
Introduction
AICPA Statement on Quality Control
Standards (SQCS) No. 2, System of Quality
Control for a CPA Firm’s Accounting and
Auditing Practice, which applies to all “audit,
attest, accounting and review, and other ser-
vices for which standards have been estab-
lished by the AICPA Auditing Standards
Board or the AICPA Accounting and Review
Services Committee under rule 201 or 202 of
the AICPA Code of Professional Conduct”
states [QC 20.14 - .16]:

Policies and procedures should be
established for deciding whether to
accept or continue a client relationship
and whether to perform a specific
engagement for that client. Such poli-
cies and procedures should provide the
firm with reasonable assurance that the
likelihood of association with a client
whose management lacks integrity is
minimized. Establishing such policies
and procedures does not imply that a

firm vouches for the integrity or relia-
bility of a client, nor does it imply that
a firm has a duty to any person or enti-
ty but itself with respect to acceptance,
rejection, or retention of clients.
However, prudence suggests that a firm
be selective in determining its client
relationships and the professional ser-
vices it provides.

Such policies and procedures should
also provide reasonable assurance that
the firm-
a. Undertakes only those engage-

ments that the firm can reasonably
expect to be completed with pro-
fessional competence.

b. Appropriately considers the risks
associated with providing profes-
sional services in the particular cir-
cumstances.

To minimize the risk of misunder-
standings regarding the nature, scope
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and limitations of the services to be performed, policies and
procedures should provide for obtaining an understanding
with the client regarding those services.

The firm’s client acceptance and continuance policies repre-
sent a key element in mitigating litigation and business risk. The
firm must be aware that the integrity and reputation of a client’s
management could reflect on the reliability of the client’s
accounting records and financial representations, and therefore on
the firm’s reputation or involvement in litigation.

Acceptance of clients and engagements
The firm should perform an evaluation of all potential new
clients. The firm should strive to be associated with only those
clients that have the following characteristics:
• management possessing competence and integrity,
• a financial and accounting officer who is knowledgeable about

the business and the decisions made by the top operating man-
agement,

• management that is committed to the application of appropri-
ate accounting principles,

• appropriately comprehensive and sound internal controls that
are consistent with the size and organizational structure of the
business, and

• an appropriate corporate governance structure.
The firm may also wish to consider the future business prospects

of the prospective client including whether it has a viable business
with good long-range prospects and is adequately financed. 

The firm should develop client acceptance procedures
designed to identify and reject prospective clients of questionable
reputation, and potential engagements that involve a high risk of
litigation or regulatory investigations. The client acceptance pro-
cedures also should require the firm to consider its independence
and ability to provide professional services, with reference to
industry expertise, size of engagement, and personnel available to
staff the engagement.

As a best practice, for the higher risk audit clients, including
all SEC audit clients, the appropriate level of firm management
should review and approve all client acceptance decisions.

Continuance of clients and engagements
Risks similar to those involved in new client acceptance pertain to
the firm’s continued association with certain existing clients. 

Each client for which the firm performs recurring attest
engagements1 should be evaluated annually to determine whether
the firm should continue the relationship. The continuance
assessments should be completed sufficiently in advance of

engagement commencement so that identified risks and resulting
actions can be included in engagement strategy and staffing plans
or so that terminations can be initiated on a timely basis. 

If a significant change in management, directors, owners or
legal counsel; or a significant change in financial condition or the
nature of the entity’s business has occurred, the firm should deter-
mine whether to continue the client relationship. 

As a best practice, for the higher risk audit clients, including
all SEC audit clients, the appropriate level of firm management
should review and approve all client continuance decisions.

The client acceptance and continuance process
In developing its client acceptance and continuance process, the
firm should include procedures that include the following ele-
ments. Each of these elements is discussed in detail in this
Practice Alert. Certain of the these elements may not be applica-
ble to the acceptance or continuance of a compilation or review
engagement. Practitioners should excercise professional judg-
ment in determining the applicability of each of the following to
the acceptance or continuance of a specific engagement.
• Availability of competent personnel to perform the engage-

ment
• Communication with predecessor accountants or auditors 
• Assessment of management’s commitment to the appropriate

application of generally accepted accounting principles
• Assessment of management’s commitment to implementing

and maintaining effective internal control
• Assessment of the entity’s financial viability
• Independence and objectivity 
• Inquiry of third parties 
• Background investigations 
• Other considerations

Availability of competent personnel to perform
the engagement
In evaluating whether to accept or continue an accounting or
auditing client relationship, the firm should determine whether
competent personnel would be available to provide professional
services to the client. In addition, the firm should consider how
the addition of a prospective client would affect the firm’s ability
to staff its existing engagements requiring similar expertise. The
firm should not undertake or continue a professional relationship
unless the necessary technical and/or industry expertise are avail-
able to provide quality services, or the firm has a viable plan to
develop the necessary expertise in time to provide quality ser-
vices.

Communication with predecessor accountants 
or auditors
Before accepting an appointment as auditor, SAS 84,
Communications Between Predecessor and Successor Auditors,
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1 As defined in the AICPA Code of Professional Conduct, an attest engagement is
one that requires independence under AICPA professional standards such as audits
and reviews of financial statements or agreed-upon procedures performed under
the attestation standards. 



requires that the firm communicate with the predecessor auditors
to ascertain whether there is any professional reason why the firm
may not accept the engagement. As a best practice, the firm may
extend this requirement to all potential accounting and auditing
engagements. However, a successor accountant is not required to
communicate with a predecessor accountant in connection with
acceptance of a compilation or review engagement. In those cases
where a firm is considering accepting an engagement to reaudit
and report on financial statements that have been previously audit-
ed and reported on by another auditor, the firm should refer to the
guidance in Practice Alert 02-3, “Reauditing Financial
Statements.”

A predecessor auditor is an auditor who (1) has reported on the
most recent audited financial statements or was engaged to per-
form, but did not complete an audit of any subsequent financial
statements, and (2) has resigned, declined to stand for reappoint-
ment, or been notified that his or her services have been, or may
be, terminated. The SEC considers an auditor who is named as an
“auditor of record” in a registrant’s registration statement to be a
predecessor auditor, regardless of whether the auditor rendered an
auditor’s report.

Although efforts should be undertaken to hold discussions with
the predecessor accountants before submitting a proposal, SAS 84
recognizes that practical, competitive factors may preclude this.
For example:
• The present auditors are asked to repropose on the engage-

ment, in a competitive situation.
• The firm is asked to submit a proposal without the present

auditor’s knowledge.

Accordingly, the requirements of SAS 84 to make inquiry of
the predecessor auditor do not become operative until the prior
auditor-client relationship is terminated. If the firm is asked to
submit a proposal in these circumstances, the firm should make it
clear to the prospective client that, if the firm’s proposal is accept-
ed, the rules of the profession require the firm to communicate
with the predecessor auditor before the firm can agree to accept
the engagement. This requirement should be made clear during
the proposal process.

The firm’s communication with the predecessor auditor should
include all specific and reasonable inquiries that will assist the
firm in determining whether to accept the client. Matters subject
to inquiry of the predecessor auditors should include (1) informa-
tion that might bear on the integrity of management; (2) disagree-
ments with management as to accounting principles, auditing pro-
cedures, or other similarly significant matters; (3) communica-
tions with audit committees or others with equivalent authority
and responsibility regarding fraud, illegal acts by clients, and
internal-control related matters; and (4) the predecessor auditors’
understanding as to the reasons for the change in auditors. The
firm’s inquiries should also cover other matters pertinent to its
consideration of accepting the engagement such as adequacy of
internal control; pending or threatened litigation or regulatory
investigations; material contingencies or going concern consider-
ations; and whether the predecessor auditor will be willing to reis-
sue its report or otherwise provide a consent with respect to pre-
viously issued financial statements, if applicable. The successor

auditor may receive limited responses from the predecessor audi-
tor depending upon the circumstances surrounding the change in
auditors.

Usually only after the firm has accepted the engagement,
should the firm make arrangements to review the predecessor’s
workpapers. That review should, however, occur prior to com-
mencement of the engagement.

If the prospective client is subject to SEC reporting require-
ments, as early as possible in the acceptance process, the firm
should ascertain what the prospective client plans to report to the
SEC on Form 8-K regarding the change in independent accoun-
tants and whether the replaced accountant agrees with the pro-
posed content of the report. Furthermore, before formally accept-
ing an engagement, the firm should obtain a copy of the compa-
ny’s Form 8-K as filed, together with the prior accountant’s
response, and determine whether the contents confirm the firm’s
previous understanding. The firm is deemed to have formally
accepted an engagement when it either signs an initial engage-
ment letter or other agreement to perform attest services or begins
to perform an attest engagement for a client, whichever is earlier.

In those situations where the prior period financial statements
were audited by a predecessor auditor who has ceased operations,
the firm’s ability to perform the required communications with the
predecessor auditor prior to accepting the engagement is challenged.
However, the firm’s obligations are not mitigated. If the audit firm is
unable to communicate with the individual at the predecessor firm
who had responsibility for the audit or receives a limited response,
the firm should consider whether to accept the engagement. In some
situations, the predecessor auditor might not be able to respond fully
to the audit firm’s inquiries, such as when the predecessor firm no
longer employs the predecessor audit engagement partner or other
senior members of the audit engagement team. The audit firm should
make reasonable efforts to locate the predecessor audit engagement
partner or other senior members of the predecessor engagement
team and make appropriate inquiries. In some cases, another
accounting firm may employ the engagement partner who had
responsibility for the predecessor firm’s engagement or other senior
members of the engagement team. By employing that engagement
partner, that accounting firm is not a “predecessor auditor” as
defined in SAS 84. That firm, however, would normally be expect-
ed to facilitate inquiries to such individuals. 

Assessment of management’s commitment 
to the appropriate application of generally 
accepted accounting principles
In connection with the firm’s evaluation of a prospective or continu-
ing attest client, the firm should assess management’s commitment
to the appropriate application of GAAP. The firm should inquire of
the prospective client about its significant accounting policies. If the
prospective or continuing client is following accounting policies or
practices that the firm believes are inappropriate, the firm should
advise the prospective or continuing client of this and ascertain
whether it is prepared to adopt accounting policies or practices that
the firm believes would be appropriate in the circumstances. An
unwillingness to do so on the part of the prospective or continuing
client should usually result in a decision not to accept or continue a
professional relationship with the client.
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Assessment of management’s commitment to
implementing and maintaining effective internal
control
The firm should assess management’s attitude toward, and the sig-
nificance it places on, the entity’s internal control over financial
reporting in evaluating whether to accept or continue a profes-
sional relationship with an attest client. The firm’s assessment
should include inquiring of management regarding its commit-
ment to implementing and maintaining effective internal control
including anti-fraud programs and controls and inquiring about
the entity’s control environment, risk assessment process, infor-
mation and communications systems relevant to financial report-
ing, and control and monitoring activities that are in place and any
changes that management believes should be made to enhance the
effectiveness of the entity’s internal control. Information that will
assist the firm in determining whether there are material weak-
nesses or other reportable conditions in a prospective client’s
internal control might also be obtained during discussions with
prior accountants and by reviewing copies of the predecessor
accountants’ reports on internal control related matters.

Assessment of the entity’s financial viability
The firm should consider the financial viability of the entity in
evaluating whether to accept or continue a client relationship. The
firm should ordinarily choose not to accept an entity as an attest
client if the firm believes that business failure may be imminent or
it is very unlikely the entity would ultimately become a viable
business enterprise. In such situations, the firm’s association with
the entity, if accepted as a client, would be short-lived and could
expose the firm to litigation if the business failed, regardless of the
quality of the firm’s professional services. 

Ordinarily, a prospective client’s financial condition can be eval-
uated by a careful reading of prior audited or reviewed financial
statements, reading of documents filed with regulatory agencies, dis-
cussions with predecessor accountants or auditors, and discussions
with management. If recent audited or reviewed financial statements
are not available, the firm should obtain unaudited financial state-
ments and discuss the prospective client’s financial condition with its
management. The firm should also consider obtaining the prospec-
tive client’s most recent income tax return. The firm may also use
outside service providers, such as Dun & Bradstreet. In addition,
Moody’s KMV ratings are generally available for non-financial
companies with publicly owned equity securities and are an indica-
tor of a company’s risk of default in paying its debt. Fitch Bank
Rating ratings are a similar indicator for banking entities, and are
generally available for all domestic banks. 

Independence and objectivity
During the client acceptance process, independence implications
should be carefully considered, including: any financial interests of
the firm or of covered persons; employment relationships that bear
on independence; business relationships with the prospective client;
and other relationships that could impact independence. Before
accepting any new client or engagement, the firm should take
appropriate steps to determine that it meets all independence and
objectivity requirements with respect to the client and that accep-
tance of the engagement will not create a conflict of interests with

respect to existing engagements.
The aforementioned steps should include the adoption of pro-

cedures to obtain information from its professional personnel
regarding potential conflicts of interests that would have to be
considered in the client acceptance decision. For example, con-
flicts can arise in situations where two clients are considering a
business combination, joint venture or other major transaction
with each other. In addition, certain entities are considered com-
petitors that could raise conflict issues in the eyes of existing
clients. The firm’s professional personnel responsible for the
overall engagement performance should also identify and evaluate
the following:
• Services that the firm may have already provided to the

prospective client or are in the process of providing that cause
the firm to lack independence.

• Any relationships between firm personnel and officers and
directors of the prospective client that could cause the firm to
lack independence.

• Business relationships between the firm and the prospective
client which could cause the firm to lack independence.

• The potential significance of the prospective client to the firm
in terms of fees, status, or other factors which could possibly
diminish the firm’s ability to be objective and maintain inde-
pendence when performing attest services.

Since the prospective client is not presently a client of the firm,
at this time there is no need for firm personnel to take any action
to cure a personal independence issue such as stock ownership or
loans. However, before signing an engagement letter or perform-
ing any professional services, the firm should add that client to its
Restricted Entity List, if one is maintained, and inform partners
and employees as to the newly restricted entity. The Restricted
Entity List is often a database that includes all audit clients of the
firm, and to the extent practicable its foreign-associated firms, that
are SEC registrants and other entities that the firm is required to
be independent of under the applicable SEC requirements. For
practicable purposes, firms may exclude entities whose securities
are not available for public sale. The maintenance of a Restricted
Entity List was required for all SEC Practice Section member
firms. The Public Company Accounting Oversight Board (the
“PCAOB”), in its Interim Professional Auditing Standards
(PCAOB Release No. 2003-006 dated April 18, 2003), adopted
the SEC Practice Section requirement that registered public
accounting firms ensure that they have “policies and procedures in
place to comply” with applicable independence requirements.
This requirement further specifically requires firms to establish
independence policies covering relationships between the firm, its
benefit plans, and its professionals, and restricted entities.

In addition, during its annual continuance process, the firm
should also address whether it has maintained independence with
respect to the audit engagement. Those procedures should include
an evaluation of nonaudit services provided to the client and an
inquiry of all professional personnel responsible for overall
engagement performance.

The firm should be aware that the AICPA, in June 2003, adopt-
ed new independence rules governing nonattest services. Included
in those new rules are revisions that require AICPA members to:
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• Comply with the regulations of certain regulatory bodies such
as state boards of accountancy, Securities and Exchange
Commission, General Accounting Office, and Department of
Labor, when performing services for attest clients that are gov-
erned by such regulators’ independence rules;

• Assess the client’s willingness and ability to oversee permitted
nonattest services; and

• Document various aspects of the permitted nonattest services
engagement (objective and nature of the services, client’s
acceptance of its responsibilities, practitioner’s responsibili-
ties, and any limitations of the engagement) prior to perform-
ing nonattest services.

In addition, the AICPA Professional Ethics Executive
Committee adopted more restrictive rules for certain services:
• Performing appraisal, valuation, and actuarial services would

impair independence if the results of the service will be mate-
rial to the client’s financial statements and the services involve
a significant degree of subjectivity. Actuarial valuations of a
client’s pension or postretirement benefit liabilities and valua-
tions performed for non-financial statement purposes (for
example, estate and gift tax-related valuations) are permitted
provided all of the interpretation’s other requirements are met.

• Performing certain financial information systems design and
implementation services would impair independence, for
example, when a member creates or makes more than insignif-
icant modifications to the source code underlying a client’s
financial reporting system. Practitioners also are precluded
from operating a client’s local area network (LAN) since that
activity is considered to be a management function.

The final nonattest services rules are available at
www.aicpa.org/download/ethics/interp_revisions_jun03.pdf. 

Inquiry of third parties
Timely confidential inquiries of attorneys, bankers, underwriters,
and other sources, where appropriate, should be made in order to
obtain information concerning the reputation or integrity of key
management and significant owners of the prospective client.

Background investigations
On October 22, 2002, the AICPA SEC Practice Section sent a letter
to the Managing Partners of all SEC Practice Section member firms
regarding a report prepared by the Quality Control Inquiry
Committee (QCIC) containing recommendations for the profession
based on lessons learned from litigation (the “QCIC report”). That
report is available at http://www.aicpa.org/download/secps/QCIC10-
02Report.pdf. 

The QCIC report recommends that firms obtain background
investigations on certain management personnel for all potential
new SEC audit clients, and update background investigations
whenever there is a significant change in management or the
Board of Directors. 

The firm also may consider obtaining personnel background
investigations for other propective attest clients, and all other cur-
rent attest clients experiencing changes in key decision makers
such as chairs of the company’s board and audit committee (if

applicable), chief executive officer, chief financial officer and prin-
cipal accounting officer. Among other matters, a personnel  back-
ground investigation may provide information regarding manage-
ment integrity. Therefore, the extent of the personnel background
investigations to be performed is subject to professional judgment.

In addition, background investigations may be useful informa-
tion in other situations, such as the following:
• Current or prospective clients considering an IPO.
• Existing clients where concerns arise about the integrity of

management.
• Companies being acquired by an existing client.
• Nonclient entities seeking to acquire an existing client.
• Nonclient entities seeking to acquire a former client where the

firm plans to reissue its report and/or consent to the inclusion
of the firm’s auditors’ report in a filing of the acquirer (such as
a registration statement).

• General due diligence regarding client related parties, major
customers or suppliers, business partners, etc.

Subjects of a background investigation may include the 
following:
• Corporate officers — CEO, President (COO), CFO, and

Principal Accounting Officer.
• Directors — Chair of the Board and Chair of the Audit

Committee.
• Principal owners or shareholders.
• Non-employee financial advisors.
• Anticipated underwriters for an IPO.
• Related entities or affiliated parties.

The decision as to the specific individuals to be investigated
should be based on the extent of their influence on the entity, its
operations, its method of obtaining financing, and its financial
reporting. 

If the firm maintains offices at more than one location or is a
member of an association of firms, the firm should consider con-
sulting with its other offices or with the other members of the asso-
ciation. The potential client and its principals may be known to other
offices or affiliates of the firm when the company’s operations are
conducted at several locations or if the principals at one time were in
business or employed in another city. The firm should consider coor-
dinating its assessments with local offices and/or affiliates in loca-
tions with significant subsidiaries and branches.

The firm should consider focusing background investigations
on issues involving management reputation, management perfor-
mance at prior companies, securities violations, regulatory inves-
tigations including SEC sanctions, frequent auditor changes, his-
tory of lawsuits against auditors and other professional advisors,
financial difficulties, ties to organized crime, fraud allegations,
accounting issues, lawsuits, bankruptcies, judgments and liens.
The firm should consider performing a search of local and nation-
al media for information regarding the entity and identified per-
sonnel. Practitioners may also consider performing a search of
media and/or litigation databases to identify background informa-
tion on prospective clients.

If the firm is unable to conduct a background investigation in-
house, then it may want to contact attorneys or other outside spe-
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cialists to conduct such an investigation. In addition, firms that
perform credit investigations for financial institutions usually also
perform background investigation services.

If a background investigation is utilized, that investigation
should be conducted as soon as practicable in the client accep-
tance or continuance process. 

Other considerations
The following listing of other considerations is not intended to be
all-inclusive and the firm should consider whether other condi-
tions are present that may create significantly increased risk, and
carefully assess those conditions that are identified.

Restrictions on scope of services
The firm should avoid establishing a professional relationship
with an entity whose management intends to impose restrictions
on the scope of the firm’s work, unless there are valid business
reasons for the restrictions and those reasons are not the result of
a desire to limit the firm’s access to information that it may need
to conduct unrestricted attest services. The entity may attempt to
restrict scope indirectly by unreasonable fee constraints or by
imposing unreasonable deadlines.

Entities under common control
When the firm serves all entities under common control, it has
added assurance that all material transactions among entities in
the controlled group will come to the firm’s attention during the
course of the engagement. There may be valid business reasons
such as investee-investor relationships, affiliates that do not
require attest services, or long-standing relationships with other
accountants or auditors that preclude the firm from providing pro-
fessional services to all entities in the group. 

In the firm’s evaluation of a prospective client in a situation
where the firm would perform attest services for only some of the
entities under common control, the firm should make a careful
investigation of the nature of the operations of the controlled
group, the types of transactions executed among the entities, and
the transactions between members of the group and controlling
persons. The firm’s investigation should include discussions with
management and the Audit Committee where applicable, reading
documents filed with regulatory agencies, and inquiries of prede-
cessor or continuing accountants or auditors.

One-time engagements
In a one-time engagement, the firm’s risk may be increased, for
example, by a lack of previous experience with management and

the accounting records or by the fact that the firm will not be in as
effective a position to review subsequent events or reevaluate
positions taken and decisions made in prior engagements. 

Business and industry environment
The prospective or existing attest client may be operating in a
business environment that creates increased risk to the firm. In
evaluating whether to accept or continue a client relationship, the
firm should be alert to such environmental conditions and care-
fully assess their significance and relevance to the firm’s decision. 

Timing considerations
There will be cases when, because of timing considerations, the
firm is requested to submit its proposal before completion of its
client acceptance procedures. In such cases, acceptance should be
made contingent on satisfactory completion of the acceptance
procedures. The prospective client should be advised that the firm
has not completed its acceptance procedures and changes could
occur that may cause the firm to decline the engagement. The firm
also should indicate that the prospective client should not
announce the firm’s appointment as auditors until the firm has
completed its acceptance procedures. The engagement letter
should not be issued and fieldwork should not begin until the
firm’s client acceptance procedures have been completed.

Documentation
Whether or not an engagement is accepted or a professional rela-
tionship continued, the firm should appropriately document its con-
sideration of the elements of the acceptance and continuance process
discussed in this Practice Alert. If the prospective client becomes or
is continued as an attest client of the firm, the firm should comply
with its document retention policies regarding the client acceptance
and/or continuance consideration. The documentation with respect
to prospective clients not accepted need only be retained for purpos-
es of review by the appropriate level of firm management.

Past Practice Alerts 
The PITF accumulates and considers practice issues, which
appear to present accounting and auditing concerns for practition-
ers. Previously issued Practice Alerts can be obtained at
http://www.aicpa.org/member/div/auditstd/pract_alerts.asp.


