
 

 

SEC Finalizes New Auditor Independence Rules  
 

 

On October 16, 2020, the SEC issued a final rule updating its auditor independence rules. These rules help to 
ensure public company auditors are independent of their clients in both fact and appearance. Except for minor 
changes to certain lending rules in 2019, the independence rules were last overhauled in 2003.  

The changes are intended to more effectively and efficiently identify transactions and relationships that could 
impair an auditor’s independence. The SEC believes the changes will reduce compliance costs for both audit clients 
and their auditors by updating unduly burdensome requirements for relationships and services that are less likely 
to threaten auditor objectivity and impartiality. By reducing the number of minor independence conflicts, clients 
may be able to choose between an increased number of eligible audit firms for future work. Changes to auditor 
independence rules include:  

 Shortened look-back period for first-time domestic filers within the audit and professional engagement 
period  

 Transition framework for merger and acquisition transactions 

 Updated definition of “affiliate of the audit client” and “investment company complex” (ICC) 

 New exemptions for student loans and de minimis consumer loans 

 Clarification of business relationship rule to include concept of “beneficial owners with substantial 
influence” 

The changes will be effective 180 days after publication in the Federal Register. Voluntary early compliance is 
permitted after Federal Register publication if the final amendments are applied in their entirety from the early 
compliance date. Auditors cannot retroactively apply the final amendments to relationships and services in 
existence prior to the effective date or the early compliance date if selected by an audit firm. 

Audit & Professional Engagement Period – Rule 2-01(f)(5)(iii) 
Under current rules, the term “audit and professional engagement period” is defined differently for domestic and 
foreign private issuers (FPI) when a company first files—or is required to file—an SEC registration statement or 
report. The FPI definition creates an unfair advantage compared to domestic issuers for initial public offerings 
(IPO). The auditor of a domestic issuer engaging in an IPO must be independent during all periods included in the 
issuer’s SEC registration statement, e.g., if the registration statement includes three years of financial statements, 
then the auditor would have to assess independence during all three prior years. The auditor of an FPI engaging in 
an IPO must be independent only during the immediately preceding fiscal year (even if the registration statement 
for the FPI includes three years of financial statements), provided the FPI has been in full compliance with its home 
country independence standards in all prior periods covered by any SEC registration statement or report.  

Final Rule 
The new rules will level the playing field; a one-year look-back provision would apply to all first-time filers, 
domestic and foreign. This change applies to both existing and new auditor relationships. The final rule also 
clarifies that if an issuer withdraws an initial registration statement, the refiling of a new registration statement 
would be considered the issuer’s first-time filing.  

Transition Framework for Mergers & Acquisitions – Rule 2-01(e) 
Currently, an independence violation can arise from a merger or acquisition where the services or relationships 
were not prohibited before the corporate action. For example, an audit firm could have an existing audit 
relationship with an issuer that acquires another company for which the audit firm was not the auditor but 
provided services or had relationships that were not prohibited under existing independence rules.  

https://www.sec.gov/rules/final/2020/33-10876.pdf
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Through no action of the audit firm, the acquisition would cause the previously permitted services to be a violation 
of the auditor independence rules. Resolution of independence violations could delay or derail the merger or 
acquisition or may result in a costly termination of audit work or the nonaudit service.  

Final Rule 
The amendments will give companies up to six months after a merger or acquisition to address, in an orderly 
manner, any auditor independence-impairing service or relationship created by a business transaction. An auditor 
would be required to:   

 Be in compliance with all applicable independence standards related to the services or relationships when 
the services or relationships originated and throughout the period in which the applicable independence 
standards apply 

 Correct the independence-impairing service or relationship arising from the merger or acquisition as 
promptly as possible under relevant circumstances  

 Have in place a quality control system that has procedures and controls that: 

• Monitor the audit client’s merger and acquisition activity to provide timely notice of a merger or 
acquisition 

• Allow for prompt identification of potential violations after initial notification of a potential 
merger or acquisition that may trigger independence concerns, but before the effective date of 
the transaction 

 

If a service or relationship resulting in an independence violation is identified after the transaction’s effective date, 
the audit firm and the audit client’s audit committee will need to evaluate all relevant facts and circumstances in 
their evaluation of the auditor’s objectivity and impartiality in carrying out the financial statement audit of the 
combined entity.  

Common Control & the Affiliate of the Audit Client  
For independence evaluations, the “audit client” is broadly defined and includes affiliates of the audit client that 
are under common control, i.e., parents, subsidiaries, and sister companies. The audit client definition also 
includes each entity in an ICC.  

Keeping track of such relationships can be costly and time-consuming, especially for sister relationships and 
portfolio companies with a large volume of acquisitions and dispositions that may not result in a threat to an 
auditor’s objectivity. This also can be a challenge for portfolio companies that use different auditors for individual 
holders within the same ICC or private equity structure. Even if the portfolio companies are otherwise unrelated, 
multiple audit firms may need to be independent of each of the entities. The current ICC rules include not just the 
investment companies that share an investment advisor, but also any investment company advised by a sister 
investment advisor or that has a sister sponsor.  

For some firms, this has significantly reduced the pool of available, qualified auditors.  

Final Rule  
The SEC has added a new dual materiality threshold to determine who is considered an affiliate of the audit client 
for portfolio and investment companies.  

Affiliates – Rule 2-01(f)(4) 

Audit firms would only need to assess if the sister entity and the entity under audit are each material to the 
controlling entity. If either the sister entity or the entity under audit are not material to the controlling entity, then 
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the sister entity will not be deemed an affiliate of the audit client. If the entity under audit is not material to the 
controlling entity, the materiality assessment would be made for fewer sister entities.  

The auditor’s nonaudit services to and relationships with sister entities that are no longer deemed affiliates as a 
result of applying the new dual materiality threshold will continue to be subject to Rule 2-01(b), such as knowledge 
of services to and relationships with such nonaffiliated sister entities.   

This should reduce the number of sister entities included in independence assessments. Audit firms that currently 
provide nonaudit services will be able to provide audit services to sister entities under common control if the dual 
materiality threshold is not triggered.  

ICC Updates – Rule 2-01(f)(14) 

The final rule updates the ICC definition to provide consistency between the new definition of an affiliate of the 
audit client noted above, for an entity under audit that is an investment company, or an investment advisor or 
sponsor. The update also explicitly defines “investment company” to include unregistered funds for the purposes 
of the ICC definition. An auditor of an investment company or investment advisor or sponsor should apply the 
updated ICC definition to identify affiliates. The updated ICC definition includes a significant influence provision to 
align with the revised affiliate rules for operating companies.   

 While the changes introduce a dual qualifier in the common control provision, the SEC is retaining within the 
scope of the ICC definition any investment company that has an investment advisor or sponsor that is an affiliate 
of the audit client, regardless of whether such sister investment companies are material to the shared investment 
advisor or sponsor.  

 If a sister investment company shares the same advisor or sponsor as an investment company under 
audit, these entities should be included as part of the ICC in evaluating the auditor’s independence, 
regardless of whether the sister investment company is material to the shared investment advisor or 
sponsor.  

 If a sister investment advisor or sponsor is included under the dual materiality threshold, the investment 
companies advised or sponsored by the sister investment advisor or sponsor should be included as part of 
the ICC in evaluating an auditor’s independence, regardless of whether the sister company is material to 
the applicable controlling entities. Once the sister investment advisor or sponsor is included in the ICC due 
to the materiality threshold, relationships with and services to investment companies advised or 
sponsored by the sister investment advisor or sponsor also are more likely to pose a threat to an auditor’s 
objectivity and impartiality.   

See Appendix for an example included in the final rule.   

Loans or Debtor-Creditor Relationships – Rule 2-01(c)(1)(ii)(A)(1) & (E) 
Currently, an accountant is not independent if the accounting firm, any covered person in the firm, or any of his or 
her immediate family members have any loans to or from an audit client or the client’s related parties. Certain 
loans are exempted from this prohibition:  

 Automobile loans and leases collateralized by the automobile 

 Loans fully collateralized by the cash surrender value of an insurance policy 

 Loans fully collateralized by cash deposits at the same financial institution  

 A mortgage loan collateralized by the borrower’s primary residence, provided the loan was not obtained 
while the covered person in the firm was a covered person 
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Final Rule 

Student Loans 

The updates add certain student loans to the list of exemptions—only previous loans obtained before the auditor 
was covered by the independence rules. This exemption also would extend to loans for an auditor’s immediate 
family members. Student loans to pay for a nonfamily member would not be exempt. The final rule contains no 
limitation on the amount of outstanding student loans held by a covered person or their immediate family 
members.  

Mortgage Obligations 

The final rule now refers to “mortgage loans” instead of “mortgage loan” to better clarify more than one mortgage 
loan is permitted on a primary residence. The amendments also clarify that the mortgage loan exemption could 
apply to other mortgage obligations such as equity lines of credit, home improvement loans, or second mortgages 
collateralized by a primary residence obtained from a financial institution under its normal lending procedures, 
terms, and requirements.  

Consumer Loans 

The final rule replaces “credit cards” with “consumer loans,” which also would exempt personal consumption loans 
such as retail installment loans, cell phone installment plans, and home improvement loans that are not secured by 
a mortgage on a primary residence. The amount owed must be $10,000 or less on a current basis, taking into 
account the payment due date and available grace period.  

Business Relationships Rule – Rule 2-01(c)(3) 
The current rule prohibits at any point during the audit and professional engagement period, the accounting firm 
and any covered person from having “any direct or material indirect business relationships with the audit client or 
with persons associated with the audit client in a decision-making capacity, such as an audit client’s officers, 
directors or substantial stockholders ...”  

Final Rule 
The amendments replace the undefined term “substantial stockholders” with “beneficial owners (known through 
reasonably inquiry) of the audit client’s equity securities where such beneficial owner has significant influence over 
the entity under audit.” The concept of significant influence is used elsewhere in the independence guidance. The 
assessment should focus on an audit client’s officers or directors who have the ability to affect decision making at 
the entity under audit.  

Auditors still cannot have a business relationship with a client or its officers, directors, or owners.  

 
BKD has prepared a library of BKD Thoughtware® on public company reporting. Visit our website to learn more. If 
you have questions about these changes, contact your BKD Trusted Advisor™. 

Contributor  
Anne Coughlan  
Director  
317.383.4000  
acoughlan@bkd.com 

  

https://www.bkd.com/thoughtware
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Appendix 
 

 
 

Investment Company A, the entity under audit, is advised by Adviser 1, which also advises Investment Company B. 
Investment Company B controls Portfolio Company X and, as a result, Adviser 1 is deemed to control Portfolio 
Company X. Investment Company A’s auditor would include in the ICC any portfolio company controlled by 
Investment Company A, even if the portfolio company is not material to Adviser 1. The auditor also would include 
Investment Company B in the ICC, even if Investment Company B is not material to Adviser 1. However, the auditor 
would apply the new dual materiality threshold to determine if Portfolio Company X is included in the ICC in 
connection with Investment Company A’s audit. If neither Portfolio Company X nor Investment Company A is 
material to Adviser 1 and Portfolio Company X is not engaged in the business of providing administrative, 
custodial, underwriting, or transfer agent services to any entity identified by amended Rules 2-01(f)(14)(i)(A) and 
(B), Portfolio Company X would not be included in the ICC in connection with the audit of Investment Company A. 

 


