
In certain financings lenders expect to have some control over the quality of financial information 
provided to them. Traditionally this has been achieved by including restrictions in the facility 
agreement on the identity of the borrower’s auditor. In relation to its annual audited accounts,  
the borrower is typically required to use an auditor either from an agreed list, one of the ‘big 4’  
accountancy firms or one approved by the majority lenders.

However, new EU legislation prohibits 
clauses which limit an entity’s choice of 
auditor, meaning that such restrictions 
will be unenforceable when the 
legislation takes effect. There will be no 
grandfathering protection for existing 
facility agreements and so, where relevant, 
the restrictions in the EU legislation 
should also be taken into account when 
considering auditor control provisions in 
current transactions. 

What is the scope of the  
EU Legislation?
As part of extensive reforms to statutory 
audit processes, the European Parliament  
and the Council of the European Union 
has introduced restrictions in two separate 
pieces of legislation:

 > Directive 2014/56/EU, which  
amends existing Directive 2006/43/EC 
(the ‘Directive’); and

 > Regulation (EU) 537/2014 (the 
‘Regulation’, together with the  
Directive, the ‘EU Legislation’).

The restrictions in the Directive and the 
Regulation are very similar and provide 
that contractual clauses restricting the 
choice of statutory auditor to certain 
categories or lists shall be prohibited. 
Entities subject to the Regulation are 
additionally required to notify the relevant 
competent authority of attempts by a third 
party to impose such a contractual clause 
or to otherwise improperly influence 
the selection of an auditor. There are 
no exceptions or safe harbours to the 
restrictions in the EU Legislation. 
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EU Member States are required to use 
national law to implement the provisions 
in the Directive and so the exact nature of 
the prohibition will be set out in national 
legislation. The United Kingdom has not 
yet published draft legislation on this 
point. The prohibition in the Regulation 
applies automatically throughout the  
EU without the need for separate  
national legislation.

It is worth noting that these reforms are 
separate to the conclusions of the UK 
Competition and Markets Authority (the 
‘CMA’) following its investigation into the  
supply of statutory auditor services. In its 
report published in October 2013, the  
CMA proposed a prohibition on ‘big 4’  
only clauses in facility agreements. 
However, the CMA has confirmed it 
no longer intends to implement these 
measures because the restrictions in  
the EU Legislation are more extensive  
and apply to all contracts (not just  
facility agreements).

Who does the EU Legislation 
apply to?
The Directive applies to all statutory 
audits, being audits of annual accounts 
or consolidated accounts in so far as 
required by EU law. The Regulation 
specifically applies to audits of public 
interest entities, which includes listed 
companies, credit institutions and 
insurance companies.

When does the EU Legislation 
come into effect?
EU Member States must adopt and 
publish measures to comply with the 
Directive by 17 June 2016, although 
individual EU Member States may adopt 
legislation before this date. The prohibition 
on auditor clauses in the Regulation 
comes into effect one year later on 
17 June 2017. All other aspects of the 
Regulation take effect from 17 June 2016.

Are existing facility  
agreements grandfathered?
The EU Legislation provides that 
restrictions on a party’s choice of auditor 
in existing contracts will be null and 
void, meaning there is no grandfathering 
protection for facility agreements entered 
into before the EU Legislation takes effect. 
Parties negotiating facility agreements 
in the current market should therefore 
be aware of the restrictions in the EU 
Legislation and, if applicable to their 
transaction, consider what changes 
may be needed to the auditor control 
provisions in the facility agreement.
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What is the impact on facility 
agreements?
Where the EU Legislation applies, its 
broad scope means that the prohibition 
may be breached if the facility agreement 
purports to:

 > limit the choice of auditor available to  
an entity, for example, to one or more  
of the ‘big 4’ accountancy firms;

 > limit the choice of auditor to a  
certain category, for example, a  
firm of independent auditors of 
international standing; or

 > provide the lenders with any veto or 
approval rights on the choice of auditor.

In November 2014, the Loan Market 
Association (the ‘LMA’) amended the 
existing auditor control provisions in 
its standard leveraged, developing 
markets and commodity finance facility 
agreements. The LMA investment grade 
facility agreement does not include auditor 
control provisions. These provisions are 
typically seen in deals involving riskier 
credits and therefore are less relevant 
in the investment grade market. The 
definition of ‘auditor’ was amended to 
provide two new options. The first option 
provides for the auditor to be the firm 
named in the facility agreement or any 
other firm appointed by the borrower to 
act as statutory auditor. This does not give 
the lenders any control over, or ability to 
influence or restrict, the borrower’s choice 
of statutory auditor and so is intended to 
be used where the EU Legislation applies.  
The second option provides for the 
auditor to be the firm named in the facility 
agreement or any other firm approved in 
advance by the majority lenders. This is  
only suitable where the EU Legislation 
does not apply to the borrower as it 
incorporates the potential for the lenders 
to restrict the borrower’s choice of auditor 
and so could be unenforceable under  
EU Legislation. 

There are some examples of alternative 
approaches to those proposed by the 
LMA being adopted on transactions, 
even where the EU Legislation applies. 
These include a requirement (i) for 
the auditor to be independent and of 
international standing, (ii) for the auditor 
to have, in the reasonable opinion of the 
borrower, sufficient skill and expertise and 
appropriate geographical reach and (iii) 
for the auditor to have a minimum level 
of professional indemnity cover. If any 
of these approaches are taken, lenders 
should be aware that there is a risk of 
these provisions being unenforceable 
under the EU Legislation and, as such, 
the legal opinion provided in relation 
to the facility agreement may include a 
qualification to that effect. Ultimately, 
the definition of auditor that is most 
appropriate to use in a transaction  
will depend on whether the EU  
Legislation applies and any other  
deal-specific considerations.

The LMA also introduced an optional 
‘monitoring accountant’ concept. Where 
included, this gives lenders a right to 
request that certain functions which 
would typically be carried out by the 
auditor, for example review of compliance 
with financial covenants, be instead 
carried out by a separate entity. The 
majority lenders have approval rights in 
respect of the entity appointed to act as 
monitoring accountant. These provisions 
are intended to provide comfort to the 
lenders regarding the quality of financial 
information received, whilst preserving the 
borrower’s freedom to choose its auditor 
in compliance with the EU Legislation.

Whilst the activities of the monitoring 
accountant do not strictly fall within 
the scope of an audit function, it is 
unclear whether such provisions may 
be interpreted as a breach of the 
EU Legislation or for the purpose of 
the Regulation, an attempt to exert 

‘improper influence’. This is because the 
appointment of a monitoring accountant 
may indirectly influence the choice of 
statutory auditor (the borrower may feel it 
needs to appoint an auditor who satisfies 
the monitoring accountant criteria to  
avoid the cost of having to pay for both). 
To address this, an optional provision  
was also included to protect borrowers 
from inadvertently triggering an event  
of default. 

General experience in the market to 
date has been that borrowers resist the 
monitoring accountant concept and 
related language due to the additional  
cost burden it places on them.

What are the consequences of 
breaching the EU Legislation?
A clause which breaches the prohibitions 
will be null and void and, as referred to  
above, there is no grandfathering for 
existing transactions. The EU Legislation 
also provides that competent authorities 
should have the power to take and/or  
impose administrative measures and 
sanctions for breaches of the EU 
Legislation, but those have not yet  
been specified.

Facility agreements typically protect 
lenders against subsequent invalidity 
of a borrower’s obligations by triggering 
an event of default upon that invalidity, 
either expressly or through a repeating 
representation. The event of default is 
often qualified by materiality and whether 
such provisions could be triggered 
by a breach of the EU Legislation will 
depend on the precise drafting of the 
auditor controls in the facility agreement. 
However, in practice, lenders are only 
likely to call an event of default where 
the borrower appoints an unsuitable 
accountancy firm to perform the statutory 
audit and in most circumstances, the risk 
of that happening is likely to be small.
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