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November 2, 2006 
 
 
Ms. Lisa Snyder, Director 
AICPA Professional Ethics Division 
Harborside Financial Center 
201 Plaza Three 
Jersey City NJ 07311-3881 
 
Via e-mail to:  lsnyder@aicpa.org 
 
Re:  Proposed Omnibus Proposal of Professional Ethics Division Interpretations and Rulings 
dated September 8, 2006 
 
Dear Members of the AICPA Professional Ethics Executive Committee: 
 
We appreciate the opportunity to offer comments to the Professional Ethics Executive 
Committee (“PEEC”) of the American Institute of Certified Public Accountants (“AICPA”) on 
its Omnibus Proposal dated September 8, 2006 (“AICPA Proposal” or “Proposal”).  The 
National Association of State Boards of Accountancy’s (“NASBA”) mission is to enhance the 
effectiveness of state boards of accountancy.  In furtherance of that mission we offer the 
following comments on the Proposal.  We recognize that PEEC has devoted significant time and 
energy to the development of this Proposal, but we urge that the concerns of regulators, as 
described below by the NASBA Professional and Regulatory Response Committee, be addressed 
before the final Interpretation is approved.   
 
Indemnification and Limitation of Liability Provisions for Attest Engagements 
 
According to the rules of the Securities and Exchange Commission (“SEC”), an accountant who 
certifies financial statements subject to the reporting requirements of the SEC is not independent 
if the accountant has entered into an indemnity agreement with the client issuer.  (See 
Codification of Financial Reporting Policies, Section 602.02.f.i-Indemnification by Client.)   
 
The Federal Financial Institutions Examination Council (“FFIEC”) has concluded that, “When a 
financial institution executes an agreement that limits the external auditor’s liability, the external 
auditor’s objectivity, impartiality, and performance may be weakened or compromised and the 
usefulness of the external audit for safety and soundness purposes may be diminished.”  The 
FFIEC notes that such limitation of liability provisions “can impair the external auditor’s 
independence” and concludes that, “Financial institutions. . . should ensure that they do not enter 
any agreement that contains external auditor limitation of liability provisions with respect to 
financial statement audits.”   
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The AICPA Code of Professional Conduct currently permits a CPA or his or her firm to include 
a clause in an engagement agreement that permits indemnity if liability and costs are caused by 
knowing misrepresentations of management.  (See AICPA Code of Professional Conduct Ethics 
Ruling No. 94, ET §191.188 - 189.)  However, what the PEEC is now proposing would 
significantly change the AICPA’s ethics rules. 
 
Punitive Damages 
 
The Proposal would permit a certified public accountant (“CPA”) to entirely eliminate the CPA’s 
liability to the client for punitive damages.  The Proposal says that an indemnification or 
limitation of liability contractual provision that caps or eliminates a CPA’s liability for punitive 
damages would not impair independence.  As a result, the client would be precluded from 
seeking punitive damages in any action against the CPA.   
 
The Proposal does say that an indemnification or limitation of liability provision that limits or 
eliminates a member’s liability for “actual damages” arising from the CPA’s failure to perform 
the attest services in accordance with professional standards, in all material respects, would 
impair independence.  However, the Proposal, by implication, would permit an indemnification 
or limitation clause if non-performance of professional standards were deemed to be immaterial 
to the engagement.  There is no guidance in the Proposal with which to judge materiality. 
 
The PEEC’s rationale for permitting a CPA to eliminate liability to a client for punitive damages 
is apparently that exposure to “actual damages” can be so significant that it serves as a sufficient 
safeguard of independence to mitigate the threat to independence.  The fact that exposure to 
punitive damages may be an even greater safeguard is dismissed. 
 
Actual damages do not have to be significant to appropriately warrant an award of punitive 
damages.  Also, the misconduct may not, technically, even involve a deviation from professional 
standards.  Punitive damages are awarded for wrongful action or inaction, wanton or malicious 
conduct, and to discourage such misconduct by others. 
 
Clients and others should be able to pursue punitive damage claims against CPAs for egregious 
conduct, and CPAs should not be permitted to contract out of such possible liability.  Punitive 
damages are part of the legal system of the several jurisdictions from which CPAs derive their 
“franchise” to perform attest services.  Should CPAs desire to change the legal system, the 
appropriate forum is their respective legislatures. 
 
The Proposal would apparently permit a CPA to include a provision for indemnity for punitive 
damages awarded to third parties against the CPA, because this is not specifically prohibited.  
Accordingly, this would allow a CPA to claim, under the indemnity agreement, that the punitive 
damages awarded to a third party against the CPA are reimbursable in whole or in part because 
the failure to perform in accordance with professional standards was an “immaterial” failure.   
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We urge PEEC to adopt a position that an indemnification or limitation of liability provision that 
limits or eliminates a CPA’s liability for punitive damages would impair independence. 
 
Actual Damages and Costs 
 
The Proposal says that an indemnification or limitation of liability provision that limits or 
eliminates a CPA’s liability for “actual damages” arising from a failure to perform in accordance 
with professional standards, in all material respects, would impair independence.  This approach 
significantly alters the Code of Professional Conduct that heretofore restricted such protection of 
the CPA solely to instances where there were “knowing misrepresentations of management.”   
 
The Proposal permits a CPA to force an indemnity agreement whereby “actual damages” 
awarded to a third party against the CPA would be reimbursable in whole or in part if the failure 
to perform in accordance with professional standards was an immaterial failure.   
 
Although mindful of the orientation of the SEC and the FFIEC regarding indemnification and 
limitation of liability provisions, the Proposal dismisses both positions.  The FFIEC’s view is 
dismissed because its focus is safety and soundness of the financial institution versus 
independence (notwithstanding language in the FFIEC’s statement that such provisions “can 
impair the external auditor’s independence”).  The SEC’s position is countered by the PEEC’s 
apparent belief that safeguards created by regulation or legislation mitigate such threats to 
independence.  The general nature of the “safeguards” referred to in the Proposal address 
corporate governance and not the performance of CPAs.  Furthermore, the Proposal fails to 
distinguish public protections needed for non-public entities from those required by the SEC for 
public entities. 
 
The Proposal expands the Code of Professional Conduct in the wrong direction, permitting 
indemnification and liability limitation provisions for both punitive and “actual damages” and 
costs.  The direction should be consistent with both the SEC’s and the FFIEC’s positions: the use 
of indemnification and liability limitation provisions is prohibited. 
 
Time Period Limitation 
 
The Proposal permits a CPA to limit the time in which a client or CPA could file a claim, 
provided that the time period is “reasonable in the circumstances.”  The Proposal provides no 
guidance as to what is reasonable or the factors that should be considered in making such a 
judgment, because it depends on the “circumstances.”  Statutes of limitations set forth bright-line 
specific limits for contract and tort actions; those limitations do not depend on “what is 
reasonable,” and, therefore, avoid litigation over what is “reasonable.” 
 
Efforts, such as time limits, used to insulate CPAs from liability can be appropriately viewed as 
an impairment of independence.  We urge that the time period limitation provision be removed. 
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Agreement to Use ADR and Agreement to Waive Jury Trial 
 
The Proposal would permit a CPA to set out in an engagement letter that the client be required to 
use alternative dispute resolution techniques and procedures, including mandatory binding 
arbitration, and thus eliminate the client’s right to sue the CPA in a court of law.  The Proposal 
would also allow the CPA to require a client’s agreement to waive trial by jury.  
 
Such provisions clearly benefit the CPA at the expense of the client because they may reduce the 
value to the client of a legitimate claim.  Such provisions are not in the public interest, and 
should not be adopted.  
 
We would have no objection to ADR agreements or waivers of trial by jury after disputes arise. 
 
Forensic Accounting Services-Confidentiality Agreements 
 
Under the Proposal, independence would not be impaired if during the period of a professional 
engagement, performance of expert services results in an expectation of confidentially of 
information.  This interpretation represents a complete reversal of position from the original 
exposure draft dated September 15, 2005 (“Original Draft”). 
 
The Original Draft contained the following:  “[I]ndependence would be considered impaired if 
during the period of the professional engagement, performance of the expert service results in an 
expectation of confidentially of information between the client/client attorney and the member, 
and the communication of any information uncovered by the member during the course of the 
engagement is restricted (that is, cannot be communicated to members of the attest engagement 
team).”  The Original Draft also contained the following.  “Thus to the extent that the member 
cannot communicate information contained in . . . documents to other firm personnel planning or 
performing the engagement, independence would be impaired.” 
 
If a CPA expert was given or found out about information that was or could be of importance to 
his or her firm’s attest engagement team for the same client, the CPA expert would be required 
by contract not to disclose information.  As a result of the restriction agreed upon by the firm, the 
attest engagement team would not be able to assess the impact of the information on the attest 
engagement.   
 
From a public interest standpoint, a CPA who is providing litigation expert services could be 
perceived to be working in the best interests of the client and not in the best interests of the attest 
engagement firm.  The independence of the firm’s attest engagement firm would appear to be 
compromised. 
 
Generally accepted auditing standards identify restrictions on scope as restrictions imposed by 
the client or by circumstances.  (See AU §508.22).  Some have argued that the issue here is not 
an independence issue but a scope limitation issue.  However, GAAS does not give a single 
example of “circumstances” where the attest engagement firm voluntarily agrees to a scope 
limitation in order to provide other services to the client.  The “circumstances” at issue are self-
imposed by the member, and should be considered an impairment of independence. 
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The change to the Proposal from the original proposal is not in the public interest.  The PEEC 
should return to the position in the original draft:  “[I]ndependence would be considered 
impaired if during the period of the professional engagement, performance of the expert service 
results in an expectation of confidentially of information between the client/client attorney and 
the member, and the communication of any information uncovered by the member during the 
course of the engagement is restricted (that is, cannot be communicated to members of the attest 
engagement team).” 
 
Forensic Accounting Services-Acting as Mediator or Referee 
 
The Proposal permits a CPA to serve as mediator or referee without compromising 
independence.  The rationale stated is that a CPA is already permitted to participate in 
transactions in an advisory capacity, and that the [mediation or referee] process occurs in a 
private setting.  Acting in an advisory capacity is significantly different than acting as a mediator 
or referee.  Also, the private setting where services are provided is irrelevant. 
 
Public perception would likely question how a CPA could participate as a mediator or referee 
without compromising independence.  This provision is not in the public interest and it should be 
removed. 
 
Possible Implications to State Regulation if the Proposal is Adopted 
 
As we have just detailed, we recommend that the PEEC make numerous changes to the Proposal.  
It is unlikely that the Proposal, if adopted in its present form, will go unnoticed by the regulators 
and boards of accountancy.  It is possible that some will consider the provisions of the Proposal 
protective of the economic interests of AICPA members and not the public.  It is also possible, if 
not likely, that some jurisdictions will take actions, administratively or through legislation, to 
nullify the impact of the Proposal on the public, their licensees and registered firms. 
 
Some jurisdictions might adopt the SEC’s position.  Others might adopt the various FFIEC’s 
views in whole or in part.  The end result could be the adoption by jurisdictions of many 
different interpretations.  Such a result would clearly be unfortunate and might very well impede 
recent initiatives to enhance the mobility and interstate practice of CPAs.  Also, federal 
regulators (including the SEC and FFIEC) might be inclined to review their current rules and 
reconsider the need to amend or modify existing independence standards. 
 
We appreciate the opportunity to comment on the AICPA Proposal. 
 
Sincerely 
 

    
 
Wesley P. Johnson, CPA     David A. Costello, CPA 
NASBA Chair       President & CEO 


