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Discussion and Possible Action Regarding Alternative
Practice Structures

The mission of the California Board of Accountancy (CBA) is to protect
consumers by ensuring only qualified licensees practice public accountancy in
accordance with established professional standards.

Action(s) Needed

The California Board of Accountancy is being asked to provide input and
direction on topics it wants included during the national discussions regarding
Alternative Practice Structures (APS), specifically regarding private equity (PE)
investment.

Background

Ownership in a CPA firm was historically limited to solely CPAs. CPA firms
structured themselves as partnerships, which also evolved to Limited Liability
Partnerships and professional corporations for liability purposes. Over time, CPA
firm models have expanded—both to include options for non-licensee
ownership and in structure to include APS.

Per the American Institute of CPAs (AICPA) Code of Professional Conduct, an
APS is defined as: “a form of organization in which [a CPA firm] that provides
attest services is closely aligned with another public or private organization [a
non-CPA firm] that performs other professional services.”! While discussions on
APS, especially with the influx of PE backing, have been taking shape on the
national stage over the past two years, APS has been part of the accounting
environment for over three decades.

1 California does not define APS. Rather, it requires CPAs and CPA firms to comply with the
AICPA Code of Professional Conduct. This is discussed further in the section titled Overview of
Issue.
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Overview of Issue

Staff wants to provide the CBA with level-setting information to assist members in
providing feedback and direction for the CBA Leadership, members, and
Executive Officer to share with stakeholders as they may take part in future
national discussions.

APS and PE

Generally, APS, as it pertains to PE in CPA firms, operates in a business structure
whereby the CPA firm providing attest/assurance services (often referred to as
the “attest firm”) is closely aligned with another organization or non-CPA entity
(often referred to as the “non-attest entity”).

Under this arrangement, the attest firm provides the audit and assurance
services as required by law. The ownership structure must continue to adhere to
ownership requirements that maintain CPA ownership and confrol of the attest
firm. The non-attest entity provides non-attest services including tax, consulting,
management, and advisory. The ownership structure for the non-attest firm
varies but it may be owned by CPAs, CPA partners in the attest firm, and PE.

The attest firm and non-attest entity operate under a wide-ranging
administrative services agreement. This agreement creates a symbiotic
relationship whereby the non-attest entity provides centralized administrative
functions to the attest firm including human resources, staffing, information
technology, marketing, and general office administration.

Why the Rise in APS and PE in the CPA Profession

Several factors have been cited that have fueled the growth of APS, with PE
backing, including access to capital, talent acquisition, and competitive
advantage, to list a few.

PE investment in an APS provides CPA firms with access to capital to support
investments in technology (especially with the increased use of arfificial
intelligence) and infrastructure, and expansion into to new service areas and
geographical markets. The investment also offers an exit strategy for retiring
partners by buying out existing owners in a market where succession planning
can be difficult.

As has been discussed over the past few years, the CPA profession has
experienced a pipeline challenge, including attracting and retaining talent. PE
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investment provides financial resources to offer competitive salaries. It may also
provide the growth and expansion opportunities for new hires. That said, it does
not necessarily mean that these new hires are CPAs or will become CPA:s.

PE investment has also been attributed to increased competitive advantages.
This includes providing operational expertise and strategic guidance, scaling
business models, improving operational efficiencies through best practices, and
“leveling the playing field” when compared to the larger firms.

Considerations Regarding APS-Backed PE Investment

While there are surely benefits that come from APS-backed PE investment,
regulators have begun to ask questions to see if updates to the regulatory
framework are necessary to ensure consumer protection. Again, though APS has
been a structure that has been in place for three decades, what makes the
present environment different is the rapid growth of these structures brought on
by PE investment.

Unlike earlier iterations, today’s PE-driven APS models could infroduce
heightened risks to independence, objectivity, and governance. With profit-
driven incentives and complex ownership arrangements, regulators need to
review current laws and rules to ensure adequate safeguards exist to protect
the public interest.

Some topics regulators have discussed include:

e Independence and Objectivity: Generally, PE prioritize financial returns,
which may potentially create conflicts of interest that undermine auditor
independence. This may be manifested by influence on audit judgments
due to profitability pressures; comprised independence in appearance
due to shared staffing, branding, or administrative support; and cross-
selling of non-attest services that could impair objectivity.

e Governance: With the dual-entity and closely aligned structures of the
attest firm and non-attest entity, coupled with the comprehensive shared
services agreement, it may obscure who truly governs and owns the attest
firm (CPA firm). Non-attest entities could exert influence on budgeting and
staffing resources leased back to the attest firm.

e Consumer Protection and Transparency: Given how most APS firms market
themselves, consumers may not clearly understand which entity they are
engaging with. Although these firms typically include disclosures—often in
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small print af the bottom of their websites—there are usually no clear
indicators distinguishing which services require a licensed entity and which
do not.

e Cross-Border Practice and Jurisdictional Issues: Many APS structures
operate across states, which given how states regulate the practice of
public accountancy and use of the title CPA, complicates oversight.

National Discussions Regarding APS-Backed PE Investment

On the national stage, both the AICPA and National Association of State Boards
of Accountancy (NASBA) are actively discussing this fopic. In November 2022,
the AICPA Professional Ethics Executive Committee (PEEC) appointed the
Alternative Practice Structures Task Force to “determine whether a [PE]
investment in the [non-attest] entity of an [APS] creates a need for revisions to
the AICPA Code of Professional Conduct ... or a need for [non-authoritative]
guidance."?

California requires CPAs and CPA firms engaged in the practice of public
accountancy to comply with all applicable professional standards, including
but not limited to generally accepted accounting principles and generally
accepted auditing standards (per California Code of Regulations, title 16,
section 58). The CBA holds that the AICPA Code of Professional Conduct is an
applicable professional standard and, thus, CPAs and CPA firms must comply
with the code.

The topics for consideration noted above regarding independence, objectivity,
and governance are topics that PEEC is actively working on with respect to
updating the AICPA Code of Professional Conduct. In March 2025, the AICPA
issued a Discussion Memorandum titled, Potential revisions to the AICPA Code of
Professional Conduct and guidance related to independence in alternative
practice structures (Attachment).

Since the close of the comment period in June 2025, the AICPA has been
reviewing comments so that it can produce an exposure draft with respect to
possible revisions to the AICPA Code of Professional Conduct, including any
non-authoritative guidance. This is expected later this year (possibly November
2025), with an expedited comment period.

2 According to the AICPA, PEEC is “a senior committee of the AICPA charged with interpreting
and enforcing the AICPA Code of Professional Conduct and for promulgating new
interpretations and definitions and for monitoring the Code and making revisions as needed.”
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Additionally, the AICPA has begun inviting stakeholders to participate in a series
of forums on various topics associated with APS and PE. The AICPA noted that
the series of forums is designed to promote a collaborative understanding of APS
and the existing and emerging frends in this space. It noted that the key areas
of focus include:

Understanding APS/PE models.

Clarifying ethical and independence standards in evolving firm structures.
Demonstrating accountability and quality control in APS.

Exploring challenges unique to certain firms.

Reinforcing the value of the CPA designation across both attest and non-
attest services.

The AICPA reached out to the CBA Executive Officer, Dominic Franzella, to
discuss being a speaker during one of the forums. Executive Officer Franzella has
had initial discussions with the AICPA indicating he would participate, along with
gaining a better understanding what information the AICPA wants shared from
a regulatory perspective.

Earlier this year, NASBA Chair Maria Caldwell appointed the Private Equity Task
Force to “evaluate the implications of [PE investment in CPA firms] and identify
ways to support state boards in their oversight responsibilities.” According to
NASBA, the Private Equity Task Force "“will explore how private equity ownership
may impact the public interest, firm independence, governance structures and
audit quality. It will also assess existing regulatory frameworks and identify gaps
where additional guidance or resources may be needed.”

NASBA Chair Caldwell appointed the following members to the Private Equity
Task Force:

e Dan Vuckovich, CPA, Chair—NASBA Board of Directors’ Member; NASBA
Mountain Regional Director; Member, Montana Board of Public
Accountants

e Barry Berkowitz, CPA—NASBA Board of Directors’ Directors-at-Large
Member

e Boyd Busby, CPA—Executive Director, Alabama State Board of Public
Accountancy

e Dominic Franzello—Executive Officer, California Board of Accountancy
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e David Nance, CPA—Executive Director, North Carolina Board of CPA
Examiners

e Steve Platau, CPA—Member, Florida Board of Accountancy

e Melissa Ruff, CPA—NASBA Board of Directors’ Member; NASBA Central
Regional Director; Chair, Nebraska Board of Public Accountancy

NASBA's Private Equity Task Force has held four meetings, with another meeting
scheduled for the end of September. One of the first items the task force is
seeking to produce is a white paper introducing the topic to regulatory
stakeholders. The task force believes it is important to create an initial document
that level sets discussions on the topic as there is a wide range of understanding
amongst regulatory stakeholders. NASBA plans to have the white paper out in
advance of its Annual Meeting in October 2025.

Possible Topics of Consideration for CBA

Given the national attention and appointment of the CBA Executive Officer to
the NASBA Private Equity Task Force, staff wants to ensure that the collective
view of the CBA is being shared during discussions. Staff offers the following
topics for the CBA’s consideration, building on those topics previously outlined
on pages 3 and 4.

e Independence, Objectivity, and Governance: These concepts, along with
ethics, are foundational topics for CPAs and CPA firms in relation to
providing consumer confidence and reliability in services rendered by the
accounting profession. As noted earlier, the AICPA PEEC is looking to
update the AICPA Code of Professional Conduct related to APS.

According to the AICPA, the forthcoming updates may include both
authoritative3 and non-authoritative* guidance. Additionally, the
comment period for the exposure draft is expected to be shortened.

3 Authoritative guidance includes: the principles (which provide the overarching framework for
the rules), rules (govern the performance of professional services), and interpretations
(pronouncements from the PEEC that explain and apply the rules in specific situations).
4Non-authoritative guidance includes: ethics questions and answers (guidance from AICPA
Professional Ethics Division staff in response inquiries, case studies (online ethics library includes
non-authoritative case studies to illustrate the application of the Code in different scenarios),
basis for conclusions (documents explaining the reasoning behind new or revised ethics
standards), AICPA Plain English Guide to Independence (provides accessible explanations of
independence rules but serves as a supporting resource, not an authoritative one), and articles



Discussion and Action Regarding Possible Alternative Practice
Structures
Page 7 of 9

Prior to the CBA considering any changes to California-specific statutes
and regulations that may be needed beyond the AICPA Code of
Professional Conduct to address APS (focused on independence,
objectivity, and governance), staff believes it is important for the CBA
review and potentially comment on the anticipated exposure draft.

Two items the CBA may wish to share regarding the upcoming exposure
draft are:

1. PEEC should make every effort to adopt the updates via
authoritative guidance. As regulators, the CBA can only enforce
those aspects of the AICPA Code of Professional Conduct that are
authoritative in nature.

2. PEEC should not shorten the comment period for expedited
purposes. True, stakeholders are eagerly awaiting the updates, but
by shortening the comment period, it could have an adverse
impact on regulators opportunity to comment. Without sufficient
time to analyze the updates, coupled with timing of CBA meetings,
the comment period may elapse.

e Consumer Protection and Transparency: As noted earlier, given the way
that most (if not all) of the APS firms now market themselves, consumers
may be unclear about which entity they are engaging with—specifically,
which is licensed and regulated (attest firm) and which is not (non-atftest
entity).

The CBA may wish to support increased transparency in website content
and consumer-facing disclosures.

e Cross-Border Practice and Jurisdictional Issues: Obviously, APS is not simply
affecting a handful of jurisdictions; rather, many APS entities operate
across multiple jurisdictions and some nationally. This necessitates a need
for seeking a more uniform approach to regulation. One of the main
areas that has been affected by the influx of APS is the use of the CPA
designation.

from professional publications (articles in the Journal of Accountancy and other professional
publications can discuss ethical topics but are considered non-authoritative commentary).
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Staff has learned that some APS firm leadership are instructing employees
not to use the CPA designation in any public-facing materials, including
websites, email signatures, and social media profiles. Given that not alll
states regulate the use of the CPA designation uniformly, the APS
leadership has taken a conservative approach by simply eliminating the
designation.

The CBA may wish to advocate for a modernization for the use of title
associated with the CPA designation. Three factors the CBA could
consider in support of this approach include:

1.

CPA pipeline: Regulators and the accounting profession have
spent the last few years working to find solutions to the CPA
pipeline. The CBA has taken steps fo enhance requirements for
CPA licensure by creating needed flexibility for entry to the
profession (CBA-sponsored Assembly Bill 1175).

If individuals are not encouraged or, in fact, allowed by employers
to display the CPA designation, this could adversely impact future
professionals from seeking licensure.

Consumer understanding: When individuals who have earned the
CPA license can display the designation, consumers are afforded a
greater understanding regarding these individuals' background.
Consumers can review state boards of accountancy websites to
understand the regulatory framework, including how individuals
obtained licensure; consumers can review online licensing records,
including prior enforcement information; and consumers have a
place to file a complaint, should the need arise.

CPA designation and use of title laws: It is likely, most state laws
surrounding use of the CPA designation were written before the
advent of the internet. This is even more frue as it relates to social
media. There is likely a need to consider evaluating how use of title
can be modernized to allow for individuals to use the CPA
designation.
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Resources

e Thomson Reuters, The Rise of Private Equity in Accounting: Not Just for
Large Firms Anymore, Aug. 20, 2024.

e Accounting Today, Capital vs. Control: PE's Impact on CPA Firms, Dec. 5,
2024.

e Tuan Doan, et al., The Consequences of Private Equity Investment in
Accounting Firms, April 2025.

e Bloomberg Tax, Private Equity-Fueled Shakeup Coming for Accounting
Industry, April 30, 2025.

e Nicole Donahoo, et al., Marital Bliss2 Private Equity and the Attest Industry,
May 2025.

e Wall Street Journal, Doctors Warn Accountants of Private-Equity Drain on
Quality: You Could be Next, May 7, 2025.

e Thomson Reuters, Some Tax, Audit & CPA firms are Rejecting Private Equity
in Favor of Independence, May 30, 3025.

e Elizabeth Almer, et al., Private Equity Investments in Accounting Firms:
Evidence from Structured Interviews and Surveys on Career Implications,
July 11, 2025.

Fiscal Analysis
There are no fiscal/economic impact considerations, currently.

Recommendation

Staff recommends that the CBA evaluate the items noted in the subsection
Possible Topics for CBA Consideration (see pages 6-9), along with any CBA-
developed topics, to establish a list of topics for CBA Leadership, member, and
Executive Officer to share with stakeholders as they take part in future national
discussions.

Aftachments

Discussion Memorandum, Potential revisions to the AICPA Code of Professional
Conduct and guidance related to independence in alternative practice structures
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Potential revisions to the AICPA Code of Professional Conduct and
guidance related to independence in alternative practice structures

Invitation to comment
March 10, 2025

This discussion memorandum was developed and approved for invitation to comment by the
Alternative Practice Structures Task Force of the AICPA Professional Ethics Executive
Committee (PEEC).

The task force is issuing this memorandum to seek input from stakeholders on approaches that
can improve clarity and consistency in the application of the AICPA Code of Professional
Conduct (code) to an alternative practice structure (APS), including, in particular, an APS with a
private equity investment.

NOTE: The task force’s preliminary conclusions and potential options presented in this
discussion memorandum constitute neither authoritative nor nonauthoritative guidance. Input
received from respondents will supplement the task force’s research and inform
recommendations to PEEC regarding whether revisions to the code or to nonauthoritative
guidance (or to both) are needed. If PEEC concludes that an interpretation of the code should
be considered, an exposure draft will be issued in accordance with PEEC’s usual standard-
setting processes.

Your feedback is an important part of the evaluation of this critical and evolving subject matter.
Please take this opportunity to comment. We must receive your response by June 15, 2025. All
written replies to this discussion memorandum will become part of the public record of the
AICPA.

Please email your comments to ethics-exposuredraft@aicpa.org.

Sincerely,
Anna Dourdourekas, Co-Chair Toni Lee-Andrews, Director, CPA, PFS, CGMA
Alternative Practice Structures Task Force Professional Ethics Division

Lisa Snyder, Co-Chair

AbA sl ——
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Introduction

1. The AICPA Professional Ethics Executive Committee (PEEC) appointed the Alternative
Practice Structures Task Force in November 2022 to determine whether a private equity
(PE) investment in the nonattest entity of an alternative practice structure (APS) creates a
need for revisions to the AICPA Code of Professional Conduct (code) or a need for
nonauthoritative guidance. The task force has been evaluating current provisions in the
code, including the “Alternative Practice Structures” interpretation (ET sec. 1.220.020) of the
“Independence Rule” (ET sec. 1.200.001), for relevance and adequacy. The task force,
which has met at least monthly since January 2023, consists of members practicing in an
APS with a PE investment in the nonattest entity (APS with PE), members in a traditional
firm structure, a consultant, attorneys, a NASBA representative, and AICPA ethics division
staff.

2. The task force has provided PEEC regular updates during PEEC’s quarterly meetings, and
PEEC has provided feedback on the task force's activities. The task force has principally
focused on the extant code’s application to independence in evolving APS.

3. The task force requests that stakeholders review this discussion memorandum and respond
to the questions set forth in the “Questions for respondents” boxes throughout the
document. Specifically, the task force is requesting feedback regarding

e whether its depiction of an APS is clear;

o whether respondents agree with the task force’s preliminary conclusions regarding
threats to independence in an APS and with its proposed three-step process for
determining independence; and

¢ whether respondents prefer either of the two potential options presented for addressing
both authoritative and nonauthoritative guidance.

Input provided by stakeholders, which will also be presented to PEEC, will enable the task
force to address any questions and concerns expeditiously, resulting in more robust and
timely output on this subject. In addition to considering any feedback received in response to
the discussion memorandum, the task force anticipates addressing the potential need for
revisions to the “Alternative Practice Structures” interpretation (ET sec. 1.810.050) of the
“Form of Organization and Name Rule” (ET sec. 1.800.001).

4 Professional Ethics Division: Potential revisions related to independence in alternative practice structures
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Terms defined in the AICPA Code of Professional Conduct are italicized in this
document. If you would like to view the definitions, you can find them in “Definitions”
(ET sec. 0.400).

Overview of the structure and characteristics of an APS

4. Accounting firms have been part of APSs for more than two decades. An APS is a form of
organization in which a firm that provides attest services is closely aligned with another
entity that performs other professional services. The other entity typically sells a portion of its
nonattest business to an outside investor. In 2000, PEEC issued two interpretations that
focused primarily on investments from publicly traded entities:

o The “Alternative Practice Structures” interpretation (ET sec. 1.220.020) of the
“Independence Rule”

e The “Alternative Practice Structures” interpretation (ET sec. 1.810.050) of the “Form of
Organization and Name Rule”

5. The following diagram, based on task force research and discussions with members
currently practicing in APSs, depicts the basic structure of an APS with a public or private
investor.

5 Professional Ethics Division: Potential revisions related to independence in alternative practice structures
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6. Although any guidance PEEC issues will clarify that these characteristics are not necessarily
representative of every APS, the task force understands that these are the most common
and basic characteristics of an APS:

e An accounting firm divides its attest’ and nonattest? practices into distinct legal entities
and sells a portion of its nonattest practice to an outside investor or investors.2 The
separation of the practices and investment in the nonattest entity enables the firm to
comply with the requirements contained in the “Council Resolution Concerning the Form
of Organization and Name Rule” (appendix B).2 Generally, legacy partners of the
accounting firm retain an equity interest in the nonattest entity.

e The outside investor has an investment that provides the investor with either significant
influence or control over the nonattest entity. There may be other outside investors in the

' A firm that performs any aftest engagements.

2 An organization that does not meet the definition of firm that cannot perform attest services as
referenced in footnote .

3 The division of the attest and nonattest practices occurs because the “Council Resolution Concerning
the Form of Organization and Name Rule” states, “A majority of the ownership of the member’s firm in
terms of financial interests and voting rights must belong to CPAs. Any non-CPA owner would have to
be actively engaged as a member of the firm or its affiliates. Ownership by investors or commercial
enterprises not actively engaged as members of the firm or its affiliates is against the public interest
and continues to be prohibited.”

6 Professional Ethics Division: Potential revisions related to independence in alternative practice structures



nonattest entity, including those with less than significant influence (co-investors) over
the nonattest entity.

o The attest firm meets the requirements of the “Council Resolution Concerning the Form
of Organization and Name Rule,” including majority ownership by CPAs (attest firm
partners) and the prohibition on “ownership by investors or commercial enterprises not
actively engaged as members of the firm or its affiliates.” The attest firm partners remain
responsible for decisions regarding attest clients, attest engagements, quality
management, independence, risk management, and attest firm personnel. The attest
firm partners are also employees of the nonattest entity.

e The nonattest entity does not meet the characteristics described in the “Council
Resolution Concerning the Form of Organization and Name Rule.” The owners of the
nonattest entity may include attest firm partners, nonattest entity principals, investors,
and co-investors.

e The attest firm has its own governing body, such as a board of directors (attest firm
board) that is separate from the nonattest entity’s governing body and is not elected by
the nonattest entity’s governing body. The attest firm’s board is involved in budgetary
decisions of the attest firm.

e The nonattest entity has its own governing body, such as a board of directors (nonattest
entity board) that includes representation from the investor or co-investor oftentimes
relative to its financial interest in the nonattest entity. Decisions regarding compensation,
finance and budget, resource allocation, and strategy of the nonattest entity are made at
the board level. However, the nonattest entity board does not make ordinary-course
managerial and operational decisions related to the nonattest entity; such decisions are
made by senior leadership of the nonattest entity. The nonattest entity board has the
authority to approve the budget, including compensation of the attest firm partners either
on a pooled or individual basis, and may delegate these responsibilities to
subcommittees.

e The attest firm maintains an “administrative services” agreement with the nonattest
entity, and compensates the nonattest entity for administrative support, leased
employees, equipment, office space, and other resources.

e The chief executives or equivalents of the attest firm and nonattest entity are not the
same individual. The chief executive or equivalent of the attest firm reports to the attest
firm board, while the chief executive or equivalent of the nonattest entity reports to the
nonattest entity board.

7 Professional Ethics Division: Potential revisions related to independence in alternative practice structures



Questions for respondents
1. Does the diagram present a clear and understandable representation of an APS? Are
you familiar with any other forms of APS?

2. Are the APS characteristics we described broad enough to allow application across
various forms of an APS?

3. Are there any APS characteristics we failed to address that should be included?

7. Firms currently operating in an APS are required to comply with the “Alternative Practice
Structures” interpretations in the code. However, the current interpretation under the
“Independence Rule” does not fully address evolving structures, such as those involving PE
investments. The following are some of the incongruities, inconsistencies, and gaps that the
task force has identified:

e The model in the extant interpretation depicts a controlling* investment by a public
company investor in the nonattest entity but does not address lower thresholds, such as
a significant influence® investment, which is more common with PE investments.

4 The code defines control as follows:
As used in FASB Accounting Standards Codification (ASC) 810, Consolidation. When used in the
“Client Affiliates” interpretation [1.224.010] of the “Independence Rule” [1.200.001], control depends
upon the entity in question. For example, when used for not-for-profit entities, control is as used in
FASB ASC 958-805-20; for commercial entities, control is as used in FASB ASC 810. [Prior reference:
numerous ET sections; also see “Breakdown of the Term Control in the Code” at https://www.aicpa-
cima.com/resources/download/use-of-the-term-control]

5 The code defines significant influence as follows:

As defined in FASB ASC 323-10-15. Ability to exercise significant influence over operating and financial
policies of an investee may be indicated in several ways, including the following:

Representation on the board of directors

Participation in policy-making processes

Material intra-entity transactions

Interchange of managerial personnel

Technological dependency

The extent of ownership by an investor in relation to the concentration of other shareholdings

(but substantial or majority ownership of the voting stock of an investee by another investor

does not necessarily preclude the ability to exercise significant influence by the investor).

~ 0 a0 oW
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o The extant APS interpretation describes an APS model where subsidiaries of the public
company are under common control with the nonattest entity. This may not be the case
in an APS with PE. For example, the other portfolio companies in which the PE investor
has holdings may or may not be in the same fund as the nonattest entity, and the PE
investor may have less than control over them.

o The “Network and Network Firms” interpretation (ET sec. 1.220.010) and related
definitions of network and network firm (ET sec. 0.400.35 and 0.400.36) had not been
adopted when the extant APS interpretation was written. The extant APS interpretation
allows the nonattest entity to provide nonattest services to attest clients of the attest firm
that would impair independence if performed by the attest firm. The task force’s
preliminary conclusion, however, is that the attest firm and nonattest entity are network
firms under the network and network firms definitions because they “cooperate for the
purpose of enhancing the firms’ capabilities to provide professional services” and share
one or more of the listed characteristics of a network, such as sharing a common brand
name or sharing significant professional resources. If treated as network firms, the
nonattest entity will not be able to provide nonattest services to financial statement audit
and review clients of the attest firm that would impair independence if performed by the
attest firm.

o The terms direct superiors, indirect superiors, and other public company entities do not
necessarily apply the same way in an APS with PE as they do under the extant APS
interpretation.

APS with private equity

8. The last few years have seen a significant increase in PE investments in accounting firms. A
typical APS structure involves dividing the accounting firm into an attest firm and nonattest
entity, and an investment from an investor in the nonattest entity.

9. Various stakeholders have communicated with the task force regarding this increase in PE
investments. These include attorneys specializing in PE transactions, CEOs and
independence leadership from firms that operate in an APS, auditors of PE structures,
insurance liability carriers, state CPA societies, the International Ethics Standards Board for
Accountants (IESBA), and the National Association of State Boards of Accountancy
(NASBA). The task force has considered the information and perspectives offered by these
stakeholders in its evaluation of whether revisions to the code are necessary. Some of the
task force’s key takeaways follow.
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10.

11.

12.

13.

PE investors have firmly established themselves as pivotal players across a wide range of
industries, including the accounting profession. When an APS is structured properly, and
with proper due diligence by accounting firm leadership, PE investors can provide capital,
expertise, and resources to fuel growth and help accounting firms remain competitive in a
rapidly changing market. The infusion of capital allows firms to focus on innovation,
technology, talent retention, and improved professional services, all essential to their long-
term success.

Notwithstanding the benefits that PE investors may offer firms, ensuring that the integrity of
the attest function is not compromised under this type of APS is critical to the public interest.
The increase in APSs with PE has raised questions from various regulators and the public
about potential conflicts. Attest firms must demonstrate their steadfast commitment to the
highest standards of audit quality and to the public interest by prioritizing independence,
transparency, ethical practices, and robust governance.

Members are responsible for ensuring adherence to ethical standards to serve the public
interest, including independence. A PE investor’s willingness and ability to comply with the
profession’s independence standards, where applicable, are essential. This includes the
cooperation and sharing of confidential information regarding existing investments and
potential target entities so that the firm can monitor and evaluate any potential
independence issues or conflicts with entities in the PE structure. Firms that have provided
the task force with input note that the PE investors that have invested in their nonattest
entities have dedicated significant time and resources to understanding the independence
requirements that apply within an APS and have been responsive to the profession’s
independence standards and quality management requirements, including necessary
monitoring procedures and related processes.

In an APS with PE, the basic characteristics and diagram in paragraphs 5 and 6 still apply.
PE investment in a nonattest entity is typically through a fund and provides the PE investor
with significant influence or control over the nonattest entity. This fund may also invest in
other entities (that is, portfolio companies), which might provide the PE investor with
significant influence or control over the portfolio companies. This differs from the extant APS
model where the investor (PublicCo) has control over the nonattest entity as well as its other
subsidiaries. A depiction of a simplified APS with PE structure follows.
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Administrative services agreement

14. The administrative services agreement between the attest firm and nonattest entity plays a
critical role. It describes the resources the nonattest entity will be providing to the attest firm,
including administrative support, the leasing of employees, equipment, office space, and
other resources. It is the attest firm’s responsibility to ensure that this contract provides
resources sufficient for the attest firm to comply with applicable professional standards,
including independence and quality management standards. In traditional accounting firms,
such administrative service agreements generally do not exist; however, the attest and
nonattest practices may be involved in discussions regarding resources through a budgetary
process.

Regulatory and legal consultations

15. Prior to entering an APS with PE, accounting firms have generally participated in extensive
due diligence and consultation processes and engaged with legal counsel, regulators, and
appropriate standard-setting bodies (for example, SEC, PCAOB, state boards, AICPA) to
ensure that the transaction is compliant with existing laws, regulations, and professional
standards. Such consultations help identify potential issues and safeguard audit quality and
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long-term sustainability of the firm, while also mitigating reputational or operational risks
associated with operating within an APS.

16. Most accounting firms have preexisting independence policies and controls, are subject to
peer review, and must adhere to quality management standards to ensure that their attest
practices comply with professional standards. Attest firms operating within an APS with PE
will likely need to implement additional policies, controls, and procedures. This includes
addressing any concerns related to the potential influence of PE investors on the nonattest
entity and ensuring that the attest function remains insulated from undue influence by the
PE investors.

17. Existing APSs with PE have implemented controls to address threats to independence;
examples of such controls follow:

e Updating, for firm-wide distribution, policies, procedures, and guidance that reflect the
APS transaction with the PE investor

e Sharing relevant information between the attest firm and PE investor to monitor
independence

e Periodically confirming compliance with applicable independence requirements of the PE
investor and of any PE investor associates who are required to maintain independence
(including members of the nonattest entity board)

¢ Monitoring applicable entities within the PE structure that may be subject to
independence considerations in the firm’s database and including such entities in conflict
checks performed on prospective client engagements

e Monitoring and performing conflict checks on new nonattest-entity lenders as a result of
the transaction with the PE investor

e Implementing robust administrative services agreements that address the provision of
sufficient future resources to the attest firm to maintain audit quality and independence.

The task force’s analysis and preliminary conclusions
related to independence in an APS

18. The extant “Alternative Practice Structures” interpretation of the “Independence Rule” states
that, in an APS, threats to independence can arise from individuals and entities beyond
covered members. The task force determined that although the investor does not have any
ownership in the attest firm, threats exist due to the investor’s potential ability to influence
strategic and budgetary matters affecting the attest firm. The degree of influence depends
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19.

20.

21

22.

23.

24.

on factors such as ownership percentage in the nonattest entity and decision-making
authority (for example, through representation on the nonattest entity board). To determine
whether threats are at an acceptable level, all threats® should be considered in an
evaluation of relationships and circumstances when an attest firm operates within an APS.

The task force has identified relationships and circumstances when threats cannot be
reduced to an acceptable level (that is, the relationship should be prohibited) and others
where the “Conceptual Framework for Independence” interpretation (ET sec. 1.210.010)
should be applied to determine whether threats are at an acceptable level.

In discussing the relationships and circumstances involving the various entities within the
APS, the task force has also addressed entities specific to an APS with PE.

. Guidance would include the following new terminology to identify certain individuals and

entities associated with an APS that are not otherwise defined in the code. The terms will be
defined solely for the purpose of applying the new APS guidance.

An investor is an individual or entity that invests in, and has at least significant influence
over, the nonattest entity. The investor could be a private equity investor (PE investor),
partnership, corporate entity, or other investment vehicle. There may be one or more
investors in the nonattest entity.

The term investor, instead of PE investor, is used to broaden the applicability to variations of
an APS.

A significant influence investment exists when an investor has significant influence over
the nonattest entity but not control.

More than one investor may have significant influence over the nonattest entity. If more than
one investor has significant influence over the nonattest entity, the member would apply the
new APS guidance to each investor.

A controlling investment exists when an investor has control over the nonattest entity.

For this definition, the task force considered the concept of two separate investors investing
in the nonattest entity. Because the concept of “joint control” does not exist in generally
accepted accounting principles (GAAP), the task force is not introducing it here. Additionally,
two entities cannot have control over an entity at the same time. Qualitative factors may
assist in determining whether one entity has control or neither entity has control.

8 The following threats may exist: adverse interest threat, advocacy threat, familiarity threat, management

participation threat, self-interest threat, self-review threat, and undue influence threat.
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25. A co-investor is an individual or entity that invests in, but does not have significant
influence or control over, the nonattest entity. A co-investor is not associated with other
investors.

o Co-investor is defined because the task force has observed APS examples where, in
addition to the lead investor, other individuals or entities invest in the nonattest entity and
have less than significant influence over it. For example, one investor may hold a 45
percent investment, while two co-investors may each hold a 7.5 percent investment.

e A co-investor may have a seat on the nonattest entity board.

26. Key stakeholders of the investor are individuals who represent an investor; such
stakeholders could include owners, managing partners, founders, or principals. These
individuals may have the authority to appoint members to the nonattest entity board.

Questions for respondents
4. Are the new terms and their definitions clear? Are they broad enough to allow
application across various forms of an APS? If not, please explain.

5. Are there other terms that should be defined in any resulting guidance?

27. The task force believes that the attest firm and nonattest entity, including any entities
controlled by the nonattest entity, are network firms because they cooperate to enhance the
firms’ capabilities to provide professional services and share one or more of the
characteristics as described in the definition of network. Therefore, the following would

apply:
e For financial statement audit and review clients, the nonattest entity, including any
entities controlled by the nonattest entity, should comply with the “Independence
Rule” and its interpretations, including any prohibitions on providing nonattest
services as set forth in the “Nonattest Services” subtopic (ET sec. 1.295).

o For other attest clients, the member should apply the “Conceptual Framework for
Independence” interpretation for any threats the member knows or has reason to
believe may be created by the nonattest entity’s interests and relationships, including
any entities controlled by the nonattest entity.

28. The task force does not believe that the investor, its funds, and other investees (for
example, portfolio companies) should generally be considered network firms of the attest
firm because the investor, its funds, and other investees generally do not cooperate with the
attest firm for the purpose of enhancing their capabilities to provide professional services,
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which is required under the definition of network.

29. Even though these entities are generally not network firms of the attest firm, certain
relationships they may have with attest clients of the attest firm may create threats to
independence. Examples that the task force has considered are outlined in paragraphs 36—
43.

30. When evaluating whether a potential network firm relationship exists, the task force has
preliminarily concluded that the attest firm should make the determination based on the
relationship of the attest firm to the entity in the APS that is being evaluated.

For example, entities that are under common control with the nonattest entity would not be
considered network firms of the attest firm because they are not under common control with
the attest firm, unless other characteristics of a network exist with respect to the attest firm.

31. The definition of network firm would require amendment based on the conclusion in
paragraph 30. The extant definition includes entities under common control with the network
firm; this could scope in other investees, such as portfolio companies that are under
common control with the nonattest entity. However, the task force concluded that such
investees generally do not cooperate with the attest firm for the purpose of enhancing their
capabilities to provide professional services. Therefore, the revised definition would refer
members to the APS interpretation to determine if entities under common control with the
nonattest entity are network firms of the attest firm.

Question for respondents

6. Do you agree with the preliminary conclusions the task force has reached regarding
network firms in an APS (paragraphs 27-31)? If not, please explain.

32. In addition to individuals who meet the covered member definition within the attest firm and
nonattest entity, the task force believes other individuals associated with the APS may be
covered members.

33. The most relevant component of the covered member definition for individuals outside of the
attest firm is an individual in a position to influence the attest engagement. This includes one
who

e evaluates the performance or recommends the compensation of the attest engagement
partner;
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o directly supervises or manages the attest engagement partner, including all successively
senior levels above that individual through the firm’s chief executive;

o consults with the atftest engagement team regarding technical or industry-related issues
specific to the attest engagement; or

e participates in or oversees, at all successively senior levels, quality management
activities, including internal monitoring, with respect to the specific attest engagement.

34. The following individuals associated with the APS meet one or more of the above
characteristics and are, therefore, covered members.

o Chief executive or equivalent of the nonattest entity, because this individual directly
supervises or manages the partners of the attest firm, as these partners are also
employees of the nonattest entity.

¢ Nonattest entity board members who have the authority to approve the compensation of
the attest firm partners at the individual level.

If a nonattest entity board member is a covered member based on this criterion alone,
an entity controlled by the nonattest entity board member (.0.400.14f) would not be
considered a covered member for purposes of the APS guidance.

35. Other individuals associated with the APS who should be evaluated by the member to
determine if they meet the definition of a covered member include the following:

¢ Nonattest entity board members who do not have the authority to approve the
compensation of the attest firm partners at the individual level

¢ Nonattest entity senior leadership other than the chief executive or equivalent

Question for respondents

7. Do you agree with the task force’s preliminary conclusions regarding covered
members in an APS (paragraphs 32—-35)? If not, please explain.
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36. The task force recognizes that APSs continue to evolve; therefore, a one-size-fits-all set of

rules is not appropriate. However, the task force believes there are some relationships that,
if present, impair independence. Because numerous scenarios may arise where facts and
circumstances vary, members will be required to use significant professional judgment when
applying any APS guidance.

Relationships that will impair independence

37.

38.

The task force has identified relationships with other individuals and entities associated with
the APS beyond the scope of covered members and network firms that may create threats
to independence. The relationships and circumstances the task force believes impair
independence may differ by investment type (that is, significant influence or controlling
investment) (paragraphs 38—41).

When the investor holds a significant influence or controlling investment in the nonattest
entity, an undue influence threat to independence exists that it is too significant to overcome
with the application of safeguards if any of the following are in a key position at an attest
client.

¢ Nonattest entity board members
o General partner of the fund that holds the investment in the nonattest entity
o Key stakeholders of the investor

The task force believes that key stakeholders have the ability to influence the board of
the nonattest entity through ownership or advising or appointing nonattest entity board
members.

Question for respondents

8. Do you agree with the task force’s preliminary conclusion in paragraph 387 If not,
please explain.

39.

When the investor holds a significant influence or controlling investment in the nonattest
entity, the task force believes threats to compliance with the “Independence Rule” are not at
an acceptable level and cannot be reduced to an acceptable level through the application of
safeguards if the attest firm provides an attest service to any of the following entities
associated with the APS (these threats are due to their relationships with the nonattest
entity):

e Investor (for example, PE investor)
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e General partner of the fund that holds the investment in the nonattest entity

e Fund that holds the investment in the nonattest entity and other funds advised by the
same registered investment adviser (RIA) or investment adviser

¢ RIA, investment adviser, investment management company, or fund manager of the
fund that holds the investment in the nonattest entity.

e Co-investor

Question for respondents

9. Do you agree with the task force’s preliminary conclusion in paragraph 39, including the
individuals and entities listed? If not, please explain.

40. When the investor holds a significant influence or controlling investment in the nonattest
entity, threats to compliance with the “Independence Rule” are not at an acceptable
level and cannot be reduced to an acceptable level through the application of safeguards if
the attest firm provides a financial statement attest service to an entity that invests in the
investor when the entity has significant influence over the investor and the investment is
material to the entity.

For example, if the investor is a PE investor, and the attest firm provides a financial
statement attest service to a limited partner (LP) of the fund that holds the investment in the
nonattest entity, and the LP interest allows the LP to exercise significant influence over the
fund and is material to the LP, threats are not be at an acceptable level and cannot be
reduced to an acceptable level through the application of safeguards.

Questions for respondents

10. Do you agree with the task force’s preliminary conclusion in paragraph 407 If not, please
explain.

11. Should the threshold for determining whether the attest firm can provide a financial
statement attest service to an entity (for example, an LP) that invests in the investor be
based on

a. whether the entity (for example, an LP) has significant influence over the
investor (such as a PE fund or public company) and the investment is material
to the entity (that is, as proposed in paragraph 40); or
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b. whether the entity (for example, an LP or shareholder) has significant influence
over the investor (such as a PE fund or public company) or the investment is
material to the entity?

41. When the investor holds a controlling investment in the nonattest entity, threats to
compliance with the “Independence Rule” are not at an acceptable level and cannot be
reduced to an acceptable level through the application of safeguards when the attest firm
provides a financial statement attest service to an investee of the investor when the investor
either (a) has significant influence over the investee and the investee is material to the
investor or (b) controls the investee.

o When the investor is a PE investor, and the investee (that is, portfolio company) is in the
same fund as the nonattest entity, threats are not at an acceptable level and cannot be
reduced to an acceptable level by the application of safeguards. The task force’s
preliminary conclusions regarding providing financial statement attest services to other
investees of the PE investor are in paragraph 43.

¢ Due to the significance of the undue influence or self-interest threat, the task force’s
preliminary conclusions are in some cases more restrictive than the requirements of the
“Client Affiliates” interpretation (ET sec. 1.224.010). For example, under the “Client
Affiliates” interpretation, the investee is not considered an affiliate” of the nonattest entity
unless the investee and nonattest entity are both controlled by the investor and material
to the investor.

Question for respondents

12. Do you agree with the task force’s preliminary conclusion in paragraph 41? If not, please
explain.

Relationships that require application of the conceptual framework

42. The task force is recommending the application of the “Conceptual Framework for
Independence” interpretation for other relationships and circumstances, including those in
paragraph 43, that may create threats to independence that would not be specifically
prohibited under paragraphs 38—41.

43. In evaluating threats, the member should consider the investment type (significant influence
or controlling) and other relevant factors. Factors to consider when evaluating the
significance of threats and possible safeguards are included in appendix 1, table 2. The

" Definition (e) of affiliate: A sister entity of a financial statement attest client if the financial statement
attest client and sister entity are each material to the entity that controls both.
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following are examples of such relationships and circumstances:

o The attest firm is determining whether it can provide an attest service to an entity
associated with the APS that is not expressly prohibited under paragraphs 38—41.

e The attest firm knows or has reason to believe a co-investor is providing a nonattest
service to an attest client of the attest firm that would impair independence if performed
by the attest firm.

o The attest firm knows or has reason to believe that a financial, employment, or business
relationship between the attest client and any of the following individuals who are not
covered members exists and is not expressly prohibited under paragraph 38:

— Nonattest entity board members who are not covered members

— Nonattest entity senior leadership

— General partner of the fund that holds the investment in the nonattest entity
— Key stakeholders of the investor

— Co-investors in the nonattest entity

Monitoring for these relationships should not be required, but the attest firm should
evaluate any such relationship it becomes aware of.

Questions for respondents

13. Do you agree with the task force’s preliminary conclusion that the relationships and
circumstances described in paragraph 43 should be evaluated under the “Conceptual
Framework for Independence”? If not, please explain.

14. Are there any circumstances and relationships that would create threats to independence
that the task force has not addressed but should?

15. Are there any additional factors and possible safeguards that should be included in_table
2?

44. The task force has preliminarily concluded that relationships with certain individuals and
entities associated with an APS generally do not create threats to independence.
Paragraphs 45—48 describe these relationships.
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45. Limited partners of the fund that holds the investment in the nonattest entity and have less
than significant influence over the fund generally do not create threats to independence.
However, a limited partner who, for example, serves on the nonattest entity board is subject
to the guidance applicable to board members.

46. Immediate family members of individuals who are beyond the scope of covered members
generally do not create threats to independence.

47. Other investees of the investor (for example, portfolio companies) that are not determined to
be network firms of the attest firm may provide services to attest clients of the attest firm that
would impair independence if performed by the attest firm.

The attest firm is generally not associated with investees other than the nonattest entity, and
if the investees are portfolio companies, they are separate legal entities with separate
governing bodies. In the extant APS interpretation, such services are permitted in a
controlling investment where each subsidiary is also controlled by the public company.

48. There is generally not a threat to independence caused by board crossover when a board
member of the nonattest entity also serves on the board of another investee of the investor
(for example, portfolio company), and that investee may be providing nonattest services to
an attest client of the attest firm that would impair independence if performed by the attest
firm.

Questions for respondents

16. Do you agree with the task force’s preliminary conclusions related to other individuals and
entities associated with the APS who would generally not create threats to independence
(paragraphs 45—48)? If not, please explain.

17. Should other individuals or entities associated with the APS be included in this category?
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Two potential options to address evolving APS
independence issues

49. Though practicing in an APS with PE is the most prevalent form of APSs today, any final
independence interpretation or guidance PEEC issues should be broad enough to apply to
firms operating in other types of APSs beyond those with a PE investor.

50. The task force has included two draft interpretations in this discussion memorandum
reflecting its preliminary analysis and conclusions set forth above that would supersede the
extant “Alternative Practice Structures” interpretation under the “Independence Rule.” The
first option (option 1) is presented in appendix 1; the second option (option 2) is presented in
appendix 2. Appendix 3 presents a chart summarizing the differences between options 1
and 2.

(Appendix 1)

51. This option involves adoption of a new APS interpretation of the “Independence Rule” to
supersede the extant interpretation. It addresses independence threats broadly, but it also
includes a specific example of an APS with PE. Nonauthoritative guidance will address
specific scenarios arising in practice.

52. The proposed interpretation outlines the terminology and characteristics of an APS and
provides an example of an APS with PE. It also details three steps to determine
independence:

e Identify network firms.
e |dentify covered members.

¢ Identify relationships and circumstances involving additional individuals and entities
associated with the APS that create independence threats and apply relevant
prohibitions and the “Conceptual Framework for Independence.”

(Appendix 2)

53. This option focuses on using nonauthoritative guidance to identify covered members and
network firms and apply the “Conceptual Framework for Independence” interpretation to
individuals and entities beyond covered members. Along with the nonauthoritative guidance,
it includes a proposed new APS interpretation of the “Independence Rule” to supersede the
extant interpretation that addresses APSs more broadly and identifies when independence
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threats could not be reduced to an acceptable level by the application of safeguards and,
therefore, independence is impaired. The three-step process described in paragraph 52 is
the same.

54. The principal difference between option 1 and option 2 is in what material is presented as
authoritative (that is, contained in the new interpretation) versus nonauthoritative guidance.
Option 1 specifies which individuals and entities meet the definitions of covered member
and network firm within the interpretation (that is, using authoritative guidance), whereas
option 2 uses nonauthoritative guidance. Additionally, under option 2, nonauthoritative
guidance will assist members in applying the “Conceptual Framework for Independence”
interpretation to other relationships that may create threats to independence. Conversely,
option 1 includes examples of relationships, factors to consider, and possible safeguards
within the interpretation.

55. Authoritative guidance in the form of a new APS interpretation is still necessary in option 2
to address threats not currently covered in the code. The interpretation in option 2 would
outline certain circumstances and relationships that impair independence and would be
more evergreen, limiting references to specific APS types, such as those with a PE
investment.

Questions for respondents

18. Do you agree with the three-step process for identifying, evaluating, and, where possible,
mitigating threats to independence in an APS described in paragraph 527 If not, please
explain.

19. In general, based on paragraphs 51-55 and appendixes 1 and 2, do you prefer option 1
or option 2?

a. If you prefer option 1 (appendix 1)

i.  Are there elements of the draft interpretation that you do not believe can be
operationalized? If yes, please explain which elements.

ii.  Are there elements of the interpretation that you believe would be more
appropriately presented in nonauthoritative guidance?

iii.  Should the APS example diagram presented after paragraph .07 in appendix 1
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Vi.

b.

V.

remain in the interpretation or be moved to nonauthoritative guidance as
presented in appendix 2?

Should the information presented in table 1 of appendix 1 be presented as a table
or in paragraph form, as in paragraphs .09—.12 of the example interpretation in
appendix 27?

Should the information presented in the conceptual framework table (table 2) be in
the interpretation in appendix 1 or should it be nonauthoritative guidance as
presented in appendix 2?

Are there any other aspects of option 1 you would like to address?

If you prefer option 2 (appendix 2):

Are there any aspects of the nonauthoritative examples that you believe should be
included in the interpretation?

Should the network firms conclusions be presented as nonauthoritative guidance
as in appendix 2, or included in authoritative guidance as in appendix 1,
paragraphs .09-.127

Are the covered member conclusions better presented as nonauthoritative
guidance as in appendix 2, or included in authoritative guidance as in appendix 1,
paragraphs .13—.15%

If you believe the information in table 2 should be presented as nonauthoritative
guidance, do you agree with listing the circumstances necessitating the application
of the conceptual framework as they are presented in the draft interpretation in

appendix 2, paragraph .13%?

Are there any other aspects of option 2 you would like to address?

20. Is there an approach other than option 1 or option 2 that would be more appropriate for
providing independence guidance on APSs? If so, please describe the approach.
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Appendix 1

Option 1 — Example APS interpretation including a PE
investment

Terms defined in the AICPA Code of Professional Conduct are italicized in this
document. If you would like to see the definitions, you can find them in “Definitions”
(ET sec. 0.400).

The following example was prepared to convey the task force’s preliminary
conclusions and should not be considered authoritative.

.01 Members who practice in an alternative practice structure should apply this interpretation to
determine their compliance with the “Independence Rule” [1.200.001].

.02 All such structures must be organized in a form that complies with applicable state and
federal laws, rules, and regulations, the “Form of Organization and Name Rule” [1.800.001]
and the related “Alternative Practice Structures” interpretation [1.810.050] of the “Form of
Organization and Name Rule.”

.03 To protect the public interest, the overriding focus of the “Council Resolution Concerning the
Form of Organization and Name Rule” [appendix B] is that CPAs remain responsible for
a firm’s attest work. In addition to the provisions of the resolution, other requirements of the
code and bylaws ensure responsibility for

a. compliance with all aspects of applicable law or regulation,
b. enrollment in an AICPA-approved practice monitoring program,
c. compliance with the “Independence Rule,” and

d. compliance with applicable standards promulgated by Council-designated bodies
(“Compliance with Standards Rule” [1.310.001]) and all other provisions of the code,
including “Structure and Application of the AICPA Code” [0.200].
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Terminology

.04 The following terms are defined solely for the purpose of applying this interpretation.

a.

An alternative practice structure (APS) is a form of organization in which a firm that
provides attest services (attest firm) is closely aligned with another public or private
entity that performs other professional services (nonattest entity).

An investor is an individual or entity that invests in, and has at least significant influence
over, the nonattest entity. The investor could be a private equity investor (PE investor),
partnership, corporate entity, or other investment vehicle. There may be one or more
investors in the nonattest entity.

A significant influence investment exists when an investor has significant influence over
the nonattest entity but not control.

A controlling investment exists when an investor has control over the nonattest entity.

A co-investor is an individual or entity that invests in, but does not have significant
influence or control over, the nonattest entity. A co-investor is not associated with other
investors.

Key stakeholders of the investor are individuals who represent the investor and may
include owners, managing partners, founders, or principals

Characteristics and diagram of an APS

.05 The guidance in this interpretation assumes the APS has the following characteristics.
Members, however, should apply professional judgment regarding the applicability of the
concepts of the interpretation even if one or more of these characteristics vary in the
member’s APS.

a.

A firm separates its attest practice (attest firm) and nonattest practice (nonattest entity)
and sells a portion of its nonattest practice to an outside investor or investors. Generally,
legacy partners of the firm retain an equity interest in the nonattest entity.

The outside investor has an investment that provides the investor with either significant
influence or control over the nonattest entity. There may be other outside investors in the
nonattest entity, including those with less than significant influence (co-investors) over
the nonattest entity.
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c. The attest firm meets the requirements of the “Council Resolution Concerning the Form
of Organization and Name Rule,” including majority ownership by CPAs (attest firm
partners) and the prohibition against “ownership by investors or commercial enterprises
not actively engaged as members of the firm or its affiliates.” The attest firm partners
remain responsible for decisions regarding attest clients, attest engagements, quality
management, independence, risk management, and attest firm personnel. The attest
firm partners are also employees of the nonattest entity.

d. The nonattest entity does not meet the characteristics of the “Council Resolution
Concerning the Form of Organization and Name Rule.” The owners of the nonattest
entity may include attest firm partners, nonattest entity principals, investors, and co-
investors.

e. The attest firm has its own governing body, such as a board of directors (attest firm
board) that is separate from the nonattest entity’s governing body and is not elected by
the nonattest entity’s governing body. The attest firm board is involved in budgetary
decisions of the attest firm.

f. The nonattest entity has its own governing body, such as a board of directors (nonattest
entity board) that includes representation from the investor or co-investor oftentimes
relative to its financial interest in the nonattest entity. Decisions regarding compensation,
finance and budget, resource allocation, and strategic decisions of the nonattest entity
are made at the board level; however, the nonattest entity board does not make
ordinary-course managerial and operational decisions related to the nonattest entity.
Such decisions are made by senior leadership of the nonattest entity. The nonattest
entity board has the authority to approve the budget, including compensation of the
attest firm partners either on a pooled or individual basis, and may delegate these
responsibilities to subcommittees.

g. The attest firm maintains an administrative services agreement with the nonattest entity.
Under this agreement, the attest firm compensates the nonattest entity for administrative
support, leased employees, equipment, office space, and other resources.

h. The chief executives or equivalents of the attest firm and nonattest entity are not the
same individual. The chief executive or equivalent of the attest firm reports to the attest
firm board, while the chief executive or equivalent of the nonattest entity reports to the
nonattest entity board.
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.06 The following diagram depicts an APS. The characteristics set forth in paragraph .05 are

applicable.
Governing Governing
body body

Nonattest entity

Other investee

(investee)
(2)
LEGEND NOTES
Network firms (1) Owners are attest firm partners. Partners and employees
are leased from the nonattest entity.
Administrative Services Agreement (2) Owners include investor (private or public), attest firm
"""""""""""" partners, nonattest entity principals, co-investars, limited
partners
APS example

.07 The following diagram depicts an APS with a PE investor that has either a significant
influence or a controlling investment in the nonattest entity. The investment in the nonattest
entity may be held by one or more funds of the PE investor. The characteristics set forth in
paragraph .05 are applicable.
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Network firms

Private equity
investor

LIST OF ABBREVIATIONS
RIA Registered Investment Adviser
GP General Partner

PC Portfolic Company

GP fund A
5}

Co-investor

Nonattest entity (3)
(Fund A has significant

Attest firm (1) influence or control)

Tech PC

(Fund A
controls)

Other entities within or assodated with
the structure

Administrative services agreement == ===

Other investors

BOD  Board of Directors

GP
funds Band C

NOTES

)]

@)

O]

)

)

Owners are attest firm partners. Partners and employees, as well as other resources,
are leased from the nonattest entity,

Board of directors (BOD) is elected by attest firm partners. BOD makes all attest
firm decisions.

Crwners include PE investor (through Fund A), limited partners (through Fund A), co-
investors, and attest firm/nonattest entity partners. Monattest entity leadership
manages day-to-day operations and does not include PE representation.

PE investor has seats on BOD relative to the investment in the nonattest entity.
BOD may have the ability to make compensation decisions for attest firm partners.

RIA (including investment manager/fund manager) and GP may advise or manage one
or more funds, respectively.
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Interpretation

.08 Members should perform the following steps when evaluating independence while operating
in an APS.

a. Determine which entities are network firms, (paragraphs .09—.12).

b. Determine which individuals associated with the APS are covered members,
(paragraphs .13—.15).

c. Determine which additional relationships and circumstances associated with the APS
create threats to independence:

i. ldentify relationships and circumstances where threats would not be at an
acceptable level and could not be reduced to an acceptable level by the
application of safeguards, and therefore independence would be impaired
(table 1).

ii. Apply the “Conceptual Framework for Independence” interpretation
[1.210.010] to any other relationships and circumstances that the member
knows or has reason to believe may exist, such as those identified in
table 2.

Network firms associated with the APS

.09 The attest firm and nonattest entity, including any entities controlled by the nonattest entity,
are network firms because they cooperate to enhance the firms’ capabilities to provide
professional services and share one or more of the characteristics as described in the
definition of network [0.400.35].

a. For financial statement audit and review clients, the nonattest entity, including any
entities controlled by the nonattest entity, should comply with the “Independence Rule”
and its interpretations, including any prohibitions for providing nonattest services as set
forth in the “Nonattest Services” subtopic [1.295].

b. For other attest clients, the member should apply the “Conceptual Framework for
Independence” interpretation for any threats the member knows or has reason to believe
may be created by the nonattest entity’s interests and relationships, including those of
entities controlled by the nonattest entity.

.10 The investor, its funds, and other investees would generally not be considered network firms
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of the attest firm because the investor, its funds, and investees generally do not cooperate
with the attest firm for the purpose of enhancing their capabilities to provide professional
services.

.11 When evaluating whether a potential network firm relationship exists, the attest firm should
make the determination based on the relationship of the attest firm to the entity in the APS
that is being evaluated. For example, entities that are under common control with the
nonattest entity would not be considered network firms of the attest firm because they are
not under common control with the attest firm unless other characteristics of a network
[0.400.35] exist with respect to the attest firm.

.12 Nonattest entity partners, partner equivalents, principals and professional employees remain
subject to the interpretations of the “Independence Rule” that apply to individuals within
network firms.

Covered members associated with the APS

.13 In addition to individuals who meet the covered member definition within the attest firm and
nonattest entity, the following individuals are covered members.

a. Chief executive or equivalent of the nonattest entity because this individual directly
supervises or manages the partners of the attest firm as these partners are also
employees of the nonattest entity.

b. Nonattest entity board members who have the authority to approve the compensation of
the attest firm partners at the individual level. If a nonattest entity board member is a
covered member based on this criterion alone, an entity controlled by the nonattest
entity board member [.0.400.141] is not a covered member for purposes of this
interpretation.

.14 Other individuals associated with the APS who should be evaluated to determine if they
meet the definition of a covered member include the following:

a. Nonattest entity board members who do not have the authority to approve the
compensation of the attest firm partners at the individual level

b. Nonattest entity senior leadership not captured in .13a-b (for example, executive
committee)

.15 For individuals referenced in .14a—b who are not considered covered members, if the attest
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firm knows or has reason to believe any financial, employment, or business relationships
exits between those individuals and an attest client, the attest firm should apply the
“Conceptual Framework for Independence” interpretation. For factors to consider when
evaluating the significance of threats and possible safeguards, refer to table 2, item 3.

Other relationships with individuals and entities associated with the APS which may
create threats to independence

.16 Threats to compliance with the “Independence Rule” may exist due to relationships involving
individuals and entities associated with the APS that are not considered covered members.
The following table 1 illustrates the application of this interpretation to those relationships
where no safeguards can be applied to reduce threats to an acceptable level. The term
prohibited means that independence would be impaired if the relationship existed.
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Table 1: Relationships :Significant influence Controlling
investment Investment
1. Individuals serving in a key position at attest client
a. Nonattest entity board members Prohibited Prohibited
b. General partner of the fund that holds the investment in the nonattest | Prohibited Prohibited
entity
c. Key stakeholders of the investor Prohibited Prohibited
2. Attest firm providing any attest service
a. Investor (e.g., PE investor) Prohibited Prohibited
b. General partner of the fund that holds the investment in the nonattest | Prohibited Prohibited
entity
c. Fund that holds the investment in the nonattest entity and other funds | Prohibited Prohibited
advised by the same registered investment adviser (RIA) or
investment adviser
d. RIA, investment adviser, investment management company, or fund Prohibited Prohibited
manager of the fund that holds the investment in the nonattest entity
e. Co-investor Prohibited Prohibited
3. Attest firm providing a financial statement attest service
a. An entity that invests in the investor when the entity has significant Prohibited Prohibited
influence over the investor and the investment is material to the entity.
If the investor is PE, an entity includes a limited partner (LP) of the
fund that holds the investment in the nonattest entity if the LP interest
allows the LP to exercise significant influence over the fund and is
material to LP.
Apply the “Conceptual Prohibited*
b. Investee of the investor when the investor either (a) has significant Framework for

influence over the investee and the investee is material to the investor
or (b) controls the investee. If the investor is PE, this applies to
investees (e.g., portfolio companies) in the same fund as the nonattest
entity that the investor either (@) has significant influence over and is
material to the fund or (b) controls.

Independence”
interpretation to determine
if threats are at an
acceptable level

*To determine if the attest engagement can be
completed when (1) the attest client is being
acquired by the investor, refer to the acquisition
guidance in the “Client Affiliates” interpretation
[1.224.010], or (2) when the attest firm acquires
another firm that is providing financial statement
attest services to a portfolio company, apply the
“Conceptual Framework for Independence.”
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.17 The following table depicts examples of relationships and circumstances when the member should apply the “Conceptual Framework for
Independence.” The table also provides factors to consider when evaluating the significance of the threats and possible safeguards.

Table 2:
Relationship/
circumstance

Factors to consider when evaluating the
significance of threats

Possible safeguards

1. Attestfirmis
determining whether it
can provide an attest
service to an investee
(e.g., portfolio
company) of the
investor (e.g., PE
investor) that is not
prohibited by 3b in
table 1.*

*If an attest client is being
acquired by the investor,
the member should refer
to the acquisition
guidance in the “Client
Affiliates” interpretation
[1.224.010], beginning
with paragraph .05 for
possible safeguards.

e Nature of attest service and level of assurance

¢ Whether the investor has significant influence over
or controls the portfolio company

e Whether the investment is material to the fund

e Whether the portfolio company is in the same fund
as the nonattest entity

o Whether the general partner is the same for the
portfolio company and the nonattest entity

e Whether the portfolio company is an existing attest
client that the investor is targeting as an acquisition

Consider these additional factors in a controlling
investment:

¢ Ifin a different fund than the nonattest entity,
whether the investor controls the portfolio company

e [fin a different fund than the nonattest entity,
whether the attest service is a financial statement
attest service

e The attest firm initiates the involvement of another
professional accountant who (a) reviews the attest work that
was performed by the attest engagement team for the attest
client (or reviews a draft of the attest report prior to
issuance) or (b) otherwise advises the attest engagement
team. This individual could be someone from outside the
firm or someone from within the firm who is not otherwise
associated with the attest engagement.

e The attest firm monitors the fund that owns the attest client
and reevaluates threats if the attest client moves into the
same fund as the nonattest entity.
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Table 2:
Relationship/
circumstance

Factors to consider when evaluating the
significance of threats

Possible safeguards

¢ Nature of the attest service and level of assurance

o The general partner, fund, or RIA terminates the

2. Attestfirmis : N . s -~ ,
determining whether it | ® Whether any investor representation associated relationship with the attest client or sufficiently limits their
can provide an attest with the entity is on the board of the nonattest entity relationship to reduce threats to an acceptable level.
service to a general e Whether the investor controls the nonattest entity
partner, fund, or RIA e The materiality of the nonattest entity to the
that is not prohibited investor
by 2b—d in table 1. e Whether the fund is material to the investor

S e Fian e O e Nature of the attest service and level of assurance | e The individual recuses him or herself from discussions that

has reason to believe
a financial,
employment, or
business relationship
exists between the
attest client and any of
the following
individuals who are
not covered members
and that is not
prohibited by 1a—c in
table 1.

Nonattest entity board
members who are not
covered members

e The percentage of ownership by one or more co-
investors in the attest client

e Whether the relationship gives the individual
significant influence over the attest client

e The nature of the relationship and whether it is
material or significant to the individual or attest
client

o Whether the relationship is with the attest client, an
affiliate, or an individual associated with the attest
client; and if an individual associated with the attest
client, the role of that individual

o Whether the relationship was entered into based on
market terms or established at arm's length

e The duration of the relationship and whether it
exists during the period of the professional
engagement

involve the specific attest client.

e The individual terminates the relationship with the attest
client or sufficiently limits their relationship to reduce threats
to an acceptable level.

o The attest firm implements monitoring procedures for the
percentage of ownership and the materiality to the
individual, including acquiring affirmations.

e The attest firm implements procedures to monitor the
individual’s relationship with the attest client and
reevaluates threats if any changes occur.

e The attest firm initiates the involvement of another
professional accountant who (a) reviews the attest work that
was performed by the attest engagement team for the attest
client (or reviews a draft of the attest report prior to
issuance) or (b) otherwise advises the attest engagement
team. This individual could be someone from outside the
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Nonattest entity senior | ¢ Whether the subject matter of the relationship will firm or someone from within the firm who is not otherwise

leadership be subject to attest procedures or financial associated with the attest engagement.
General partner of the statement disclosures

fund that holds the o Whether the afttest client represents a large portion

investment in the of total fees of the attest firm

nonattest entity

Key stakeholders of
the investor
Co-investors in the
nonattest entity
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Table 2:
Relationship/
circumstance

Factors to consider when evaluating the
significance of threats

Possible safeguards

4. Attest firm knows or
has reason to believe
a co-investor is
providing a nonattest
service to an attest
client of the attest firm
that would impair
independence if
performed by the
attest firm.

Whether the co-investor has a financial relationship
with an aftest client that gives the investor
significant influence or control over the attest client
Whether the co-investor has representation on the
nonattest entity board

Percentage of ownership by the co-investor in the
nonattest entity

Whether the investment in the nonattest entity is
material to the co-investor

Nature of the prohibited nonattest service

Whether the fees for the nonattest services are
material to the co-investor

Whether the subject matter of the prohibited
nonattest service will be subject to attest
procedures

Whether the prohibited nonattest service will be
provided to an affiliate of the attest client

e The co-investor terminates or sufficiently reduces the
relationship with the attest client.

e The attest firm implements monitoring procedures (e.g.,
requiring confirmations from the co-investor regarding the
service provided to the attest client) and reevaluates threats
if any changes occur.

o The attest client engages another party to evaluate the
results of the nonattest service or to reperform the nonattest
service

o The attest firm initiates the involvement of another
professional accountant who (a) reviews the attest work that
was performed by the attest engagement team for the attest
client (or reviews a draft of the attest report prior to
issuance) or (b) otherwise advises the attest engagement
team. This individual could be someone from outside the
firm or someone from within the firm who is not otherwise
associated with the attest engagement.
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Other relationships with individuals and entities associated with the APS that generally
do not create threats to independence

.18 Relationships with the following individuals and entities associated with the APS generally
do not create threats to independence in both noncontrolling and controlling investments by
the investor; therefore, these individuals and entities are not subject to the “Independence
Rule” and its interpretations.

a. LPs of the fund that holds the investment in the nonattest entity if they have less
than significant influence over the fund.

b. Investees of a co-investor, unless they meet the definition of network firm.

c. Immediate family members of individuals who are not covered members but who
are subject to independence requirements. These individuals may include
nonattest entity board members, general partners, key investor stakeholders,
RIAs, co-investors, and LPs.

.19 An investee (for example, portfolio company in any fund) of the investor, that is not in the
attest firm’s network, may provide nonattest services to an attest client of the attest firm that
would impair independence if performed by the attest firm.
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Appendix 2

Option 2 — Example APS interpretation with
nonauthoritative guidance including examples specific to
an APS with PE

Terms defined in the AICPA Code of Professional Conduct are italicized in this
document. If you would like to see the definitions, you can find them in “Definitions”
(ET sec. 0.400)

The following example was prepared to convey the task force’s preliminary
conclusions and should not be considered authoritative.

.01 Members who practice in alternative practice structures should apply this interpretation to
determine their compliance with the “Independence Rule” [1.200.001].

.02 All such structures must be organized in a form that complies with applicable state and
federal laws, rules, and regulations, the “Form of Organization and Name Rule” [1.800.001]
and the related “Alternative Practice Structures” interpretation [1.810.050] of the “Form of
Organization and Name Rule.”

.03 To protect the public interest, the overriding focus of the “Council Resolution Concerning the
Form of Organization and Name Rule” [appendix B] is that CPAs remain responsible for
a firm’s attest work. In addition to the provisions of the resolution, other requirements of the
code and bylaws ensure responsibility for

a. compliance with all aspects of applicable law or regulation,
b. enrollment in an AICPA-approved practice monitoring program,
c. compliance with the “Independence Rule,” and

d. compliance with applicable standards promulgated by Council-designated bodies
(“Compliance with Standards Rule” [1.310.001]) and all other provisions of the code,
including “Structure and Application of the AICPA Code” [0.200].
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Terminology
.04 The following terms are defined solely for the purpose of applying this interpretation.

a. An alternative practice structure (APS) is a form of organization in which a firm that
provides attest services (attest firm) is closely aligned with another public or private
entity that performs other professional services (nonattest entity).

b. An investor is an individual or entity that invests in, and has at least significant influence
over, the nonattest entity. The investor could be a private equity investor (PE investor),
partnership, corporate entity, or other investment vehicle. There may be one or more
investors in the nonattest entity.

c. A significant influence investment exists when an investor has significant influence over
the nonattest entity but not control.

d. A controlling investment exists when an investor has control over the nonattest entity.

e. A co-investor is an individual or entity that invests in, but does not have significant
influence or control over, the nonattest entity. A co-investor is not associated with other
investors.

f. Key stakeholders of the investor are individuals who represent the investor and may
include owners, managing partners, founders, or principals.

Characteristics and diagram of an APS

.05 The guidance in this interpretation assumes the APS has the following characteristics.
Members, however, should apply professional judgment regarding the applicability of the
concepts of the interpretation even if one or more of these characteristics vary in the
member’'s APS.

a. A firm separates its attest practice (attest firm) and nonattest practice (nonattest entity)
and sells a portion of its nonattest practice to an outside investor or investors. Generally,
legacy partners of the accounting firm retain an equity interest in the nonattest entity.

b. The outside investor has an investment that provides the investor with either significant
influence or control over the nonattest entity. There may be other outside investors in the
nonattest entity, including those with less than significant influence (co-investors) over
the nonattest entity.
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c. The attest firm meets the requirements of the “Council Resolution Concerning the Form
of Organization and Name Rule,” including majority ownership by CPAs (attest firm
partners) and the prohibition against “ownership by investors or commercial enterprises
not actively engaged as members of the firm or its affiliates.” The attest firm partners
remain responsible for decisions regarding attest clients, attest engagements, quality
management, independence, risk management, and attest firm personnel. The attest
firm partners are also employees of the nonattest entity.

d. The nonattest entity does not meet the characteristics of the “Council Resolution
Concerning the Form of Organization and Name Rule.” The owners of the nonattest
entity may include attest firm partners, nonattest entity principals, investors, and co-
investors.

e. The attest firm has its own governing body, such as a board of directors (attest firm
board) that is separate from the nonattest entity’s governing body and is not elected by
the nonattest entity’s governing body. The attest firm board is involved in budgetary
decisions of the attest firm.

f.  The nonattest entity has its own governing body, such as a board of directors (nonattest
entity board) that includes representation from the investor or co-investor oftentimes
relative to its financial interest in the nonattest entity. Decisions regarding compensation,
finance and budget, resource allocation, and strategic decisions of the nonattest entity
are made at the board level; however, the nonattest entity board does not make
ordinary-course managerial and operational decisions related to the nonattest entity.
Such decisions are made by senior leadership of the nonattest entity. The nonattest
entity board has the authority to approve the budget, including compensation of the
attest firm partners either on a pooled or individual basis, and may delegate these
responsibilities to subcommittees.

g. The attest firm maintains an administrative services agreement with the nonattest entity
compensating the nonattest entity for administrative support and for leasing employees,
equipment, office space, and other resources.

h. The chief executives or equivalents of the attest firm and nonattest entity are not the
same individual. The chief executive or equivalent of the attest firm reports to the attest
firm board, while the chief executive or equivalent of the nonattest entity reports to the
nonattest entity board.
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.06 The following diagram depicts an APS applying the characteristics in .05:

Governing Governing
body body

Nonattest enti .
. ty Other investee
(investee)

(2)
LEGEND NOTES
Network firms (1) Owners are attest firm partners. P_a rtners and employees

are leased from the nonattest entity.

Administrative Services Agreement (2) Owners include investor (private or public), attest firm

“““““““““““““ partners, nonattest entity principals, co-investors, limited
partners

Interpretation

.07 When operating in an APS, members should first determine

a. which entities are network firms and apply the “Network and Network Firms”
interpretation [1.220.010] to those entities.

b. which individuals associated with the APS are covered members and apply the
“Independence Rule” and its interpretations to those individuals.

.08 Threats to compliance with the “Independence Rule” may exist beyond those addressed by
the “Network and Network Firms” interpretation and the covered member definition.

a. Relationships and circumstances where threats would not be at an acceptable level and
could not be reduced to an acceptable level by the application of safeguards, and
therefore independence would be impaired (paragraphs .09—.12).
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b. Other relationships and circumstances that the member knows or has reason to believe
exist should be evaluated to determine if threats could be reduced to an acceptable
level, including the examples in paragraph .13.

.09 When the investor holds a significant influence or controlling investment in the nonattest
entity, threats to compliance with the “Independence Rule” would not be at an acceptable
level and could not be reduced to an acceptable level through the application of safeguards
if any of the following individuals are in a key position at an attest client.

a. Nonattest entity board members
b. General partner of the fund that holds the investment in the nonattest entity

c. Key stakeholders of the investor

.10 When the investor holds a significant influence or controlling investment in the nonattest
entity, threats to compliance with the “Independence Rule” would not be at an acceptable
level and could not be reduced to an acceptable level through the application of safeguards
when the attest firm provides an attest service to one of the following entities associated
with the APS.

a. Investor
b. General partner of the fund that holds the investment in the nonattest entity

c. Fund that holds the investment in the nonattest entity and other funds advised by the
same registered investment adviser (RIA) or investment adviser

d. RIA, investment adviser, investment management company, or fund manager of the
fund that holds the investment in the nonattest entity

e. Co-investors

.11 When the investor holds a significant influence or controlling investment in the nonattest
entity, threats to compliance with the “Independence Rule” would not be at an acceptable
level and could not be reduced to an acceptable level through the application of safeguards
when the attest firm provides a financial statement attest service to an entity that holds an
investment in an investor that allows the entity to exercise significant influence over the
investor and is material to the entity.

.12 When the investor holds a controlling investment in the nonattest entity, threats to
compliance with the “Independence Rule” would not be at an acceptable level and could not
be reduced to an acceptable level through the application of safeguards when the attest firm
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provides a financial statement attest service to an investee of the investor when the investor
either (a) has significant influence over the investee and the investee is material to the
investor or (b) controls the investee.

a. To determine if the attest engagement can be completed when an attest client is being
acquired by the investor, refer to the acquisition guidance in the “Client Affiliates”
interpretation [1.224.010].

b. To determine if the aftest engagement can be completed when the attest firm acquires
another firm that is providing a financial statement attest service to an investee of the
investor, apply the “Conceptual Framework for Independence.”

.13 Members should also consider other relationships and circumstances that may create
threats to independence. In evaluating threats, the member should consider the investment
type (significant influence or controlling) and other relevant factors. The following are
examples of such threats and circumstances that require the application of the “Conceptual
Framework for Independence.”

a. The attest firm is determining if it can provide an attest service to another entity
associated with the APS, other than an investee, that is not prohibited by paragraph .10.

b. The attest firm is determining if it can provide an attest service to an investee of the
investor that is not prohibited by paragraphs .11 and .12.

c. The attest firm knows or has reason to believe that a co-investor is providing a nonattest
service to an attest client of the attest firm that would impair independence if performed
by the attest firm.

d. The attest firm knows or has reason to believe that a financial, employment, or business
relationship exists between the attest client and any of the following individuals who are
not covered members and that is not prohibited by paragraph .09.

i. Nonattest entity board members who are not covered members
ii. Nonattest entity senior leadership
iii. General partner of the fund that holds the investment in the nonattest entity

iv. Key stakeholders of the investor
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v. Co-investors in the nonattest entity

.14 Relationships with the following individuals and entities associated with the APS generally
do not create threats to independence in both significant influence and controlling
investments and, therefore, these individuals and entities are not subject to the
“Independence Rule” and its interpretations.

a. Limited partners of the fund that holds the investment in the nonattest entity with less
than significant influence over the fund.

b. Investees of a co-investor, unless they meet the definition of a network firm.

c. Immediate family members of individuals who are not covered members but who are
subject to independence requirements. These individuals may include nonattest entity
board members, general partners, key investor stakeholders, registered investment
advisers, co-investors, and limited partners.

.15 An investee of the investor that is not in the attest firm’s network may provide a nonattest
service to an attest client of the attest firm that would impair independence if performed by
the attest firm.
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Q&A section XXX: Network Firms Associated With an APS
Inquiry: Which entities associated with an APS are network firms?

Reply: When determining which entities in an APS are network firms, members should consider
the following.

e The attest firm and nonattest entity, including any entities controlled by the nonattest
entity, are network firms because they cooperate to enhance the firms’ capabilities to
provide professional services and share one or more of the characteristics as
described in the definition of network [0.400.35].

— For financial statement audit and review clients, the nonattest entity should
comply with the “Independence Rule” and its interpretations, including any
prohibitions on providing nonattest services as set forth in the “Nonattest
Services” subtopic [1.295].

— For other attest clients, the member should apply the “Conceptual Framework
for Independence” interpretation for any threats the member knows or has
reason to believe may be created by the nonattest entity’s interests and
relationships.

o The investor, its funds, and portfolio companies would generally not be considered
network firms of the attest firm because the investor, its funds and portfolio
companies are not cooperating with the attest firm for the purpose of enhancing their
capabilities to provide professional services.

o When evaluating whether a potential network firm relationship exists, the attest firm
should determine based on the relationship of the attest firm to the entity in the APS
being evaluated. For example, entities that are under common control with the
nonattest entity would not be considered network firms of the attest firm because
they are not under common control with the attest firm unless other characteristics of
a network (0.400.35) exist with respect to the attest firm.

o Nonattest entity partners, partner equivalents, principals and professional employees
remain subject to the interpretations of the “Independence Rule” that apply to
individuals within network firms.
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Q&A section XXX: Covered Members Associated With the APS
Inquiry: Which individuals associated with an APS are covered members?

Reply: When determining which individuals associated with an APS would be covered
members, members should consider the following.

¢ In addition to individuals who meet the covered member definition within the attest
firm and nonattest entity, the following individuals are covered members.

— Chief executive or equivalent of the nonattest entity because this individual
directly supervises or manages the partners of the attest firm as these
partners are also employees of the nonattest entity.

— Nonattest entity board members who have the authority to approve the
compensation of the attest firm partners at the individual level. If a nonattest
entity board member is a covered member based on this criterion alone, an
entity controlled by the nonattest entity board member (0.400.14f) is not a
covered member for purposes of the “Alternative Practice Structures”
(1.220.020) interpretation.

e Other individuals associated with the APS who should be evaluated to determine if
they meet the definition of a covered member, include the following.

— Nonattest entity board members who do not have the authority, whether
exercised or not, to approve the compensation of the attest firm partners at
the individual level.

— Nonattest entity senior leadership not captured in 1. (for example, executive
committee)

APS With PE Example and Conceptual Framework for Independence Table

The APS example is one in which a PE investor has either a significant influence or controlling
investment in the nonattest entity. The investment in the nonattest entity may be held by one or
more funds of the PE investor. The table following the diagram provides examples of
relationships and circumstances when the member should apply the “Conceptual Framework for
Independence” interpretation (ET sec. 1.210.010). The table includes factors to consider when
evaluating the significance of threats and possible safeguards to reduce threats to an
acceptable level.
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Private equity
investor

LIST OF ABBREVIATIONS
RIA Registered Investment Adviser
GP General Partner

PC Partfolic Company

GF fund A
5}

Co-investor

Nonattest entity (3)

(Fund A has significant
Attest firm (1) influence or control)

Tech PC
LEGEND {Fund A

controls)

Metwork firms

Other entities within or assodated with
the structure

Administrative services agreement == ===
Other investors —

BOD  Board of Directors

GP

funds Band C

NOTES

(1) Owners are attest firm partners. Partners and employees, as well as other resources,
are leased from the nonattest entity.

(2) Board of directors (BOD) is elected by attest firm partners. BOD makes all attest
firm decisions.

{(3) ©Owmners include PE investor (through Fund A), limited partners {through Fund A), co-
investors, and attest firm/nonattest entity partners. Monattest entity leadership
manages day-to-day operations and does not include PE representation.

(4) PEinvestor has seats on BOD relative to the investment in the nonattest entity.
BOD may have the ability to make compensation decisions for attest firm partners.

(5) RIA (including investment manager/fund manager) and GP may advise or manage one

or more funds, respectively.
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Table 2:
Relationship/
Circumstance

Factors to consider when evaluating the
significance of threats

Possible safeguards

1. Attest firmis
determining whether it
can provide an attest
service to an investee
(e.g., portfolio
company) of the
investor (e.g., PE
investor) that is not
prohibited by 3b in
table 1.*

*If an attest client is being
acquired by the investor,
the member should refer
to the acquisition
guidance in the “Client
Affiliates” interpretation
[1.224.010] beginning with
paragraph .05 for possible
safeguards.

o Nature of attest service and level of assurance

e Whether the investor has significant influence over
or controls the portfolio company

e Whether the investment is material to the fund

e Whether the portfolio company is in the same fund
as the nonattest entity

e Whether the general partner is the same for the
portfolio company and the nonattest entity

e Whether the portfolio company is an existing attest
client that the investor is targeting as an acquisition

Consider these additional factors in a controlling
investment:

e [fin a different fund than the nonattest entity,
whether the investor controls the portfolio company

e Ifin a different fund than the nonattest entity,
whether the attest service is a financial statement
attest service

The attest firm initiates the involvement of another
professional accountant who (a) reviews the attest work
that was performed by the attest engagement team for
the attest client (or reviews a draft of the attest report
prior to issuance) or (b) otherwise advises the attest
engagement team. This individual could be someone
from outside the firm or someone from within the firm
who is not otherwise associated with the attest
engagement.

The attest firm monitors the fund that owns the attest
client and reevaluates threats if the attest client moves
into the same fund as the nonattest entity
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Table 2:
Relationship/
Circumstance

Factors to consider when evaluating the
significance of threats

Possible safeguards

Nature of the attest service and level of assurance

o The general partner, fund, or RIA terminates the

2. Attestfirmis . N . o -~ ,
determining whether it | ® Whether any investor representation associated relationship with the attest client or sufficiently limits their
can provide an attest with the entity is on the board of the nonattest entity relationship to reduce threats to an acceptable level.
service to a general e Whether the investor controls the nonattest entity
partner, fund, or RIA e The materiality of the nonattest entity to the
that is not prohibited investor
by 2b—d in table 1. e Whether the fund is material to the investor

e i e e | O Nature of the attest service and level of assurance | e The individual recuses him or herself from discussions

reason to believe a
financial, employment,
or business
relationship between
the attest client and *
any of the following
individuals who are
not covered members | ®
and that is not
prohibited by 1a—c in
table 1.

Nonattest entity board
members who are not | ®
covered members
Nonattest entity senior
leadership

The percentage of ownership by one or more co-
investors in the attest client

Whether the relationship gives the individual
significant influence over the attest client

The nature of the relationship and whether it is
material or significant to the individual or attest
client

Whether the relationship is with the attest client, an
affiliate, or an individual associated with the attest
client; and if an individual associated with the attest
client, the role of that individual

Whether the relationship was entered into based on
market terms or established at arm's length

The duration of the relationship and whether it
exists during the period of the professional
engagement

that involve the specific attest client.

e The individual terminates the relationship with the attest
client or sufficiently limits their relationship to reduce
threats to an acceptable level.

o The attest firm implements monitoring procedures for the
percentage of ownership and the materiality to the
individuals, including acquiring affirmations.

e The attest firm implements procedures to monitor the
individual’s relationship with the attest client and
reevaluates threats if any changes occur.

e The attest firm initiates the involvement of another
professional accountant who (a) reviews the attest work
that was performed by the attest engagement team for
the attest client (or reviews a draft of the attest report
prior to issuance) or (b) otherwise advises the attest
engagement team. This individual could be someone
from outside the firm or someone from within the firm
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Table 2:
Relationship/
Circumstance

Factors to consider when evaluating the
significance of threats

Possible safeguards

General partner of the
fund that holds the
investment in the
nonattest entity

Key stakeholders of
the investor
Co-investors in the
nonattest entity

Whether the subject matter of the relationship will
be subject to attest procedures or financial
statement disclosures

Whether the attest client represents a large portion
of total fees of the attest firm

who is not otherwise associated with the attest
engagement.

Attest firm knows or
has reason to believe
a co-investor is
providing a nonattest
service to an attest
client of the attest firm
that would impair
independence if
performed by the
attest firm.

Whether the co-investor has a financial relationship
with an attest client that gives the investor
significant influence or control over the attest client
Whether the co-investor has representation on the
nonattest entity board

Percentage of ownership by the co-investor in the
nonattest entity

Whether the investment in the nonattest entity is
material to the co-investor

Nature of the prohibited nonattest service

Whether the fees for the nonattest services are
material to the co-investor

Whether the subject matter of the prohibited
nonattest service will be subject to attest
procedures

Whether the prohibited nonattest service will be
provided to an affiliate of the attest client

The co-investor terminates or sufficiently reduces the
relationship with the attest client.

The attest firm implements monitoring procedures (e.g.,
requiring confirmations from the co-investor regarding the
service provided to the aftest client) and reevaluates
threats if any changes occur.

The attest client engages another party to evaluate the
results of the nonattest service or to reperform the
nonattest service.

The attest firm initiates the involvement of another
professional accountant who (a) reviews the attest work
that was performed by the attest engagement team for
the attest client (or reviews a draft of the attest report
prior to issuance) or (b) otherwise advises the attest
engagement team. This individual could be someone
from outside the firm or someone from within the firm
who is not otherwise associated with the attest
engagement.
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Appendix 3

Table summarizing the differences between the two

approaches
Aspect Option 1 (Appendix 1) Option 2 (Appendix 2)
Scope of "Alternative Practice Structures" "Alternative Practice Structures”
authoritative interpretation (ET sec. 1.220.020) | interpretation (ET sec. 1.220.020)
guidance that addresses APS broadly and | that addresses APS broadly and
includes guidance using an APS | does not include guidance using
with PE as an example. an APS with PE as an example.
Scope of Additional nonauthoritative Nonauthoritative guidance
nonauthoritative guidance will be developed as includes practice aids and
guidance necessary. examples specific to an APS with
PE. Other nonauthoritative
guidance will be developed as
necessary.
Diagrams Diagram of a generic APS and a | Diagram of a generic APS

diagram of an example APS with
PE included in the interpretation.

included in the interpretation.
Separate nonauthoritative practice
aids include a diagram of an APS
with PE.

Covered members

Interpretation includes examples
of those who are considered
covered members outside the
attest firm in an APS.

Interpretation refers members to
the covered member definition to
determine who are covered
members. Nonauthoritative
guidance includes examples of
covered members outside the
attest firm.

Network firms

Interpretation includes examples
of which entities would and would
not be considered network firms
and how to apply the network
firms guidance in an APS.

Interpretation refers members to
the network firm definition and
interpretation to determine which
entities are network firms.
Nonauthoritative guidance
includes examples of which
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Option 1 (Appendix 1)

Option 2 (Appendix 2)

entities would and would not be
network firms and how to apply
the network firm's interpretation in
an APS.

Prohibited
relationships

Interpretation includes a table or
text outlining the relationships
that impair independence in an
APS.

Interpretation includes a table or
text outlining the relationships that
impair independence in an APS.

Interpretation includes a table

relationships

relationships that generally do not
create threats to independence in
an APS.

Conceptual . . . ) Interpretation includes a list of
with relationships that require the X . . .
framework o relationships that require applying
application of the conceptual
the conceptual framework.
framework. Factors for o .
. . . Nonauthoritative guidance
consideration and possible . .
. . includes factors to consider and
safeguards included in the .
. . possible safeguards.
interpretation.
Permitted Interpretation includes Interpretation includes

relationships that generally do not
create threats to independence in
an APS.
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