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January, 2021 

SEC Modernizes Auditor Independence Rules 
 
On October 16, 2020, the SEC adopted amendments to codify and modernize certain aspects of the auditor 
independence framework.  The rule proposal was published in December 2019.    
 
The current audit independence rules were created in 2000 and amended in 2003 in response to the financial crisis 
facilitated by the downfall of Enron, WorldCom and auditing giant Arthur Andersen, and despite evolving circumstances 
have remained unchanged since that time.  The regulatory structure lays out governing principles and describes certain 
specific financial, employment, business, and non-audit service relationships that would cause an auditor not to be 
independent.  Like most SEC rules, the auditor independence rules require an examination of all relevant facts and 
circumstances.  Under Rule 2-01(b), an auditor is not independent if that auditor, in light of all facts and circumstances, 
could not reasonably be capable of exercising objective and impartial judgment on all issues encompassed within the 
audit duties.  Rule 2-01(c) provides a non-exclusive list of circumstances which the SEC would consider inconsistent with 
independence. 
 
The underlying theory to Rule 2-01, the auditor independence rule, is that if an auditor is not independent, investors will 
have less confidence in their report and the financial statements of a company.  The more confidence an investor and the 
capital markets participants have in audited financial statements, the more a company will enjoy better access to liquidity 
and capital finance in the public markets.  Rule 2-01 requires that an auditor be independent of their audit clients in “fact 
and appearance.”  However, under the old rules, technical violations that would not result in a lack of integrity were swept 
into the regulatory structure, causing unnecessary burdens and expenses associated with the client-auditor relationship. 
 
The final amendments reflect updates based on recurring fact patterns that the SEC staff observed over years of 
consultations in which certain relationships and services triggered technical independence rule violations without 
necessarily impairing an auditor’s objectivity and impartiality.  Accordingly, the new rules are meant to ease restrictions 
such that relationships and services that would not pose threats to an auditor’s objectivity and impartiality do not trigger 
non-substantive rule breaches or potentially time-consuming audit committee review of non-substantive matters. 
 
The SEC adopting release provides examples of the types of concerns the new rules are designed to address, including 
one related to student loans and one related to a portfolio company.  The student loan example is very straightforward, 
involving the technical independence violation where an auditor in an audit firm is still paying student loans to a large 
student loan lender and the audit firm audits the lender.  Under the new rules, this would no longer create an 
independence violation. 
 
The second example is more complicated but, in essence, involves a fund with multiple (could be hundreds) of portfolio 
companies and an audit firm with multiple global network affiliates.  Under the prior rules, it was very complicated to sort 
out to make sure that the audit firm was not providing audit services to more than one portfolio company even though the 
only relationship between the companies was a common investor.  Furthermore, a scenario could result where no 
qualified large audit firm could be independent due to the widespread investment activities of the fund. 
 
Although the SEC doesn’t name names, this scenario could be fairly common.  The three largest asset management 
firms, BlackRock, Vanguard and State Street, manage over $15 trillion in combined global assets, which is equivalent to 
more than three-quarters of the U.S. gross domestic product.  Under the current rules, if one of their portfolio companies 
wanted to complete an IPO, it is very likely that the best audit firms would fail an independence test.  The result would be 
that the company would be required to either: (i) replace their audit firm with another audit firm if one could be found; (ii) 
to wait to register with the SEC for up to three years after termination of the services provided to another portfolio 
company; or (iii) to make a determination, likely in consultation with SEC staff and/or the audit committee, that the rule 
violation did not impair the auditor’s objectivity and impartiality.  The amended rules would eliminate the need for a 
company’s audit committee and their auditors to seek SEC staff guidance in these scenarios. 
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The amendments will be effective 180 days after publication in the Federal Register, but voluntary compliance is 
permitted for new relationships once published in the Federal Register.  However, auditors cannot retroactively apply the 
final amendments to relationships in existence prior to the effective date. 
 

Amendments 
 

Definitions of Affiliate of the Audit Client and Investment Company Complex 

The SEC has amended the definitions of an “affiliate of the audit client” and “investment company complex” with a focus 
on decreasing the number of sister or affiliated entities that could come within the current definition but that may be 
immaterial or far removed from the entity actually being audited.  Currently an audit client includes not only the entity 
being audited, but also affiliates of the audit client.  Affiliates is broadly defined and includes entities under common 
control of the audit client, such as sister entities.  Moreover, the current definition of investment company complex (“ICC”) 
includes not just the investment companies that share an investment adviser or sponsor with an investment company 
audit client, but also any investment company advised by a sister investment adviser or which has a sister sponsor. 
 
The SEC recognizes challenges in identifying and applying the common control element of independence, especially 
where the sister entity is immaterial and/or part of a complex group of investment funds and their portfolio companies.  In 
the private equity and investment company context, where there potentially is a significant volume of acquisitions and 
dispositions of unrelated portfolio companies, the definition of affiliate of the audit client may result in an expansive and 
constantly changing list of entities that are considered to be affiliates of the audit client. 
 
Monitoring the relationships results in increased compliance costs, even where there is not a likely threat to the auditor’s 
objectivity and impartiality.  In addition, the pool of available auditors for sister or private equity portfolio companies can 
be negatively impacted where audit firms provide services to sister or related entities that currently technically would 
violate the independence rules. 
 
The SEC has amended the definition of affiliate and ICC as relates to an audit client to include materiality qualifiers in the 
common control provisions and to provide distinctions for when an auditor is auditing a portfolio company, an investment 
company, or an investment advisor or sponsor.   In reviewing materiality, the audit firm will need to consider both whether 
the sister entity and/or the audit client is material to the controlling entity.  The amendment to the definition does not alter 
the general requirement that an auditor review all facts and circumstances to confirm independence.  The changes are 
expected to make it easier to identify conflicts and to increase choices and competition for audit services. 
 

Audit and Professional Engagement Period 

Currently the definition of audit engagement period is different for foreign private issuers (FPIs) and domestic companies.  
For a domestic company, the audit engagement period begins when the auditor is first engaged to audit or review 
financial statements that will be filed with the SEC.  For an FPI, the audit engagement period begins on the first day of 
the last fiscal year before the FPI first filed, or was required to file, a registration statement or report with the SEC.  That 
is, if a domestic company conducts an IPO requiring two years of financial statements, the auditor must be independent 
for both of those years; however, if an FPI conducts an IPO, the auditor only has to be independent during the most 
recently completed fiscal year. 
 
The SEC believes this disparity puts domestic issuers at a disadvantage in entering the US capital markets when 
compared to an FPI.  The SEC, and commenters, believe shortening the look-back period may encourage capital 
formation for domestic companies contemplating an IPO.  Accordingly, the SEC has amended the rules such that an 
audit engagement period for domestic issuers will match that for FPIs aligning both with a one-year look-back for first-
time filers. 
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Loans and Debtor-Creditor Relationships 

Currently an auditor is not independent if the firm, any covered person in the firm, or any of their immediate family 
members has any loans (including a margin loan) to or from an audit client or certain entities related to the audit client.  
The Rule contains specific exceptions where the following loans are given from a financial institution under normal 
procedures: (i) automobile loans and leases; (ii) insurance policy loans; (iii) loans fully collateralized by cash deposits at 
the same financial institution; (iv) primary residence mortgage loans that were not obtained while the covered person was 
a covered person; (v) credit card balances that are reduced to $10,000 or less on a current basis. 
 
The SEC has amended the rule to add student loans that are not obtained while the covered person was a covered 
person, to the list of exceptions.  In addition, the SEC has added language to the mortgage loan exception so that it is 
clear that all loans on a primary residence, including second mortgages and equity lines of credit, are included in the 
exception. 
 
The SEC has also revised the credit card rule to refer to “consumer loans” to encompass any consumer loan balance 
owed to a lender that is an audit client that is not reduced to $10,000 or less on a current basis taking into consideration 
the payment due date and available grace period. 
 

Business Relationship Rule 

The current rules prohibit the audit firm, or any covered person, from having any direct or material indirect business 
relationship with the audit client or affiliate, including the audit client’s officers, directors or substantial stockholders.  The 
SEC has replaced the term “substantial stockholders” in the business relationships rule with the phrase “beneficial 
owners (known through reasonable inquiry) of the audit client’s equity securities where such beneficial owner has 
significant influence over the audit client.” 
 
As additional guidance, the SEC clarifies that the business relationships analysis should be on persons with decision-
making authority over the audit client and not affiliates of the audit client. 
 

Inadvertent Violations for Mergers and Acquisitions 

An independence violation can arise as a result of a corporate event, such as a merger or acquisition, where the services 

or relationships that are the basis for the violation were not prohibited by applicable independence standards before the 

consummation of transaction.  The SEC has added a transition framework for mergers and acquisitions to address 

inadvertent violations related to such transactions so the auditor and its audit client can transition out of prohibited 

services and relationships in an orderly manner.  Under the new rule, an auditor will need to correct the independence 

violations as promptly as possible considering all relevant facts and circumstances.  Audit firms will also need to 

effectuate quality control standards that anticipate and provide for procedures in the event of a merger or acquisition. 
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Palm Beach securities attorney Laura Anthony and her experienced legal team provide ongoing corporate counsel to 

small and mid-size private companies, OTC and exchange traded public companies as well as private companies going 

public on the Nasdaq, NYSE American or over-the-counter market, such as the OTCQB and OTCQX. For more than two 

decades Anthony L.G., PLLC has served clients providing fast, personalized, cutting-edge legal service.  The firm’s focus 

includes, but is not limited to Regulation D and Regulation S and PIPE Transactions, securities token offerings and initial 

coin offerings, Regulation A/A+ offerings, as well as registration statements on Forms S-1, S-3, S-8 and merger 

registrations on Form S-4; compliance with the Securities Exchange Act of 1934, including registration on Form 10, 

reporting on Forms 10-Q, 10-K and 8-K, and 14C Information and 14A Proxy Statements; all forms of going public 

transactions; mergers and acquisitions including both reverse mergers and forward mergers; applications to and 

compliance with the corporate governance requirements of securities exchanges including Nasdaq and NYSE American. 

Palm Beach attorney Laura Anthony is also the author of SecuritiesLawBlog.com, the producer and host of 

LawCast.com, Corporate Finance in Focus, and a contributor to The Huffington Post and Law360.  

Ms. Anthony is involved throughout the community of Palm Beach. She is on the board of directors for the American Red 

Cross for Palm Beach and Martin Counties, and provides financial support to the Susan Komen Foundation, Opportunity, 

Inc., New Hope Charities, the Society of the Four Arts, the Norton Museum of Art, Palm Beach County Zoo Society, the 

Kravis Center for the Performing Arts and several other organizations.  She is also a financial and hands-on supporter of 

Palm Beach Day Academy, one of Palm Beach’s oldest and most respected educational institutions. She currently 

resides in Palm Beach with her husband and daughter. 

Ms. Anthony is an honors graduate from Florida State University College of Law and has been practicing law since 1993. 
 

Contact Anthony L.G., PLLC. Technical inquiries are always encouraged. 

Follow Anthony L.G., PLLC. on Facebook, LinkedIn, YouTube, Pinterest and Twitter. 

Listen to our podcast on iTunes Podcast channel.  
 
law·cast 

noun 

Lawcast is derived from the term podcast and specifically refers to a series of news segments that explain the technical 
aspects of corporate finance and securities law. The accepted interpretation of lawcast is most commonly used when 
referring to LawCast.com, the securities law network. Example: “LawCast expounds on NASDAQ listing requirements.”  
 
Anthony L.G., PLLC makes this general information available for educational purposes only. The information is general in 
nature and does not constitute legal advice. Furthermore, the use of this information, and the sending or receipt of this 
information, does not create or constitute an attorney-client relationship between us. Therefore, your communication with 
us via this information in any form will not be considered as privileged or confidential. 
 
This information is not intended to be advertising, and Anthony L.G., PLLC does not desire to represent anyone desiring 
representation based upon viewing this information in a jurisdiction where this information fails to comply with all laws 
and ethical rules of that jurisdiction. This information may only be reproduced in its entirety (without modification) for the 
individual reader’s personal and/or educational use and must include this notice. 
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