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Re:

PCAOB Rulemaking Docket No. 017:
Proposed Ethics and Independence Rules
Concerning Independence, Tax Services and Contingent Fees

Dear Board Members:
I am an attorney with no affiliation with any public accounting firm required to
register with the Public Company Accounting Oversight Board (the “Board”). I
commend the Board on its proposed rules relating to ethics, independence and tax
services and offer several comments.
As a preliminary matter, I urge the Board to help restore investor confidence in
the independence of auditors and the integrity of their audits of public companies by
adopting a rule which prohibits the audit firm from providing tax services which are
unrelated to the audit. For example, if an audit firm receives $5 million for tax services
from its audit client concerning reorganization plans (mergers, acquisitions, divestitures)
contemporaneously with performing an audit of the client’s financial statements for
which it is paid $2 million, investors, creditors and other third parties who rely upon the
financial statements may perceive that the audit firm lacks the objectivity and
independence to challenge management’s financial statement assertions since to do so
may affect the client’s retention of the auditors for similar tax services in the future. In
other words, as a practical matter, the $5 million fee for tax services may distort the

mental attitude, objectivity and independence required to perform the audit of the
financial statements.
I believe the Board has clear and ample legal authority to prohibit such non-audit
related tax services. I further believe the Board should exercise leadership in this area
to persuade the SEC to the position that an audit firm should perform audits and not
commingle that function with the performance of unrelated tax services.
Point I:
The Board Should Adopt a Rule that Restricts the Audit Firm to Performing Those
Audit Services Necessary to the Audit and Not Allow it to Perform Other
Unrelated Tax Services
Section 201(g) of the Sarbanes-Oxley Act (“Act”) permits an audit firm to provide
“tax services” to an audit client “if the activity is approved in advance by the audit
committee of the issuer.” The definition and scope of such permissible “tax services” is
not set forth in the Act, but at first blush it would appear that “tax services”, however
defined, are acceptable. However, after listing eight other non-audit services in
Section 201(g)(1) through (8) that are prohibited, Section 201(g)(9) grants the Board
authority to prohibit “any other services that it determines, by regulation, is
impermissible.” Thus, as a legal matter, I believe that despite the Act’s permitting “tax
services” approved by the audit committee, the Board may, nonetheless, prohibit
certain “tax services” from being provided by an audit firm to its audit client. The Board
may prohibit certain of those tax services based upon its determination under Section
101 of the Act that it is necessary in order “to protect the interests of investors and
further the public interest of informative, accurate and independent audit reports...”
The provision of “tax services” by audit firms in connection with the audit of the
financial statements of its audit client has been limited until the recent past to examining
management’s calculation and allocation of tax liability, and auditing the income tax
accounts to be reasonably assured they are fairly stated and accompanied by adequate
disclosure. PCAOB Release 2004-015, December 14, 2004, at page 15. However, in
more recent decades, other tax services unrelated to the audit have been performed by
audit firms for their audit clients.
As to those other non-audit related “tax services,” the SEC recently determined
that it will not adopt a rule that prohibits them. It reasons that such non-audit related
“tax services” should not be prohibited “partly because audit firms--both large and
small--have historically played a part in return preparation and have advised their clients
on the complexities of the tax code and how it affects the client’s tax liabilities.”
PCAOB Release 2004-015, December 14, 2004, at page 7, citing SEC Release No. 338183, Section II.B.11, note 103 (January 28, 2003).

I do not believe that these “historical” practices and the SEC decision to permit
such non-audit related tax services should be determinative of the Board’s rule making
in this area. Rather, if the Board believes an audit firm should perform audits and not
other unrelated tax services (aside from those few tasks listed above which relate to the
audit), it has ample authority to adopt such a rule under the aforementioned broadly
stated statutory mandates. Moreover, it has been assigned a separate and specific role
by the Act to address issues that affect audits and audit reports so as to restore public
confidence in financial statements.
The fact that Board rules are subject to the prior approval of the SEC under
Section 107 of the Act should not, ipso facto, deter the Board from taken a different
position by deciding that unrelated “tax services” may (i) interfere with the audit firm’s
focus on the audit, (ii) distort its judgment, mental attitude and approach to the audit
client, (iii) impair its ability to be truly impartial and objective since the firm may be
reaping large fees from the same client for unrelated tax services, and (iv) affect the
public’s confidence in the audited financial statements as being the product of an audit
(and only an audit) and not of unrelated tax services provided by the audit client. I use
the word “may” because no empirical or scientific data can be brought to bear on this
subject: it is a matter of how an audit firm behaves or may behave when in addition to
the audit it is providing other unrelated “tax services” to a client.
In light of the foregoing, I urge the Board to step back and ask: why should the
audit firm provide any tax services to the audit client which are unrelated to the audit?
Surely, the client can obtain such services from a host of other tax advisors, including
tax lawyers and other audit firms. To answer this basic question, the Board might look
to the criteria used by the SEC. It has indicated that an audit firm should not have a
relationship with the audit client or provide a service to it that (1) creates a mutual
interest or conflicting one with the client; (2) puts the audit firm in the position of auditing
its own work; (3) results in the audit firm acting in a management capacity; or (4) places
the audit firm in the position of being an advocate for the client. See 17 C.F.R. Sec.
210.2-01, Preliminary Note, cited in PCAOB Release 2004-015 at page 4.
Does not the provision of tax services unrelated to the audit by the audit firm to
its audit client conflict with and compromise several of those principles? First, by
providing tax services such as tax planning for a reorganization transaction, is not the
audit firm creating a “mutual interest” with the client in the tax services so provided? Do
not both the client and the audit firm have the same or mutual objective of seeing that
the tax plan is adopted and implemented?
In addition, do not such tax services inevitably place the audit firm “in the position
of being an advocate for the audit client”? For example, is not the audit firm an
advocate when its client is deliberating over whether to adopt a tax reorganization plan
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and implement it? Is it not, inevitably, an advocate of the client if the plan is challenged
or opposed by others affected by it (e.g. stockholders, creditors, third parties) who may
believe the plan is counter to the entity’s best interests? And, will not the audit firm be
an “advocate” of the client if the plan is challenged by the Internal Revenue Service,
State tax authority or any other regulatory body?
And, finally, if the audit firm prepares the tax returns of an audit client is not the
audit firm to some extent auditing its own work?
Since tax planning and other tax services unrelated to the audit are a significant
part of the revenues and profits of the “Big 4" and many of the other audit firms subject
to the Board’s jurisdiction, any such prohibition will be resisted and unwelcomed. The
Board, however, has demonstrated that it will not hesitate to adopt bold and far reaching
rules when it deems it necessary to restore confidence in financial statements.1 Thus,
at this moment of time when it has the broad public support to act boldly I urge it to
decide that audit firms are to do audits only and that the tax services they provide
should be restricted to those few audit matters that call for measuring the adequacy of
1

To date, in other areas, the Board has taken a bold stance that differed from
prior SEC positions: for example, in the standard concerning internal controls over
financial reporting, the Board has required the outside auditor to perform an audit of
such controls in conjunction with its audit of the financial statement; further, that the
outside auditor report on the effectiveness of such controls. See “An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements”, PCAOB Release No. 2004-001, March 9, 2004, adopting Auditing
Standard No. 2. Neither of these positions had been adopted by the SEC before the
Board was created. In addition, the Board’s rule was both far reaching and
controversial in that it stretches the language and intent of Sections 103(a)(2)(A)(iii) and
404(b) of the Act. Thus, it can be argued that the Act does not require the outside
auditor to either audit the internal controls or report on their effectiveness, but rather
only to “attest to” and “ report on” management’s” assessment of the controls required
by Section 404(a). However, in view of the public interest and the Board’s mandate to
restore public confidence in the reliability of financial statements, it adopted a more
stringent and far reaching standard than had been the prior position of the SEC.
Similarly, the Board has adopted rules concerning audit documentation that go
beyond the rules previously adopted by the SEC, including the rule that in multi-location
audits the audit documentation supporting the work done by others be retained by or be
accessible to the office issuing the auditor’s report. See Audit Documentation and
Amendment to Interim Auditing Standards, PCAOB Release No. 2004-006, June 9,
2004 at page 8, adopting Auditing Standard No. 3.
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tax accruals and income tax liabilities. The Board should not allow the audit firm to
provide other tax services that have nothing whatsoever to do with the audit.
New Legislation Needed to Separate Auditors from Non-Auditors
Along with this rule, I urge the Board to propose legislation to Congress that
would require audit firms to separate themselves legally from other parts of their firm
that perform tax services and other non-audit services. Thus, all auditors would be in
one firm and all other personnel (tax advisors, management consultants, etc.) in
another, with the management and profits of each firm separate. This will not only
promote a greater degree of professionalism in the audit firm but also assist the Board
in its regulatory responsibilities to inspect such firms.2
Point II: Proposed Rule 3522(c) re Aggressive Tax Positions Should Be Clarified
In the event the Board does not adopt the rule proposed in Point I, I urge it to
clarify proposed rule 3522(c) which introduces the concept of a “tax advisor.” The rule
would consider the audit firm not to be independent if a significant purpose of the
transaction, if recommended by the audit firm or a tax advisor, is tax avoidance and not
likely to be allowed under tax laws.
The reference to a “tax advisor” sets up contradictory possibilities that may be
confusing: for example, the tax advisor may propose a transaction it believes has many
purposes but not a “significant” one of tax avoidance, while the audit firm may believe it
has such a significant purpose. Does it matter what the tax advisor believes since the
Board has no jurisdiction of such person or entity? Is not the rule focused on the audit
firm’s independence, and if so, does it matter who originated or recommended the
transaction? A similar confusion arises if the tax advisor disagrees with the outside
audit firm as to the probable allowance of the transaction under applicable tax laws?
Does it matter what the tax advisor believes?
2

See the author’s article: “Accountant Regulation One Year After SarbanesOxley: Are More Reforms Needed?” BNA’s Securities Regulation and Law Report, Vol.
36, No. 6, February 9, 2004, attached to this letter as a “PDF” document.
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I urge the Board to delete all references to “another tax advisor” and simply
provide that the audit firm will not be deemed independent if it engages in any tax
planning for the audit client which has as a principal purpose tax avoidance and which
the audit firm believes is not likely to be allowed under applicable tax laws.
Point III
Use Simpler Language Concerning Disallowance of a Tax Transaction
I urge the Board to use simpler language in proposed Rule 3522(c) in place of
“not at least more likely than not to be allowed under applicable tax laws.” How about:
“if the proposed tax treatment is more likely than not to be disallowed under applicable
tax laws.”
Respectfully submitted,
Robert Chira
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