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INDEPENDENCE

Session 1 Independence

SESSION OBJECTIVE: To enable participants to understand the importance of
independence of a professional accountant in serving his

clients and the limitations when certain relationships exist

INDEPENDENCE

Introduction

“In accepting or continuing a professional assignment or occupation, a member should
always have regard to any factors which might reflect adversely upon his integrity and ob-
jectivity in relation to that assignment or occupation”.

This is one of the fundamental principles on which the ethical guidance of the Hong
Kong Society of Accountants is based.

A certified public accountant should therefore maintain his integrity and objectivity
and, when engaged in the practice of public accounting, be independent of those he serves.

Independence is an essential quality, which permits us to consider established facts ob-
jectively in arriving at an unbiased opinion.

The public expects a number of character traits in a certified public accountant, but
primarily, it expects independence, the ability to act with integrity and objectivity.

Independence has always been a concept fundamental to the accounting profession, the
cornerstone of its philosophical structure. No matter how competent any CPA may be, his
opinion on financial statements will be of little value to those who rely on him-whether they
be clients or any of his unseen audience of credit grantors, investors, governmental agencies,
and the like-unless he maintains his independence.

The firm has established policies and procedures which provide reasonable assurance
that independence is maintained at all organisational levels. The firm’s policy is to avoid
situations which might adversely affect our independence or appearance of independence.

These policies, procedures and rules apply to all clients where the firm is engaged to
express an opinion or otherwise report on the financial statements.

Relationships affecting our independence

1. Financial interests

All direct and material indirect financial interests between a client and all firm per-

sonnel are prohibited. This includes ownership of client’s securities, including ownership

3
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INDEPENDENCE

through trusts, estates and investment clubs. In addition, except for certain transactions
which are in the ordinary course of business for the client(such as a banking client), there
cannot be any material indebtedness between the client and any personnel of the firm.

2. Unpaid fees may impair independence

Accordingly, when a material amount of fees have remained unpaid for prior years’
services, we may lack independence. In some instances, we may have accepted notes for un-
paid fees, which may or may not have been placed with banks or other financiers. So long as
these notes remain unpaid, such notes should be considered the same as unpaid fees.

3. Serving client in a decision-making capacity or as an employee

The accountant must not have served in a decision making capacity with the client, or
as a director, officer, employee, promoter, underwriter or voting trustee.

4.Other relations

(1)Business relationships

Business relationships other than as a consumer in the normal course of business with a
client e.g. as a joint venture partner, its shareholders or key personnel could adversely af-
fect the accountants’ independence with respect to that client. A direct or a material indi-
rect business relationship with a client would impair independence, as would a material di-
rect or indirect business relationship with a client’s key shareholders or other key person-
nel.

(2)Social and personal relationships

Matters such as the accountant and a shareholder, director, officer or employee taking
vacations together, or spending considerable time together on a social basis, or exchanging
gifts and other personal benefits should be avoided.

(3) There is a presumption that independence is impaired in situations where a partner
or an employee has a close kin (i.e. , non-dependent children, brothers and sisters, grand-
parents, parents and their respective spouses)who has a significant financial interest in or a
significant of audit sensitive employment position(e.g. , director, chief executive, control-
ler)or other significant business relationship with any client.

(4) Certain concurrent occupations of an accountant involve relationships with clients
which may jeopardize the accountant’s objectivity and, therefore, his independence. This
would include acting as legal counsel or broker-dealer in securities and engaging in a com-
mercial business that is directly competitive with a client.

We may, however, furnish book-keeping services(except for a public company) and de-
sign and install EDP programmes and systems for clients without impairing our indepen-

dence so long as no executive functions or decisions are performed by us.
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INDEPENDENCE

Questions & Answers (1)

Members may be interested in testing their own knowledge of professional ethics by
reference to some commonly-encountered examples of ethical questions shown below.

Q. A partner of a CPA firm gets.married to a person who is a shareholder of a company
audited by his CPA firm. What should he do?

A. The ownership of shares in an audit client by the spouse of a partner of the audit
firm may affect or be perceived as affecting objectivity. This is still the case even if the
spouse had acquired the shares prior to marriage. In this example, the spouse should dis-
pose of the shares at the earliest practicable date, being a date at which the transaction
would not amount to insider dealing. Where the disposal cannot be achieved within the ti-
mescale envisaged, the practice should not continue as auditor .

Q. Is the objectivity of an auditor threatened by a partner having a beneficial holding
in an authorised unit trust which holds shares in a client company?

A. Normally, the answer to this question is no, except in a case where the unit trust is
itself a client on which the practice reports. Some care needs to be exercised, however, and
the member shoule look carefully at the facts of each case, as objectivity may be threatened
if the performance of the client company could itself be significant in determining the value
of the unit trust.

Q. Would there be anything improper in an audit practice accepting appointment as
auditor of a company which is beneficially owned by the brother of one of the partners?

A. Having the company as an audit client in these circumstances would represent an
unacceptable threat to independence and objectivity. Paragraph 15 of Statement 1.203 sta-
tes that:

“A practice should ensure that it does not have as an audit client a company in which a
partner in the practice, or anyone closely connected with a partner, has a direct or indirect
beneficial interest::++”

Q. Following a one-off reporting assignment, the client of an audit practice offers, as
a gesture of appreciation, a gold watch to the partner of the practice who was responsible
for the assignment. Is it improper for the partner to accept the gift?

A. The overriding principles with regard to gifts are set out in paragraphs 34 and 35
of Statement 1.203. These statements . “objectivity may be threatened or appear to be
threatened by acceptance of goods services or hospitality:«---: ” and the “ goods or services
should not be accepted:-- unless the value of any benefit is modest--- - "

It is a matter of judgement as to whether the value of a gift is such as to represent a
threat to objectivity, but one common used rule of thumb is for the professional to ask
himself whether, if his objectivity were to be questioned later, he would feel comfortable in
justifying acceptance the gift. Many firms also have internal procedures dealing with ac-
ceptance gifts and hospitality by partners and staff which are designed to ensure the ob-
jectivity, or the appearance thereof, not threatened.

These questions and answers are presented for educational purposes. They do not
constitute official pronouncements on professional ethics nor do they purport to set out an
official position of the Ethics Committee or the Society.
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INDEPENDENCE

Questions & Answers([l)

Members may be interested in testing their knowledge of professional ethics by rea-
ding some commonly-encountered examples of ethical questions shown below.

Q. The spouse of a member is employed as an.accountant by a client. Would the in-
dependence of the member be considered to be impaired under these circumstances?

A. Independence of the member would be considered to be impaired if the spouse’
s scope of responsibilities, or activities, require management decisions. Nevertheless, it is
common for a member to provide a range of accountancy services to private company audit
clients, which may include taking part in the preparation of accounting records. Therefore,
the spouse of a member could perform the same function as the member without impairing
the independence of the member.

Q. Would the performance by a member of appraisal, valuation, or actuarial services
for a client impair the independence of that member?

A. HKSA Statement 1.203 paragraph 43 prohibits a firm from auditing a client’ s fi-
nancial statements which include the product of a specialist valuation carried out by it, or
an associated practice, or organisation, in the same countty or overseas. Paragraph 44 de-
fines“specialist valuations” which include actuarial valuations, valuations of intellectual
property and brands, other intangible assets, property and brands, other intangible assets
property and unquoted investments.

Q. Under what circumstances can recruitment services be provided to a client by a
member firm?

A. Under HKSA Statement 1.203 paragraph 41, a member may advertise for, and
interview, prospective staff and produce a“short list” and recommendations. Such consul-
ting assistance would not impair independence provided client management is responsible
for any ultimate hiring decision.

Q. A member owns a building and leases a portion of the space to a client. Would the
independence of the member be impaired with respect to the client lessee?

A. Leasing property to a client results in an indirect financial interest in that client.
Therefore, a member’s independence may be impaired if the indirect financial interest in a
client is material to the member.

Q. A client has asked a member’s firm to evaluate and recommend service bureaux for
processing a client’s accounting records. Partners in the member's firm hold material fi-
nancial interests in one of these service bureaux. Does a conflict of interest exist?

A. Yes. However under HKSA Statement 1.203 paragraph 57, if the partners’ fi-
nancial interests in the service bureaux are disclosed to the client and the client’s consent is
obtained for the performance of the engagement, the Statement would not operate to pro-
hibit the performance of the engagement.

These questions and answers are presented for educational purposes only. They do not
constitute official pronouncements or professional ethics, nor do they purport to set out an
official position of the Ethics Committee, or the Society.
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INDEPENDENCE

Questions & Answers ()

The secretariat receives a variety of questions on interpretations of guidance on profe-
ssional ethics. It is considered that members may be interested in testing their own know-
ledge by reference to some of the quesions received.

Q. A CPA firm is requested to design and implement a new system of internal controls
for an audit client. The firm assigns a member of staff who has previously worked on that
audit to the project. Would the firm’ s objectivity be compromised if that same member of
staff, having completed the internal control project, is assigned to the audit team for the
next year’s audit?

A. Although there is in principle on objection to a practice providing other, nonaudit
services to an audit client, care must be taken to ensure that objectivity is not threatened in
fact or in appearance. In this example, it may be inappropriate for the staff member who
designed the control system to perform a major role in the audit if this were to involve him
in having to evaluate a system which he himself developed and implemented. An indepen-
dent audit team should be assigned to the client following the performance of such work.

Q. A CPA firm wishes to lease office premises for its own use from an audit client. The
lease gives a three month rent-free period. Is the independence of the audit firm compro-
mised?

A.The independence of the audit firm would not be compromised provided that the
lease was negotiated on an arms-length basis on normal commercial terms and that it cons-
titutes an “operating lease” as defined in SSAP 14, “Accounting for leases and hire purc-
hase contracts”.

Q. An audit client has not yet paid the fees for last year’s audit. The tax filing dead-
line for this year is approaching, and the client, which has cash flow problems, is anxious
for this year’s audit to commence. Is the auditors’objectivity threatened if the overdue fees
are not settled before the commencement of the audit?

A. The existence of significant overdue fees from an audit client can be, or appear to
be, a threat to objectivity akin to that of a loan. In particular, if a recurring audit is
started before the prior year’s fees have been settled, independence may be impaired.

These questions and answers are presented for educational purposes. They does not
constitute official pronouncements on professional ethics nor do they purport to set out an

official position of the Ethics Committee or the Society.
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