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Imagine if the US Securities and 
Exchange Commission, in adopting 
independence rules for audits of 

registrants, allowed each state to adopt 
more or less restrictive versions of the 
rules. That scenario is playing out in the 
European Union (“EU”) when a new 
and more restrictive audit regulatory 
framework (“the Framework”) for the 
performance of statutory audits takes 
effect in the EU in June 2016. The new 
Framework allows the 28 EU Member 
States (plus Norway, Lichtenstein, and 
Iceland) to adopt more or less restrictive 
versions of several rules, and to expand 
the rules’ reach to additional entities, 
vastly complicating their adoption for 
firms operating internationally. 

US CPAs and firms may be impacted by 
the Framework’s requirements, primarily 
when their US clients have affiliates in 
the EU (for example, a UK parent or 
an Italian subsidiary) that are “public 
interest entities”. Accordingly, CPAs 
operating in international networks need 
to coordinate their efforts with their EU 
counterparts to ensure compliance with 
the new Framework, which comes into 
effect in less than a year for some entities.

This newsletter focuses on the key 
independence provisions in the new 
Framework and provides high level 
suggestions of things to consider to help 
manage implementation of the rules.

Background and Key Elements
What has occurred? 
The European Commission (“EC”) 
adopted the Framework, which among 

other things establishes 
the duties of a statutory 
auditor, in April 2014. 
The new Framework 
amends the existing 
2006/43/EC statutory 
audit directive and 
introduces a new 
regulation. The rules 
entered into force in June 
2014 but are not effective 
until June 2016 (the earliest), depending 
on the company’s reporting period. The 
two-year period allows Member States 
to integrate the Framework—modified, 
if they so choose—into their national 
laws. In all cases, the law of the Member 
State in which a public interest entity is 
incorporated prevails. 

The Framework has two layers; the 
amended statutory audit directive, which 
applies to statutory audits of all types of 
entities, and a new regulation that applies 
to statutory audits of public interest 
entities or “PIEs.” A PIE is: 

•	 An EU incorporated company listed 
on an EU-regulated exchange 

•	 A credit institution (whether or not 
listed) 

•	 An insurance company (whether or 
not listed) 

•	 Other entities a Member State 
designates as a PIE due to the nature 
of its business, size, or number of 
employees

Why was the Framework 
adopted? 
Events leading up to the Framework’s 
adoption began in 2010 when the EC 

published a Green Paper entitled, “Audit 
Policy: Lessons from the Crisis” (click 
here for a summary of a report to the 
European Parliament), prompting a 
Parliament resolution that ultimately led 
to rulemaking intended to enhance the 
2006 directive. 

In releases accompanying the Framework, 
the EC noted a need to address 
shortcomings observed in the statutory 
audit market, such as: 

•	 Reporting deficiencies, including 
restatements of financial statements 

•	 Credibility and reliability concerns, 
particularly in the financial and public 
company sectors, seen in the financial 
crisis

•	 Concerns that auditors were overly 
familiar with company managements, 
creating conflicts of interest and 
independence threats that diminish 
professional skepticism

•	 Lack of audit firm choice in certain 
markets, creating systemic risk 

What are the most significant 
changes incorporated in the 
Framework?
The independence requirements—in 
particular, mandatory firm rotation, 
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nonaudit fee caps, and rules restricting 
the performance of many nonaudit 
services for audit clients—are the most 
significant changes impacting statutory 
auditors (“SAs”) and their clients. Note: 
“SA” refers to an individual or a firm 
performing statutory audit services. 
The Framework also expands the audit 
committee’s role in hiring, retaining, 
and assessing the independence of the 
SA and seeks to expand the powers 
of “competent authorities” (relevant 
regulators and other overseers). 
It requires the SA to issue a new, 
comprehensive report to the audit 
committee at the audit’s conclusion and 
requires audit firms annually to disclose 
on its web sites various data including 
for example, the firm’s structure, 
governance, and PIE clients. 

What are the key elements of the 
Framework? 
The following lists the articles that were 
changed and/or supplemented in the 
new Framework: 

Amended Directive 2014/56/EU

•	 Article 2: Defines terms such as 
“competent authority” and “PIE”

•	 Article 3a: Recognition of audit firms 
(cross-border practice)

•	 Article 13: Continuing education
•	 Article 14: Approval of SAs from 

another Member State (cross-border 
practice) 

•	 Article 21: Professional ethics and 
skepticism

•	 Article 22: Independence (restrictions 
and threats and safeguards review)

•	 Article 22a: Employment “cooling 
off ” periods to preserve independence 

•	 Article 22b: 
Assessment and 
documentation 
of threats pre-
engagement

•	 Article 23: 
Confidentiality and 
cooperation between 
SAs

•	 Article 24a: Audit 
firm organizational 
requirements and 
record-keeping

•	 Article 25a: Scope 
of the statutory audit

•	 Article 26: Adoption of International 
Standards on Auditing (ISA) / 
International Standard on Quality 
Control ISQC no 1 and other relevant 
standards of the International 
Federation of Accountants (IFAC)

•	 Article 27: Group audits
•	 Article 28: Audit reporting
•	 Article 30: Systems of investigations 

and sanctions
•	 Article 30 a, b, c, e, f : 

Sanctioning powers, application, 
publication, reporting of breaches, 
exchanges of information

•	 *Article 39: Audit committee (role / 
competence / independence)—PIEs 
only

Regulation (EU) No 537/2014— 
PIEs only 

•	 Article 1: Subject matter / scope
•	 Article 3: Definitions 
•	 * Article 4: Audit fees (contingent fee 

prohibition / limitation on nonaudit 
services fees / fee dependency) 

•	 *Article 5: Prohibited nonaudit 
services 

•	 *Article 6: Assessment of threats to 
independence 

•	 Article 7: Irregularities (e.g., 
fraudulent reporting) 

•	 Article 8: Engagement quality control 
review

•	 Article 9: International auditing 
standards

•	 Article 10: Audit report
•	 Article 11: Additional report to audit 

committee
•	 Article 12: Report to PIE supervisors
•	 Article 13: Transparency report 

(annual firm disclosures, e.g., legal 
structure, governance, PIE clients)

•	 Article 14: Information for competent 
authorities

•	 Article 15: Recordkeeping
•	 Article 16: Appointment of SAs 
•	 * Article 17: Duration of audit 

engagement (mandated firm rotation) 
•	 Article 18: Handover file (Predecessor 

to successor SA) 
•	 Article 19: Dismissal and resignation 

of SA or firm
•	 Article 20 - 26: Competent authorities 

(designation / independence / 
professional secrecy / powers / 
delegation / cooperation / quality 
assurance)

*  Significant change to, or new, independence 

provision
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Who is impacted by the new 
Framework? 
SAs and Firms providing services to 
companies within the EU

The Framework has the potential to 
significantly impact all SAs performing 
statutory audits for companies 
incorporated in the EU—in particular, 
SAs servicing PIEs which includes 
banking and insurance companies 
whether or not they are listed. Member 
states may also choose to apply the 
Framework to other types of companies, 
or exempt certain companies, i.e., 
cooperatives or savings banks. For 
example, the UK appears ready to 
include entities listed on the London 
AIM market (which is not a regulated 
market under the EU regulation) as 
PIEs. To the extent an SA services 
clients across the EU, the SA and the 
PIE (and its subsidiaries) will have to 
reconcile requirements that likely will 
vary from one country to another. The 
rules may also impact other firms in the 
SA’s network. A “network” is generally 
defined as a group of firms that are 
commonly owned, managed or operated 
under a common quality control and 
audit methodology, use a common 
brand name, or cooperates by sharing 
costs, profits, or significant professional 
resources. 

Firms providing services to 
companies outside the EU 

Certain rules in the Framework apply 
to the non-EU affiliates of EU parent 
companies, e.g., a US subsidiary of 
an Austrian insurer. Rules may also 
impact a non-EU company that has PIE 

subsidiaries in the EU, e.g., a Canadian 
parent of an Irish bank. 

When does the Framework apply? 
Companies must apply the framework 
to their statutory audits for engagements 
relating to financial years beginning on or 
after June 17, 2016. Transition provisions 
apply to audit firm rotation (applicable to 
PIE audits only) and there will be a ban 
on “big 4 only” clauses in engagement 
letters (applicable to all audits).

The following describes the more 
significant independence provisions in 
the Framework: 

Nonaudit Services
While several of the “blacklisted” 
services in the Framework such as 
bookkeeping, payroll, and services 
involving decision-making are already 
forbidden under US, international, and 
other rules, a few of the prohibitions go 
beyond most others. For example, the 
Framework prohibits SAs from preparing 
tax forms and providing tax advice to 
PIEs. All valuation services are barred 
although countries can choose to allow 
certain types of valuations that have only 
an immaterial and/or indirect impact 
on the client’s financial statements. 
Likewise, countries may adopt more 
restrictive provisions. 

A new “cooling in” period—for certain 
design and implementation services—
applies and results in an additional one 
year ban (prior to becoming the SA) 
than is the case under US and IFAC 
rules. That is, a firm that designed or 
implemented internal control or risk 
management procedures related to 

the preparation or control of financial 
information, or a financial IT system, 
would be precluded from becoming 
the SA for that PIE until an entire year 
lapsed, which would allow for a ‘cleansing 
audit’ by another SA and remove the 
self-review threat to independence. 

Nonaudit Services Performed for 
Companies Incorporated in the EU

These prohibitions apply to nonaudit 
services provided: 

•	 to the PIE, its parent, and controlled 
companies in the EU 

•	 by other firms in the SA’s network 
•	 during the professional engagement 

period—that is, the period between 
the beginning of the period audited 
and issuance of the audit report 

The SA and firms in the SA’s network 
may provide permissible nonaudit 
services (e.g., due diligence in connection 
with a merger) to the PIE, its parent, 
or controlled companies, provided the 
SA assesses the threats to independence 
and if needed, applies safeguards to 
counter or eliminate those threats and the 
PIE’s audit committee pre-approves the 
services. 

Nonaudit Services Performed for 
Companies Incorporated Outside 
the EU

A firm in the SA’s network may perform 
nonaudit services for a PIE’s subsidiary 
located outside the EU—including 
prohibited services—if the SA or firm 
evaluates the threats to independence 
and determines that independence is not 
threatened. Note: Certain blacklisted 
services are always deemed to impact 
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independence such that safeguards would 
be ineffective, that is, bookkeeping and 
preparing the PIE’s financial statements, 
design and implementation services 
involving the financial statements, 
internal control or risk management 
procedures, and any services that involve 
management decision-making. 

C O N S I D E R : 
•  Prohibited nonaudit services 

must be completed or 
terminated prior to the start of 
the professional engagement 
period for financial years on and 
or after June 17, 2016. 

•  Mandatory firm rotation 
will increase the turnover 
of statutory audit clients, so 
firms will need to look ahead 
when accepting and continuing 
nonaudit services engagements 
by carefully assessing which PIE’s 
audits the firm is likely to bid on 
and when. Consider not only the 
cooling in period for design and 
implementation services, but also 
that performing any prohibited 
services, e.g., bookkeeping services 
provided during the period covered 
by the financial statements, will 
preclude the firm from becoming 
the SA for the PIE for a certain 
period, even if the services are 
terminated before accepting the 
client or performing audit services. 

•  Client acceptance and continuance 
policies and procedures should 
preclude blacklisted services and 
for permissible services proposed 

by any firm in the SA’s network, 
incorporate a substantive threats 
and safeguards review by the 
PIE’s SA, in accordance with the 
Framework. Good documentation 
to support decisions to accept 
nonaudit work will be essential. 

Audit and Nonaudit Fees
An SA may not base its audit fees on any 
contingency, nor become dependent on 
the PIE (including the PIE’s subsidiaries) 
for its annual fees. In the former, a fee 
set by a court or competent authority 
(e.g. regulator) would not be considered 
a contingent fee. As for fee dependency; 
if the SA’s audit and nonaudit fees from 
the PIE exceeded 15 percent of the SA’s 
annual fees in each of the past three (3) 
consecutive fiscal years, the SA must 
disclose that fact to the PIE’s audit 
committee and discuss possible threats 
to the SA’s independence and safeguards 
that may mitigate those threats. The audit 
committee must determine whether the 
audit should have an engagement quality 
review by another SA prior to issuing 
the audit report and whether to continue 
the relationship with the existing SA. If 
the audit committee wishes to continue 

the audit relationship despite the SA’s 
exceeding the 15 percent fee threshold, 
the engagement is limited to two (2) 
additional years. 

Nonaudit services provided to a PIE for 
3 consecutive years become subject to 
a new 70 percent fee cap in the fourth 
year of service. Under the Framework, 
the total fees for all nonaudit services 
provided to the PIE and its controlled 
or controlling entities cannot exceed 70 
percent of the average fees paid in the 
last 3 consecutive years for audit services 
provided to the PIE and any controlled 
or controlling entities. Thus, the cap is 
not fixed; it is a percentage of the average 
audit fees. Firms should measure fees 
at the group level, considering all of the 
entities within the PIE’s consolidated 
financial statements. If the SA interrupts 
the provision of nonaudit services to the 
PIE for at least one year, this provision 
does not apply. 

According to the EC’s Q+A—
Implementation of the New Statutory 
Audit Framework, the locale of the 
entities in the PIE’s group structure 
receiving the SA’s nonaudit services is 
irrelevant. Importantly, fees that other 
firms in the SA’s network received for 
nonaudit services performed for the 
PIE and its consolidated entities would 
not be counted in the 70 percent. The 
relevant measure is the fees paid to 
the SA for nonaudit services during 
the SA’s delivery of consecutive and 
simultaneously provided audit and 
nonaudit services. 
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C O N S I D E R : 
•  Adopt policies and procedures to 

aggregate statutory audit fee data, 
which is compared annually to 
the firm’s overall fees and where 
applicable, to the total nonaudit 
fees for other services provided to 
the PIE, in accordance with the 
Framework. 

•  Adopt a policy that prompts timely 
disclosure to the audit committee 
when the SA’s firm reaches or nears 
the 15 percent threshold. 

Audit Firm Rotation
Applicable to PIEs that operate within 
the EU only, the Framework provides 
specific limits on the duration of the 
statutory audit engagement: 

•	 Maximum length of the audit 
engagement should be ten (10) years

•	 Once the maximum length is reached, 
the SA and other firms in the SA’s 
network should not perform statutory 
audit services for the PIE for at least 
four (4) years

•	 Member States may opt for a shorter 
period, or provide for an extension of 
the 10 year limit as follows: 

–  Up to an additional ten year (10) 
years, when the PIE tenders the 
statutory audit in accordance with the 
Framework.

–  Up to an additional fourteen (14) years, 
when the PIE simultaneously engages 
more than one SA that issue a joint 
audit report to the PIE in accordance 
with Directive 2006/43/EC. 

In addition: 

•	 The duration of the audit engagement 
is measured from the first financial 
year included in the audit engagement 

letter upon the PIE’s initial 
appointment of the SA. 

•	 Specific and calibrated transition 
provisions are provided to smooth 
the transition and avoid a situation 
in which significant numbers of 
companies will be required to change 
their SAs at once. 

C O N S I D E R : 
•  Communicate with client audit 

committees to determine how the 
client plans to implement the rule, 
e.g., for practical reasons, a client 
may choose to rotate all auditors 
in the group simultaneously. Some 
of the biggest companies are 
considering whether they should be 
“early movers” and start rotating or 
tendering early. 

•  SAs performing services for an EU 
parent with subsidiaries throughout 
the EU will need to rotate in sync 
with the subsidiary domiciled 
in the country whose law has the 
shortest timeline. 

•  If the PIE engages non-network 
firms to audit some subsidiaries in 
the group, the SA / group auditor 
may need to perform additional 
audit work on the subsidiaries 
under the applicable ISA to take full 
responsibility for the group report. 
Unlike US GAAS, the ISAs do not 
permit the group auditor to divide 
its responsibilities by referring to the 
work of those non-network firms. 

Audit Committee 
Requirements
The Framework extends the audit 
committee’s role as appointer and 

overseer of the SA, including the SA’s 
independence of the PIE and pre-
approval of all permissible nonaudit 
services. It is common for PIEs to exist 
in banking and insurance groups at both 
the group and subsidiary levels, which 
will require pre-approvals at both levels. 
The Framework also seeks to reinforce 
communications between the SA and the 
PIE by, among other things, requiring 
the SA to submit a detailed report to the 
PIE upon completion of the audit. 

C O N S I D E R : 
•  Develop policies and procedures to 

ensure prompt, proactive review of 
permissible nonaudit services by the 
EU PIE’s audit committee—whether 
those services are to be provided 
to the PIE itself or to the PIE’s 
controlled or controlling affiliate. 
This will apply even in cases where 
a US parent was required to pre-
approve the same services. 

Closing / Further Information
The EU countries adopting the 
Framework are required to incorporate 
the new rules by June 2016, therefore 
the full brunt and impact of the 
Framework remains to be seen. 
Questions on the application of the 
Framework still exist and firms that 
will be impacted should stay apprised 
of developments as they consider the 
significant tasks ahead in managing 
implementation of these new rules. 

For further information see: 

•	 Official Journal of the European Union
•	 EC Reform of the Audit Market
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