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1. INTRODUCTION

1.1. Background to the Survey

In June 2006, the Directive of the European Parliament and of the Council of 17 May 2006 on
“Statutory Audit of Annual Accounts and Consolidated Accounts” (the Statutory Audit Directive) was
published. The Directive includes in Article 2, item 7, the European Union definition of ‘Network’* 2.
European Union Member States had two years, up to mid-2008, to implement the provisions of the

Statutory Audit Directive.

The European Commission (EC) had in 2002 issued the European Union “Recommendation on
Statutory Auditor’s Independence” (EC Recommendation on Independence) which also included in its
glossary a network definition® *. About half of the EU Member States have adopted the principles, but
not necessarily directly the text of the EC Recommendation on Independence in their national laws
and regulations (see FEE Survey on Implementation of the EC Recommendation on Independence,
March 2006°).

In July 2006, the International Ethics Standards Board for Accountants (IESBA) of the International
Federation of Accountants (IFAC) issued revisions to its Code of Ethics for Professional Accountants,
Section 290 Independence — Assurance Engagements. The revisions introduced new definitions of
‘Networks’ and ‘Network Firms’ and guidance in Sections 290.14 to 290.26° °. The effective date for
compliance with the IFAC definitions of ‘Networks’ and ‘Network Firms’ by IFAC Member Bodies is
for reports issued on or after 31 December 2008.

The definition of ‘Networks’ of the Statutory Audit Directive and the definition of ‘Networks’
together with the definition of ‘Network Firms’ of IFAC are very closely aligned. However, the
European Commission has not issued any guidance to aid the consistent implementation of the
network definition, whereas IFAC has issued guidance on ‘Networks and network firms’. For the
remainder of this survey, the terms ‘Networks’ and “Network firms’ are used as substitutes.

In September 2007, FEE issued its FEE Survey on the network firm definitions across Europe. This
Survey found that as at 1 July 2007, only ten European countries had a network firm definition of
which four were in line with the network firm definition in the Statutory Audit Directive.

! Statutory Audit Directive of 9 June 2006 (2006/43/EC), http://eur-
lex.europa.eu/LexUriServ/site/en/0j/2006/1_157/I_15720060609en00870107.pdf
2 Statutory Audit Directive and IFAC Code of Ethics (July 2006) definition: ‘network’ means the larger
structure:
- Which is aimed at cooperation and to which a statutory auditor or an audit firm belongs, and
- Which is clearly aimed at profit- or cost-sharing or shares common ownership, control or management,
common quality control policies and procedures, a common business strategy, the use of a common
brand-name or a significant part of professional resources.
®  http://eur-lex.europa.eu/LexUriServ/site/en/0j/2002/1_191/1_19120020719en00220057.pdf
EC Recommendation on Independence definition: Network: includes the Audit Firm which performs the
Statutory Audit, together with its Affiliates and any other entity controlled by the Audit Firm or under
common control, ownership or management or otherwise affiliated or associated with the Audit Firm
through the use of a common name or through the sharing of significant common professional resources.
http://www.fee.be/publications/default.asp?library_ref=4&content_ref=553
http://www.ifac.org/Members/DownLoads/Network_Firm.pdf
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1.2. Purpose of the Survey

As the Statutory Audit Directive network definition and IFAC network firm definition have to be
implemented in European Union Member States and by IFAC Member Bodies, FEE undertook to
investigate how consistent definitions of networks and network firms currently are across Europe.

FEE has therefore launched a second survey with its Member Bodies to provide an updated insight
into the existence, implementation and consistency of the network firm definition in the 27 European
Union (EU) Member States and in Norway and Switzerland as at 1 July 2008. These insights into the
existence and implementation of the network definition can contribute to the understanding within
Europe of the similarities or differences applicable to audit firms within Europe.

1.3. Survey

The FEE survey consisted of questions regarding the current network firm definition used in EU
Member States, Norway and Switzerland. The questions also focused on the differences compared
with the Statutory Audit Directive and IFAC Code of Ethics network firm definition and the practical
implementation issues encountered.

Set out below is a discussion about the main findings and results and some conclusions regarding the
network firm definition within the EU.

Appendix | summarises the survey results for every country that responded.

Appendix Il includes the detailed questionnaire and country responses.
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2. DiscussiON OF THE FINDINGS

2.1. Existence of network firm definitions in national legislation or regulations

The results show that fourteen of the countries that responded have a network firm definition
determined in their national legislation or regulations. In seven of them, the Statutory Audit Directive
definition has already been implemented, in one country a definition approximating to it, in another
country the EC Recommendation on Independence definition and in a further one the definition in the
IFAC Code of Ethics (version prior to July 2006'). In the four remaining countries, the network firm
definition is not based on any European or international definition.

Eight of the countries that responded do not have a network firm definition in their national laws, but
have some form of regulation on networks, mainly dealing with auditor independence issues. Three of
these countries have based this regulation on the IFAC Code of Ethics version prior to July 2006.

Finally, seven of the countries that responded (24%) do not have a network firm definition either in
their national laws or regulation as at 1 July 2008.

The table below shows the position in respect of a network firm definition in national legislation or
regulation in the 29 countries surveyed as at 1 July 2008:

TOTAL
COUNTRIES NUMBER OF
COUNTRIES

National network firm 14
definition in law based on:

Belgium®, Hungary®, Latvia, the Netherlands™,
Slovenia and Slovak Republic'? (Expected: 6
Bulgaria, Malta, Portugal)

e Implemented the Statutory
Audit Directive

e Implemented the network
firm definition of the Italy™® 1
Statutory Audit Directive

e Implemented the Statutory
Audit Directive Austria'* (Expected: Germany™) 1
approximately

¢ EC Recommendation on

Independence Portugal !

" IFAC Code of Ethics (prior to July 2006) definition: Network firm: An entity under common control,
ownership or management with the firm or any entity that a reasonable and informed third party having
knowledge of all relevant information would reasonably conclude as being part of the firm nationally or
internationally.

8 Royal Decree of 21 April 2007, entered into force on 31 August 2007.

Law of 11 June 2007, entered into force on 1 January 2008.

Article 1-j of the “Wet toezicht accountantsorganisaties” (Act on supervision of audit firms).

1 Auditing Act of 30 June, entered into force on 15 July 2008.

12 Act on Auditors N° 540/2007 par. 10, entered into force on 1 January 2008.

3 For audit firms auditing public interest entities but not for audit firms auditing entities other than public
interest entities.

14" Sec 271 b (1) of the Austrian Company Code (legislation effective for fiscal periods from 1 January 2009).

1> As soon as the Draft Accounting Modernisation Act has been approved (probably early 2009).

10
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TOTAL
COUNTRIES NUMBER OF
COUNTRIES
e IFAC Code of Ethics
(prior to July 2006) Malta .
e IFAC Code of Ethics (July | _ i
2006)
e National legislation Ireland, Norway, Sweden and United Kingdom 4
Some national regulation on 8
network firms based on:
e |IFAC Code of Ethics P
(prior to July 2006) Bulgaria, Finland, Luxembourg. 3
° Izlg'g‘g) Code of Ethics (July Denmark, Cyprus, Czech Republic 3
e Some national regulation France, Lithuania 2
No network firm definition Estonia™, Germany, Greece'’, Poland, Romania, .
in national law or regulation | Spain, Switzerland
Total: 29

The network firm definitions in the different countries are detailed in Appendices I1.1 and 11.2.

2.2. Differences compared to EU Statutory Audit Directive network definition and
IFAC Code of Ethics network firm definition

Findings

The differences, if any, between the network firm definition of the countries with a definition in their
national legislation or regulations and the EU or July 2006 IFAC definition vary.

Seven countries have so far implemented the network definition in the Statutory Audit Directive:
Belgium (Royal Decree of 21 April 2007, entered into force on 31 August 2007); Hungary (law of 11
June 2007, entered into force on 1 January 2008); Italy (for audit firms auditing public interest entities
but not for audit firms auditing entities other than public interest entities); Latvia (law of 12 June 2008,
entered into force on 29 June 2008); the Netherlands (entered into force on 1 October 2006); Slovenia
(Auditing Act of 30 June, entered into force on 15 July 2008); and the Slovak Republic (Act on
Auditors N° 540/2007 par. 10 entered into force on 1 January 2008).

Austria (as from 1 January 2009) will implement a network definition which approximates to the one
in the Statutory Audit Directive and which is not intended to create differences in comparison with the
Directive.

Two other countries (Ireland and the UK) have implemented the UK Auditing Practices Board (APB)
Ethical Standards definition of a network firm, which is slightly differently worded but consistent with
the Statutory Audit Directive and July 2006 IFAC definition.

16
17

No updated information was received from Estonia since 1 July 2007. It was assumed no changes occurred.
No updated information was received from Greece since 1 July 2007. It was assumed no changes occurred.
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Again, different wording but with a consistent meaning, as well as a reference to cooperation, amount
to the differences between the EU and IFAC definition and the EC Recommendation on Independence
network definition, which is what has been implemented in Portugal.

Malta still applies the IFAC network firm definition prior to July 2006 which does not refer to
concepts such as a larger structure and aiming at cooperation and profit- or cost-sharing or common
quality control policies and procedures, common business strategy, common brand name or sharing
professional resources.

Norway has a prescriptive network definition which does not make reference to a larger structure and
profit- or cost-sharing, common control or management, common quality control policies and
procedures or common business strategy.

The last country with a definition in its national legislation or regulations, Sweden, has a high-level
general network firm definition.

The three countries having some form of regulation on networks based on the IFAC Code of Ethics
prior to July 2006 make no reference to concepts such as a larger structure and aiming at cooperation
and profit- or cost-sharing or common quality control policies and procedures, common business
strategy, common brand-name or sharing professional resources.

Of the other two countries with some form of regulation on networks, Lithuania makes no reference to
the concepts in the Statutory Audit Directive and July 2006 IFAC definition as they were not included
in the IFAC Code of Ethics prior to July 2006.

France has specific regulation on networks but also does not refer to a larger structure, common
control or ownership, common quality control policies or procedures, common business strategy or
common professional resources. However, facilitating referral work between auditors in France can
result in firms being considered to be a network, as well as knowledge sharing in addition to one or
more of the features of the Statutory Audit Directive and July 2006 IFAC network firm definition.

The analysis of the differences between the more prescriptive network firm definition in the Statutory
Audit Directive and July 2006 IFAC Code of Ethics and the definitions currently implemented in
European countries shows that for the vast majority of countries the concepts of a larger structure and
aiming at cooperation and profit- or cost-sharing, sharing common quality-control policies and
procedures or common business strategy do not currently feature in the definition of a network. Upon
implementation of the Statutory Audit Directive or the July 2006 IFAC Code of Ethics such concepts,
and a few others in certain countries, will need to be included in these countries’ national network firm
definition.

In this respect, it should be noted that FEE Member Bodies, as members of IFAC, will, following the
IFAC Statements of Membership Obligations (SMOs), be required to use their best endeavours to
implement the IESBA network firm definition, including its guidance.
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2.3. Practical implementation issues'®

The analysis included in this section on Practical Implementation issues derives from the September
2007 FEE Survey on the network firm definitions across Europe and remains substantially unchanged
as the issues raised then remain valid.

European Union Member States had up to 29 June 2008 to implement the Statutory Audit Directive.
International Federation of Accountants (IFAC) Member Bodies have up to the end of December 2008
to implement the July 2006 IFAC network firm definition. In this context, it should be noted that in
three countries the IFAC network firm definition of July 2006 has been implemented in the local Code
of Ethics, which might or might not be referred to in law. In addition, as only a few countries have so
far implemented the network firm definition of the EU Statutory Audit Directive by law, no major
practical implementation issues in relation to this definition have arisen.

However, even the currently implemented, less prescriptive network firm definitions have already
resulted in practical implementation issues in a few countries. These issues range from
incompatibilities arising from conflicting definitions through lack of clarity and uncertainty of
interpretation to a perceived negative impact on the development of small and medium-sized
practitioners through networks.

Anticipated consequences of the implementation of the Statutory Audit Directive

European Union Member States were required to adopt a network definition by mid-2008 which, as a
minimum, includes the definition in Article 2.7 of the Statutory Audit Directive as follows:

Acrticle 2.7. of the Statutory Audit Directive

‘Network’ means the larger structure:

- Which is aimed at cooperation and to which a statutory auditor or an audit firm belongs; and

- Which is clearly aimed at profit- or cost-sharing or shares common ownership, control or
management, common quality-control policies and procedures, a common business strategy, the
use of a common brand-name or a significant part of professional resources.

Since the network definition is included in an article of the Statutory Audit Directive (Article 2 —
Definitions) which does not allow for comitology or implementing measures by the European
Commission, opportunities to strive for a consistent application of this definition throughout the
European Union are limited. European Union Member States could go beyond the Statutory Audit
Directive’s definition and add further requirements or interpretative guidance to the network definition
provided in Article 2.7. of the Statutory Audit Directive.

However, it is important for European Union Member States to bear in mind that, by its very nature, a
network definition is first and foremost a response to cross-border issues in relation to international
associations of audit firms. If European Union Member States were to implement the Statutory Audit
Directive’s definition of the network differently in their national laws and regulations by adding
additional national requirements or guidance, this might result in unintended consequences
jeopardizing the overall objective of the definition and of the provisions related thereto.

8 The analysis included in Section 2.3 on Practical Implementation issues originates from the September 2007

FEE Survey on the network firm definitions across Europe and remains unchanged.
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Registration of audit firms

Article 17.1 (h) on the registration of audit firms provides that:
1.  Asregards audit firms, the public register shall contain at least the following information:
[...]
(h) If applicable, the membership of a network and a list of the names and addresses of member
firms and affiliates or an indication of the place where such information is publicly
available.

[..]

In order to comply with this provision an audit firm that is a member of a network (network firm) has
to identify all other firms that are also member firms of the network as defined by relevant national
law and regulation. This is needed irrespective of whether these firms are located in the same country,
within the European Union or elsewhere in the world. Such an identification process requires a close
cooperation within the network and, where applicable, on a global basis because a single network firm
might not be in a position to obtain all relevant information and keep it updated regularly (some larger
networks maintain global offices for such purposes). Also, in order to allow a proper assessment of
which entity has to be considered a network firm, the coordination would require the registered audit
firm (or ideally, if there is any, the global office of the network) to educate and train other network
members on the applicable provisions. Furthermore, practical problems with regard to the
completeness of the information may arise in situations where the IFAC Code of Ethics does not apply
and/or a (third country) entity that would be considered a network firm under the local laws of the
registered audit firm does not consider itself as part of such network.

Whilst the identification of potential network members and the continuous maintenance of the relevant
information is already a challenge for some networks, inconsistencies between national network
definitions caused by a different application of the Statutory Audit Directive’s definition in different
countries would result not only in an unnecessarily excessive administrative burden for the networks,
but may also bear the inherent risk for the registered audit firms of inadvertently not being compliant
with the relevant provisions in all countries. This may in particular apply to those third country audit
firms that have to register in one or more EU Member States as required by Article 17 of the Statutory
Audit Directive.

In addition to the practical implications that inconsistent network definitions within the EU may bring
about for EU and third country audit firms that have to be registered in one or more EU Member
States, such inconsistencies may also bring about an unnecessary administrative burden for the
competent authorities or regulators dealing with the registration of audit firms and cause confusion to
the users of the public register, i.e. the interested public. Different definitions of the network may
result in a situation where a firm is considered a network firm in one country whilst it is not seen as
part of that network in another country. Whilst a consistent application of the definition throughout
the EU would allow the use of a central database (e.g. reference to the network’s website) in the
registration process and coordination amongst national regulators within the EU in terms of the
assessment of the appropriateness of the provided data, different definitions would require each
national regulator to perform its own assessment of the data provided in view of the applicable
national laws and regulations.

Transparency reports
The interested public may be confused if confronted with different entities being presented as
belonging to the same network where this varies from country to country and is also at variance with

the global website of the relevant network. This problem becomes even more apparent when
considering the transparency reports to be published by audit firms that audit public interest entities.

10
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Acrticle 40.1 (b) on the transparency report requires that

1. Member States shall ensure that statutory auditors and audit firms that carry out statutory
audit(s) of public-interest entities publish on their websites, within three months of the end of
each financial year, annual transparency reports that include at least the following:

[...]

(b) Where the audit firm belongs to a network, a description of the network and the legal and
structural arrangements in the network.

[...]

Differences, even immaterial ones, in national network firm definitions would result in the need for
each national network firm to individually analyse and assess, based on its national definition, which
audit firms from around the globe qualify as members of its network to be described as such in its
transparency report. This burden could be aggravated by difficulties in understanding the sometimes
subtle differences between national network firm definitions, resulting in significant communication
issues. Inconsistent national descriptions of the network, as required in the transparency report, may
thus create further administrative work for each network on a national basis by providing for each
country a specific scope of network member firms. This would also confuse the addressees of such
transparency reports.

Independence

The administrative burden and compliance costs that networks would have to bear if there are
differences in the application of the Statutory Audit Directive’s network definition becomes even more
evident when considered in the context of the provisions on auditor independence. Article 22 on
independence and objectivity imposes that:

2. Member States shall ensure that a statutory auditor or an audit firm shall not carry out a statutory
audit if there is any direct or indirect financial, business employment or other relationship —
including the provision of additional non-audit services — between the statutory auditor, audit
firm or network and the audited entity from which an objective, reasonable and informed third
party would conclude that the statutory auditor’s or audit firm’s independence is compromised.

[...]

Audit firms that have to comply with the independence requirements for listed entities under the extant
IFAC Code and its old network definition, already have to maintain independence monitoring systems,
compliance infrastructures and departments to ensure that their independence is not compromised.
Whilst the complexity of these systems and the administrative work is currently already high,
increasing as a result of different independence regulations that go beyond the IFAC Code (such as,
for example, the SEC independence rules and the French Code of Ethics), the complexity of
regulations and thus those of the systems and related costs will inevitably increase even further if
different definitions of network are applied in different countries. The related costs will not contribute
to enhancing audit quality or auditor independence, the risk for an audit firm that is a network firm to
fail to comply with the regulation in one or the other country may increase un-proportionately.

11
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Additionally, the inclusion of the network definition in the Statutory Audit Directive clearly has
repercussions beyond the European Union. Consequently, in the interests of avoiding disruption to the
provision of audit services or a negative impact on competition for the audit services across the world,
it is important that there is a common policy approach between the EU and, at least, major third
country jurisdictions. Overlapping network definitions, differing interpretations of scope of application
of the definitions and of the associated international independence and transparency requirements must
be avoided.

Finally, there are currently significant concerns within the professional accountancy and auditing
community regarding the potential trans-national impact of the application of the network definition in
terms of professional liability arrangements and litigation. These concerns are of a magnitude that a
number of international accounting and auditing associations are giving serious consideration to their
existing structures, with a view to ensuring that they will not fall under the network definition under
the Statutory Audit Directive, even if this might restrict their ability to service trans-national clients.

12
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3. CONCLUSIONS: ENSURING CONSISTENT APPLICABILITY OF THE NETWORK
DEFINITION WITHIN THE EUROPEAN INTERNAL MARKET IS VITAL

The first FEE Survey on the Network Firm Definitions Across Europe (September 2007) indicated that
as at 1 July 2007, ten European countries had a national network firm definition in their law, of which
four European Union Member States had implemented the definition of the Statutory Audit Directive.

The current Updated FEE Survey on the Network Firm Definition Across Europe demonstrates that as
at 1 July 2008, fourteen European countries have a national network firm definition in their law. On
the 29 June 2008 deadline for implementation of the Statutory Audit Directive by the European Union
Member States, only seven of these countries have implemented the network firm definition of the
Statutory Audit Directive and three European Union Member States (and Norway) have implemented
or will implement a definition which approximates to the one in the Directive.

It is unfortunate that during the last year, minimal progress has been made and that on the due date for
implementation of the Directive, only one third of all European Union Member States had
implemented the network firm definition of the Statutory Audit Directive, including three Member
States having implemented their own interpretation of the definition.

Therefore, and in order to avoid the practical implementation issues referred to earlier, FEE continues
to strongly encourage European Union Member States to urgently and consistently implement the
definition of networks as included in Article 2.7. of the Statutory Audit Directive without going
beyond it.

As, in July 2006, the IESBA issued a network firm definition which is very closely aligned to the
network definition in Article 2.7. of the Statutory Audit Directive but which also includes further
guidance, for instance on the meaning of ‘larger structure’. To help its consistent application, the use
of this guidance in European Union Member States continues to be highly recommended.

The use of this guidance in European Union Member States would promote consistent application of
the network firm definition internationally as a network definition is first and foremost a response to
cross-border issues in relation to international associations of audit firms.

Therefore, FEE Member Bodies should discourage their national legislators or regulators from adding
additional national requirements or guidance to the Directive’s network definition and seek to
persuade them to consider the IESBA guidance on the network definition for use in their jurisdiction.

It is suggested that the IFAC definition and the related explanatory paragraphs should be used as a
starting point to achieve a coherent policy on a global basis, or at least to begin a discussion on how to
achieve such a policy.

It should be noted that FEE Member Bodies, as members of IFAC, will, following the IFAC
Statements of Membership Obligations (SMOs), be required to use their best endeavours to implement
the IESBA network firm definition, including its guidance.

There is also a need for clarification, by means of further guidance, of some currently unclear terms
which are included in the network and network firm definitions. There is currently no certainty on the
meaning of terms like ‘larger structure’, ‘cooperation’ and ‘belonging to’. Therefore, the EC is
encouraged, with advice from the European Group of Auditor’s Oversight Bodies (EGAOB), to
contribute to the provision of further certainty by initiating a process to prepare and provide additional
guidance to the EU Member States to implement and apply the network definition as included in the
Statutory Audit Directive consistently across EU Member States.

13
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APPENDIX | - SUMMARY OF RESPONSES

NETWORK FIRM DEFINITION IN

IF YES, PROVIDE NETWORK FIRM

COUNTRY NATIONAL LEGISLATION OR
DEFINITION PLUS GUIDANCE
REGULATIONS AS AT 1 JUuLY 20087
Direct reference to the Statutory Audit
Austria Approximately YES (as from 1 January Directive definition is made in the
2009) additional material to the law. Please
refer to Appendix 11.2
. Statutory Audit Directive definition,
Belgium YES please also refer to Appendix 1.2
. . IFAC Code of Ethics. Please also refer to
Bulgaria NO, IFAC Code of Ethics (but expected] Appendix 11.1 and 11.2
Cyprus YES, IFAC Code of Ethics IFAC Code of Ethics
Czech _ YES, by reference to the IFAC Code of IEAC Code of Ethics
Republic Ethics
Denmark YES, IFAC Code of Ethics IFAC Code of Ethics
Estonia NO N/A
Finland NO IFAC Code of Ethics prior to July 2006
France NO, only ‘features’ of networks Please refer to Appendix 11.2
Germany NOT YET Please refer to Appendix I1.2
Greece NO N/A
Statutory Audit Directive definition,
Hungary YES please also refer to Appendix 1.2
Ireland YES Please refer to Appendix 11.2
Statutory Audit Directive definition.
Italy YES Please also refer to Appendix I1.1 and
1.2
Latvia YES Statutory Audit Directive definition
Lithuania Audit network definition Please refer to Appendix 11.2
Luxembourg NO, IFAC CJ?J?; (2)(1;(I)E6th|cs prior to IFAC Code of Ethics prior to July 2006
Malta YES, based on IFAC Code of Ethics IFAC Code of Ethics. Please also refer to
prior to July 2006 Appendix 11 1 and 11.2
Netherlands YES Statutory Audit Directive definition
Norway YES Please refer to Appendix 11.2
Poland NO N/A
EC Recommendation on Independence
Portugal YES definition. Please also refer to Appendix
I1.1and 11.2
Romania NO N/A
Slovak- YES Statutory Audit Directive definition
Republic
. Statutory Audit Directive definition.
Slovenia YES Please also refer to Appendix 11.2.
Spain NO N/A
Sweden YES Please refer to Appendix 11.2
Switzerland NO N/A
United .
Kingdom YES Please refer to Appendix 11.2

14
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APPENDIX Il - COUNTRY RESPONSES

Appendix I1.1 - Question 1: Is there a network firm definition determined in your

national legislation or regulations (as at 1 July 2008)?

COUNTRY

ANSWER

Austria

Current legislation:
No definition, only ‘principles