussion. May he distribute copies of
his paper at the meeting? May he distribute copies of the
other studies prepared by his firm, or make them available,
at the meeting? All papers contain a dignified reference to
the authors and their firm affiliation.

A. The member may distribute copies of his speech to those
attending the meeting. However, he may not distribute or
make available at the meeting copies of other studies or
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material prepared by his firm. If, after the meeting, re-
quests are received for such other material, the member
may comply with them.

Distribution of firm literature
Trade associations

Q. Opinion No. 9 deals in part with the distribution of mul-
tiple copies of firm literature to clients and others. Mem-
bers must assume responsibility for unethical distribution
by anyone requesting multiple copies. Distribution is con-
sidered unethical if it includes anyone other than staff
members, clients, lawyers, bankers and nonclients who
have not specifically requested copies. It is asked whether
requests from trade or professional associations for multiple
copies of publications may ethically be met. Could an asso-
ciation’s request be considered a request on behalf of each
of its members, thus falling within the group to whom
copies may properly be sent under Opinion No. 9?

A. Multiple copies of such publications should not be fur-
nished to trade or professional associations because the
member furnishing the material would be unable to con-
trol its distribution.

It was suggested that a firm could send to a trade associa-
tion as many copies of such material as it wished, provided
its firm name and address did not appear on the publication.

Postage meter machines

Q. What, if anything, may properly be said by Institute mem-
bers in the advertisement space provided by postage meter
machines?
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Any type of advertising in the space would be improper.
Members should limit the printing on their envelopes to a
dignified corner card.

Confidential Relationship

Distribution of client figures
Trade associations

Q.

A trade association requested a CPA firm to supply profit
and loss percentages taken from the reports of the account-
ants’ clients to be distributed to the association’s members.

There would be no violation if the firm had the clients’
permission to distribute the figures. The information should
be marked as submitted with permission of the clients of
the CPA firm.

Prospective client’s confidence

Q.

A member was approached by a prospective client who
was an employee of an existing client corporation. The
employee disclosed that key personnel of the organization
were planning to form their own corporation in competi-
tion with their employer. Is the member obliged to pre-
serve the employee’s confidence or should he reveal the
scheme to his client?

The member probably would not be in technical violation
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of Rule 1.03 if he revealed the scheme to the client. How-
ever, the member is morally obliged to preserve a prospec-
tive client’s confidence, even though not required to do so
by the letter of the rule.

Reproducing public reports

Q. A member is preparing an audit case for the use of univer-
sity students and asks whether it would be ethical to re-
produce actual audit reports which became public record
after being submitted in evidence in court.

A. The fact that certain reports may have been submitted in
evidence does not mean that the client no longer considers
the information to be confidential. Therefore, the client’s
permission should be obtained before the CPA duplicates
the information.

Revealing client information to competitors

Q. A member asks if there is any impropriety in the following
circumstances: Municipalities in a particular state enforce
and collect a personal property tax on business inventories,
fixtures and equipment, and machinery. Each municipality
retains the same firm of CPAs that does its audit to exam-
ine the books and records of all businesses to be sure the
proper amount has been declared. In the course of its en-
gagement, the CPA firm will examine sales, purchases,
gross profit percentages and inventories, as well as fixed
asset accounts.

The member objected to these procedures on the ground
that information gathered from the books and records of
his clients could be inadvertently conveyed to competitors
by employees of the CPA firm doing the audit.
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A. It was not improper for a CPA firm to perform such ser-
vices. It should be made clear to everyone concerned that
CPA firms are prohibited from revealing any confidential
information obtained in their professional capacity.

Revealing names of employer’s clients

Q. A staff member wishes to submit his résumé to another
firm from which he hopes to obtain employment. He asks
if he may include as part of his experience the names of
companies for which he performed audits for his present
firm,

A. The mere engagement of an accounting firm is often a con-
fidential matter between accountant and client. But if the
company issues reports that are available to the public and
the employer is well known as the regular auditor, there
would be no objection to revealing the fact that the mem-
ber had served on that assignment.

Disclosing management information to stockholders

Q. A group of former stockholders of a corporation wish to
retain a member for assistance in an action against the
corporation for violation of a separation agreement. This
would involve use of accounting records compiled by the
CPA when the corporation was his client. Since the stock-
holders were active in the management of the company, the
member thinks that at the time he was performing services
for the corporation he was representing this group of stock-
holders as well as the present management.

A. Since the reason for retaining the member appears to be
the knowledge he has gained from a former client, accep-



238  Confidential Relationship

tance of the engagement would lead to a violation of the
confidential relationship between client and CPA.

Information to successor accountant
Tax return irregularities

Q. A member withdrew from an engagement on discovering
irregularities in his client’s tax return. He asked if he could
reveal to the successor accountant why the relationship
was terminated.

A. He should not reveal the condition of the client’s records.
He may state that he sent his former client a letter of
withdrawal, but he may not give any details unless the
successor accountant obtains the client’s consent. If the cli-
ent refuses such consent, the successor is at least on notice.

Tax return processing

Q. May a member make use of an outside service bureau for
the processing of clients’ tax returns? The service bureau,
which is a fully computerized operation, is seeking tax
work from among CPAs’ existing clients. The CPA firm
controls the input of information and the computer service
performs the mathematical computations and prints the
return. Is there any violation of the confidential relation-
ship in the fact that client information leaves the CPA’s
office? :

A. A member who utilizes outside services to process tax re-
turns or other client information may not delegate his re-
sponsibility to assure the confidentiality of such informa-
tion. He must take all necessary precautions to be sure that
the use of outside services does not result in the release of
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confidential information. He should also consider the de-
sirability of putting the client on notice when outside
services are to be used.

Tax evasion by client

Q. A member learned that a client withheld from him infor-
mation on a substantial part of his income, with the result
that a faulty tax return was prepared and filed. What
should the member do?

A. He is not obliged to inform anyone but the client that a
violation has occurred. In order to protect himself from the
charge of collusion, he should write the taxpayer that the
additional income should be reported in an amended re-
turn. If the client refuses to correct the return, the member
should withdraw from the engagement.

Fraudulent act of client

Q. A member brought suit against his client for his fee, after
the client had filed a bankruptcy petition. May the mem-
ber testify at the bankruptcy hearings that the client had
overstated his assets?

A. Rule 1.03 prevents the accountant from volunteering testi-
mony at the hearing but he could reveal the facts if he
was subpoenaed.

Defalcation by client

Q. An accounting firm received answers to certain verification
requests from the client’s customers which indicated a
possible defalcation. Eventually the company’s president,
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who owned more than 50% of the outstanding stock, con-
fessed to his attorney and to the accountants that the
company had pledged 80% of the receivables as collateral
security to a factor who had advanced funds equivalent to
75% of the stated value of the receivables. The president
stated that the collateral was not bona fide.

The Board of Directors has been notified of this condition
by the accountants, the factor has been notified by the
president, and the factor’s accounting firm has been noti-

fied by the factor. The accountants have withdrawn from
the audit.

Are they obliged to maintain their confidential relationship
with the client or should they inform the SEC, minority
stockholders, or anyone else?

The firm handled the matter properly. Voluntary disclosure
of confidential information by a CPA might be justified
ethically only if it were necessary to prevent a crime not
yet committed. There is no legal or ethical requirement to
disclose past acts, so long as there is no affirmative act of
concealment on the part of the CPA. In such a case, how-
ever, advice of counsel is recommended.

Violation of subordination agreement

Q.

An accountant has a corporate client whose principal stock-
holder agreed to subordinate a loan of $11,000 to the cor-
poration for the benefit of a bank which made a loan of
$8,000 to the corporation. The accountant then learned that
the stockholder violated the subordination agreement by
withdrawing $6,000 from the corporation against the loan.
Should the accountant disclose this information to the
lending bank even though he is not presently called upon
to prepare a financial statement?
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The accountant is under no obligation to divulge the infor-
mation to the bank unless there was an agreement to do so
at the time of the loan. When he prepares the financial
statements, however, he should set forth the information in
a footnote to the balance sheet.

Contingent Fees

Expert witness

Q.

May a member, as an expert witness in a damage suit, re-
ceive compensation based on the amount awarded the

plaintiff?

Such an agreement would violate Rule 1.04, prohibiting
contingent fees. Compensation for expert testimony may be
at a per diem rate or at a fixed sum previously agreed upon.

Incompatible occupations, “finders”

Q.

A member asks if he may act as a “finder” for a client in
the acquisition of another company? That is, would the
occupation of “finder” be considered incompatible or in-
consistent with public accounting? If he may serve as
“finder” would he be in violation of Rule 1.04 by charging
a fee contingent upon the acquisition, and based on a per-
centage of the acquisition price?

The occupation of “finder” is not incompatible or incon-
sistent with public accounting. However, the payment of
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a contingent fee under such circumstances is not proper.
The accounting firm should charge a fee commensurate
with the service performed, though such fee could be in
excess of the rates for regular auditing and accounting
services.

Data Processing

Billing service
Solicitation

Q.

A practicing member wishes to form a corporation to per-
form centralized billing services for local doctors.

He maintains that this service, which is similar to one cur-
rently offered and advertised by a local bank, does not
constitute the practice of public accounting and that Rules
4.05 and 4.06 and Opinion No. 7 consequently do not apply.
He wishes to circularize local doctors of his acquaintance,
informing them of the availability of the service.

The activity in question does constitute service of a type
performed by public accountants and consequently the
member may enter this field only if the operation is con-
ducted in accordance with the Institute’s Code of Profes-
sional Ethics, which of course prohibits advertising, solici-
tation and practice in corporate form.

Consultant to service bureau

Q.

A practicing CPA is to be retained by a corporation to
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assist it in developing a tabulating service to be offered to
the public. He will have no financial interest in the cor-
poration and no representations will be made that he or
any CPA is connected with the development of the tabu-
lating service.

A. There is no violation in the member’s plan.

Service bureau as client

Q. Would it be proper for a CPA to be retained by a data
processing center to investigate the problems of other busi-
ness units (frequently served by other public accountants)
and to report to the service center his recommendations on
the need for data processing equipment? The CPA would
assist in the installation of the necessary equipment. He
would bill his regular per diem charges to the service
center.

A. Such an arrangement would be improper since it would
result in the offering of CPA services under the name of a
processing center, which itself advertises for and solicits
clients.

There would be no objection if the service center recom-
mended to its customers that the CPA be retained to de-
termine the need for data processing equipment. The CPA
could then bill the client for his services.

Stock ownership in service bureau

Q. A firm represented in the Institute’s membership serves as
the accountants for a statistical service bureau, which con-
templates offering its stock to the public under an SEC
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registration. The firm wishes to acquire shares in the cor-
poration which would represent not more than 10% of the
total of the shares to be outstanding.

The service bureau operates like any commercial firm in
that it advertises and solicits business. The bureau’s man-
agement is completely independent of the accounting firm,
and no member of the firm serves as officer, director, or
employee of the bureau. The firm does not represent, nor
will it represent in the future, any of the customers of the
service bureau, other than those which it has recommend-
ed or may in the future recommend to the service bureau.

The firm understands that if it acquires stock in the service
bureau it cannot express an opinion on the financial state-
ments of the concern.

The firm believes that these circumstances comprise a dif-
ferent kind of situation from that contemplated in ethics
committee Opinion No. 7.

Opinion No. 7 and Rules 4.05 and 4.06 are not intended
to prevent a member from owning stock in a corporation
solely as a financial investment. Several large corporations,
through the rental of business machines, are engaged in
rendering data processing services and might therefore be
considered to be rendering services of a type performed by
public accountants. But a member may properly own stock
in such a corporation, provided he does so in accordance
with the limitations described above. In the present case,
there is no violation.

Partnership with non-CPA

Q.

A noncertified, unlicensed accountant in a regulatory state
proposes to form a partnership with a CPA for the render-
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ing of tabulating services. The partnership will solicit busi-
ness from practicing CPAs and public accountants — not
from their clients. The noncertified accountant is also the
sole owner of a local service bureau. There is to be no con-
nection between this company and the proposed partner-
ship. The partnership would operate within the framework
of the profession’s Code of Professional Ethics.

Is the proposed arrangement ethical?

. A connection between the service bureau and the proposed

partnership is established in that the noncertified account-
ant would be the owner of a tabulating service dealing
with the general public, and at the same time would be a
partner in a firm offering services to practicing public ac-
countants. Such an arrangement would necessarily bring
about a violation of the Institute’s Code. The danger is that
the service bureau might be used as a “feeder” to the public
accounting practice, and the CPA involved might indirectly
obtain the advantages of advertising, solicitation and other
activities which he is prohibited from performing directly.

The plan was therefore not approved.

Fee sharing

Q.

An accounting firm wishes to set up a data processing cen-
ter by forming a joint venture with three of its clients —a
bank, a professional engineering firm, and a trucking com-
pany. The joint venture would be an entity separate from
the public accounting firm and would be known as the
Blank Data Processing Company. If the joint venture op-
erates at a profit and the profits are divided among the four
adventurers, would this be considered a participation in

the fees of professional work by nonpractitioners in viola-
tion of Rule 3.04?
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Yes. Such services are “of a type performed by public ac-
countants” and members rendering these services must ob-
serve all provisions of the by-laws and Code (Opinion No.
7). Since Rule 3.04 prohibits the sharing of fees with per-
sons not engaged in public accounting as a principal occu-
pation, the operation of such a separate organization would
be prohibited, regardless of the fact that it did not adver-
tise, solicit clients or practice in corporate form.

Also, such a joint venture with clients would jeopardize
the firm’s independence as auditors of those clients.

In addition, since the organization would be subject to the
profession’s ethical restrictions, which prohibit the indica-
tion of specialties, it would not be permitted to designate
itself as a “data processing” center.

Fee Sharing

CPA-professor

Q.

The first part of Rule 3.04 states in effect that a member
may not share professional fees with anyone “not regu-
larly engaged or employed in the practice of public ac-
counting as a principal occupation.” It is asked whether a
member may share the profits of professional work with a
CPA who is a full-time professor of accounting but who
also does some public accounting work.

Many members conduct an accounting practice in addition
to their full-time employment in education or industry. In
general, such a member is considered to be engaged in the
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practice of public accounting as a principal occupation if
he holds himself out as such, maintains an office, lists him-
self in a directory, renders services for clients, and is not
engaged in another occupation which would be considered
incompatible or inconsistent with public accounting. (See
Opinion No. 6.)

In the situation presented, it is not a violation of Rule 3.04
for the member to share fees with the CPA-professor.

Service corporation dividends

Q.

A member has the opportunity to share in the ownership
of a service corporation to be organized to purchase sup-
plies, engage and discharge personnel, and provide legal
and accounting services for hospitals. He would share 49%
of the stock equally with the attorneys doing the legal
work. His fees would be charged to the corporation on a
per diem basis, and the reports signed by him as a CPA.
Does this proposal create any ethical problems?

Payment of part of the accountant’s fee in the form of
dividends would violate Rule 3.04, but there would be no
objection to the proposal if he held no stock in the corpora-
tion.

Bonus or profit-sharing plan

Q.

A.

May a member share the profits of professional accounting
work with his employees?

Rule 3.04 was intended to prevent the sharing of the profits
of professional work with anyone “not regularly engaged
or employed in the practice of public accounting as a prin-
cipal occupation.” It was not designed to prevent a firm
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from having some form of bonus or profit-sharing plan.
Such plan could include participation in all profits of the
firm or in a specified portion thereof. All employees may
take part in the plan, or only certain classes or individuals.
The practice is quite common among firms represented in
the Institute’s membership.

Purchase of practice
Estate of deceased practitioner

Q. In purchasing the practice of a deceased accountant, a
member agrees to pay the estate a share of the profits of the
practice over a specified period. Is this a violation?

A. Rule 3.04 forbids participation by nonpractitioners in the
fees or profits of professional work, but payments to a
widow or to the estate of a retired or deceased practitioner
are not considered a violation. It would be improper, how-
ever, for a former partner’s widow to be included as a
partner of a CPA firm, unless she were personally profes-
sionally qualified.

Purchase of practice, seller under indictment

Q. A member asks if he may purchase the practice of another
CPA who is under indictment for criminal fraud. The price
is to be paid, over a period of several years, on the basis
of a percentage of the fees received. If such a purchase
were delayed until after the CPA’s trial, would there be a
violation of ethics, assuming the CPA is convicted and loses
his certificate?

A. There would be no violation of the Institute’s rules in the
purchase of this practice, provided the CPA under indict-
ment has the right to practice, which is presumably until



249  Incompatible Occupations

his certificate is revoked. Payments for the practice which
might extend to a date when the seller has lost his CPA
certificate would not be considered fee-splitting with a non-
practitioner.

Commission from nonpractitioner

Q. A member proposes to render a management service to his
clientele by arranging for the purchase of supplies from a
supplier who offers a discount. The supplier, who is also a
client, feels that the CPA’s fee should be increased as com-
pensation for providing this service. Would this constitute
a violation of Rule 3.04? Would the answer be any different
if the supplier was not a regular client of the CPA firm?

A. Accepting a commission from the supplier, whether or not
be is a regular client, would violate Rule 3.04, which states
in part that a member may not participate in the profits
of work recommended to a nonpractitioner as incident to
services for clients. Assisting clients to obtain the best
equipment at the best price is a legitimate professional
service, however, and the CPA may properly charge for the
time and effort devoted to this activity.

Incompatible Occupations

Bank director

Q. May a CPA serve as director of a bank to which he is sub-
mitting opinion reports for consideration in making loans
to his clients?
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A. Service as a bank director has never been considered an
occupation incompatible with public accounting. The CPA,
of course, could not act as independent auditor of the bank,
nor could he use his position as a “feeder” to his public
accounting practice.

However, it should be recognized that a member serving
in this dual capacity would occasionally be put in an em-
barrassing position. For example, he may find himself dis-
cussing the affairs of one of his clients, when he had con-
fidential information not available to his co-directors. The
CPA-bank director should abstain from voting on any mat-
ters in which any conflict-of-interest appeared to exist.

Finance company

Q. Advice is sought regarding the propriety of a CPA’s con-
ducting a public practice and also being involved in the
operation of a finance company.

A. Such an arrangement is a violation of the rule against in-
compatible occupations. There is a danger that the finance
company might serve as a “feeder” to the public accounting
firm and there may be relations between clients of the
accounting firm and the finance company that might cast
doubt upon the independence of the accounting firm.

The firm should decide whether it wishes to conduct a
public accounting practice or operate a loan company. In
the event the interest in the finance company is to be dis-
posed of, a reasonable time is permitted within which to
carry out the decision.

Loan broker

Q. An insurance company asked a CPA to serve as broker in
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handling industrial and commercial loans. Some of the
CPA’s clients might be interested in obtaining these funds.

Would acceptance of the offer involve a violation of the
Code?

A. The committee ruled that a member cannot act as a loan
broker and independent accountant at the same time, with-
out violating Rule 4.04.

Consumer credit company

Q. A consumer credit company purchases installment sales
contracts from retailers and receives payments from con-
sumers. May a practicing CPA serve as a director or officer
of such a corporation?

A. Yes — provided he does not audit the corporation.

Collection agent
Confirmation procedure

Q. May a member send collection letters to customers of his
clients?

A. The mailing of collection letters is a violation of Rule 4.04,
since this occupation is incompatible and inconsistent with
public accounting. Also letters of this kind tend to dis-
credit the confirmation procedure.

Coaching course for CPA candidates

Q. A practicing member wishes to conduct a CPA coaching
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course and to promote the course by mailings to other
practicing public accountants.

Is there any objection to such a venture?

A. Conducting a coaching course is not incompatible or incon-
sistent with public accounting. Many practicing members
are associated with such educational efforts.

In promoting such a course the member must be circum-
spect about the distribution of the advertising literature.
He should keep copies of mailing lists, in case there is any
question about the distribution of the course prospectus.

Employment agency

Q. A practicing member proposes to engage in a business
venture in the employment agency field. He plans to supply
other CPAs with accountants, bookkeepers, and related
personnel. He would hire a counselor to manage the agen-
cy and his accounting practice would not be affected.

Is the proposed occupation incompatible with public ac-
counting?

A. There would be no violation of Rule 4.04, provided the
CPA’s activities are limited to those described. If they ex-
tended to non-CPAs, the agency might be considered as
serving as a “feeder” to his public accounting practice. The
member was also cautioned against the use of his profes-

sional designation in connection with the agency, including
its name.

Escheator

Q. May a member serve as an escheator and at the same time
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conduct an accounting practice? His duties require him to
learn whether certain corporations have property which
should revert to the state in the absence of persons legally
qualified to inherit or claim it. May he write to such cor-
porations using his professional stationery?

A. There is no violation of the Institute’s Code under these
circumstances, unless it is shown that the member’s posi-

tion as escheator is used as a feeder to his public account-
ing practice.

If the escheator were appointed for a period of time rather
than for a particular case, he should have special stationery
for his duties in that appointment.

Insurance actuary
Specialization

Q. An accounting firm has acquired only that portion of an
insurance brokerage firm which performs actuarial and ad-
ministrative services in connection with employee benefit
plans. Does this constitute a violation of Rule 4.04, regard-
ing incompatible occupations?

A. Actuarial and administrative services in connection with
employee benefit plans are a proper function of CPAs and
are not incompatible with the practice of public accounting.
If the organization does not advertise, solicit, or do any-
thing else contrary to the profession’s ethical standards, in-
cluding the indication of specialties, there would be no
objection to the arrangement. (See Opinion No. 17.)

Investment advisory service

Q. Members of an accounting partnership would like to form
a corporation, with themselves as sole stockholders, to
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publish a service furnishing statistical information on stocks
and forecasting earnings and/or stock prices, to be made
available on a subscription basis. Recommendations to buy
or sell would be made, and advertising would be necessary.
Neither the letterhead nor the advertising of the corpora-
tion would indicate the names of stockholders nor would
there be any reference to the CPA firm.

Would this be permissible if (a) conducted in the same
offices as the public accounting practice or (b) conducted
in different offices?

Simultaneous operation of an accounting practice and an
investment service, either in the same office or in separate
offices, would be a violation of Rule 4.04.

Investment counselor

Q.

A member serves as a counselor and dealer in securities,
while also conducting a public accounting practice. He
asks if he is in violation of Rule 4.04.

Conduct of a brokerage office or that of investment coun-
selor and dealer in securities is incompatible with the
practice of public accounting. Carrying on a successful in-
vestment counseling business would require communica-
tion on business matters with clients of other CPAs, and
might become a means of circumventing the rules concern-
ing advertising and solicitation. The member should choose
either one activity or the other.

Investment salesman

Q.

A member wishes to serve as local representative of an
open-end investment trust. His compensation would be in
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the form of a commission on sales. Would this arrangement
violate the Code of Professional Ethics?

A. Because it would necessarily involve active solicitation of
possible buyers of securities and consequently discussions
of accounting and tax matters, this occupation would be
incompatible with public accounting.

Securities dealer

Q. A member sells mutual funds to friends and clients. He has
a license to do so by virtue of his membership in the Na-
tional Association of Security Dealers, Inc. He also has a
few public accounting clients.

Is there any ethical violation in this situation?

A. The sale of mutual funds is an occupation incompatible
with public accounting and the member is consequently in
violation of Rule 4.04.

Stock broker

Q. A member in active practice wishes to have a limited part-
nership interest in a brokerage firm that is a member of
the New York Stock Exchange. He will invest capital on
which he will receive a fixed return rather than a share
of the profits. He will receive no other benefits from the
firm, which in turn will receive no other benefits from him.
He will not discuss securities with any customer of the
brokerage firm. He will not represent either the brokerage
firm in its position as underwriters or any company which
the firm is underwriting.

Would such an arrangement constitute a violation of Rule
4.04, prohibiting incompatible occupations?
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A. There would be no violation of the Code as long as the
member was not the auditor of the brokerage firm, did not
use such firm as a “feeder” to his accounting practice, and
his relationship with the firm remained as outlined.

Real estate broker

Q. Is the operation of a part-time real estate business (as a
broker) incompatible with public accounting?

A. If the member retains his independence as auditor and
does not use the real estate business to “feed” his account-
ing practice, serving as a real estate broker and public ac-
countant would not be prohibited by the Code of Profes-
sional Ethics, though such simultaneous service is not en-
couraged.

If it is necessary because of financial pressure for the mem-
ber to have a second occupation, great care must be taken
to disassociate the real estate business from the professional
accounting practice, even to the point of maintaining two
different offices.

State secretary of revenue

Q. As the state secretary of revenue, a member administers
the state taxation system. Would this position be incom-

patible with an active partnership in a public accounting
firm?

A. As long as the accountant refrains from appearances in
connection with state tax matters of his clients and confines
his tax practice to filing returns, this post is not incom-
patible with public accounting.
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Auditor as transfer agent

Q.

A.

Can a member be considered independent when he serves
his client both as auditor and as stock transfer agent?

The independence of an auditor who also serves as transfer
agent would be jeopardized, since normally the auditor
would review the work of a transfer agent employed by the
client. However, there would be no conflict if the member’s
duties as transfer agent are solely ministerial and if no
accounting work is performed which might bias his judg-
ment as auditor.

Auditor as bank director
Incompatible occupations

Q.

The partners of an accounting firm have contracted to
purchase a majority of the outstanding capital stock of a
state-chartered bank. They will be elected to the Board of
Directors of the bank and thereafter may be elected offi-
cers and become active in the management of the bank on
a part-time basis while continuing to practice public ac-
counting,

The firm will not render an opinion on the financial state-
ments of the bank. However, some of the bank’s customers
may also be clients of the accounting firm.

Are there any problems regarding (1) an incompatible
occupation or (2) the firm’s independence with respect to
clients who are also customers of the bank?
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The position of bank officer or director is not necessarily
incompatible or inconsistent with the practice of public
accounting. (See page 249.) But if it were shown that the
member was using another occupation as a “feeder” to his
public accounting practice, the committee would demand
that the dual relationship cease.

The arrangement might also involve situations and prob-
lems which could challenge the firm’s independence or at
least lead to questions as to conflicts of interest. Such situa-
tions seem unavoidable unless the bank neither receives
deposits from nor makes loans to any of the firm’s clients.
Ownership and control of a bank holding deposits of, or
making loans to, the firm’s clients may amount to its hav-
ing a financial interest in the clients in question.

In short, the members were discouraged from proceeding

with the plan.

Auditor as city councilman

Q.

May a CPA serve as independent auditor of a municipality
when for a part of the audit period he served as a city
councilman under the city-manager type of municipal gov-
ernment?

Service as councilman would jeopardize his independence
as auditor.

Auditor as commissioner

Q.

Two cities have agreed to construct a sewage treatment
plant which will be controlled, managed and operated by
a Joint Board of Commissioners, two from each city. The



259

Independence

Board will have complete control over construction and
operations of the plant, including setting up a system of
accounts, establishing a uniform schedule of rates, and
providing for an annual audit by a CPA.

A member appointed to the Board asks if he could at the
same time serve as auditor of this nonprofit organization.

There is a possibility he may serve as Treasurer of the

Board and would be signing all checks.

The member could not properly serve as auditor and mem-
ber of the Joint Board.

Auditor as county executive

Q.

A CPA holds a full-time elective office as the chief execu-
tive of a political subdivision of his county. He continues
to practice as a CPA through his accounting office staff.
May he accept engagements for certified audits of other
departments of the same county?

The CPA could not be considered independent in connec-
tion with audits of other departments of the county in
which he is serving as an executive.

Staff man as county supervisor

Q.

A CPA firm serves as auditors for the following elected
county offices: County Treasurer, Circuit Clerk, County
Clerk, Sheriff, and County Superintendent of Schools. After
the completion of the audits, the firm employed as a staff
man an accountant who was also serving on the County
Board of Supervisors. This Board approves all purchases



260

Independence

and supervises the county officers. For service on the Board
the staff man receives $1,000 a year.

Is there any impropriety in this situation?

The fact that a member of the Board of Supervisors is an
employee of the firm would predispose the Board to favor
the selection of the firm over others. The circumstances
also might influence the conclusions of the partners or em-
ployees connected with the audit. Also any censurable act
of the Board of Supervisors might result in unpleasant pub-
licity for the firm, since the Board member, as an employee

of the firm, will be regarded by the public as part of the
firm’s “family.”

In short, the situation impairs the independence of the firm.

Auditor as supervisor

Q.

A member asks if he may enter into a contract with a town-
ship to supervise office personnel of the power company
and the town on a monthly fee basis, approve vouchers for
payment, prepare operating reports (monthly for the trus-
tees and quarterly for the state comptroller), and also enter
into a contract to make the annual audits and render an
opinion on the financial and other statements.

Under these circumstances the CPA would not be consid-
ered independent.

Auditor as controller

Q.

A corporation which employs an Institute member as con-
troller is audited by a firm of CPAs. The controller pre-
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pares and certifies the statements of a subsidiary corpora-
tion. Can the outside firm accept these statements for the
purpose of preparing a consolidated balance sheet?

A. No. As an employee of the corporation, the controller can-
not maintain his independent status.

Auditor as controller

Q. A former partner of an accounting firm has been serving
as controller of one of the firm’s audit clients. Since he now
wishes to return to public practice, arrangements have been
made for him to join the accounting firm’s staff. When this
takes place, he will have severed all connections with the
client and will have disposed of all financial interests. He
will not participate in the current audit of his former em-
ployer’s financial statements. It is asked whether Rule 1.01
would prevent the firm from admitting this individual into
partnership.

It is pointed out that Rule 1.01 says in effect that a mem-
ber will be considered not independent with respect to an
enterprise if he, or one of his partners, during the period
covered by the financial statements was connected with the
enterprise as an officer or a key employee. It is argued
that the intent of this provision is to prevent situations
where partners in public accounting firms are simultane-
ously connected with audit clients. It is therefore alleged
that Rule 1.01 will permit the interpretation that no inde-
pendence problem is created, so long as all of the indi-
vidual’s relationships with the client are severed prior to
his admission into the partnership.

The firm will be called on to express an opinion in an SEC
registration statement on financial statements covering a
period prior to this individual’s employment with the firm
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during which he was employed by the audit client. He will
not become a partner until after the firm’s examination has
been completed and its report submitted on this year’s
financial statements. He will not participate in this year’s
audit or in the audit of subsequent years until the firm
is satisfied that all major problems relating to transactions
that he instituted have been resolved.

Rule 1.01 was not intended to restrict the movement of
personnel between public accounting firms and their cli-
ents, though such movement can raise questions of inde-
pendence. For example, if the controller of an enterprise
severed his relationships with that enterprise and accept-
ed a position as partner-in-charge of the audit of that en-
terprise for a period during which he served as controller,
a reasonable observer might not consider him independent,
objective and unbiased — even though at no time was he
simultaneously a partner of the accounting firm and a key
employee of the client.

In the present circumstances it appears that since proper
precautions are being taken, independence in both fact and
appearance can be maintained. The principal precaution
is to provide an adequate lapse of time during which the
former officer or employee of a client who is now asso-
ciated with the accounting firm has no part in the audit of
his former employer. The other precautions to be taken by
the firm seem to assure compliance with both the letter
and the spirit of Rule 1.01.

Auditor as controller

Q.

A member asks if the independence of his firm would be
jeopardized by having a staff employee of the firm serve
as a resident auditor of the client,
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An auditor is not necessarily lacking in independence be-
cause he or his firm has written up the client’s books, made
adjusting entries, and prepared financial statements. How-
ever, if an employee of an accounting firm signs checks,
approves vouchers, employs and discharges personnel, or
performs any other functions of management, the inde-
pendence of the firm would be jeopardized.

A firm would not be considered independent with respect
to any enterprise if a staff member of the firm makes
management decisions or exercises the controllership func-
tion of the enterprise. (See Opinion No. 12.)

Consultant as co-trustee

Q.

An accounting firm is negotiating a merger with a smaller
partnership. The senior partner of the latter will not be-
come a partner of the new firm but will serve it as a con-
sultant. His duties will be to effect the orderly transfer of
the clients from his former firm to the new firm. He may
also refer clients to the new firm but will not otherwise
participate in its activities. His compensation would be a
fixed sum paid over a ten-year period and will be un-
related to future profits.

Will the new partnership be considered independent with
respect to an enterprise if the consultant serves as a co-
trustee of an estate which has a material financial interest
in the enterprise?

Since the consultant is not a partner of the new firm, does
not participate in its activities and does not share in its
profits, the firm would not be considered lacking in inde-
pendence.
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Auditor as trustee
Financial interest

Q. An accounting firm wishes to admit to partnership a CPA
who is the son of the firm’s founder now deceased. The
CPA owns stock in a corporation audited by the accounting
firm and under his father’s will was named a trustee of a
trust holding stock in the corporation. The CPA plans to
dispose of his personal holdings. Would his admission to
partnership impair the independence of the firm with re-
spect to the corporation?

A. In order for the accounting firm to retain its independence
the CPA must not only dispose of his stock in the client
company but he must also resign his position as trustee.

As long as a member has authority to vote or sell stock in
a client company he (or his firm) cannot be considered in-
dependent with respect to that enterprise.

Auditor as trustee

Q. May a member serve as a trustee under a revocable living
trust to a client who has a substantial interest (approxi—
mately 31%) in an audit client?

If the independence rule is intended to prohibit joint
service as auditor and voting trustee, would it not be
proper to act as trustee under a revocable living trust even
when under certain conditions (such as mental incompe-
tency of the transferor) it might be necessary for a trustee
to vote the stock?

A. The CPA’s independence would be impaired if he acted as
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co-trustee of a trust and independent auditor of a corpora-
tion, some of whose stock was owned by the trust. As long
as there are certain conditions under which the CPA might
be required to vote the stock, he should not serve as inde-
pendent auditor.

Auditor as executor

Q.

A member has been named co-executor of an estate which
has a controlling interest in a corporation audited by the
member. That control is to remain with the executors as
trustees until the children of the deceased reach maturity.
Can the member serve as independent auditor of the cor-
poration?

No. The relationship in question would impair the auditor’s
independence.

Auditor as co-trustee

Q.

A member has been named co-executor and co-trustee un-
der the will of a client now deceased. Among the assets
under his control is 20% of the common stock of a company
audited by his firm. The member has no financial interest
in either the company or the estate other than through
audit and executor fees. He expects to be discharged as
co-executor but would continue as co-trustee. Could his
firm retain its independence as auditors if he issued an
irrevocable proxy to his co-executor or co-trustee to vote
this particular stock?

The issuance of an irrevocable proxy would not assure the
member’s independence in these circumstances. He should
either withdraw as executor and trustee of the estate, or
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withdraw as independent auditor for the corporation — un-
less the trust were to dispose of its stock ownership in the
corporation.

Auditor as co-trustee

Q. A member’s client, the sole stockholder of a corporation,
has decided to place all of his assets including the stock of
his corporation into a revocable living trust. The purpose
of this trust is to facilitate the passage of assets and reduce
paper work upon his death. He has asked the member to
serve as a co-trustee. The client will retain full powers to
vote the stock and to revoke or amend the trust in any
way, including the appointment of new trustees. Until the
client’s death, the trustees will have no actual function
except to hold nominal title to the properties in the trust.
If the member accepted such a co-trusteeship, would his
firm be precluded from rendering an opinion on financial
statements of a corporation whose stock is owned by the
trust? '

A. Despite the arguments that could be made in favor of the
auditor’s independence in such circumstances, the member
could not serve as trustee and still audit the corporation,
since as a trustee he would be in theoretical control of the
corporation.

It was thought that circumstances could arise where he
would lose his independence if he continued to act as
trustee. For example, if the trustor should become incom-
petent, a court might give the trustees actual control of
the property. Also, in the event of the trustor’s death, the
trustees would continue to hold the property until death
taxes and other liabilities had been paid.

Even though there may be technical compliance with Rule
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1.01, a third party in possession of the facts would not in
such circumstances consider the auditor independent, ob-
jective and unbiased.

Auditor as trustee of client’s profit-sharing plan

Q. A member who is a trustee of a profit-sharing plan makes
the relationship clear in his audit report and disclaims an
opinion because of his lack of independence. He is also
the auditor for the corporate client who is the sole con-
tributor to the profit-sharing plan. Will his relationship as
trustee of the related profit-sharing plan affect his ability
to express an unqualified opinion on the corporate financial
statements?

A. Serving in the dual capacity of independent auditor of a
corporation and trustee of the corporation’s profit-sharing
plan would appear to be a conflict of interest in the eyes
of third parties. If the company wanted to borrow funds
from its own profit-sharing plan, the auditor may be put
in the position of having it said that his vote was influenced
by those who retain him.

Another consideration is whether funds of the profit-sharing
plan were invested in securities of the client. If so, there
would be an obvious conflict of interest in that the trustees
of the plan would have control over stock in the client.

Also, if the trustee’s fee is determined by the corporation’s
contributions to the plan, and if such contributions are
determined by the income of the corporation (a figure
attested to by the auditor), there would appear to be a
conflict of interest in the member’s serving in both ca-
pacities.

In summary, members should not serve in the dual capacity
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of independent auditor of a corporation and trustee of the
corporation’s profit-sharing plan.

Auditor in retirement plan

Q. The auditor of a municipality has been offered the oppor-
tunity of joining the municipality’s retirement plan. Would
such action impair his independence?

A. If the accountant accepted the “employee” designation for
the purpose of entering the retirement plan, there would be
a strong implication that he was not independent with
respect to the municipality.

Auditor as participant in client’s pension plan

Q. A CPA’s client wanted him to be a participant in the
company’s pension plan for employees. It was arranged to
pay part of the accountant’s fee as “wages,” though at no
time was the CPA an employee, stockholder, officer, or
director. Now, for the first time, the CPA will be called
upon to express an opinion on the company’s financial state-
ments. Will his participation in the pension plan affect
his independence as auditor?

A. Yes. The long-range implications of such participation
would increase the danger of his being influenced by per-
sonal considerations. The mere designation of part of his
fee as “wages” would put the accountant in a compromis-
ing position. Even if he had no direct financial interest in
the corporation, participation in the pension plan repre-
sents a more important interest than the ownership of a
few shares of stock.
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Auditor as director

Q. May a member serve in the dual capacity of director of an
enterprise and independent auditor of that enterprise’s
profit-sharing and retirement trust?

A. An auditor who serves as a director of an enterprise could
not expect third parties to consider him independent, ob-
jective, unbiased with respect to that enterprise’s profit-
sharing and retirement trust. As a director of the enterprise,
the CPA would be in a position to vote on amendments to
the trust agreement which, in the eyes of third parties,
might appear to jeopardize his independence as auditor.

Auditor as “associate director”

Q. May a member be listed as “Associate Director” in pub-
lished statements of his client, if he has no vote at Board
meetings and receives no directors” fees?

A. If the CPA is listed as “Associate Director” in the pub-
lished statements of an enterprise, whether or not he is
entitled to vote or is paid for such services, it would be
assumed that he was a part of the management of that
enterprise and he therefore should not serve as the inde-
pendent CPA. Of course, this does not prevent the CPA
from attending directors’ meetings to give independent
advice and consultation. Nor does it prevent him from
charging a fee for the time spent in performing this service.

Consultant as director

Q. A corporation’s quarterly report to stockholders indicated
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that a CPA, described as a consultant to an accounting
firm, was elected a director of the company. The account-
ing firm in question also served as independent auditors
of the corporation’s accounts. Does this situation consti-
tute a violation of Rule 1.01?

A. Investigation revealed that the consultant was not and
never had been either a partner or an employee of the
accounting firm. In these circumstances the committee held
that there was no impairment of independence, though
there should have been no indication in the company’s
quarterly report that the consultant was affiliated with the
accounting firm in any way.

Staff man as director

Q. A staff man of an accounting firm is a member of the Board
of Directors and treasurer of a Federal savings and loan
association. The staff member has no proprietary interest
in the accounting firm. The firm is conducting negotiations
with the savings and loan association which may lead to
the performance of an opinion audit. If the engagement
materializes, the firm will not use the staff member in
question on the audit.

Would the firm be considered independent under these
circumstances?

A. While not explicitly forbidden by Rule 1.01, the relation-
ship in question might appear to jeopardize the firm’s in-
dependence. A reasonable observer, who had knowledge of
all the facts, might believe that the CPA firm was auditing
and expressing an opinion on the work and decisions of one
of its own employees.

The firm should therefore not accept the engagement.
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Auditor as officer-director

Q. Would a member’s independence with respect to a local
Boy Scout Council and a legal aid society be impaired if
he served as a director and assistant treasurer of the United
Community Chest, which serves as a federated fund-raising
organization from which the Boy Scouts and the legal aid
society receive funds?

A. Since the officer-director of the Community Chest did not
exercise managerial control over the independent organiza-
tions participating in the fund-raising organization, such
service would not jeopardize the auditor’s independence
with respect to participating organizations.

Deceased partner

Q. A deceased partner of an accounting firm had been a stock-
holder, director and voting trustee of a company which
now wishes the firm to audit its records. The partner died
during the audit period and his interest in the company
has since been liquidated. May the new partnership ex-
press an independent opinion on the company’s statements
under these circumstances?

A. A third party having knowledge of all the facts would
have no cause to question the objectivity of the firm in
conducting an examination of, and expressing an opinion on,
the financial statements of the enterprise.

Auditor as director, non-profit organization

Q. May an accounting firm perform a certified audit of a
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YMCA if one of the firm’s partners serves as a member of
the board of directors of this charitable organization?

After prohibiting service as director and auditor, Rule
1.01 goes on to state that the word “director” is not in-
tended to apply to a connection in such a capacity with a
charitable, religious, civic or other similar type of non-
profit organization “when the duties performed in such a
capacity are such as to make it clear that the member or
associate can express an independent opinion on the finan-
cial statements.”

The purpose of this exception is to enable the member to
audit the records of a client while he is serving on the
board in a purely honorary capacity. Many fund-raising
organizations like to have well-known people serving on
their boards and many members have lent their names to
such worthy causes.

However, serving as director and auditor of a YMCA does
not seem to fall into this category. While the YMCA is a
non-profit organization, the partner’s position as one of the
directors might not be considered a purely honorary one.
He would presumably be exercising some managerial con-
trol over the work of the YMCA. If so, his duties would
not be such as to make it clear that he could express an
independent opinion on the financial statements. For this
reason, the partner should resign as director or the firm
should withdraw as independent auditors.

Auditor as director, nonprofit organization

Q.

May a partner of an accounting firm serve on the board of
directors of a country club without jeopardizing the firm’s



273

Independence

right to render an opinion on the country club’s statements?
In short, does a country club come under the exception
in Rule 1.01 which permits a member to serve both as
auditor and director of charitable, religious, civic, and other
types of nonprofit organizations?

If a member expressed an opinion on the financial state-
ments of a country club of which he or one of his partners
was a director, he would then be reporting on his own stew-
ardship. The exception made for nonprofit organizations
was intended primarily to cover those situations in which
a member was lending his name to a worthy cause without
assuming administrative or financial responsibilities. The
auditor may serve as director only “when the duties per-
formed in such a capacity are such as to make it clear that
the member or associate can express an independent opin-
ion on the financial statements.” This language of Rule 1.01
makes it clear that the objective test of independence
should be applied in such cases.

Auditor as member of board of trustees, nonprofit organization

Q.

A.

Would the appointment of a partner of an accounting firm
to the board of trustees of a welfare federation render the
firm not independent with respect to that organization?
The board of trustees approves the budget of the campaign
and planning functions of the federation. It approves com-
mittee appointments made by the president. It may allo-
cate some of its functions to subcommittees, such as finance,
personnel, etc. However, all final decisions on matters of
program policy and operations rest with the board of
directors.

Since the board of trustees consists of more than sixty
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members, and since the position of trustee is more honorary
than managerial, a partner of the firm may serve as a
trustee of the federation without impairing the firm’s in-
dependence, under the exception in Rule 1.01 in favor of
nonprofit organizations.

If the partner was appointed to the executive committee
or the finance committee of the federation, the duties in-
volved would no doubt be such as to jeopardize the inde-
pendence of the firm with respect to the federation.

Disclaimer of opinion

Q.

The disclaimer of an auditor lacking in independence rec-
ommended in ethics committee Opinion No. 15 reads as
follows:

Inasmuch as we have a direct financial interest in XYZ
Company [or other reason] and therefore are not con-
sidered independent, our examination of the accompany-
ing financial statements was not conducted in accord-
ance with generally accepted auditing standards. Ac-
cordingly, we are not in a position to and do not express
an opinion on these financial statements.

It is asked whether the following clause may be appended
to the final sentence of the recommended disclaimer:
“which have been prepared in accordance with generally
accepted accounting principles.”

The addition of this clause would indicate that an auditor
need not be independent to express an opinion on whether
or not financial statements are presented in accordance
with generally accepted accounting principles. Such an in-
dication would tend to make the disclaimer similar to the
ordinary disclaimer based on scope, which similarity should
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be avoided. When the auditor is lacking in independence,
he should treat the statements somewhat as if they were
unaudited; and it would be contrary to reporting standards
for him to state that unaudited financial statements have
been prepared in accordance with generally accepted ac-
counting principles.

The addition of the suggested language would therefore
be contrary to the spirit of Opinion No. 15.

Signing client’s checks

Q.

A client wishes to empower his accountant to sign checks
during his absence of two weeks. The records and accounts
would be kept by the company’s employees. Would this
procedure jeopardize the member’s independence as audi-
tor?

An alternative procedure was suggested. One of the client’s
six employees could sign checks in his absence. The check-
book, however, would be in the accountant’s custody, the
checks to be written under his scrutiny. The proprietor
would review all transactions on his return.

Auditor as depositor
Financial interest, indirect

Q.

A member, whose net worth is $10,000, has two accounts
totaling $1,500 in a savings and loan association audited
by his firm. Would this situation be considered to impair
his firm’s independence?

Deposits by a firm or by a partner or employee of a firm in
a commercial bank or savings and loan association are not
considered to constitute a direct financial interest in such
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bank or association. The deposits are considered to be an
indirect interest, however, and if material, either in rela-
tion to the total assets of the bank or to the net worth of
the auditor or his firm, the auditor’s independence would
be impaired.

In this case the deposits were not such as to impair the
independence of the firm. However, another partner should
be placed in charge of the audit of the savings and loan
association. Moreover, if deposits in the association entitle
the depositor to vote at the annual meeting, this right
should not be exercised.

Financial interest, indirect
Family relationship

Q.

The brother of an accounting firm’s senior partner is the
treasurer and a 26% stockholder of a client of the firm. Is
the firm considered to be lacking in independence?

The firm is lacking in independence on two counts: (1) A
reasonable observer who knew that the firm’s senior part-
ner was the brother of the client’s treasurer would not be
expected to consider the firm’s opinion on the statements
of such client to be independent, objective and unbiased,;
and (2) the accounting firm is considered to have a “ma-
terial indirect financial interest” in the enterprise in ques-
tion.

Financial interest, indirect
Family relationship

Q.

When a client of a member sold stock for the first time to
the public, the member purchased a thousand shares as an
educational fund for his minor son. These holdings are not
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material in relation to the company’s capitalization or to
the auditor’s net worth, but they are in relation to the
son’s personal fortune.

The member now will be required to express an inde-
pendent opinion on the financial statements of the com-
pany. Does this situation involve a violation of Rule 1.01?

A. Transferring the financial interest to his son does not make
the auditor’s interest indirect. Consequently materiality is
not a factor in assessing independence. This means that
the auditor must either dispose of the financial interest or
disclaim an opinion because of his lack of independence.

Financial interest, indirect

Q. Does ownership of stock in a Small Business Investment
Company represent an indirect financial interest in the
enterprises which borrow funds from the SBIC? Is owner-
ship of shares in a mutual investment fund considered to
be an indirect financial interest in the enterprises whose

stock is held by the fund?

A. In both cases a member’s financial interest would be
considered “indirect” under Rule 1.01, and consequently
the member’s independence as auditor of such clients
would not be jeopardized, unless the financial interest is
material in relation to the client’s total assets or to the
member’s own personal fortune.

Auditor as insurance policy holder
Financial interest, indirect

Q. A CPA auditing a mutual insurance company is a premium-
paying policyholder and, by definition, a member of the
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company. May he, under Rule 1.01, express an independent
opinion on the financial statements of the company?

As a policyholder the auditor is considered to have an in-
direct financial interest in the company. For this reason
the test of materiality should be applied. If the premiums
invested are not material either in relation to the total
assets of the insurance company or to the net worth of the
auditor or his firm, and if the auditor refrained from any
voting privileges he might have, he would not be consid-
ered to be lacking in independence under Rule 1.01.

Auditor as landlord
Financial interest, indirect

Q.

If a CPA owns or controls real estate rented by a client,
would he be prohibited from rendering an opinion on that
client’s statements?

In general, it would not be desirable for a member to audit
a client who rents property owned by the member, unless
the rental or business value of such property to both the
client and the CPA was so small as to be inconsequential.

Financial interest, indirect

Q.

A.

If a CPA owns stock in a bank, may he audit a common
trust fund operated by the trust department of that bank?

Ownership of stock in a bank would constitute an indirect
financial interest in a common trust fund operated by the
bank. Therefore, if the auditor’s financial interest is mate-
rial either in relation to the bank’s total assets or to the
auditor’s personal fortune, he would not be considered in-
dependent in expressing an opinion on the financial state-
ments of the common trust fund.
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However, even though the auditor’s financial interest in
the bank may be immaterial, a third party having knowl-
edge of all the facts may have some doubt as to the audi-
tor’s independence. For this reason, the auditor should di-
vest himself of any financial interest in the bank prior to
expressing an opinion on the financial statements of the
common trust.

Financial interest

Q.

Would the auditor of a parent company be considered
independent if he was also a stockholder in a subsidiary
of the company?

As a stockholder of the subsidiary company, the CPA
would be interested in the financial well-being of the par-
ent company, and consequently would not be considered
independent. The committee regarded such a holding as a
direct financial interest so that materiality would not be a
factor.

The committee’s opinion would be the same if the auditor
of the subsidiary company was a stockholder in the parent
company.

Financial interest

Q.

A member has a substantial interest in a company which
is indebted to a real estate corporation for an amount
equal to less than 4% of the assets of the real estate com-
pany. He has been asked to assist another accounting firm
in the auditing of the creditor corporation to which his
company is in debt.

Would acceptance of the engagement involve a violation
of Rule 1,017
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Since the financial interest in the client is indirect and
apparently not material, acceptance of the engagement
may not necessarily constitute a clear violation of Rule
1.01. Nevertheless, the relationship should be discouraged
since a conflict-of-interest situation might arise in the fu-
ture. There would be no objection to the member’s assisting
in the audit of the real estate corporation, provided the
other accounting firm had responsibility for the audit and
signed the opinion.

Financial interest

Q.

May a CPA audit a country club of which he is a member,
when membership involves the acquisition of one share of
stock in the club?

Such stock ownership is not considered to be a financial
interest in the club within the meaning of the indepen-
dence rule. However, the auditor should not take part in
the management of the club and should have nonmembers
of the club within his firm perform the audit work. The
auditor’s membership in the club should be disclosed in
his report.

Partnerships

Association of accountants not partners

Q.

A member firm is considering a proposal from another
partnership to practice jointly as associates, rather than as
partners. It is planned that the staffs of the two firms be
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combined when necessary on large jobs. Each firm’s name
would appear on the letterhead of the other in small type
as “Associates.” In almost every other respect the two
practices would be separate — that is, there would be sepa-
rate names, billing, bookkeeping, etc.

A. The use of the term “Associates” has been considered mis-
leading to the public if a partnership does not exist. A num-
ber of difficulties have arisen from affiliations of the type
proposed. In general, members have been advised to form
a partnership and have a written partnership agreement
which would attempt to provide for most future contingen-
cies and which would leave no one in doubt as to where
responsibility lay for accounting work performed.

Association of accountants not partners

Q. Two CPAs, not partners, share an office, have the same
employees, have a joint bank account and work together on
each other’s jobs. It is asked whether it would be proper
to have a joint letterhead showing both names and “Certi-
fied Public Accountants” and address.

A. In these circumstances the public would assume that a
partnership existed. If any reports were to be issued under
the joint heading, it would be a violation of Rule 4.02.

Members should avoid the use of a letterhead showing the
names of two accountants in such a way as to imply the
existence of a partnership, when in fact a partnership does
not exist,

Association of firms

Q. Three CPA firms wished to form an association to be known
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as “Smith, Jones & Associates.” Is there any impropriety in
this?

A. The committee looked with disfavor on the use of such a
title, since it might mislead the public into thinking a true
partnership existed. Instead, each firm was advised to use
its own name on its letterhead, indicating the other two
as correspondents.

Partner in two firms

Q. Is it unethical for a CPA to be a partner in two accounting
firms?

A. Although nothing in the Code would prohibit a member
from being a partner in two separate public accounting
firms, such arrangements are discouraged for the following
reasons:

1. It would be easy for the two different accounting firms
to be on opposite sides of an issue arising between clients
of the respective firms. A conflict of interest would clearly
exist, at least in the mind of the partner of both firms.

2. The fact that the individual would be in a position to
violate confidences might create suspicion in the minds of
the clients of the two firms.

3. When new clients were referred to the joint partner he
would have to decide which partnership was to receive
the benefits. This might create unsatisfactory personal re-
lationships.

Dual partnerships

Q. John Doe and Thomas Brown wish to form two partner-
ships, one in the former’s city, to be known as John Doe
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and Company, and the other in the latter’s city, to be
known as Thomas Brown & Company. Is there any objec-
tion to this plan?

A. Tt might be desirable to have both names in the partner-
ship title. That is, one firm might be known as Doe and
Brown in Doe’s city and the other as Brown and Doe in
Brown’s city.

Partner in individual practice

Q. May a CPA be a member of a firm of public accountants,
all other members of which are noncertified, and at the
same time retain for himself a practice on his own account
as a CPA?

A. There would be no violation of the Code in such a situa-
tion. However, clients and others interested should be ad-
vised as to the dual position of the CPA to prevent any
misunderstanding or misrepresentation.

Responsibility for non-CPA partner

Q. Is a CPA who has formed a partnership with a noncertified
public accountant ethically responsible for all the acts of
the partnership?

A. Yes. If the noncertified partner should violate the Insti-
tute’s Code of Professional Ethics, the CPA would be held

accountable.

Mixed partnerships
Signing reports

Q. May a CPA who is in partnership with non-CPAs sign re-
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ports with the firm name and below it affix his own signa-
ture with the designation “Certified Public Accountant™?

A. This would not be a violation of the Code, provided it is
clear that the partnership itself is not being held out as
composed entirely of CPAs.

Titles, partnership

Q. Is there any barrier in the Code of Professional Ethics to
the use of an established firm name in a different state
where there is some difference in the roster of partners?

A. No.

Titles, partnership

Q. A member asks if his firm may practice under a fictitious
name which did not include the name of any individual.
An illustration of such a partnership designation is “North-
ern Associates,” followed by the CPA title. The member
contends that such a designation is sometimes desirable.
For example, when two or more small firms wish to merge,
the use of the names of all partners might result in an
excessively long title. Inability to agree on which names
should be used and which dropped has prevented many
desirable mergers. The member stated further that he has
succeeded in registering the partnership title in question
with his state board of accountancy.

A. The title of a CPA firm should consist of the names of one
or more present or former partners. Impersonal and ficti-
tious titles are misleading and might endanger the personal
element in a relationship between professional accountants
and their clients. It is in the best interests of the profession
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and the public to continue the traditional use of firm titles
which denote a personal association and emphasize the
personal responsibility and liability of the partners.

It was pointed out that the rules of conduct of professional
societies, and the interpretations thereof, are often more
restrictive than those of state accountancy boards. When
such a difference exists the member is, of course, obliged
to abide by the more restrictive ruling.

Titles, AICPA members

Q.

A.

May a firm, all of whose principals are Institute members,
properly use the designation “Members of the American
Institute of Certified Public Accountants,” even though the
firm title contains the name of a nonmember CPA who
has withdrawn from the partnership and established an-
other public accounting firm in the same area?

Yes.

Limited partners

Q.

A.

May a firm show on its letterhead as “limited” partners the
names of persons formerly connected with the firm?

The listing was disapproved on the ground that such a
practice may lead others to believe the limited partners are
liable as active partners. Even if state law permits limited
partnerships, the committee thought it would not be prop-
er for a member firm to avail itself of this privilege.

Limited partner

Q.

Would there be any violation of the Code if a rhember be-
came a limited partner of his present firm?
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It might be possible to work out such an arrangement
legally, but the public could hardly be expected to inquire
into the details of such a partnership arrangement to de-
termine the relative liability of the individual partners with
respect to the opinions rendered by the firm. It would be
better for the partner to sever his connections with the
firm and make some arrangement to render consulting
services on a fee basis.

Retired pariners
Letterheads
Directory listings

Q.

The senior partner of an accounting firm after his retire-
ment will continue to share in the net income of the firm
for five years. Though he will be available for consultation,
he will not be actively engaged in practice during his re-
tirement. The following questions are asked: (1) How may
his name be shown on the firm’s letterhead? (2) How
should his title and firm affiliation be indicated in the
American Institute’s membership directory? (3) Even
though he will not occupy permanent office space with the
firm after his retirement, may his name be listed in the
yellow pages of the telephone directory?

(1) It is entirely proper for a firm to list on its letterhead
the names of deceased or retired partners followed by their
years of service. The names of retired partners usually
appear at the beginning of the roster of partners followed
by a line to distinguish them from the active partners.
(2) It is common practice for retired partners to be listed
as partners of the firm in the Institute’s membership direc-
tory, if they so desire. (3) If a retired partner has office
space or otherwise remains active with the firm, his asso-
ciation with the partnership may be shown in a building
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directory and in the white pages of the telephone directory.
However, he should not have a listing in the yellow pages.

Solicitation

Other public accountants

Q.

A.

May a member use his firm letterhead for soliciting chari-
table contributions from other public accountants?

There is no objection to this practice, provided that such
letters are sent only to other accountants in public practice.
The member has a responsibility to see to it that his letter
receives no other distribution, even when he supplies his
firm letterhead to the charitable organization for printing
and mailing.

Other public accountants

Q.

A member plans to limit his practice to systems installation
and analysis, accepting no auditing or tax work. May he
write a letter to other public accounting firms announcing
the opening of his office and offering his services through
the firms to their clients?

There is no objection to this plan, provided that the mail-
ing goes only to those engaged in public practice. Such a
letter should not be sent to all CPAs, since many would be
serving as controllers or treasurers of corporations served
by other public accountants.
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Other public accountants
Encroachment

Q. May a member write accountants and lawyers of his ac-
quaintance announcing his availability as a tax consultant?

A. Since such a letter is not addressed to prospective clients,
there would be no violation of the solicitation rule, nor
would there be any encroachment on the practice of other
public accountants, in violation of Rule 5.01. There was
therefore no objection to the proposal.

Other public accountants
Tax chart

Q. A member has developed a chart for quickly figuring self-
employment tax, which he would like to circularize among
other accountants. He would use his own letterhead show-
ing him to be a CPA and a member of the American In-
stitute.

A. There is no objection to the proposed mailing of the chart.
However, this circularization should be limited to prac-
ticing public accountants and should not be used as a
means of soliciting clients.

Tax rulings, mailing of

Q. A CPA, a member of a social club, and formerly its auditor,
became a member of the board of governors after another
CPA member had been elected auditor.

Several weeks after this, he mailed a copy of an income tax
ruling which offered advantages to the club, together with
his own comments, on his firm stationery, to all members
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of the board of governors. Is this a violation of the rules of
conduct?

A. A member of a club has a right to inform the proper au-
thorities regarding income tax rulings affecting the club.
Although the more usual procedure would be to bring the
matter to the attention of the president or the treasurer
and to suggest that it be placed on the agenda for the next
meeting of the board, there was no violation of the Code.

Estate planning
Letterheads

Q. A member has rendered accounting services in connection
with estate planning, together with an attorney and two
insurance underwriters — each billing and being paid sepa-
rately for his services. The underwriters wish to prepare
a letterhead for estate practice use and for solicitation of
clients. They have suggested, since legal and accounting
services are recognized as a necessary adjunct to this type
of practice, that the attorney’s and the CPA’s names be
displayed on the letterhead, with titles. Would this violate
the Code of Professional Ethics?

A. The suggested letterhead, which would be used in solicit-
ing and promoting business, would place the CPA in vio-
lation of ethics committee Opinion No. 2, which holds that
a member may not carry out through others acts which he
is prohibited from performing directly.

There is nothing in the Code of Professional Ethics to pre-
vent a member from collaborating with insurance under-
writers and attorneys in the estate planning field, but since
such services are of a type performed by public account-
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ants, a member must observe the by-laws and the Code of
Professional Ethics in rendering these special services.

Offer of gratis service
Encroachment

Q. May a member offer in a church bulletin to prepare without
charge Federal and state income tax returns of all persons
agreeing to contribute to the church’s emergency fund?

A. Such an offer would be an attempt to obtain clients by
solicitation and consequently would be a violation of Rule
3.02. The offer would also be a violation of Rule 5.01, for-
bidding encroachment upon the practice of another public
accountant.

Change of control of client company

Q. A member states that control of a client company has been
obtained by a second company which is served by another
accounting firm. Would there be any violation of Rule 3.02
if the member communicated with the holding company
and the accounting firm in an effort to retain his client?

A. No. He would be free to do so because of the existing
client relationship.

Partnership, withdrawal from
Clients of former partnership

Q. A member has withdrawn from a partnership and is enter-
ing a new partnership. The partnership agreement in his
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former firm was oral and contained no provisions for divi-
sion of clients. May the member send annnouncements to
the clients he served in the former partnership?

Yes.

Clients of dissolved partnership

Q.

In the absence of any arrangement on the point, may a
former partner of a firm now dissolved solicit for his own
account the former clients of the partnership?

Yes. The goodwill of a partnership is the goodwill of all the
partners, and, unless otherwise agreed, the clients of such
a firm are the clients of all the partners.

An equitable arrangement is one under which all former
partners write a joint letter to all former clients requesting
such clients to indicate their wishes as to which of the
former partners should carry out the assignment and retain
the working papers. After such an indication by the client
any solicitation of that client by another former partner
would be cause for discipline under the Institute’s Code of
Professional Ethics.

Feasibility study

Q.

A.

An accounting firm has been approached by a prospective
client. Does the firm’s offer for members of its staff to
spend two or three days on the potential client’s records
without charge, collecting facts for the purpose of making
a feasibility study, represent a violation of professional
ethics?

Nothing in the Institute’s Code of Professional Ethics re-
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quires the accounting firm to charge for the service ren-
dered.

Indirect solicitation
Fee sharing

Q. A CPA firm wishes to enter into an agreement with a man-
agement specialist who is communicating with local busi-
ness organizations. He would prepare a survey of the busi-
ness for the purpose of bringing to light suggested areas
of improvement. If the survey indicated deficiencies in the
accounting system, then the CPA firm would be contacted

as professional men well qualified to design and install
accounting systems.

Compensation to the management specialist would be paid
by the CPA and would be based upon a percentage of the
total fee for the engagement.

A. There is nothing wrong in a member’s accepting referrals.
Nearly all CPAs have benefited by having their names sug-
gested to prospective clients by bankers and businessmen.
In these cases, however, the referral springs from goodwill
and not from the expectation of a fee.

But when a management services specialist communicates
with business organizations to survey their corporate struc-
tures for systems improvement, and engages a CPA firm to
do all the accounting work which he uncovers from this
source, then the CPA firm would not be complying with
Opinion No. 2. This procedure does not come within the
area of permissible referrals, because the management ser-

vices specialist would be functioning, in a sense, as an agent
for the CPA.

The proposal would also violate Rule 3.04, which prohibits
the sharing of professional fees with nonpractitioners.
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Indirect solicitation
Trade associations

Q. May a member retained by a trade association permit the
association to offer his services to its members?

A. This would be indirect solicitation in violation of Rule 3.02.
It would also violate Opinion No. 2, which prohibits a
member from carrying out through others acts which he
may not do directly.

Indirect solicitation
Trade associations

Q. A CPA is employed by a trade association and is paid a
fixed salary for taking charge of the retail bookkeeping
service department. This department offers bookkeeping
services to the individual members of the association who
subscribe to the service. The association freely asks its
members to subscribe to the service, without mention of
the fact that the department is run by a CPA.

Has the CPA in question violated the prohibitions against
advertising, solicitation, and encroachment?

A. The CPA in question would not necessarily be violating the
Institute’s Code of Professional Ethics if he is merely an
employee of the association, maintains no public account-
ing practice, is not held out as a public accountant, and
does not violate the state accountancy law.

Indirect solicitation
Trade associations

Q. May a member send letters to trade associations offering to
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speak at their meetings on subjects of general interest on
which he is well informed?

Addresses by accountants before business groups are highly
desirable, but it is preferable that such addresses be de-
livered in response to unsolicited invitations or through
arrangement by state or national professional organizations
of accountants. Direct solicitation of opportunities to speak
before trade associations might be regarded as violations
of the prohibitions against advertising, solicitation and en-
croachment.

Trade associations
Industry surveys

Q.

An accounting firm would like to send out a questionnaire
to a number of companies in the same industry. The trans-
mittal letter, which would be signed by the firm’s director
of research, would not show any professional designation.
The information gathered would be used both for the firm’s
clients and in the preparation of printed articles.

While the issuance of an industry-wide survey question-
naire may not directly violate the Code, it is preferable
for such surveys to be carried out through trade associa-
tions rather than by an accounting firm.

Trade associations
Industry surveys

Q.

An accounting firm accepted an engagement to conduct a
survey and to compile statistics for a trade association. The
letter sent out by the association referred to the accounting
firm by name and requested that replies be sent to the
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firm. The questionnaire went to all members of the associa-
tion, some of whom were undoubtedly served by other
public accountants. Does this mailing violate the prohibi-
tions against advertising and solicitation?

There is nothing improper in a firm’s undertaking such an
engagement. This is a legitimate professional service which
CPAs are qualified to perform.

Also, there is no impropriety in disclosing the name of the
firm performing this service in communications requesting
information from the association members, nor is there
anything unethical in requesting members of the associa-
tion to respond directly to the accounting firm.

Technical Standards

Audit reports, blank stationery

Q.

A firm of CPAs, engaged to keep books of account for a
client, prepares and issues a financial report on blank sta-
tionery without any indication as to who prepared the
report and without any opinion regarding the financial

statements. Is this a violation of the Code of Professional
Ethics?

The Institute has no specific rule of ethics which would
require that a member have a disclaimer in financial reports
that are issued on blank stationery. Rule 2.03 deals only
with statements with which the member’s name is associ-
ated. However, Statements on Auditing Procedure No. 33
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says in effect that when no audit has been performed, any
financial statements with which the member is in any way
associated should be marked on each page as unaudited.
The auditing procedure committee believes it preferable
that a disclaimer accompany such statements.

Audit reports
Use of “we” by sole practitioners

Q.

A.

May a sole proprietor use the plural pronoun “we” in ex-
pressing his opinion on financial statements?

The use of “I” and “we” by a single practitioner is of little
significance.

Testimony as expert witness
Tax fraud

Q.

How far may a CPA go in testifying as an expert witness in
tax fraud cases? When he gives testimony that is proved
false, can he be charged, under Rule 1.02, with having
committed an act discreditable to the profession?

A member should be permitted to testify as an expert wit-
ness as long as he is technically competent to do so. He
must bear in mind, however, that he is being called upon
to express an independent professional opinion and that he
must therefore observe the required technical and ethical
standards.

If it were shown that statements, schedules or testimony
presented by him were misleading or contained material
misstatements, he could be charged with a violation of
Rule 1.02.
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Confirmation procedure, performed by others

Q. May a member make use of an outside mailing service for
the confirmation of receivables and payables? The service
would mail requests for confirmation on behalf of account-
ing firms. The returned confirmations would be removed
from the envelope and given to the public accounting firm.

A. The member would be in violation of Rule 2.01 if he sub-
scribed to such a service, since he would be relying for an
important feature of his examination upon the work of an-
other upon whom he had no right to rely.

Confirmation procedure
Incompatible occupations, collection agent

Q. May a member send out confirmation notices for the pur-
pose of collecting a client’s accounts?

A. The use of confirmation notices should be restricted to
their technical purposes, although there can be no criticism
of the accountant if a legitimate notice to confirm accounts
receivable happens to result in payment of an account.
The use of accountants’ confirmation notices for the sole
purpose of collecting a client’s accounts, and not in con-
nection with an audit or examination, is improper.

Tax practice, error in previous year’s return

Q. A corporation has engaged a CPA to prepare its current
year’s income tax return without audit. The corporation has
prepared its own returns for the last two years. In exam-
ining the previous year’s tax return, the member discovered
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an error which resulted in a substantial underpayment of
tax. The error was brought to the attention of the officers
of the corporation, with the recommendation that an
amended return be filed. However, the officers said they
were willing to take their chances that the error would
not be discovered. May the member prepare and sign the
current year’s return?

. The accountant fulfilled his duty when he notified the

client of the error made in the previous year’s return.
There is therefore no reason why he may not prepare and
sign the current return.

General

Auditor as employee

Q.

A member has become an employee of a company with ex-
tensive outside interests. The employers desire the mem-
ber to make audits of these corporate interests and render
an opinion primarily for their own information. These re-
ports would undoubtedly be available to the other stock-
holders. Would there be any violation if these examina-
tions were made and signed by the member?

If the member has given up practice as a public account-
ant, he may properly perform any services required by his
employer, including making an examination of the accounts
of minority-owned companies. Nothing in the Code would
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prevent him from using his CPA title, although his status
as an employee should be made clear in the reports.

Auditor engaged by attorney

Q. A CPA has been engaged by an attorney to do accounting
work for an estate. The accountant prepared his report but
instead of consulting with the attorney he submitted it
directly to the administrator. Was this a violation?

A. While it would have been desirable for the accountant to
notify the attorney of the completion of his report, there
was no violation of professional ethics in the accountant’s
submitting the report to the administrator.

Auditor engaged by company president

Q. The president of a corporation, who owns 70% of the com-
mon stock, called in a CPA to audit the books for the
purpose of using the financial statements to increase the
mortgage on corporation property. The board of directors
had not been advised, even informally, of the additional
mortgage. Should the CPA have requested a letter from
the president to perform the services, in which it would be
stated that the matter had been approved by the board
of directors?

A. There is no reason why a member, at the request of the
president of a corporation, should not prepare financial
statements for his company for any purpose. The CPA
could assume that it is up to the president to clear with the
board of directors and the stockholders and comply with
any legal technicalities that might be necessary in con-
nection with increasing the mortgage indebtedness.
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Bookkeeping service as “feeder”
Confidential relationship

Q. A member contemplates opening an office and subletting
space to a business service organization, offering bookkeep-
ing, secretarial and telephone answering service.

1. If the bookkeeping service organization advertises and
otherwise solicits customers, can any impropriety be im-
puted to the member because of the tenant-lessor arrange-
ment?

2. In using the secretarial services of the organization for
the typing of tax returns, audit reports and other client
papers, would there be a violation of the confidential rela-
tionship between member and his clients?

A. The proposed plan, if not an actual violation of the rules,
would come so close to being one that the member was
advised not to proceed with it.

1. If the service company was housed in the same quarters,
the general public would assume that there was only one
operation. There was also the danger that the sub-tenant’s
activities would serve as a “feeder” to the member’s prac-
tice.

2. The use of the secretarial service would violate the rule
on confidential relationship.

Fees, collection of notes issued in payment of

Q. An accounting firm made arrangements with a bank to
collect notes issued in payment of fees due, and so advised
a client who was delinquent. The client questioned the
ethics of this procedure.
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A. The procedure followed does not violate any provision of
the Code of Professional Ethics.

Illegal acts of client

Q. A member firm is acting as consultant for a corporation
conducting a small loan business. The company makes
loans to persons who purchase $30 worth of stock for each
$100 face value of the loan. This practice appears to be in
violation of the small loan act and could result in action
against the directors, as well as revocation of their license
to do business. May the firm continue to act as consultant
for this corporation?

A. No rule of professional conduct would be violated if the
firm continued in this capacity. However, it was felt that it
might be wise for the firm to withdraw in order to avoid
possible embarrassment by litigation.

Referrals by bank

Q. A member, unmarried and living with his parents, has an
office in a building owned and occupied by a bank, of
which his father is president. The father refers customers
to the son for the preparation of financial statements used
by the bank for credit purposes. Is this situation ethically
sound?

A. There is no reason why the father should not favor the son,
if he is a competent practitioner and does not violate the
confidential relationship between himself and the recom-
mended clients. The bank, however, cannot be one of the
son’s audit clients.
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Tax practice
Conflict of interest

Q.

An Institute member is in partnership with a non-CPA,
who is a former internal revenue agent, with several years’
experience as a practitioner specializing in taxes. Tax work
accounts for approximately half of the firm’s gross fees.
The non-CPA has been asked to serve, without compensa-
tion, as the public member of the board of tax appeals
recently established under a municipal income tax ordi-
nance. Would his acceptance be advisable, provided he
disqualified himself in any case in which he was directly
or indirectly connected?

The position should be declined, since it would be difficult
for the partnership to avoid conflicts of interest. However,
if the firm did not handle municipal tax matters, there
would be no conflict of interest, and the non-CPA could
properly accept the position.
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Accountancy law, Pennsylvania, 134
Accountancy: The Journal of the Institute of Chartered Accountants in
England and Wales, 153n
Accountants’ certificates, SEC rule on, 78-79
The Accounting Practice Management Handbook, 149n
Accounting principles, generally accepted, 64-66
Accounting Principles Board, opinions, 64-66
Accounting Research and Terminology Bulletins, 64n
The Accounting Review survey on management services, 23
Accounting Series Release
No. 47, 32
No. 81, 32
Acquisitions and mergers, finder’s fee, 229-230
Actuary, insurance, 253
“Additional Rules of Professional Ethics,” John W. Cook, 156n
Advertisements
help wanted, 205, 225
situations wanted, 205-206, 226
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Advertising, 47-53, 216-235
and indication of specialty, Opinion No. 11 on, 48n, 49-50, 115, 123,
165n, 201-206
prohibition against, 47-48, 51-52
Rule 3.01 on, 48-50, 125, 145-146, 187-188
Advisory service, management, Opinion No. 14 on, 208-209
Advocacy in tax practice, 28
Agency letterhead
employment, 218
nonprofit, 218
AICPA, see also Code of Professional Ethics; Trial Board
members, titles, 285
membership, designating, Rule 4.01 on, 164, 165, 188-189
American Bar Association, 101, 140
Canon 13 on contingent fees in tax cases, 142
Canon 14 on suits for fees, 145
Canon 34 on forwarding fees, 156
Canon 37 on disclosure of intention to commit a crime, 136
Opinion 314 on tax advice, quoted 29, 30
Opinions on joint practice, 102-103
Announcements, 49
“Are Consulting and Auditing Compatible?” Kenneth S. Axelson, 24n,
quoted 25
Associate director, auditor as, 269
Associates and members, 175
Association
of firms, 281-282
professional, 160-162
without partnership, 167, 280-281
Attitude, professional, 43-57
in management services, 113
rules encouraging, 46
Attorney
auditor engaged by, 299
tax, directory listing, 221-222
Auditing procedure, defined, 64
Auditing standards, 61-80
compliance with, 62-63
defined, 64
generally accepted, 63-64
Auditing Statement 23, 197
Auditor
as associate director, 269
as bank director, 257-258



307 Index

as bookkeeper, 37-39
SEC position on, 37-39
as city councilman, 258
as commissioner, 258-259
as controller, 260-263
as co-trustee, 265-267
as county executive, 259
as depositor, 275-276
as director, 269
nonprofit organization, 271-274
as employee, 298-299
as escheator, 252-253
as executor, 265
as insurance policy holder, 277-278
as landlord, 278
as participant in client’s pension plan, 268
as supervisor, 260
as transfer agent, 257
as trustee, 264-265
of client’s profit-sharing plan, 267-268
bank, directory listing, 219
engaged by attorney, 299
engaged by company president, 299
opinion when not independent, 39-40
qualifications shown in report, 227-228
Audits, independent, 61-62
Authorship of books and articles, Opinion No. 4 on, 52, 193
Automobile
firm name on, 224
license plates, CPA title on, 217
Axelson, Kenneth S., “Are Consulting and Auditing Compatible?” 24n,
quoted 25

Bacon, Francis, quoted 151
Bank
ad, CPA title in, 219
auditors’ directory listing, 219
director, 249-250
auditor as, 257-258
referrals by, 301
stock ownership, 278
Berdon v. McDuff, 133n
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Bidding, competitive, Rule 3.03 on, 188
Blake, Matthew F., “Statements on Responsibilities in Tax Practice,”
quoted 99

“Boiler plate,” 50-51
Bonus or profit-sharing plan, 247-248
Bookkeeper

auditor as

effect on independence, 37-39
SEC opinion on, 37-39

tax work obtained through, 230-231
Bookkeeping service as “feeder,” 300
Books and articles, authorship of, Opinion No. 4 on, 193
Broker

loan, 250-251

real estate, 256

stock, 255-256
Brokerage, commissions, and fee-splitting, 56-58, 137-138, 188
Business

cards, 204

stationery, 203-204
By-laws, excerpts from, 175-182

Campaign literature, use of CPA title in, 216-217
Canned newsletter, 50-51, 191, 216
Caplin, Commissioner, quoted 90
Casler, Darwin J., The Evolution of CPA Ethics, 168n
Certificates, multiple, 217
Certification, SEC rules on, 78-80
by foreign government auditors, 79
of financial statements by more than one accountant, 80
of financial statements of persons other than registrant, 79
Checks
client, signing, 275
CPA title on, 217-218
Circular No. 230, 83, 141, 142; quoted 86-87
Circulars, tax course, 231
City councilman, auditor as, 258
Class of service, designating, 48-49
Client
ad, name in, 229
checks, signing, 275
company, change of control, 290
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confidence of prospective, 235-236
confidence, Opinion No. 3 on, 192-193
conflict of interest, 40-41
data processing service bureau as, 243
defalcation, 239-240
figures, distribution of, 235
fraudulent act, 239
information, revealing to competitors, 236-237
pension plan, auditor as participant in, 268
profit-sharing plan, auditor as trustee in, 267-268
relations, basic concepts, 146
report distributed by, 228
responsibility to, in tax practice, 85-88
sales letter, name in, 228-229
service bureau as, 243
tax evasion, 239
Clients
confidential relationship with, 131-132
illegal acts, 301
names of employer’s, 237
obligations to, 129-131
of former partnership, soliciting, 290-291
relations with, 129-146
sending information to, 145-146
Code of ethics
enforcement of standards, 28
purposes, 3-5, 46
Code of Professional Ethics, AICPA, 7-8, 183-190
authority of, 7-8
operating practices, 188-190
promotional practices, 187-188
relations with clients and public, 183-185
relations with fellow members, 190
role of Trial Board in enforcing, 7-8
technical standards, /85-187
Collection agent, confirmation procedure, 251
Commission from nonpractitioner, 249
Commissioner, auditor as, 258-259
Commissions, brokerage, and fee-splitting, 56-58, 137-138
Rule 3.04 on, 16, 41, 56-58, 103, 116, 120, 125, 137, 162, 188
Committee on accounting procedure
research bulletins 64
terminology bulletins, 64
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Committee on Federal taxation, statements on responsibilities, 91-99

objectives, 92

signature of preparer, 92-97

signature of reviewer, 97-99
Committee on Professional Ethics

informal opinions, 215-302

numbered opinions, 191-214
Committee on terminology, terminology bulletins, 64
Committees, 181-182
Communications, privileged, 132-134
Company president, auditor engaged by, 299
“Compatibility of Management Consulting and Auditing,” Arthur A.

Shulte, Jr., 23n

Competence, professional, 11-17, 130

in management services, 109-110

Uniform CPA Examination as foundation of, 12-13
Competitive bidding, Rule 3.03 on, 188
Competitors, revealing client information to, 236-237
Computer service centers, 122-124

See also Data processing
Computer technology, impact of, 122
Conduct, rule of, New York State Society of CPAs, 153
Confidence of client, Opinion No. 3 on, 192-193
Confidence, prospective client’s, 235-236
Confidential relationship, 129-146, 235-241, 300
Confidentiality, Rule 1.03 on, 87, 131, 135, 185
Confirmation procedure

collection agent, 297

performed by others, 297
Conflict of interest

affecting independence, 32-33

client, 40-41

ethical restraints, 26-27

in management services, 22-28

sanctions against, 28

tax practice, 302
Congratulatory message, firm name in, 223-224
Consultant

as co-trustee, 263

as director, 269-270

to data processing service bureau, 242-243
Consultation

and referrals, Rule 5.02 on, 14, 110-111, 125, 190

in management services, 110-112
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Consumer credit company, 251
Contingent fees, 138-143, 241-242

ABA Canon 13 on, 142

expert witness, 241

finders, 241-242

in tax cases, 140-143

Rule 1.04 on, 41, 83n, 125, 138, 140, 142, 185

Treasury Department rule on, quoted 141
Control of client company, change of, 290
Controller, auditor as, 260-263
Cook, John W., “Additional Rules of Professional Ethics,” 156n
Cooley on Torts, 12n
Cooperation

in improving the art, 149-150

in the common defense, 150

interprofessional, 57

professional, 149-151
Corporations for management services, 114, 115, 119
Corporate practice, 159-162

Rule 4.06 on, 190
Co-trustee

auditor as, 265-267

consultant as, 263
County executive, auditor as, 259
County supervisor, staff man as, 259-260
CPA

candidates, coaching course for, 251-252

computer service centers, 124

solicitation of other public accountants, 287-288
CPA-authored article, distribution of, 232-234
CPA firms

lawyers in, 15-16, 102

nonaccounting specialists in, 14-15
CPA-professor, fee sharing, 246-247
CPA title

in bank ad, 219

in campaign literature, 216-217

in speaker’s qualifications, 216

on checks, 217-218

on letterheads, 218

on license plates, 217
CPA, trials and penalties reported in, 181
Criminal acts, contemplated, ABA canon on disclosure of, 136
Criminal intent, disclosure of, 136
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Data processing, 242-246
billing service, 242
fee sharing, 245-246
service bureau
as client, 243
consultant to, 242-243
stock ownership, 243-244
services, 122-125, 195-196
Debt to profession, 151-152
Deceased partners, 271
including names in firm name, 165-166
Deceased practitioner, purchase of practice, 248
Decision-making
compatibility with objectivity, 25
effect on independence, 24-25
steps in, 24
Defalcation, client, 239-240
Defliese, Philip, and Norman J. Lenhart, Montgomery’s Auditing, 106n
Denial of opinion, Opinion No. 8 on, 197
Depositor, auditor as, 275-276
Designating AICPA membership, 164-165
Rule 4.01 on, 188-189
Deskins, James Wesley, “Management Services and Management De-
cisions,” 25n
“The Development of Management Services,” Roger Wellington, 106n
Direct financial interest, effect on independence, 34
Director
auditor as, 269
in nonprofit organization, 271-274
consultant as, 269-270
staff man as, 270
Directorship
effect on independence, 35-37
in nonprofit organizations, 36
Directory listing, 49-50, 202-203
bank auditors, 219
fratemity, 219-220
membership designation, 223
multiple, 220
office buildings, 204
partners’ names, 222-223
retired partners, 286-287
tax attorney, 227-222
telephone, 202, 223
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trade association, 203, 221
Disclaimer of opinion, 70-71, 274-275
of auditor who is not independent, 39-40
Opinion No. 15 on, 39-40, 209
Disclosure
in negligence suit, 136
of criminal intent, 136
ABA Canon 37 on, 136
of employee conduct, 136
of failure to comply with income tax law, 137
of wrongdoing, 136
“Disclosures of Departures from Opinions of Accounting Principles
Board,” Thomas D. Flynn, 65n
Discreditable acts, Rule 1.02 on, 185
Dissolved partnership, soliciting clients of, 291
Distribution
of client figures, 235
of CPA-authored article, 233-234
of firm bulletin, 51, 231, 234
Dividends, service corporation, 247
Dorfman v. Rombs, 133n
Drinker, Henry S., Legal Ethics, quoted 46, 141, 145; 156n
Dual partnerships, 282-283
Due diligence in preparing tax returns, 87-88
Duties of committees, 182

Electronic data processing services, 122-125

ethical aspects, 123-124

See also Data processing
Employee

auditor as, 298-299

conduct, disclosure of, 136

services of, Rule 4.03 on, 16, 102, 125, 189
Employees of others, offers to, 153-155

Rule 5.03 on, 190
Employer’s clients, revealing names of, 237
Employment agency, 252

letterhead, CPA title on, 218
Encroachment, 152

and solicitation, 55

of other CPAs, 288
offer of gratis service, 290
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Encroachment (cont.)
Rule 5.01 on, 54, 55, 125, 152, 190
Engagement, accepting, when there is an encumbent accountant, 54
Escheator 252-253
Estate planning, letterheads, 289-290
Estimates, 143-144
Ethical conduct, Rule 4.05 on, 114, 116, 168, 189-190
“Ethica] Considerations in Rendering Management Services,” Ira N.
Frisbee, quoted 110
Ethical responsibilities in management services, 104-126
Ethical rules
enforcement of, 7-10
evaluation of, 7
origin of, 6-7
Ethics, see also Code of Professional Ethics; Rules
defined, 5-6
professional, 3-10
and the public interest, 3-10
defined, 5-6
purposes, 3-5
The Evolution of CPA Ethics, Darwin ]. Casler, 168n
Executor, auditor as, 265
Expert witness
contingent fees, 241
in tax fraud, 296
Experts as staff assistants, 121-122
Expressing opinions
Rule 2.01 on, 74-77, 155, 167, 185-186
Rule 2.02 on, 66-69, 186-187
Rule 2.03 on, 41, 70-71, 84, 187

Falsone v. United States, 133n
Family relationship, indirect financial interest, 276-277
Feasibility study, 291-292
Federal Trade Commission v. St. Regis Paper Co., 133n
Fee sharing, 194-195, 245-249, 292
Opinion No. 6 on, 194-195
“Feeder,” bookkeeping service as, 300
Fees
collection of notes issued in payment of, 300-301
contingent, 138-143, 241-242
Rule 1.04 on, 41, 83n, 125, 138, 140, 142, 185
suits for, 144-145
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Fee-splitting, commissions, and brokerage, 56-58, 137-138, 188
Fifty Years of Accountancy, Robert H. Montgomery, quoted 151
Finance company, 250
Financial interests, 279-280
direct, 34, 184
effect on independence, 33-35, 184
Illinois Society of CPAs, position on, 34n
indirect, 34-35, 184, 275-279
time of, 34
Financial statements, opinions on, 61-80
Finder’s fee, 138
acquisitions and mergers, 229-230
contingent, 241-242
Firm bulletin, distribution of, 51, 231, 234
Firm name
in congratulatory message, 223-224
in help wanted ad, 225
including names of deceased partners, 165-166
on automobile, 224
on tax booklet, 224-225
on theater program, 224
Firm publications and newspaper and magazine articles, Opinion No. 9
on, 51, 53, 113, 145, 197-199
Firms
association of, 287-282
partner in two, 282
Flynn, Thomas D., “Disclosures of Departures from Opinions of Ac-
counting Principles Board,” 65n
Forecasts, 72-74
and pro forma statements, Opinion No. 10 on, 200-201
Rule 2.04 on, 72-74, 125, 187
“Form of Regulatory Public Accountancy Bill,” 163
Former partnership, soliciting clients of, 290-291
Forwarding fees, 144
ABA Canon 34 on, 156
and referrals, 155-156
Fraternity directory listing, 219-220
Fraudulent act by client, 239
Frisbee, Ira N., “Ethical Considerations in Rendering Management
Services,” quoted 110

Government
requirements, compliance with, 72
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Government {cont.)
responsibility to, in tax practice, 88-89
Graves, Thomas J., “Responsibility of the Tax Advisor,” quoted 86; 87

Hand, Judge Learned, quoted 88
Hearings, trial board, 179
Help wanted advertisements, 205
firm name in, 225
Higgins, Thomas G., “Professional Ethics: A Time for Reappraisal,”
quoted 20, 85
Honesty, 130

Tllegal acts of clients, 301
Illinois Society of CPAs, position on financial interest, 34n
Income tax, see also tax practice
disclosure of failure to comply with law, 137
regulation on signature of preparer, 93
Incompatible occupations, 118-120, 249-256
bank director, 249-250
coaching course for CPA candidates, 251-252
collection agent, 251, 297
consumer credit company, 251
employment agency, 252
escheator, 252-253
finance company, 250
in management services, 118-120
insurance actuary, 253
investment advisory service, 253-254
investment counselor, 254
investment salesman, 254-255
loan broker, 250-251
real estate broker, 256
Rule 4.04 on, 41, 118, 125, 167, 168, 189
securities dealer, 255
state secretary of revenue, 256
stock broker, 255-256
Incorporation, Rule 4.06 on, 114, 115, 119, 159, 162, 190
Independence, 18-42, 130, 257-280
and client conflict of interest, 40-41
as an expression of integrity, 19
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effect of financial interest on, 33-35, 184
effect of holding office on, 35-37
in nonprofit organization, 36
effect of management services on, 21-28, 112-113
effect of tax services on, 28-30
effect of writing up records, 38-39
examples of lack of, 32
in appearance, 20-23, 26-28
in audits resulting in opinions, 19
in fact, 20-23, 26-28
in re-expressing opinions, 37, 184
meanings, 41-42
of auditor-bookkeeper, 37-39
of partners, 34
Opinion No. 12 on, 21n, 25n, 112-113, 206-208
Rule 1.01 on, 33-41, 183-185
rules relating to, 41
SEC rule on, 9n, 31-33, 78
tests for criteria of, 27
Independent, SEC definition, 31
Independent audits, 61-62
Indirect advertising, prohibition against, 51-52
Indirect financial interest, 34-35, 184, 275-279
auditor as depositor, 275-276
auditor as insurance policy holder, 277-278
auditor as landlord, 278
effect on independence, 34-35
family relationship, 276-277
Indirect solicitation
fee sharing, 292
trade associations, 293-294
Individual practice, partner in, 283
Industry surveys, trade associations, 294-295
Information
to clients, 145-146
to client’s competitors, 236-237
to successor accountant, on tax return irregularities, 238
to stockholders, 237-238
Institute of Chartered Accountants in England and Wales, on com-
municating with predecessor, 153
Insurance actuary, 253
Insurance policy holder, auditor as, 277-278
Internal publications, 798
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Internal Revenue Service, 81, 82, 89, 90
ethical requirements, 9
representation before, in tax matters, 28-29
review of working papers, 135
See also Treasury Department
Interprofessional cooperation, 57
Investment
advisory service, 253-254
counselor, 254
salesman, 254-255
Ipswich Mills v. Dillon, 135n
Irregularities, tax return, informing successor accountant on, 238

The Journal of Accountancy, 20n, 24n, 25n, 85n, 86n, 92n, 96n, 99n,
100n, 101n, 106n, 110n, 135n, 156n

Kentucky law on privileged communications, 133
Krizak v. W. C. Brooks & Sons, Inc., 133n

Lack of independence, examples of, 32
Landlord, auditor as, 278
Lawrence, Charles, “Professional Responsibilities in Referral Fees,” 156n
Lawyers
in CPA firms, 15-16, 102
joint practice with, 102-103
Legal Ethics, Henry S. Drinker, quoted 46, 141, 145; 156n
Legal profession, relations with, in tax practice, 100-101
Lenhart, Norman J., and Philip Defliese, Montgomery’s Auditing, 106n
Letterhead
agency, 218
employment agency, 218
estate planning, 289-290
nonprofit agency, 218
retired partners’ names on, 286-287
tax specialization on, 230
Treasury Department practice, 230
License plates, CPA title on, 217



319 Index

Limited partners, 285-286
Loan broker, 250-251
Loyalty, 130

Mailing of tax rulings, 289-290
Management advisory services, Opinion No. 14 on, 208-209
Management information, disclosing to stockholders, 237-238
Management of an Accounting Practice, 149n
Management services

competence in, 109-110

conflict of interest in, 22-28

consultation in, 110-112

corporations formed to render, 114

demand for, 105-106

effect on independence, 21-28, 112-113

ethical standards, 125-126

meaning, 107-109

mixed partnerships for, 115-116

non-CPA partners for, 120-121

professional attitude in, 113

referral in, 110-112

responsibilities, ethical, 104-126

scope of, 106-107

separate partnerships for, 114-118

specialization in, 110-112

The Accounting Review survey on, 23
“Management Services and Management Decisions,” James Wesley

Deskins, 25n

Management Services by CPAs, 149n
Massachusetts Mutual Life Insurance Co. v. Brei, 133n
Materiality, Rule 2.02 on, 62-63, 65, 66-69, 84, 186-187
Mautz, R. K., and Hussein A. Sharaf, The Philosophy of Auditing, 22n
Members and associates, 175
Membership

designating, 188-189

termination of, 175-177
Mixed partnerships, 16, 57, 121

for management services, 115-116, 271-214

signing reports, 283-284
Mergers and acquisitions, finder’s fee, 229-230
Montgomery, Robert F., Fifty Years of Accountancy, quoted 151
Montgomery’s Auditing, Norman J. Lenhart and Philip Defliese, 106n
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Multiple certificates, 217
Multiple directory listing, 220

Names
in client ad, 229
in client sales letter, 228-229
of employer’s clients, 237
use of another’s, Rule 4.02 on, 77-78, 125, 166, 167, 189
National Conference of Lawyers and CPAs, 101, 102, 194
“Statement of Principles Relating to Practice in the Field of Federal
Income Taxation,” 101, 194
New practice, how to build, 55-56
New York State Society of CPAs, rule of conduct, 153
Newsletters
and firm literature, 797-198
and publications, Opinion No. 1 on, 50-51, 145, 191
canned, 50-51, 191, 216
Newspaper and magazine articles, 199
Nonaccounting specialists
in CPA firms, 14-15
lawyers, 15-16
partnerships with, 16, 211-214, 244-245
Non-CPA partners
for management services, 120-121
responsibility for, 283
Nonpractitioner, commission from, 249
Nonprofit agency letterhead, CPA title on, 218
Nonprofit organization, auditor as director, 271-274
Notes issued in payment of fees, collection of, 300-301

Obligations to client, 129-131

Occupations, incompatible
in management services, 118-120, 249-256
Rule 4.04 on, 41, 118, 125, 167, 168, 189

Occupations, simultaneous, 167-169

Offer of gratis service, 290

Offers to employees of others, 153-155
Rule 5.03 on, 190

Office building directories, 204

Office premises, signs on, 226-227

Operating practices, 188-190
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Opinion, disclaimer of, 70-71, 274-275

of auditor who is not independent, 39-40

Opinion No. 15 on, 209
Opinion 314, ABA Committee on Professional Ethics, quoted 29
Opinions, Committee on Professional Ethics, 183-302

No.
No.
No.
No.
No.
No.
No.
No.
No.

No.
No.

on newsletters and publications, 50-51, 145, 191

on responsibility for acts of others, 51-52, 192

on confidence of client, 135n, 192-193

on authorship of books and articles, 52, 7193

on prohibited self-designations, 48n, 193-194

on sharing of fees, 57n, 65n, 138n, 162n, 194-195

on statistical tabulating services, 123, 195-196

on denial of opinion, 71n, 197

on firm publications and newspaper and magazine articles,
51, 53, 113, 145, 197-199

10 on pro forma statements and forecasts, 73n, 200-201

11 on advertising and indication of specialty, 48n, 49-50, 115,
123, 165n, 201-206
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. 12 on independence, 21n, 25n, 112-113, 206-208

. 13 on tax practice, 28-29, 83, 208

. 14 on management advisory services, 125n, 208-209

. 15 on disclaimers, 39-40, 209

. 16 on retired partners and firm independence, 210-211
No.

17 on specialization, 49, 116-117, 211-214

Opinions
denial of, 197
disclaimers of, 39-40, 209
on financial statements, 61-80
on joint practice, ABA, 102-103
re-expressing, 37, 184
Rule 2.01 on expressing, 74-77, 155, 167, 185-186
Rule 2.02 on expressing, 62-63, 65, 66-69, 84, 186-187
Rule 2.03 on expressing, 41, 70-71, 84, 187
“The Ownership of Accountant’s Working Papers,” 135n

Palmer v. Fisher, 113n
Partner
deceased, 271
including name in firm name, 165-166
in individual practice, 283
in two firms, 282
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Partners
independence of, 34
names in directory listings, 222-223
non-CPA, 16, 211-214, 244-245
for management services, 120-121
responsibility for, 283
retired
names on letterheads, 286-287
and firm independence, Opinion No. 16 on, 210-211
limited, 285-286
Partnerships, 162-164, 280-287
and partnership styles, 162-164
association without, 167, 280-281
description of, 164-165
dual, 282-283
former, soliciting clients of, 290-291
separate, for management services, 114-118, 211-214
titles, 284-285
Trial Board ruling on, 163
use of another’s name in, 77, 78
with non-CPA, 16, 211-214, 244-245
withdrawal from, 290-291
See also Mixed partnerships
Pennsylvania Accountancy Law, 134
Pension plan, auditor as participant in client’s, 268
Personal relations and solicitation, 55
Personal satisfaction, 150-151
The Philosophy of Auditing, R. K. Mautz and Hussein A. Sharaf, 22n
Postage meter machines, 234-235
Practice
how to build new, 55-56
in corporate form, 159-160
individual, partner in, 283
operating, 188-190
purchase of, 166, 248-249
Predecessor, communicating with, 153
Press publicity, 52-53
Privileged communication, 132-134
in Federal jurisdiction, 133
Kentucky law on, 133
Pro forma statements and forecasts, Opinion No. 10 on, 200-201
Processing, tax return, 238-239
Professional, see also Code of Professional Ethics; Rules
associations (corporations), 160-162
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attitude, 43-57
in management services, 113
cooperation, 149-150
ethics
and the public interest, 3-10
defined, 5-6
purposes, 3-5
rivalry, 147-149
“Professional Ethics: A Time for Reappraisal,” Thomas G. Higgins,
quoted 20, 85
“Professional Responsibilities in Referral Fees,” Charles Lawrence, 156n
Profit-sharing plan
auditor as trustee of client’s, 267-268
or bonus plan, 247-248
Prohibited self-designations, Opinion No. 5 on, 193-194
Promotional practices, 187-188
Public
interest and professional ethics, 3-10
relations with client and, 183-185
reports, reproducing, 236
responsibility to, in tax practice, 89-91
Publications, internal, 198
Publicity
cultivating, 53
in book promotion, 52
press, 52-53
Purchase of practice, 166
estate of deceased practitioner, 248
seller under indictment, 248-249

Real estate broker, 256
Recruitment brochures, staff, 198-199
Redfield, James E., A Study of Management Services by CPAs, 113n
Re-expressing opinions, 37, 184
Referral, 14
and consultation, Rule 5.02 on, 14, 110-111, 125, 190
and forwarding fees, 155-156
by banks, 301
in management services, 110-112
Regulation S-X, see Securities and Exchange Commission
Relations
confidential, 235-241, 300
personal, and solicitation, 55
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Relations (cont.)
with clients, 129-146
and public, 183-185
basic concepts, 146
with fellow practitioners, 147-158, 190
cooperation, 149-150
debt to profession, 151-152
encroachment, 152
notification of predecessors, 152-153
offers to employees of others, 153-155
personal satisfaction, 150-151
referrals and forwarding fees, 155-156
rivalry, 147-149
uncomplimentary allusions, 156-157
with legal profession in tax practice, 100-101
with staff accountants, 157-158
Report
auditor’s qualifications shown in, 227-228
distributed by client, 228
Responsibility
for acts of others, Opinion No. 2 on, 51-52, 192
for compliance with government requirements, 72
for non-CPA partner, 283
in management services, 104-126
in tax practice, 85-101
statements on, 91-99
when opinion is omitted, 69-71
“Responsibility of the Tax Advisor,” Thomas ]. Graves, quoted 86; 87
Retired partners
and firm independence, Opinion No. 16 on, 210-211
directory listing, 286-287
names on letterhead, 286-287
Retirement plan, auditor in, 268
Rivalry, professional, 147-149
Rule 2-01, Regulation S-X, SEC, 9n, 31-33, 78
Rules, Code of Professional Ethics, 183-190
1.01 on independence, 33-41, 183-185
1.02 on discreditable acts, 185
1.03 on confidentiality, 87, 131, 135, 185
1.04 on contingent fees, 41, 83n, 125, 138, 140, 142, 185
2.01 on expressing opinions, 74-77, 155, 167, 185-186
2.02 on expressing opinion 62-63, 65, 66-69, 84, 186-187
2.03 on expressing opinion, 41, 70-71, 84, 187
2.04 on forecasts, 72-74, 125, 187
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3.01 on advertising, 48-50, 125, 145-146, 187-188
3.02 on solicitation, 53, 125, 188
3.03 on competitive bidding, 188 ' '
3.04 on commissions, brokerage, and fee-splitting, 16, 41, 56-58,
103, 116, 120, 125, 137, 162, 188
4.01 on designating AICPA membership, 164, 165, 188-189
4.02 on use of another’s name, 77-78, 125, 166, 167, 189
4.03 on services of employees, 16, 102, 125, 189 '
4.04 on incompatible occupations, 41, 118, 125, 167, 168, 189
4.05 on ethical conduct, 114, 116, 168, 189-190
4.06 on incorporation, 114, 115, 119, 159, 162, 190
5.01 on encroachment, 54, 55, 125, 152, 190
5.02 on consultation and referrals, 14, 110-111, 125, 190
5.03 on offers to employees of others, 153-155, 190
Rules of conduct, 5-6, 47
New York State Society of CPAs, 153
Rules of ethics
effectiveness of, 8
enforcement of, 7-10
Internal Revenue Service requirements, 9
SEC requirements, 9
state laws on, 8-9
Trial Board role in, 7-8
Rules relating to independence, 41

Satisfaction, personal, 150-151
Securities and Exchange Commission, 139
enforcement of standards, 28
ethical requirements, 9
position on independence of auditor-bookkeeper, 37-39
Rule II(e), Rules of Practice, 9n
Regulation S-X
Rule 2-01 on mdependence 9n, 31-33, 78
Rule 2-02 on accountants’ certificates, 78-79
Rule 2-03 on certification by foreign government auditors, 79
Rule 2-04 on certification of financial statements of persons other
than registrant, 79
Rule 2-05 on certification of financial statements by more than
one accountant, 80
Securities Act of 1933, 31
Securities dealer, 255
Securities Exchange Act of 1934, 31
Self-designations, prohibited, Opinion No. 5 on, 193-194
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Separate partnerships for management services, 114-118, 211-214
Service bureau
as client, 243
consultant, 242-243
stock ownership, 243-244
Service centers, computer, 122-123
CPA, 124
Service corporation dividends, 247
Services
EDP, 122-125
of employees, Rule 4.03 on, 16, 102, 125, 189
statistical tabulating, Opinion No. 7 on, 123, 195-196
Sharaf, Hussen A., and R. K. Mautz, The Philosophy of Auditing, 22n
Sharing of fees, 194-195, 245-249, 292
Shulte, Arthur A., Jr., “Compatibility of Management Consulting and
Auditing,” 23n
Signature
of preparer of tax return, 92-97
of reviewer of tax return, 97-99
Signs on office premises, 226-227
Simultaneous occupations, 167-169
Situations wanted advertisements, 205-206, 226
Small Business Investment Company stock ownership, 277
Solicitation, 287-295
and encroachment, 55, 288
and personal relations, 55
clients of former partnership, 290-291
indirect, 292, 293-294
of other public accountants, 287-288
prohibition against, 53-54
Rule 3.02 on, 53, 125, 188
Speaker’s qualifications, use of CPA title in, 216
“Special Reports — Application of Statements of Auditing Procedure
No. 28,” quoted 38
Specialists
as staff assistants, 121-122
nonaccounting
in CPA firms, 14-15
lawyers, 15-16, 102
partnerships with, 16, 244-245
Specialization
in management services, 110-112
on letterhead, 230
Opinion No. 17 on, 49, 116-117, 211-214
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Specialty, advertising and indication of, Opinion No. 11 on, 48n, 49-50,
115, 123, 165n, 201-206
Staff
accountants, relations with, 157-158
assistants, experts as, 121-122
recruitment brochures, 198-199
training manual, 226
Standards
auditing, 62-64
ethical, in management services, 125-126
SEC enforcement of, 28
technical, 185-187, 295-298
State secretary of revenue, 256
“Statement of Principles Relating to Practice in the Field of Federal
Income Taxation,” 101, 194
“Statements on Responsibilities in Tax Practice,” Matthew F. Blake,
quoted 99
Statements on Auditing Procedure, 63
No. 33, 40, 63, 68, 72n, 197n, 209n; quoted 64, 71
No. 34, 63
“Statements on Responsibilities in Tax Practice”
Introduction, quoted 92
No. 1: Signature of Preparer, quoted 92-97
No. 2: Signature of Reviewer: Assumption of Preparer’s Responsi-
bility, 97-99
Statistical tabulating services, Opinion No. 7 on, 123, 195-196
See also Data Processing
Stock broker, 255-256
Stock ownership
bank, 278
data processing service bureau, 243-244
estate, 265
SBIC, 277
Stockholders, disclosing management information to, 237-238
A Study of Management Services by CPAs, James E. Redfield, 113n
Subordination agreement, violation of, 240-241
Successor accountant, information to, on tax return irregularities, 238
Suits
for fees, 144-145
ABA Canon 14 on, 145
for negligence, disclosure in, 136
Supervisor, auditor as, 260
Surveys, industry, 294-295
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Tax advice, ABA Opinion 314 on, quoted 29, 30
Tax attorney, directory listing, 221-222
Tax booklet, firm name on, 224-225
Tax cases, contingent fees in, 140-143
Tax chart, 288
Tax course circulars, 231
Tax evasion, client, 239
Tax fraud, expert witness in, 296
Tax practice, 81-103
advocacy in, 28
conflict of interest, 302
error in previous year’s return, 297-298
Opinion No. 13 on, 28-29, 83, 208
relations with legal profession, 100-101
responsibility to client
in choosing between alternative methods, 88
in determining tax and preparing return, 85-86
in discovery of understatement in prior years, 86-88
responsibility to government, 88-89
responsibility to public, 89-91
statements on responsibility
signature of preparer, 92-97
signature of reviewer, 97-99
Tax returns
due diligence in preparing, 87-88
errors in previous year's, 297-298
information to successor accountant on irregularities, 238
processing, 238-239
responsibility in preparing, 84-86
signature of preparer, 92-97
signature of reviewer, 97-99
who may prepare, 82
Tax rulings, mailing of, 289-290
Tax services, 28-30
Tax specialization, on letterheads, 230
Tax work, obtained through bookkeeper, 230-231
Technical standards, 185-187, 295-298
Telephone directory listing, 202, 223
Television appearances, 229
Termination of membership, 175-177
expulsion or suspension, 176-177
failure to pay obligations, 175
resignation, 175
Terminology bulletins, 64
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Testimony of expert witness in tax fraud, 296
Theatre program, firm name on, 224
Titles
AICPA members, 285
partnership, 284, 285
Torts, Cooley, 12n
Trade association
directory listings, 203, 221
distribution of client figures, 235
distribution of CPA-authored article, 233-234
distribution of firm literature, 234
indirect solicitation, 293-294
industry surveys, 294-295
Training manual, staff, 226
Transfer agent, auditor as, 257
Treasury Department, 82, 88, 140
Circular No. 230, 83; quoted 86-87, 141, 142
Sec. 10.51, 9n
practice before, 82
indication on letterhead, 230
rule on contingent fees, quoted 141
Trial Board, 181-182
hearings, 179
role in enforcing Code of Professional Ethics, 7-8
ruling on partnerships, 163
Trials and penalties, 178-181
complaints, 178
decisions, 180
publication in CPA, 18!
review, 180
trial board hearings, 179
Trustee, auditor as, 264-265
of client’s profit-sharing plan, 267-268

Understatement in prior years, responsibility to client in discovery of,
86-88

“Uniform Accounting: A Tentative Proposal Submitted by the Federal
Reserve Board,” 80

Uniform CPA Examination, 12-13

United States v. Bob, 136n

Use of another’s name, 74-78, 189

as “front,” 74
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Use of another’s name (cont.)
in collaboration, 75-76
in partnership, 77-78
Rule 4.02 on, 77-78, 125, 166, 167, 189

Violation of subordination agreement, 240-241

Wellington, Roger, “The Development of Management Services,” 106n
Withdrawal from partnerships, 290-291
Working papers
IRS review of, 135
ownership of, 134-135
Writing up records, 38-39
Wrongdoing, disclosure of, 136
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