Several provisions to the Sarbanes-Oxley Act will make it difficult for accountants to continue
performing some tax services. This is the first of a two-part article.

DAVID E. HARDESTY

n February 6, 2003, the Securi-
ties and Exchange Commission
(SEC) issued final regulations
interpreting those provisions of
the Sarbanes-Oxley Act of 2002
that relate to the services performed by CPA firms
for their SEC-registered audit clients. To the relief
of many, the regulations do not specifically
prohibit the performance of most tax services.
A number of provisions, however, will make it
difficult to continue performing some tax ser-
vices. In this article, the new regulations and their
impact on accounting firms, on management,
and on corporate audit committees will be
examined. The limitations on the scope of ser-
vices and on audit partner compensation, and
the requirement that audit committees pre-
approve all tax services will be analyzed.

To perform an audit, an accountant must be
independent. For auditors of SEC-registered
companies, the federal regulations include
detailed rules governing the determination of
auditor independence. Severe sanctions can be
levied against auditors found to lack indepen-
dence. An audit client can suffer as well. For
example, where an auditor is found to lack
independence a re-audit may be ordered.

This article, which is in two parts, covers three
sections of the new auditor independence rules
that have an impact on tax services. These are:
Scope of services limitations, audit committee
approvals of non-audit services, and limitations
on audit partner compensation.

Scope-of-services limitations: The new reg-
ulations prohibit accounting firms from per-
forming nine non-audit services. A number of
these services are often performed in conjunc-
tion with tax services. By prohibiting these
services, the regulations prohibit part of tax ser-
vices engagements. For accounting firms, this
means loss of important work. For management,
this means that, where outside auditors are
used for tax work, a portion of a tax project may
need to be performed by a firm unrelated to the
outside auditors.

Audit committee approvals of non-audit
services: Under Sarbanes-Oxley and the new SEC
regulations, corporate audit committees of
SEC-registered companies must pre-approve
audit and non-audit services, including tax
services, when the services are provided by
outside auditors. For the auditors, this means that
not only must they pitch tax services to man-
agement, they must obtain separate approval
from the audit committee. For management, this
means a loss of decision-making power to the
audit committee. For audit committees, the
new rule means heavy new responsibilities,
without much guidance. The rules also require
alevel of involvement in company management
that may not be practical. The new rules may
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cause auditors to lose lucrative tax work. They
may also force management to purchase tax ser-
vices from firms that are unaffiliated with the
auditors, resulting in costlier, but less effective,
tax advice.

Audit partner compensation: To perform an
audit, an accounting firm needs extensive
knowledge of a company, and the trust of its
management. Knowledge and trust also give
auditors an edge when selling non-audit services
to their clients, especially if the audit partner
heads up the sales team. An audit partner can
be an effective seller of non-audit services,
and an enthusiastic salesperson if he or she is
paid for sales made. However, the SEC believes
that compensating an audit partner for selling
non-audit services creates a conflict that com-
promises that person’s independence and objec-
tivity. To prevent this conflict, the SEC has
adopted rules prohibiting an audit partner
from receiving such compensation. Whether this
new rule will improve the quality of audits is not
known. What is certain, however, is that the rule
will make it more difficult for accounting firms
to sell tax and other non-audit services to their
audit clients.

The scope of services rules will be discussed in
Part | of this article, with the remaining topics dis-
cussed in Part 2, which will be published in the Sep-
tember/October issue of Corporate Finance Review.

Scope of services limitations

Section 201 of Sarbanes-Oxley prohibits auditors
from performing for their audit clients non-audit
services that compromise independence. The new
law names nine services that are specifically pro-
hibited. Accountants may continue to perform any
non-audit service that is not otherwise prohibited,
including tax services, which is approved in
advance by the client’s audit committee.?

These rules apply only to audits of companies
subject to SEC registration. In addition, the new
rules do not prohibit an accountant from provid-
ing these services for a non-audit client. The SEC
has adopted final regulations interpreting Section
201. The new regulations replace existing regula-
tions, adopted in November 2000,® which prohibited
most of these services, but which contained many
exceptions.

The nine prohibited services in Sarbanes-
Oxley were written based on three principles,
violation of any one of which is deemed to impair
independence and render an accountant incapable
of auditing a client’s financial statements. These
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principles are: “(1) An auditor cannot function in
the role of management, (2) an auditor cannot audit
his or her own work, and (3) an auditor cannot serve
in an advocacy role for his or her client.”

Some commentators have asserted that Sar-
banes-Oxley gives corporate audit committees
broad discretion to approve almost any tax service.
They point to language
in the Release
accompanying the
SEC proposed regu-
lations that support
this position. In addi- ‘
tion, commentators asked the SEC to make clear
that any tax service can be performed for an audit
client without impairing independence. However,
the SEC declined to make such a broad statement.
As discussed in the following sections, the SEC con-
tinues to believe that the performance of some tax
services can impair independence. In addition, non-
tax services performed in connection with a tax
engagement cannot be performed without impair-
ing independence, if they fall within one of the nine
prohibited services.

Six of the nine prohibited services can have an
impact on the provision of tax services, and will
be covered here. These are:

+ Bookkeeping or other services-related
accounting records;

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

* Actuarial services;

* Management functions;

+ Legal services; and

+ Expert services.

SEC guidance on tax services. In the
Release accompanying its new regulations, the
SEC provides guidance on permitted tax services.
However, the guidance is general, and leaves
much to the judgment of audit committees. The
SEC reiterated its “long-standing position that
an accounting firm can provide tax services to
its audit clients without impairing the firm’s
independence.” Reasons it gives for permitting
such services are: (1) “Detailed tax laws must
be consistently applied, and the Internal Rev-
enue Service has discretion to audit any tax
return.” (2) “[A]ccounting firms have histori-
cally provided a broad range of tax services to
their audit clients.” (3) Sarbanes-Oxley “recog-
nized that accountants may engage in certain
non-audit services ‘including tax services’.”®

According to the Release, “accountants may
continue to provide tax services such as tax com-
pliance, tax planning, and tax advice to audit

- FOR THE MOST PART,
UNSTATED.
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clients, subject to the normal audit committee
pre-approval requirements.”® “Tax compliance
generally involves preparation of original and
amended tax returns, claims for refund and tax
payment-planning services. Tax planning and
tax advice encompass a diverse range of services,
including assistance with tax audits and appeals,
tax advice related to mergers and acquisitions,
employee benefit plans and requests for rulings
or technical advice from taxing authorities.””

The SEC rules are consistent with Sarbanes-
Oxley, which says, “A registered public accounting
firm may engage in any non-audit service, includ-
ing tax services, that is not [one of the nine pro-
hibited services], for an audit client, only if the
activity is approved in advance by the audit com-
mittee of the issuer”®

Some conclude from the portions of the regu-
lations cited previously that virtually any kind of
tax service is permissible. However, this is not the
case. Some, but not all, tax services can be per-
formed by the auditors, and the criteria for audit
committee approval of such services is whether or
not performance of tax services compromises
auditor independence.

In its Release, the SEC counsels audit commit-
tees and accountants that “providing certain tax
services to an audit client would, as described below,
or could, in certain circumstances, impair the inde-
pendence of the accountant”® The SEC Release
states that “[a]ccountants would impair their
independence by representing an audit client
before any court of law.”*

Circumstances that could impair independence
are left, for the most part, unstated. The SEC pro-
vides only one example where there is possible
impairment of independence: “[Aludit com-
mittees also should scrutinize carefully the
retention of an accountant in a transaction ini-
tially recommended by the accountant, the sole
business purpose of which may be tax avoidance
and the tax treatment of which may be not sup-
ported in the Internal Revenue Code and related
regulations.”"

Therefore, the SEC is leaving it up to audit
committees to make determinations regarding
the allowance of most tax services. Unfortunately,
the SEC provides scant guidance to audit com-
mittees for determining whether a tax service
does or does not impair independence, and the
history surrounding both Sarbanes-Oxley and
the new regulations is ambiguous. The SEC
does not say whether audit committees should
use the three principals mentioned previously
in approving tax services.'”? Some who have
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commented on the regulations, in their proposed
form, asserted that these principals should not
be applied to tax services. The rationale for this
argument is (1) the performance of many tax ser-
vices would violate the three principals, if they
are applied as written, (2) however, Sarbanes-
Oxley and the SEC regulations confirm
that tax services can be performed for
audit clients, (3) therefore, these princi-
pals should not be applied to tax ser-
vices." However, the SEC, in its Release,
declined to say whether these three tests
should be applied.

Although the regulations are not clear on this
point, I believe that audit committees should con-
sider the three principles stated above when
approving tax services.

For example, XYZ, Inc. hires Jones LLP to audit
its financial statements, to prepare its tax returns,
and to provide tax advice. In March 2004, Jones
LLP’s tax professionals formulate for the company
atax strategy that materially reduces the company’s
tax liability. In January 2005, the auditors must eval-
uate the company’s tax provision, opining on the
tax results of the strategy. This places the accoun-
tants in the position of auditing their firm’s own
tax work. In this case, the audit committee has no
assurance that the auditors will remain unbiased
when they audit the tax provision. The SEC regu-
lations do not appear to prohibit the auditors from
performing these services, and independence
may not be legally impaired. However, is inde-
pendence impaired in fact? This is the audit com-
mittee’s judgment call.

In a situation where there is a possibility of
impairment, the audit committee can remedy the
situation by ordering a separate review of the com-
pany’s tax provision by an accounting firm or law
firm. There are situations, however, where a sec-
ond opinion is not practical.

For example, Jones LLP develops a propri-
etary tax strategy, which it markets to its audit
clients. This is a pre-packaged tax planning device
that is tailored to the needs of specific clients. The
fee for the strategy is not based on the number of
hours spent implementing the plan, but is instead
based on the tax saved using the strategy. This tax
“product” is marketed under a nondisclosure
agreement."* Accordingly, the client cannot bring
in another tax advisor to independently evaluate
the strategy.

Differentiating between tax and non-tax ser-
vices. The audit committee has broad discretion
to approve tax services. However, the commit-
tee cannot approve any of the nine prohibited ser-
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vices. Often, prohibited services are performed
in conjunction with tax services. Where this is
the case, prohibited services must be identified
and carved out of the tax services engagement.
Differentiation between tax and non-tax services
will, in some cases, be difficult, and will call for
careful analysis by audit committees.

The SEC provides two examples where label-

B ing of services was the issue.“[A]naccoun-
tant seeking to provide a broker-dealer
service and arguing that, because there are
tax implications of certain brokerage activ-
ities, the service is permissible would con-
stitute an attempt to improperly circumvent
the list of prohibited services.””® On the other
hand,an audit committee can receive permission
from the SEC for the approval of a service labeled
a“legal service”in a foreign jurisdiction, where the
same service is an allowable tax service in the United
States.®

Bookkeeping or other services related to
accounting records. The financial statements of
a corporation are the responsibility of company
management. An auditor’s responsibility is limited
to examining those statements. Because an audi-
tor should not be placed in the position of audit-
ing its own work, the regulations prohibit an
accountant from performing bookkeeping and
financial statement preparation for its SEC-reg-
istered audit clients. In the context of tax services,
this prohibition can include preparation of a com-
pany’s tax accrual, and possibly its tax returns.

The new regulations include a rebuttable pre-
sumption that bookkeeping and related services
performed for an audit client will be subject to audit
procedures."” Therefore, if an auditor performs such
services, which may include, for example, prepar-
ing source data to support numbers to be incor-
porated in the financial statements, then the
auditor must demonstrate that the services will not
be subject to audit procedures by the auditor. This
rule can preclude preparation of a corporate tax
provision that will be incorporated in the company’s
financial statements, or preparation of the com-
pany’s tax returns.

For example, Jones LLP is an accounting firm
engaged to audit the financial statements of
XYZ,Inc.,an SEC-registered company. XYZ lacks
expertise to prepare its own tax returns and asks
Jones LLP to prepare them. In addition, it asks
Jones LLP to calculate the tax expense that will
be reported in the financial statements. If Jones
LLP performs these services, it may well be
placed in a position of calculating amounts that
will be included in the financial statements, and
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will belater subject to audit. The question is: Are

these services prohibited?

Despite the appearance of conflict created
when an accounting firm performs the tax services
described in this example, the SEC, in its Release,
opines that accountants can provide tax services
without impairing independence (see previous dis-
cussion). Therefore, the preparation of a tax return
should not, according to the SEC Release, impair
independence. In addition, professional stan-
dards say that an accountant’s independence is not
impaired by proposing adjusting entries or other
changes affecting the financial statements.*® There-
fore, an auditor could prepare a tax accrual cal-
culation, and propose an adjusting entry to the
client.

Appraisal or valuation services, fairness opin~
ions, or contribution-in-kind reports. Under the
SEC regulations an accountant is not independent
if, at any point during the audit and professional
engagement period, the accountant provides
“[a]ny appraisal service, valuation service, or any
service involving a fairness opinion or contribu-
tion-in-kind report for an audit client, unless it is
reasonable to conclude that the results of these ser-
vices will not be subject to audit procedures dur-
ing an audit of the audit client’s financial
statements.”"

The SEC describes these services as follows:

« Appraisal and valuation services include
“any process of valuing assets, both tangible
and intangible, or liabilities. They include
valuing, among other things, in-process
research and development, financial instru-
ments, assets and liabilities acquired in a
merger, and real estate.”

- “PFairness opinions and contribution-in-kind
reports are opinions and reports in which the
firm provides its opinion on the adequacy of
consideration in a transaction.”*

The new rules are the same, in most respects,
as the old SEC regulations. However, the old rules
contained four specific exceptions, while the new
regulations contain only one general excep-
tion. Two of the old exceptions are arguably cov-
ered by the one exception in the new regulations.
These are: (1) an auditor’s valuation expert can
review the work of a client’s specialist, and (2)
valuations can be performed for non-financial
purposes, where the valuations do not affect the
financial statements. The remaining two excep-
tions under the old regulations are probably not
covered by the exception in the new regulations.
Under the old regulations: (3) an auditor’s actu-
aries could value a client’s pension or other post-
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retirement benefit obligation provided that the
client assumes responsibility for significant
assumptions, and (4) valuations were allowed
when performed for planning and implement-
ing tax-planning strategies.

The first two exceptions appear to be covered
by the single exception in the new regulations, which
says that services can be performed if it is “rea-
sonable to conclude that the results of these ser-
vices will not be subject to audit procedures
during an audit of the audit client’s financial
statements.” Under this single exception an audi-
tor’s valuation expert can, for example, review the
work of a client’s specialist as part of an audit
engagement. In its Release on the new rules, the
SEC says, “the rule does not prohibit an account-
ing firm from utilizing its own valuation special-
ist to review the work performed by the audit client
itself or an independent, third-party specialist
employed by the audit client, provided the audit
client or the client’s specialist (and not the specialist
used by the accounting firm) provides the technical
expertise that the client uses in determining the
required amounts recorded in the client financial
statements. In those instances, the accountant
will not be auditing his or her own work because
a third party or the audit client is the source of the
financial information subject to the audit. Addi-
tionally, the quality of the audit may be improved
where specialists are utilized in such situations”**

For example, XYZ, Inc. distributes to its
shareholders the stock of its wholly owned sub-
sidiary, M Corporation. There is no public mar-
ket for the stock of M Corporation. The
distribution results in taxable income to XYZ,
and therefore the stock must be valued. XYZ
employs a company specializing in the appraisal
of the stock of closely held corporations. Jones
LLP later audits the financial statements of
XYZ. Because the tax effect of the distribution
is material to the income of XYZ, Jones LLP must
audit the transaction. Jones LLP can use its
own valuation experts to review the work of the
appraisal company,and will not thereby violate
the new regulations.

The second of the previous exceptions applied
if an accountant was never placed in the position
of auditing its own appraisal. This exception con-
tinues to apply.

Under the old rules, accountants could value a
client’s pension liability. However, this service is
now prohibited if the liability is later included in
the company’s financial statements, and is subject
to audit. The old rules contained an exception for
valuations associated with the planning and imple-
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mentation of tax strategies. This was a broad
exception that left room for a substantial number
of services. The SEC’s Release accompanying the
new regulations states that the new rules “do not
prohibit an accounting firm from providing such
services for non-financial reporting (e.g.,
transfer-pricing studies, cost-segregation
studies, and other tax-only valuations)
purposes.”® However, such services will be
allowed only where the results of the work
will not be subject to audit. Any work that
materially affects the financial statements will be
prohibited.

For example, XYZ, Inc. transfers assets to a newly
formed Irish subsidiary in a transaction that is tax-
able under Section 367. The tax liability, which is
material to the financial statements, must be
determined based on a valuation of the assets trans-
ferred. Since the results of the valuation will be sub-
jecttolater audit, the auditors cannot provide the
valuation services.

In another example, XYZ, Inc. enters into a qual-
ified cost-sharing arrangement with its Irish sub-
sidiary, under which the companies will jointly
conductaresearch project to develop a new tech-
nology. The Irish company will own the non-U.S.
rights to the technology and XYZ will own the U.S.
rights. Under this arrangement, research costs must
be allocated to the two companies based on the
income each anticipates earning from exploitation
of the technology. These earnings must be calcu-
lated by forecasting both sales and costs. The
allocation of research cost has a material tax
effect. Accordingly, the auditors are prohibited from
preparing the forecasts.

Actuarial services. Under the new regula-
tions, an auditor lacks independence if it performs
for a public company “[a|ny actuarially oriented
advisory service involving the determination of
amounts recorded in the financial statements and
related accounts for the audit client other than
assisting a client in understanding the methods,
models, assumptions,and inputs used in computing
anamount, unless it is reasonable to conclude that
the results of these services will not be subject to
audit procedures during an audit of the audit
client’s financial statements.”**

The new rules represent a broad prohibition,
whereas the previous rules applied only to actu-
arial services related to insurance company pol-
icy reserves and related accounts.”

The new restrictions may affect the ability of
afirm to provide tax services related to retirement
plans. The accountants can continue to provide tax
planning services in this area, but are prohibited
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from performing actuarial computations if the
results materially affect the company’s financial
statements. For example, the firm would be pro-
hibited from calculating the client’s unfunded
liability under a defined benefit pension plan.

The new regulations allow, however, an audi-
tor to use its own actuaries to testan amount already
calculated by the client. Such testing may be a nec-
essary part of an audit.

Management functions. Auditors are notinde-
pendent if they perform management functions,
which include “acting temporarily or perma-
nently, as a director, officer, or employee of an audit
client, or performing any decision-making, super-
visory, or ongoing monitoring function for the audit
client.”® In regard to tax services, there is a ques-
tion as to whether auditors effectively make deci-
sions on behalf of clients when they provide tax
planning services, the validity of which the client
has no way to determine. In these cases, the client
relies solely on the auditor.

Legal services. An auditor lacks indepen-
dence when it engages in“[p]roviding any service
to an audit client that, under circumstances in which
the service is provided, could be provided only by
someone licensed, admitted, or otherwise quali-
fied to practice law in the jurisdiction in which the
service is provided.”?

This prohibition carries over the SEC’s previ-
ous rule without substantial change. The basis of
the prohibition is the assumption that a lawyer’s
core professional obligation is to be an advocate
for its clients’ interests, and that “an individual can-
not be both a zealous legal advocate for manage-
ment or the client company, and maintain the
objectivity and impartiality that are necessary for
anaudit.”® In its Release, the SEC quoted the U.S.
Supreme Courtin United States v. Arthur Young:
“If investors were to view the accountant as an advo-
cate for the corporate client, the value of the audit
function itself might well be lost.”*®

Accounting firms in the United States do not
ordinarily represent clients in court, so this restric-
tion should not be a burden.® For non-U.S.
accounting firms that are subject to these regula-
tions, the new rules present a problem. According
to the SEC Release, “in some jurisdictions it is
mandatory that someone licensed to practice law
perform tax work, and that an accounting firm pro-
viding such services, therefore, would be deemed
to be providing legal services.” On its face, the rule
would prohibit one of these foreign accounting
firms from performing tax services. However, the
SECgoes on in its Release to say, “our rules are not
intended to prohibit foreign accounting firms
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from providing services that an accounting firm
in the United States may provide. In determining
whether or not a service would impair the accoun-
tant’s independence solely because the service is
labeled a legal service in a foreign jurisdiction, the
Commission will consider whether the provision
of the service would be prohibited in the United
States as well as in the foreign jurisdiction ... .Eval-
uating and determining whether services are per-
missible may require a comprehensive analysis of
the facts and circumstances. We are, however,
sensitive to these issues and, as we have done in
the past, we encourage accounting firms and for-
eign regulators to consult with the staff to address
these issues.”®'

It appears from this that the accounting firms
to which the SEC , :
refers must imme- |
diately initiate dis- |
cussions with the | G
SEC to determine | /iy oy v i
what services will be L ' SEC :
considered “prohib- A%
ited legal services.”

Expert services. The new SEC regulations say
that an accountant will not be independent if he
or she provides “an expert opinion or other expert
service for an audit client, or an audit client’s legal
representative, for the purpose of advocating an
audit client’s interests in litigation or in a regula-
tory or administrative proceeding or investigation.
In any litigation or regulatory or administrative
proceeding or investigation, an accountant’s inde-
pendence shall not be deemed to be impaired if the
accountant provides factual accounts, including in
testimony, of work performed or explains the
positions taken or conclusions reached during the
performance of any service provided by the
accountant for the audit client.”*

This prohibition is not found in the previous
SEC regulations. Its addition to the list of pro-
hibited services is required by Sarbanes-Oxley.
Sarbanes-Oxley, while prohibiting accounting
firms from performing expert services for their
audit clients, did not define the term. In writing
its regulations, the SEC interpreted the term based
on its analysis of the legislative history of the new
law. According to the SEC,“the legislative history
related to expert services is focused on the
accountant’s role when serving in an advocacy
capacity.”® Therefore, just as an accounting firm
is not independent if it acts as a client’s legal advo-
cate, it cannot be independent if it advocates a
client’s position in other ways. To understand this
rule, it is useful to explore its various components.
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Expert opinion.“Expert opinion”is not defined
in the regulations, however according to the SEC
Release, “[c]lients retain experts to lend author-
ity to their contentions in various proceedings by
virtue of the expert’s specialized knowledge and
experience.” Therefore, we must conclude that an
expert opinion is any communication, written or
not, that expresses an opinion incorporating the
firm’s specialized knowledge and experience. It
could include, for example, a letter sent by an audi-
tor to the IRS that argues in support of a tax posi-
tion taken by its client.

Definition of expert service. The provision of
an expert service refers to “engagements that are
intended to result in the accounting firm’s spe-
cialized knowledge, experience and expertise
being used to support the audit client’s positions
in various adversarial proceedings.” According to
the SEC, “virtually all services provided by an
accountant may be perceived to be expert services.”
Therefore, the term does not describe a specific kind
of service,such as litigation support services, but
instead refers to services performed to advocate
a client’s position in official proceedings.

Advocating an audit client’s interest. The
key to understanding this prohibition is to real-
jze that, under the new regulations, auditors can-
not be seen to advocate on behalf of their clients.
According to the SEC, the prohibition on expert
services “applies to those services that involve
advocacy in proceedings and investigations.” The
SEC further says,“The appearance of advocacy
created by providing such expert services is suf-
ficient to deem the accountant’s independence
impaired.” An accountant can be considered to
be working in an advocacy capacity “even if the
accountant is working behind the scenes to
advance the client’s interests.”*

For example, XYZ, Inc. is under investigation
by the SEC’s Division of Enforcement, and wants
to hire its auditor, Jones LLP, to provide forensic
accounting services to the company’s legal repre-
sentatives in connection with its defense in this pro-
ceeding. If Jones LLP provides these services, its
independence will be impaired becausc it is pro-
viding expert services in support of its client’s posi-
tion in an advocacy capacity.

Litigation or regulatory or administrative pro-
ceedings or investigations. Tax-related proceed-
ings covered by this rule appear to include, for
example, litigation in any court and audits by the
IRS or state and local tax authorities. Some who
commented on the regulations when proposed
believed that the rules should prohibit only pub-
lic advocacy or public adversarial proceedings.*
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However, this is not the direction the final rules take.
For example, the rules prohibit an accountant
from providing forensic services to a client’s attor-
ney in connection with an SEC investigation.®

Permitted expert services. The auditors can ren-
der expert services so long as they do not act as
the client’s advocate. The SEC provides examples
of permitted activities:¥

+ Auditors can be engaged by the client audit
committee, or at its direction, by its legal
counsel, to perform internal investiga-
tions or fact-finding engagements.
“These types of engagements may
include, among others, forensic or
other fact-finding work that results in
the issuance of a report to the audit
client”

+ Auditors can be engaged to assist an audit
committee “in fulfilling its responsibilities to
conduct its own investigation of a potential
accounting impropriety.” On the other hand,
independence is impaired if “its assistance to
the audit committee included defending, or
helping to defend, the audit committee or the
company generally in a shareholder class
action or derivative lawsuit, other than as a
fact witness.”

« If the auditors discover fraud during a per-
mitted engagement, and litigation or investi-
gation commences while they are still
engaged, the auditors can complete the
engagement. However, continuance of the
engagement is permitted only so long as “the
auditor remains in control of his or her work
and that work does not become subject to the
direction or influence of legal counsel for the
[client]”

+ Inan investigation or proceeding, an auditor
can provide factual accounts or testimony
regarding work performed. Independence is
not impaired where, for example, “an accoun-
tant explains the positions taken or conclu-
sions reached during the performance of any
service provided by the accountant for the
audit client”

Impact of expert service prohibition on tax ser-
vices. Most tax services performed for an audit client
would not be prohibited under the expert services
rule, since the auditor does not ordinarily act as an
advocate for the company in official proceedings. Tax
services that would not be prohibited under this rule
include tax planning and consulting, and tax return
preparation. Representation of a company in a con-
troversy with tax authorities, or in court, are the kinds
of services that potentially violate this rule.
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Representation of an audit client in an IRS exam-
ination appears to meet the three criteria for a vio-
lation of this rule: (1) expert services, (2) advocating
a client position, (3) in a regulatory proceeding.
According to the SEC, the auditor can participate
in a proceeding, but its services are limited to
explainingits work or the positions taken. There-
fore, it appears that a company cannot hire its audi-
tor to take a lead position in representing it in a
dispute with the IRS. It must hire for this purpose
another accounting firm or a law firm. The audi-
tor can participate in the proceedings, but its role
is limited to explaining what it has done in the past.
The auditor may not participate, even behind the
scenes, in formulating new positions or devising
strategies in defense of its client.

For example, in 2003, Jones LLP provides
tax planning services to XYZ, Inc., its audit
client, the result of which is the formation of
Foreign Co., an Irish corporation, which sells

XYZ products to customers in the Euro-

pean Union. In 2004, XYZ is audited by

the IRS. XYZ is a public company, and

Jones LLP may not be able to act as its

representative before the IRS because it
would be providing expert services, advo-
cating the company’s position, in an admin-
istrative investigation. Instead, another
accounting firm, Smith LLP, is hired to rep-
resent the company. Jones LLP is engaged by
the company to meet with Smith LLP and with
the IRS to explain its 2003 tax planning, and
to explain the preparation of 2003 tax returns.
However, it must provide these services in a
way that limits its role to providing facts. It
cannot participate with the company or with
Smith LLP in formulating new positions or in
preparing strategies to defend the company.

Although the ban on expert services appears to
prohibit an auditor from taking the lead in repre-
senting an audit client in an IRS examination, this
conclusion is not free from doubt. Some com-
mentators have found support in the SEC Release
for an opposite conclusion. As discussed previously,
the SEC acknowledges that tax services can be per-
formed, with the approval of the audit committee,
without impairing independence. In addition,
the statements in the Release imply that assistance
with tax audits and appeals does not impair inde-
pendence.* From these two statements, at least one
commentator has concluded that representation
before the IRS in a tax audit or appeal is not a pro-
hibited expert service.* However, the SEC does not
say whether this conclusion is correct, despite the
fact that the commentator asked it to do so.
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In my opinion, an auditor is probably prohib-
ited from taking the lead position in a controversy
with tax authorities but acknowledges that a con-
trary opinion may be supported. This is an area
where additional guidance is needed.

Legislative assistance. One tax service not
mentioned in the new regulations is legislative assis-
tance (lobbying.) Some commentators assert that
services performed in conjunction with tax leg-
islation are traditional tax services, which should
be allowed under the new rules. However, there is
a fear that such services may be prohibited as expert
services, since the accountant could be seen as advo-
cating a client’s position. Clearly, if the accountant
renders an expert service, the service may be
seen as advocating a client’s position, and, the forum
may be seen as regulatory or administrative.
Therefore, the danger that this service is prohib-
ited is real. Despite many requests for guidance,
the SEC failed to mention legislative assistance ser-
vicesin its regulations. Until such guidance is issued,
the application of the prohibition against expert
services to this kind of activity is not clear.

Audit and professional engagement period. The
services described above are prohibited during the
audit and professional engagement period. This
period includes:

+ The period covered by any financial state-
ments being audited or reviewed, and

* The period of the engagement to audit or
review the financial statements. The engage-
ment period begins on the earlier of signing
an engagement letter or beginning the audit
or review work. It ends when the SEC is noti-
fied that the client is no longer an audit
client. (Special rules exist for audits of non-

U.S. companies.)*

PCAOB-initiated prohibitions. Sarbanes-
Oxley provides that the Public Company Account-
ing Oversight Board (PCAOB) can prohibit “any
other service that the Board determines, by reg-
ulation, is impermissible”*" This means that,
although the SEC chose not to place heavy restric-
tions on the performance of tax services, the
PCAOB can still do so. There is no indication as
to the position the PCAOB will take on tax services.
We do know, however, that they willlook at this area,
since some members have publicly stated that the
Board will examine the issue of tax services, and
its effect on an auditor’s independence. Any new
rules adopted by the PCAOB are subject to approval
by the SEC. Therefore, if the SEC is not convinced
of the efficacy of a rule that, for example, bans a
CPA from performing certain tax services, then it
can refuse to approve the rule.
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Charles Niemeier, acting chairman of the
PCAOB, told London’s Financial Times that the
PCAOB may look at whether tax work threatens
auditor independence.* Niemeier did not indi-
cate how the PCAOB might rule on the question,
but mentioned the problems associated with
Sprint, where company auditors advised top
executives on how to eliminate current tax on
hundreds of millions in stock option profits. The
tax shelters used to accomplish this are now
under attack by the IRS.

Daniel Goelzer of the PCAOB is quoted as say-
ing, “auditors should not be in the position of mar-
keting tax shelters to their audit clients”*

Douglas Carmichael, the PCAOB’s chief audi-
tor, has been critical of auditors that are heavy
sellers of non-audit services. Therefore, when
it comes to a question of whether a tax service
is prohibited, the bias may be toward disal-
lowance. According to Carmichael, in testi-
mony before the SEC, critics of limitations on
consulting services “have stated that there is no
evidence that a single audit has been compro-
mised by the audit firm having performed con-
sulting services for the client.” Carmichael says
that this kind of statement is not true, and goes
on in his testimony to cite a number of instances
where, in his opinion, auditor independence was
impaired by the presence of consulting services.
In his testimony, he disagrees with the theory
that consulting services improves audits.* It is
likely Carmichael’s contentions will never be
proved or disproved. Neither will the con-
tentions of those who support continued con-
sulting services for audit clients. It is important,
however, that Carmichael, an avowed critic of
current practices in accounting firms, is in a posi-
tion to enforce his point of view. It is significant
that the PCAOB selected Carmichael for this
important position, given his views, and itisan
indication that the PCAOB intends to shake
things up.

Effective dates of SEC regulations

The effective date of these regulations is May 6,2003.
However, the provision of otherwise impermissi-
ble services will not impair independence until May
6,2004 if those services are pursuant to contracts
in existence on May 6,2003, unless those services
impaired independence under the SEC’s old reg-
ulations. In addition, the Office of the Chief
Accountant of the SEC, or the Public Company
Accounting Oversight Board, can extend the effec-
tive date.*®
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The second half of this article will be presented
in the September/October issue of Corporate
Finance Review. H
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