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Introduction

The addition of new dlients and the hiring of experienced daff and "direct admit” partners
is nothing new to mogt firms Recent events, including an unprecedented number of
auditor changes within a short period of time among public companies may lead to
gtuations in which the volume of new client additions and experienced hires puts stresses
on a firm's qudity control sysem. Unusudly high activity in these areas may require
additiona resources be devoted to areas such as those listed below, and may dso lead a
member firm to conclude that its programs for monitoring compliance with its qudity
controls should be expanded in line with the increased risks implicit in the new
environmen.

SEC Practice Section (“SECPS’) member firms are required to have policies and
procedures within their existing qudity control sysemsfor areas such as.

= New client acceptance.

= Hiring gppropriately qudified personnd.

= Ensuring that gpplicable independence requirements are met.

= Providing appropriate training to its professonds.

»  Saffing engagements with personnd with the appropriate skill-sets for the dlient, its
industry and itsrisk profile.

=  Complying with professond gandards and firm policies for initid quarterly reviews,
firg-year audits and possible re-audit Situations.




Some firms dso have merged with other firms and have policies and procedures within
ther exiging quaity control sysems for integrating merged practices into ther firms,
which may be of assstance in some circumstances.

This Practice Aid provides guidance related to an SECPS member firm's assessment of
the potentia effect on its sysem of qudity controls of ggnificantly increesed levels of
new client additions and/or experienced personne hires, and the firm's planned response.

Assessing the Effect on a Firm’s System of Quality Control
The risks asociated with a sgnificant increase in new dlients and/or experienced hires
and the potentid effect on the firm’s system of control quality will vary by firm.

At one end of the continuum, a member firm might experience only a dight increese in
new clients and/or experienced hires, which would not be expected to place any unusud
dreses on its syssem of qudity controls. For such a firm, the potentia effect on its
system of qudity controls may be minima and may require no Specific firm response.
On the other hand, the firm may choose to reinforce its existing qudity control policies
and procedures through appropriate communications within its organization.

At the other end of the continuum, a member firm might eperience rapid and significant
increases in new clients and experienced hires. Depending on the experience of the firm,
the risk that its exiging system of qudity controls might be sressed may be high, and the
firm should congder actions to bolster resources, ensure information systems are not
overburdened and enhance its monitoring of gpplicable qudity control policies and
procedures to provide reasonable assurance that its response to increassed risks is timely
and adequate. In such circumstances, the member firm may dso implement specid or
temporary procedures or protocols to address the identified risks. For example, the firm
might develop specid procedures for evauating and approving the acceptance of groups
of new clients, develop tailored orientation and training programs for experienced hires,
and establish temporary procedures for the determination and approva of the assgnment
of personne to engagements.

In al cases professiona judgment is required in assessng risks, developing a response
commensurate with the risks identified, and congdering the monitoring actions that might
be necessary to provide reasonable assurance that quality control issues are identified on
atimely basis and adequately addressed.

The addition of a group of personnd and clients, for example the hiring of a large number
of people from a sngle practice office, might present specid risks A member firm
should condder the potentiad impact placed on the firm's quality controls for integrating
these persome and dients, induding dient acceptance/continuance, traning of newly-
hired personnd, assgnment of those personnd and others to new or exising client
engagements, concurring partner reviews, and so on. That congderation may require the
addition or redlocaion of resources in order to mantan qudity. For example, a
combination of two practices in one mgor maket may cause the firm to consder



supplementing the resources in that market with others from another locetion, particularly
if the new practice is Sgnificantly larger than the exigting practice.

In any case, firms should not underetimate the dresses that may occur on a firm's
sysdem of qudity control by adding sgnificantly increesed levels of new dients and/or
experienced personnd within a short period of time.

Elements of a Firm’s Quality Control System That May Be Affected

All member firms of the SECPS are required to “adhere to qudity control standards
edtablished by the AICPA” and adhere to membership requirements of the SECPS. In
accordance with Statement on Quaity Control Standards No. 2 and 5 (SQCS Nos. 2 and
5), System of Quality Control for a CPA Firm's Accounting and Auditing Practice, “a
sysem of quaity control is broadly defined as a process to provide the firm with
reasonable assurance that its personnd comply with applicable professona standards and
the firm's dandards of qudity.” The following summarizes the dements of a firm's
system of qudity control that may be affected by adding Sgnificantly increased levels of
new clients and/or experienced hires.  Reference is dso made to certan SECPS
membership requirements that may aso be affected.

| ndependence
In accordance with SQCS Nos. 2 and 5, “Independence encompasses an impartidity that

recognizes an obligation for farness not only to management and owners of a busness
but dso to those who may otherwise use the firm's report. The firm and its personnd
mugt be free from any obligation to or interest in the client, its management, or its
owners.” In addition to the qudity control standards, SECPS member firms are required
to have “policies and procedures in place to comply with gpplicable independence
requirements of the AICPA, SEC and Independence Standards Board.”*

In accordance with SECPS membership requirements, new hires are to undergo
independence training near the time of initid employment, as required by the member
firm's policiess New hires are to cetify that he or she has (1) read the firm's
independence palicies, (2) understands their gpplicability to his or her activities and those
of his or her spouse and dependents, and (3) has complied with the requirements of the
member firm’s independence policies.

In the context of a dgnificant increase in the levd of dients or personnel, the routine
practices to ensure independence qudity controls may require additiona attention in
terms of resources or processes. The following areas are particularly pertinent:

= New Clients - The firm should promptly add new clients to its Redricted Entity List
and inform partners and employees as to the newly redricted entities. During the
client acceptance process, the independence implications should be carefully
conddered, incuding: any financid interests of the firm or of covered persons,

1 SEC Prattice Section Reference Manua 8100046, Appendix L — Independence Qudity Controls,
outlines the specific requirements for SECPS member firms. The SEC Prattice Section Reference Manud
isavailable on the AICPA’ swebsite at http://Awww.ai cpa.org/members/div/secps/refmanua .htm



http://www.aicpa.org/members/div/secps/refmanual.htm

employment relationships that bear on independence; business rdationships with the
prospective client; and other relationships that could impact independence.

= New Personnel - The addition of partners and employees requires the firm to manage
the following processes  dissemination of the Redtricted Entity List and of the firm's
independence  policies, including information  about those respongble  for
independence within the firm and the resources avalable to the new personne for
consultation and resolution of issues, traning of new personnd in  independence
maiters, entry of invesments into the firm's automated tracking system for those
firms that maintan such sysems, and obtaining written representations near the time
of employment to assst in identifying any relevant independence issues.

In cases where a member firm affiliates with new foreign-associated firms, or in cases
where the member firm's exiging foreign dffilistes acquire another practice, certain
independence matters may require specid attention.  In addition to the matters mentioned
in the preceding paragraphs, the newly merged practice may generate additiond
independence condderations, including:  scope of sarvices, contingent fees, business
rdaionships with the firm's exiding audit dients induding prime-sub contractor
relaionships, and financid interests arisng from firm penson and dmilar arangements,
banking and lending relationships.

Personnel M anagement

SQCS Nos. 2 and 5 date that, “Personne management encompasses hiring, assgning
personnel  to engagements, professond development, and advancement activities.
Accordingly, policies and procedures should be edtablished to provide the firm with
reasonable assurance that:

» Those hired possess the appropriate characterigics to enable them to perform
competently.

= Work is assgned to personne having the degree of technica training and proficiency
required in the circumstances.

= Pasonnd paticipate in generd and  industry-gpecific  continuing  professond
education and other professond deveopment activities that enable them to fulfill
reponshbilities assgned, and satify applicable continuing professond  education
requirements of the AICPA, SECPS and regulatory agencies.

» Personnd sdected for advancement have the qudifications necessary for fulfillment
of the responsibilities they will be caled on to assume.”

New patners and personned who are CPAs should have the appropriate professonal
credentids. It is typicd for the hiring firm, as pat of its policies for new personne, to
determine whether individuds have a license in good danding and, where required,
membership in the AICPA. Further, firm policies usudly require the firm to ascertain tha
these individuds do not have any redrictions imposed on them by federd or date
regulatory bodies or by the AICPA.



SCQS Nos. 2 and 5 dso date, “dl of the firm's personne are responsible for complying
with the firm's qudity control policies and procedures”  Therefore, firms should ensure
that any new employees are sufficiently trained in the firm'’s policies and procedures.

In addition to the qudity control standards, SECPS member firms are required to adhere
to membership requirements governing audit partner rotation and concurring partner
review, asfollows

= A new audit partner is to be assgned to be in charge of each SEC engagement? that
has had another audit partner-in-charge for a period of seven consecutive years, and
such incumbent partner may not return to in-charge status on the engagement for a
minimum of two years, with few exceptions.  This rotaion requirement is applicable
to the individud partner and respective client. Accordingly, when an individud joins
a member firm and is assgned as partner-in-charge of an audit, any consecutive years
of service as patner-inchage on that cient immediady preceding the dae tha
person joins the new firm carryover to the new firm.

= A concurring review partner is to be assigned for each SEC engagement®. The
concurring review serves as an objective review of dgnificant auditing, accounting,
and financid reporting matters that come to the attention of the concurring partner
reviewer and the resolution of such matters prior to the issuance of the firm's audit
report with respect to financid datements of SEC engagements, and prior to the
completion of a quaterly review about any matters identified in the review tha
involve a dgnificat risk of maeid mistaement in the financdd datements.
Concurring partner reviews are to include a timey review of audit planning for initid
audits of SEC engagements and high-risk SEC engagements. A prior audit partner-
in-charge should not serve as the concurring review partner for a leest two annud
audits following his or her last year asthe partner-in-charge.

With respect to the daffing of engagements, if new clients are accepted and the
predecessor® firm's entire engagement team ae now pat of the successor firm's
organization, the qudity control aspects of assgnment to the engagement should be
caefully conddered. Assuming that the successor firm's audit gpproach will now be
employed to complete the engagement, the firm should drive to drike the appropriate
baance between continuity on the audit and the ability to competently apply the new
audit approach. For example, if the engagement Staff continues from the prior yesr,
assgnment of a successor firm engagement partner might be appropriate.  Alternatively,
if the predecessor firm engagement partner continues, then a successor firm concurring
reviewer would be a good practice. In the same vein, partner continuance might result in
the firm assigning a successor firm manager or senior accountant.

2 See SEC Practice Section Reference Manua §1000.38, Appendix D — Definition of an SEC Engagemert,
gor purposes of determining compliance with this membership requirement.

Ibid.
* The term “predecessor” is defined in this context in AU §315, Communications Between Predecessor and
Successor Auditors.
® The term “successor” is defined in this context in AU §315, Communications Between Predecessor and
Successor Auditors.



Acceptance and Continuance of Clients and Engagements

In accordance with SQCS Nos. 2 ad 5, “policies and procedures should be established
for deciding whether to accept or continue a client relaionship and whether to perform a
specific engagement for that client. Such policies and procedures should provide the firm
with reasonable assurance that the likdihood of associaion with a client whose
management lacks integrity is minimized...Such policies and procedures should aso
provide reasonable assurance that the firm:

» Undetakes only those engagements that the firm can reasonably expect to be
completed with professona competence.

=  Appropriately consders the risks associated with providing professona services in
the particular circumstances.”

With the addition of new dlients, firms should aso consider the following:

= Provisons of AU 8315, Communications Between Predecessor and Successor
Auditors, rdative to communications between the predecessor and the successor
auditor.

= Avaladility of firm resources to daff new engagements including plans to obtan
such resources.

= Resource constrants of foreign-associated firms when condgdering  multinationd
engagements.

SECPS member firms are encouraged to review Professona Issues Task Force (“PITF)
Practice Alert 94-3, Acceptance and Continuance of Audit Clients which outlines various
risk factors that the auditor should consder as pat of his or her decison to accept or
continue a client (avalable on the AICPA’s website a
http://www.a cpa.org/members/div/secps/lit/practice/943.htm). Frms adso ae
encouraged to review 88900 of the AICPA’s Technical Practice Aids relative to guidance
regarding communications with a predecessor auditor.

Engagement Performance

SQCS Nos. 2 and 5 date that, “Engagement performance encompasses dl phases of the
desgn and execution of the engagement” The AICPA’s qudity control standards
require that these policies and procedures “cover planning, performing, supervisng,
reviewing, documenting, and communiceting the results of each engagement.” The firm
should have policies and procedures “to provide reasonable assurance that personnel refer
to authoritative literature or other sources and consult, on a timey basis, with individuds
within or outsde the firm, when appropriate (for example, when deding with complex,
unusud, or unfamiliar issues). Individuads consulted should have gppropriate levels of
knowledge, competence, judgment and authority.”

The following engagement performance matters are particularly reevant duing a period
of sgnificant change:

=  Completing Audits in Progress — In some cases, firms may be engaged to complete an
audit that was begun, but not completed, by the predecessor auditor. The professiond
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literature does not directly address this dtuation. AU 8315 indicates that a
predecessor auditor is not a specidist as defined in AU 8336, Using the Work of a
Secialist, or an interna auditor as defined in AU 8322, The Auditor’s Consideration
of the Internal Audit Function in an Audit of Financial Statements. Nevertheless, the
successor auditor may use as audit evidence the results of inquiry of the predecessor
auditor, and the results of the successor auditor’s review of the predecessor auditor's
working papers.  This evidence may affect the nature, timing and extent of the
successor auditor's procedures.  However, the nature, timing and extent of the audit
work performed and the conclusons reached in completing the audit are soldy the
responsibility of the successor auditor.

On March 18, 2002, the SEC issued Temporary Final Rule and Final Rule:
Requirements for Arthur Andersen LLP Auditing Clients (available on the SEC's
website at  http://Awww.sec.gov/rules/final/33-8070.htm). The Rule provides specid
relief for registrants who were Andersen clients on or after March 14, 2002 but who
are unable to, or choose not to, engage Andersen to complete the audit. The Rule
generdly relates to fiscd years ending between and including November 30, 2001
and April 15, 2002; if Andersen had issued a manudly signed report on or before
March 14, 2002, the reief is not avallable. The Rule dso contains specid relief for
regisrants who were Andersen clients with regard to timely quarterly reviews. The
Rule genedly reates to fiscd quarters ending between and including January 26,
2002 and June 15, 2002. Firms and ther professonds should refer to the Rule for
precise requirements. In addition, on April 1, 2002, the SEC issued Application of
Requirements for Arthur Andersen Auditing Clients — Frequently Asked Questions
(available on the SEC's webste a
http:/Awww.sec.gov/divis ons/corpfin/guidance/andersenfag.htm).

Re-audits — If an auditor is asked to audit and report on financid statements that have
been previoudy audited and reported on (referred to as a re-audit), the auditor
accepting such engagement is considered the successor auditor, and the auditor who
previoudy reported is the predecessor auditor. In accordance with AU §315.14-.20,
the successor auditor should not assume respongbility for the predecessor auditor's
work or issue a report that reflects divided responsbility. The successor auditor
should plan and perform the re-audit in accordance with generdly accepted auditing
standards.

For example, in a re-audit, the successor auditor generadly will be unable to observe
inventory or make physcd counts a the re-audit date or dates. In this case, the
successor auditor may congder the knowledge obtained from his or her review of the
predecessor auditor's working papers and inquiries of the predecessor auditor to
determine the nature, timing, and extent of procedures to be applied in the
cdrcumdances. The successor auditor performing the re-audit should, if materid,
observe or perform some physica counts of inventory a a date subsequent to the
period of the re-audit, in connection with a current audit or otherwise, and apply
appropriate tests of intervening transactions.
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= Quarterly Reviews — The SEC requires that a company’s independent auditor review
the company’s interim financd information prior to the company filing its quarterly
report on Form 10-Q or Form 10-QSB®.  In accordance with SAS No. 71, Interim
Financial Information, “To peform a review of inteim financid information, the
accountant needs to have sufficent knowledge of a client's internd control as it
relates to the preparation of both annud and interim information...When the
accountant has not audited the most recent annual financid Statements, and thus has
not acquired sufficient knowledge of the entity’s internd control, the accountant
should perform procedures to obtain that knowledge” Therefore, for an initid interim
review, the firm should determine that the engagement team has sufficient knowledge
about the client’s accounting and reporting practices for the purposes contemplated in
the review by obtaning an underganding of internd control, including practices used
for preparation of both annud and interim financid information.  This underganding
may be aded by reviewing the predecessor auditor's working papers to the extent
consdered necessary and by making inquiries of the predecessor auditor as to matters
they believe could affect the review.

The SEC gaff has indicated that a change in auditor, even if close to the filing date of
a Form 10-Q or Form 10-QSB, does not aleviate the requirement for the registrant to
have a timdy quarterly review prior to the filing of the Form 10-Q or Form 10-QSB
(unless the predecessor auditor was Andersen, in which case the registrant should
review the SEC's Temporary and Find Rule, if the gpplicable quarter is covered by
such SEC Rule; see discussion abovein “Completing Auditsin Progress’).

SECPS member firms are dso encouraged to review PITF Practice Alet 00-4,
Quarterly Review Procedures for Public Companies, which provides information thet
may hep auditors improve the efficiency and effectiveness of ther quarterly reviews
(available on the AICPA’s website a
http://www.ai cpa.org/pubs/cpal tr/oct2000/supps/pa ert1.htm).

» Firg-Year Audits and Review of Opening Balances — The responshility for andyzing
the impact of the opening baances on the current year financid dSatements and
consgtency of accounting principles rests with the successor auditor. The successor
auditor must obtain sufficient competent evidentid maiter to afford a reasonable basis
for expressng an opinion on the financid Statements under audit. SECPS member
firms are encouraged to review PITF Practice Alert 97-3, Changes in Auditors and
Related Topics, which provides types of audit evidence the auditor may obtain with
reppect to opening badances (avalable on the AICPA's webste a
http://www.a cpa.org/pubs/cpaltr/nov97/suppl/pub.ntm), and AU 8315, paragraphs
12 and.13.

= Reguest to Issue Comfort Letters — Firms may be requested to issue comfort letters for
newly engaged clients under a number of scenarios, such as a request to issue an
agreed-upon procedures report prior to completion of an interim review or audit, a

8 For further information pertaining to this requirement, see the SEC release entitled “ Audit Committee
Disclosure” at the SEC' s web Site at http:/Aww.sec.gov/rules/final /34-42266.htm
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request to issue a comfort Eter upon completion of one or more interim reviews but
prior to the completion of an audit, or a request to provide comfort on amounts
outsde the financial statements relative to periods prior to those encompassed by the
firm's engagement. AU 8634, Letters for Underwriters and Certain Other
Requesting Parties, provides guidance to accountants for performing and reporting on
the results of such engagements.

Discovery of Possible Misstatements in Financial Statements Reported on by a
Predecessor Auditor — If during the audit or re-audit, the successor auditor becomes
awvae of informaion that leads him or her to bdieve tha financid datements
reported on by the predecessor auditor may require revison, the successor auditor
should request that the client inform the predecessor auditor of the Stuation and
arange for the three parties to discuss this information and attempt to resolve the
matter. The successor auditor should communicate to the predecessor auditor any
information that the predecessor auditor may need to consder in accordance with AU
8561, Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report,
which sats out the procedures that an auditor should follow when the auditor
subsequently discovers facts that may have affected the audited financid atements
previoudy reported on, and AU 8315, paragraphs .21 and .22 in re-audit Stugtions.
In addition, auditors are encouraged to review 88900.06 of the AICPA’s Technica
Practice Aids for additiona guidance.

Compliance with Appendix K — SECPS member firms that are members of,
correspondents with, or smilarly associated with internationd firms or internaiond
asociations of firms are to report annudly to the SECPS (or more frequently, if
desired) the name and country of the foreign associated firms, if any, for which the
SECPS member firm has been advised by written representation from its internationa
organization or individud foreign associaed firms that policies and procedures are
conggent with the objectives in Appendix K - SECPS Member Firms With Foreign
Asociated Firms That Audit SEC Registrants, SECPS Reference Manua §1000.45.

Part of Audit Performed by Other Independent Auditors in Overseas Locations — AU
8543, Part of Audit Performed by Other Independent Auditors, provides guidance on
a) the professond judgments the independent auditor makes in deciding whether he
or she may sarve as the principa auditor and use the work and reports of other
independent auditors who have audited the financid datements of one or more
subgdiaries, divisons, branches, components or invesments included in the financid
gatements presented and b) the form and content of the principad auditor’'s report in
these circumdances.  Ordinarily, the principa auditor is not required to make
reference to the other auditor if that auditor or firm is an associated or correspondent
firm and whose work is acceptable to the principa auditor based on his or her
knowledge of the professona standards and competence of that firm. There may be
gtuations in which a firm, other than an associated or correspondent firm, is used for
a portion of the audit. Auditors are encouraged to review AU 8543 for guidance in
this aea  In addition, firms should be mindful of the SECPS Appendix K
responsibilities, referred to above.



Monitoring

In accordance with SQCS Nos. 2 and 5, “policies and procedures should be established to
provide the firm with reasonable assurance that the policies and procedures established
by the firm for each of the dher dements of qudity control are suitably desgned and are
being effectivdly goplied. Monitoring involves an ongoing consderation and evauation
of:

Relevance and adequacy of the firm’'s qudity control policies and procedures.
Appropriateness of the firm’s guidance materials and any practice aids.

Effectiveness of professond development activities.

Compliance with the firm's policies and procedures. When monitoring, the effects of
the firm's management philosophy and the environment in which the firm practices
and its clients operate should be considered.”

In accordance with SQCS No. 3, Monitoring a CPA Firm's Accounting and Auditing
Practice, afirm’s monitoring procedures may include:

= [ngpection procedures.
»  Pre-issuance or post-issuancereview of sdected engagements.
» Andyssand assessment of —
- New professond pronouncements.
- Reaults of independence confirmations.
- Continuing professond education and other professond development activities
undertaken by firm personnel.
- Decisons related to acceptance and continuance of client reationships and
engagements.
- Interviews of firm personnd.
= Determinaion of any corrective actions to be taken and improvements to be made in
the qudity control sysem. Communication to gppropriste firm personnd of any
weeknesses identified in the qudity control sysem or in the level of undersanding or
compliance therewith.
= Follow-up by appropriate firm personnd to ensure that any necessary modifications
are made to the quality control policies and procedures on atimely basis.

As previoudy dated, a firm might experience only a dight increese in dients and/or
experienced personnd.  For such a firm, the potentid effect on its sysem of qudity
controls might be minimd. Conversdy, a firm might experience sgnificant increases in
new clients and experienced personnd. For such a firm, there is a likdihood that the
impact on its exiding sysem of qudity controls would be greater and specid or
temporary procedures or protocols to address the identified risks may be necessary.

Such monitoring procedures could include timely testing a the engagement levd and the
office or nationa functiond area level, as gppropriate in the firm's circumdtances. For
example, the firm's annud internad ingpection process may include coverage of the
population of new clients and new hires depending on the assessment of increased risk.
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A member firm might adso condder whether the internd ingpection should be
accderated, if waranted in the firm's particular circumstances, to provide reasonable
assurance that quaity control issues are identified on a timely bass and adequatdy
addressed.  For example, a member firm might design specia monitoring procedures to
be completed after new clients have been added, risks have been assessed, personnd have
been assgned and the prdiminary planning has been completed, but before interim or
year-end field work for those clients.

In dl cases, a firm's planned response should be commensurate with the risks it has
identified and should include condderation of wha monitoring procedures might be
necessary to provide reasonable assurance that qudity control issues are identified on a
timely bas's and adequately addressed.

Conclusion

The guidance contained in this Practice Aid was designed to assst SECPS member firms
in assessng the potentid effect on its sysem of quality controls of increased levels of
new client additions and/or hiring of experienced personnd. The guidance contained
herein refers to exiding professond standards.  Firms are encouraged to review those
dandards in thar full text foom as this Practice Aid only highlights excerpts from those
standards.

While the addition of new clients and the hiring of experienced daff is nothing new to
mogs firms, the levd of such activity may be unprecedented, thereby requiring an extra
level of care to ensure the maintenance of qudity during the period of sgnificant change.

Firms are encouraged to take gppropriate action by utilizing the guidance available in the
exiging dandards to ensure that its personne comply with applicable professond
gtandards and the firm' s standards of quality.
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