
SEC ADOPTS AUDITOR INDEPENDENCE RULES  
 

 By Monique A. Cenac and Margaret F. Murphy 
 

 On January 28, 2003, the SEC adopted final rules consistent with the 
direction of Section 208(a) of the Sarbanes-Oxley Act of 2002 (the “Act”) to 
enhance the independence of outside auditors and require additional disclo-
sures to investors about the services provided by independent auditors.  
(Click here to link to our E*Zine regarding the SEC's proposed rules.) The 
new rules concern the following: 

 
Non-Audit Services 

 
 Section 201 of the Act prohibits an accounting firm from providing 
certain non-audit services to an audit client.  The rules adopted by the SEC 
define the prohibited services as follows: 
 

• The rules prohibit an accountant from auditing the bookkeeping or 
similar work performed by his or her accounting firm, unless it is 
reasonable to conclude that the results of these services will not be 
subject to the audit. 
 

• An accounting firm is prohibited from providing any service related 
to the audit client’s financial information systems, unless it is rea-
sonable to conclude that the results of these services will not be sub-
ject to the audit. These rules do not preclude an accounting firm from 
working on hardware or software systems that are unrelated to the 
audit client’s financial statements or accounting records as long as 
such services are pre-approved by the audit committee.  Likewise, 
this prohibition does not preclude the accountant from evaluating the 
internal controls of a system as it is being designed, implemented or 
operated, either as part of an audit or attest service, and making rec-
ommendations to management. 
 

• The rules prohibit an accountant from providing appraisal or valua-
tion services, fairness opinions, or contribution-in-kind reports, 
unless it is reasonable to conclude that the results of these services 
will not be subject to the audit. 
 

• The rules prohibit an accountant from providing to an audit client 
any actuarial services involving the determination of amounts re-
corded in the financial statements and related accounts for the audit 
client, unless it is reasonable to conclude that the results of these ser-
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vices will not be subject to the audit. However, the accountant may 
assist the client in understanding the methods, models, assumptions 
and inputs used in computing an amount. 
 

• The rules prohibit an accountant from providing any internal audit 
outsourcing service that relates to the audit client’s internal ac-
counting controls, financial systems or financial statements, unless it 
is reasonable to conclude that the results of these services will not be 
subject to the audit.  It is understood that during the conduct of the 
audit or when providing attest services related to internal controls, 
the auditor will evaluate the company's internal controls and, as a 
result, may make recommendations to the audit client for improve-
ments to the controls.  Doing so is a part of the accountant’s respon-
sibilities under GAAS or applicable attestation standards and, there-
fore, is not a prohibited service. 
 

• An accountant is prohibited from acting, temporarily or perma-
nently, as a director, officer or employee of an audit client, or 
performing any decision-making, supervisory or ongoing moni-
toring function for an audit client.  An accountant’s independence 
will be impaired with respect to an audit client if the accountant (i) 
seeks out prospective candidates for managerial, executive or direc-
tor positions; (ii) acts as negotiator on the audit client’s behalf; (iii) 
undertakes reference checks of prospective candidates; (iv) engages 
in psychological testing or other testing or evaluation programs; or 
(v) recommends or advises the audit client to hire a specific candi-
date for a specific job. 
 

• An accountant is prohibited from acting as a broker-dealer, pro-
moter, underwriter or investment adviser on behalf of an audit 
client. 
 

• An accountant is prohibited from providing legal services to an audit 
client. 
 

• An accountant is prohibited from providing expert opinions or 
other expert services to an audit client, or a legal representative of 
the audit client, for the purpose of advocating the audit client’s inter-
ests in litigation or in a regulatory or administrative proceeding or 
investigation.  An accountant’s independence will not be impaired, 
however, by an accountant providing factual accounts or testimony 
or explaining the positions taken or conclusions reached during the 
performance of any service by the accountant. 
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 An accountant may continue to provide tax compliance, tax planning 
and tax advice to audit clients, subject to audit committee pre-approval re-
quirements.  There are, however, some circumstances where providing cer-
tain tax services to an audit client would impair the independence of the ac-
countant, such as representing the audit client in tax court or other situations 
involving public advocacy. 
 
 Non-audit services performed by accounting firms for non-audit cli-
ents are not affected.  Until May 6, 2004, the provision of a prohibited ser-
vice will not impair an accountant’s independence provided the service is 
rendered pursuant to a contract in existence on May 6, 2003. 
 
Conflicts of Interest Resulting from Employment Relationships 
 
 The rules prohibit an accounting firm from auditing the financial 
statements of a public company if: 
 

• a former employee of the accounting firm is in an accounting role or 
financial oversight role at the company, unless the individual (i) does 
not influence the accounting firm’s operations or financial policies; 
(ii) has no capital balances in the accounting firm; and (iii) has no 
financial arrangement with the accounting firm; 
 

• the lead partner, the concurring partner or any other member of the 
audit engagement team who provides more than ten hours of audit, 
review or attest services for the issuer accepts a position with the is-
suer in a financial reporting oversight role within the one-year period 
preceding the commencement of the audit procedures for the year 
that included employment by the issuer of the former member of the 
audit engagement team; or 
 

• if, at any point during the audit and professional engagement period, 
any audit partner earns or receives compensation based on that part-
ner procuring engagements with the audit client to provide any ser-
vices other than audit, review or attest services. 

 
An accountant’s independence will not be deemed to be impaired by em-
ployment relationships that commenced prior to May 6, 2003 and by com-
pensation earned or received during the accounting firm’s fiscal year that 
includes May 6, 2003. 
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 The rules provide certain exceptions whereby a person who is in-
volved with the audit will not be considered part of the audit engagement 
team. 

 
Partner Rotation 

 
 The new rules on partner rotation apply to “audit partners,” which 
includes the (i) lead and concurring partners, (ii) other audit engagement 
team partners who provide more than 10 hours of audit, review or attest ser-
vices in connection with the annual or interim consolidated financial state-
ments of the issuer, and (iii) the lead partner on subsidiaries of the audit cli-
ent whose assets or revenues constitute 20% or more of the consolidated as-
sets or revenues of the audit client. 
 
 The rules prohibit the lead and concurring partners from providing 
audit services to the client for more than five consecutive years.  After five 
years, the proposed rules require a five-year “cooling-off” period during 
which the lead and concurring partners are prohibited from providing ser-
vices.  Partners subject to the rotation requirements, other than the lead and 
concurring partner, must rotate after no more than seven consecutive years 
and are subject to a two-year cooling-off period.  Consequently, a partner 
could serve as the lead partner on a significant subsidiary or as an “audit 
partner” at the parent or issuer level for a period of time (e.g., two years) 
prior to becoming the lead or concurring partner on the engagement and still 
be able to serve in that lead or concurring role for five years. 
 
 The new requirements applicable to the lead partner will go into ef-
fect as of the first fiscal year that begins after May 6, 2003.  In determining 
when the lead partner must rotate, time spent as the lead partner prior to 
May 6, 2003 will be included.  Rotation requirements for the concurring 
partner will be deferred until the second fiscal year that begins after May 6, 
2003, which results in a minimum one-year lag between rotation by a lead 
partner and a concurring partner for any audit client.  With respect to part-
ners subject to the rotation requirements, other than the lead and concurring 
partner, the seven-year rotation period begins effective as of the first fiscal 
year that begins after May 6, 2003, but time prior to that fiscal year will not 
be counted in determining the seven years of audit participation, deferring 
any rotation until 2010 at the earliest. 
 
 Accounting firms may stagger the rotation of the partners to ensure 
continuity.  Partners assigned to “national office” duties who may provide 
regular consultation to audit clients on specific accounting issues would not 
be subject to the rotation requirements. 
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Auditor Communication with Audit Committee 
 
 The rules require the auditor to timely report (orally or in writing) to 
the company’s audit committee: 
 

• all critical accounting policies and practices used by the company; 
 

• all material alternative GAAP accounting treatments of financial in-
formation discussed with management (including ramifications and 
the auditor’s preferred treatment); and 
 

• other material written communications between the auditor and man-
agement. 
 

 The rules provide the following examples of written communications 
that the SEC expects will be considered material to an issuer: (i) manage-
ment representation letter; (ii) reports on observations and recommendations 
on internal controls; (iii) schedule of unadjusted audit differences and a list-
ing of adjustments and reclassifications not recorded, if any; (iv) engage-
ment letter; and (v) independence letter. 
 
 The rule requires that communications between the auditor and the 
audit committee occur prior to the filing of the audit report with the SEC 
and, as a result, such discussions will occur (at a minimum) during the an-
nual audit.  However, the SEC expects that the required communications 
will occur as frequently as quarterly or more often on a real-time basis. 
 
Audit Committee Pre-Approval of Services Provided by the Auditor 
 
 The rules require that the audit committee pre-approve all audit, re-
view, and attest engagements. The rules also require that either: 
 

• the audit committee expressly approve, in advance, the particular en-
gagement for non-audit services; or 
 

• any engagement for non-audit services be entered into pursuant to 
detailed pre-approval policies and procedures established by the au-
dit committee, and the audit committee is informed on a timely basis 
of each such service. 
 

 The Act allows the audit committee to delegate to one or more of its 
members the responsibility for such pre-approvals, with a follow-up report 
to the full audit committee.  The  pre-approval requirement can be 
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waived under certain conditions, including a de minimis exception where 
the aggregate amount of all non-audit services provided constitutes no more 
than 5% of the total amount of revenues paid by the audit client to the ac-
counting firm during the fiscal year. 
 
Disclosures to Investors of Services Provided by the Auditor 
 
 The Act requires disclosure in periodic reports of non-audit services 
approved by the audit committee.  The new rules require that the audit client 
provide, in its annual report on Form 10-K or proxy statement, the following 
fees paid to the auditor: (1) audit fees, (2) audit-related fees, (3) tax fees, and 
(4) other fees.  To the extent that the audit committee has applied the de 
minimis exception mentioned above, the issuer must disclose the percentage 
of total fees paid to the independent accountant. 
 
 “Audit-Related Fees” include the aggregate fees billed in each of the 
last two fiscal years for assurance and related services by the principal ac-
countant that are reasonably related to the performance of the audit or re-
view, including services such as employee benefit plan audits, due diligence 
related to mergers and acquisitions, accounting assistance and audits in con-
nection with acquisitions, internal control reviews, and consultation con-
cerning financial accounting and reporting standards.  The aggregate fees 
billed in each of the last two fiscal years for professional services rendered 
by the principal accountant for tax compliance, consultation and planning 
are captured in the “Tax Fees” category.  The aggregate fees billed in each 
of the last two fiscal years for products and services provided by the princi-
pal accountant, other than audit-related fees and tax fees, are included in the 
“All Other Fees” category. 
 
 The disclosure of fees paid for audit and non-audit services is re-
quired for the last two fiscal years, as compared to the one fiscal year period 
required under current proxy statement disclosure rules.  Companies will 
also be required to describe in subcategories the services categorized as 
“Audit-Related Fees,” “Tax Fees” and “All Other Fees.” 
 
 The rules also require that public companies disclose in detail, in 
their annual report on Form 10-K or proxy statement, any policies and pro-
cedures developed by the audit committee concerning pre-approval of the 
independent accountant to perform both audit and non-audit services. 
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Small Business/Small Firm Considerations 
 
 The SEC recognized that some of the provisions of the new rules 
may impose an undue burden on certain smaller accounting firms. Accord-
ingly, the rules provide that firms with fewer than five audit clients and 
fewer than ten partners may be exempt from the partner rotation and com-
pensation provisions, provided each of the engagements is subject to a spe-
cial review by the Public Company Accounting Oversight Board at least 
every three years. 
 
 The new rules under Section 208(a) of the Act become effective on 
May 6, 2003. (Click here to link to the full text of the new rules.) 
 
 
Please remember that these legal principles may change and vary widely in their application to spe-
cific factual circumstances.  You should consult with counsel about your individual circumstances.  
For further information regarding these issues you may contact the head of our Corporate and Securi-
ties practice group: 
 
 Curtis R. Hearn 
 Jones Walker 
 201 St. Charles Ave., 51st Fl. 
 New Orleans, LA 70170-5100 
 ph.  504.582.8308 
 email chearn@joneswalker.com 
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