WHY WE NEED TAX ENGAGEMENT LETTERS

Why we need engagement letters

Accounting firms of all sizes continue to be subject to claims and lawsuits arising from tax services. More than two-thirds of professional liability claims in the AICPA Professional Liability Insurance Program arise from client allegations of professional lapses in tax practice. In over one-half of these cases, no engagement letter had been issued by the CPA firm. When there is a dispute, your engagement letter could become an important factor in determining the responsibilities of both parties.

In addition to managing client expectations, we need engagement letters to assure that we can protect them from penalties under IRC Section 6707A that may be as much as $200,000 and cannot be abated. We also need to protect ourselves from tough “preparer penalties” that can be imposed by the IRS under IRC Section 6694 for return positions that are not “more likely than not to succeed.”  Treasury Circular 230 also imposes standards of practice that relate to any tax client relationship, and we must have a clear understanding with every client that those standards will be honored by the client.

Introducing Engagement Letters to Clients

Proper communication of your firm’s risk management program is important. Although other accounting firms may have used engagement letters for years, introducing them in your practice may be new to many clients and will require some advance preparation.

Be prepared to explain to the client why an engagement letter is required. Make the explanation from the client’s perspective to help build understanding of the change. An engagement letter:

· Defines the services the accountant is being engaged to perform; 

· Identifies engagement responsibilities of both the accountant and the client; 

· Establishes responsibility and authority to avoid potentially severe penalties.

· Explains fees, billing, and payment terms; and

· Assures the client that additional services will not be initiated without advance approval

You may wish to emphasize that engagement letters will be required of all clients.

Some accountants also mention “insurance requirements” when introducing engagement letters into a client relationship for the first time.

It is best for the accountant in charge of a client relationship to discuss the contents of an engagement letter with the client before its delivery for signature. That allows time for review and consideration of the scope of the engagement, any agreed upon limitations, client responsibilities, engagement staffing and time considerations, billing and payment terms, and other relevant matters before the letter is finalized.

Policy
Your Company’s policy should be to use engagement letters for all tax return engagements, all audits by taxing authorities, and all tax consulting engagements.

