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LN EUROPEAN UNION
**Mﬁ DELEGATION OF THE EUROPEAN COMMISSION
EGEIYE
- H
Head of Delegation APR 11 2003
By

Apnl 11, 2003

Mr. Charles M Niemeier

Chairman of the PCAOB

1666 K Street, N.W

Washington DC 20006-2803

Dear Mr Nicmeier

Attached please find a copy of a letter from Commissioner Bolkestein, dated 11™ April
2003, on the PCAQRB'’s, draft rules on the registration and oversight of foreign

audit firms.

The original letter will follow by mail.

With the assurances of our highest consideration.

Ggrara Dep
Charge d'affaires a.i.

Enclosure - 2

2300 M street, NW Washington DC 20037-1434 Telephone : (202) 862-9500 / Fax (202) 429-1766
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Frits Bolkestein Rue de Ju Loi 200 - B- 1049 Bruxelles
Member of the Furopean Comniission Wetstraat, 200 - B-1049 Brussel
Tel. (32-2) 298.07 00

Brussels, 11 ¢ s

Dear Mr. Niemeiur,

Al the request of the European Union's Finance Ministers, | am writing to you on hehalf
ot the European Union (EU), concerning the Public Company Accounting Oversight
Buard's (PCAQOB) forthcoming rules on forcign anditor repistration and oversight

Whilst the European Union supports the broad aims of the Sarbanes-Oxley Act, we are
very concerned about the dratt PCAOB rules, discussed recently in Washington DC at the
March 31 PCAOB Roundtable and due to be finalised soon These drafl rules and the
regisiration requirements they contain will cause major difficulties for KEuropean audit

firms

We have 4 major cohcerns.

1. Since the mid-1980's, on the basis of & Luropean Dircctive, the European Union's
Member States have established effective, equivalent registration requircments in all
our 15 Member States for all EU auditors. The public oversight systeais in which
these registmbion requircments are embedded may take different forms due to the
different legal traditions of our Member Starcs, but they exist, and work. The
PCAOB proposals therefore add an unnecessary, expensive second layer of
regulatory control for those EU Audit firms that will be subject to registration with
the PCAOB We consider that the best way forward 1n this arca is to work towards
an eftective and efficient approach based on mutual recognition and equivalence. If
we cannot move forward on ihis basis, it will be difficult to avold calls for
reciprocily and requirements whereby U.S audit firms would have to register with all
our Member States (15 today, 25 soon with the enlargement of the EU), and be

subject, also, 1o EU oversight mechanisms.

M. Charles M. Niemeier
Chairman of the PCADB
1666 K Strect, NJW.
Washington, D C
2006-2803
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The present PCAOB draft registration rules will cause serious conflicts of law with
existing EU and national laws. In cffect, mandating EU audit firms to register with
the PCAOB in the manner proposed in order to provide audit services to EU and
other companics listed in the United Statcs and their subsidiaries will cause these
audit firms lo infringe LU and national laws. I enclose in annex a short
memorandum highlighting some examples of the legal conflicls which will antse.

the PCAOB proposals will tend to concentrate even further the market for audit
scrvices, globally and in the EU Small EU audit firms, with few listed clients in the
US may weil decide not to register with the PCAOB because of the heavy cosis and
mmplications mmvolved. In any event the relative costs for European firms will be
higher than [or local US firms

(3]

4 Finally, the PCAOB ndes, to be adopted formally by the SEC, must fully respect
accepted principles of international law Morcover, the PCAQB should be aware
that EU pohicy making, as in the US, is in the process of change. For example, the
European Commission will be tabling a significent new audit and corporate
govemuance policy in the next fow months tailored to the EU's legal and cultural
enviromnent. In many Member States important policy changes in these areas are
also underway building on the existing solid legal basis.

For all these reasons, we request full exemption for EU audit fimis from the rules on
registration under section 106 (c) of the Sarbanes-Oxley Act as we suggested in our
testimony to the Roundtable. I finnly believe that the nght approach is © accept a
moratorium (say I year) for both registration and oversight and 1o discuss openly with all
intemational regulators an acceptable and efficient approach based on mutual recognition
and equivalence. We would be willing to work constructively and intensively in that

direction.

If we are not able to find a comumon approach 1o these highly sensitive matters, | see a
danger of additional tension which might have a negative impact on confidence and the
performance of financial markets which we can ill afford at the moement.

I would be most gratetul for an early response to this tetter which I underlie, contains
1ssues of significant political importance for the European Union.

I am sending this letter in parallel to Treasury Scerctary Snow, Senalor Shelby, Senator
Sarbanes, Representative Oxley, Representative Frank, US Securitics and Exchange
Commission, SEC' Chairman Donaldson and copying it to all Ministers of Finance in the

European Union.
Yours sincerely,

Fn,c 35 Ny

#
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MEMORANDUM ON CONFLICTS OF EUROPEAN UNION AND NATIONAL
LAW WITH DRAFT PCAOB RULES FOR FOREIGN AUDIT FIRM
REGISTRATION

1. Introduction

Ministers of Finance of all 15 EU Member States decided unanimously at their meeting
on 5 April in Athens to request a [ull exemption for EU audit firms from th¢ PCAOB
gudit registration process. With 1egard to foreign audit firms — unlike US audit finns - .
the PCAOB has been pranted a specific exemptive authority under scciion 106(c) of the
Sarbanes-Cxley Act to cnable such an outcome

The F2U I'inance Ministers have also requested the European Commuission Lo provide you
with 2 Memorandum demonstrating in more detail the national and EU legal conflicts EU
audit firms would face if they are required to register with the PCAOB.

This Memorandum on legal conflicts is complementary to the European Commission's
comment letter already seni (0 the PCAOB on 28 March and our comments made at the
PCAOB round table meetling on the registration of foreign audit firms on 31 March In
our letter and at the Roundtable, the Furopean Commission requested an exemption for
the registration of any EU audit firm because we belicve the PCAOB's proposal is-

» ineffeclive (e.g. due o legal impediments to transfer data to the PCAOB and access to
audit working papers);

o unnecessary (because of existing Luropean legislation on the registration and the
existence legally underpinned systems of public oversight in all Member Statcs for
mapy ycars);

» disproportionate in that it involves significant costs of rewistration for EU audit firms
with a rclatively small number of US issuers;

+ jikely to cause distortions of the market for audit scrvices and further concentration of
audit services provided by the large audit firms (becavse the relative cost will be too
high for audit firmy performing audit work for only one US issuer);

e prejudicial to future EU policy making on audit issues

A complete inventory of possible legal conflicts with forcign jurisdictions requires
sufficient time which unfortunately is not avadable due (v the time constrainfs under
which the PCAOB is operating, The following presentation of legal conflicts is based on
a first preliminary analysis of these jssues at EU and Member State level. It presents a
range of significant legal issues accompanied by specific examples from Member States.
Further analysis may result in additional areas whete legal contlicts may arise. Avoidance
of such conflicts can only be achieved by lifting the registration requirement {rom EU

L AP o [ v FY S RS AT AR 3P FOROFE RO o T DR Y]
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2. Legal Conflicts in relation to registration with the PCAOB

The PCAOB should acknowledge that that there are well recognised limits on the
outreach of UJS law and non-US law. One country's law can only compel a person in
anather country to performn an Act "to the extent permitted by the law of his home
junisdietion” (Restatement 3™ on Foreign Relations Law of the United States).

Among the main ideotified legal conflicts are-

2.1. EU-wide data protection issues

Legal conflicts arise at Member State and ar the [evel of European Union law. A
prominent example is Directive 95/46/EC dealing with data protcction. This European
Dircctive is in force since 1998 and has been implemented in all fifteen Member States

Much of the information requesied 1n the proposed PCAOB registration exercise, under
the data protection Directive, is considered as “personal data™ or even “sensitive personal
data”, According to this Dircetive, data subjcets cnjoy certain rights, and data controllers
have certain obligatons. Data can only be processed for legitimate and specified purpose.
This would, for exumple, require that specific and informed consent should be given by
each “accountant” of the audit firm prior to the transmission of his data in the registration
application. More importantly, the Directive prohibits transfers of pcrsonal data to
countries outside the European Economic Area which do not provide adequate data
protection in accordance with the Directive, The US is such a country. The European
Commission has approved a data flow international arrungement with the US government
called, the safc harbour, to facilitate compliance with the Directive. If adhered to, it
would also allow the transfer of the data to the PCAOB. Howevcr. the present safe
harbour arrangement is operated under the t''C (Federal Trade Commission) and does
not cover the financial services sector. There is currently no safe harbour agreement on
financial services. It is therefore, ut present, legally impossible for EU audit firms to
submit a large part of the information requested for the registration to the US PCAOB.

This general dala protection requirement would, for example, prevent EU audit firms
from providing information with regard to

- data on employees including the person’s hame or social sccurity number

~ information relating to criminal, civil or administrative actions or disciplinary
proceedings pending

- information rclating 1o non-SEC audit clicnts
2.2, Other legal obsiacles with regard to data iransfer to the 'CAOB

At the level of Member States' laws there are legal confhicts that would prevent EU audit
firms from providing the PCAOB with certaip information For example:

2.2.1. Emplovees; legal proceedings

Two main areas of registration requirement of the proposed PCAOB rules concern data
on employees and associates and, partly linked, information on legal procecdings. Some
promiinent examples from Member States’ legislation show the difficulties involved:
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In the United Kingdom, the employment relationship results in an implicd duty of
confidence between employer and the employee. Information retained by an cmployer
may be regarded as confidential to the cmployee Disclosing such information wouid
breach confidence and the implied term of trust and conftdence.

Fven if consent is obtained, employees may have the right to refuse or to testify or
disclose documents on the grounds of the privilege of sclf mmcrmination. Under English
law the principle of privilege against self-incrimination provides that a person shall not
be cocrced by the exercise of state power Lo convict himself/bersell of a crime or expose

himseif/herself to any criminal penally.

Any sancuion impused on an employce must be proportiopate 0 the cruployee's act or
omission. Therefore, if an accounting fum dismisscd an employvee e.g, following an order
from tbe PCAOD or for refusing to disclose documenls an eruployment tribunal could
rule that the dismissal was a dispropertionate sanction and unfair

In Denmark, sccrecy laws do not allow the audit firms to provide information on their
cmployees ot associated persons to third parties

Finland imposcs duty of care regarding the processing of personal data (section 5 of the
Finnish data privacy act). This serves the protection of the data subject's private life and
other basic rights. Transfer of personal data must be in accordance with the Act. The
processing of sensilive daia is prohibited (especially in relation to criminal sanctions,
Section 11).

In Germany the rights of employees are protected extensively by Federal labour law and
the judiciary. Unlike other branches of civil law, fundamental constitutional principles
are applicd dircetly This comprises in particular the right to privacy duc to Article 2,
paragraph | to be read in connection with Article 1, paragraph 1 of the German
Constitution.

The right to privacy limits the employer's right to demand specific information from his
employees. As stipulated by the courts, in gencral the employer hes no rght W reguest
information concerning previous criminal convictions of his employees

Only by way of exception, the employér may request information concerning criminal
convictions that may affect the employee's personal qualification for the occupation
concerned. However, this information can only be used for the eniployer's decisions with
respect to the employer-employee relationship. The information cannot be disclosed to
third parties. There is no rnght to force the employee's pcrmission, Besides, the
employee's representatives may - because of the Federal Works Council Constitution Act
- hinder the employer from asking for a general permission on disclosing information

In Belgium, professional scerecy rules prohibit the signing of a statcment to corply with
any request for testimony. Professional secrecy has to be guaranteced by the persons
employed by the auditor. Anocther specific problem concerns the disclosure of
information on certain procecdings concerning criminal actions in connection with audit
reports. Pending criminal investigations are not public. Only if the casc has been brought
to court (full) information becomes available for the defendant and other parties. In civil
actions the gencral rules on profussional secrecy have 10 be taken into account.

A L
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2.2.2. Audit client information

A further problematic issuc is the revelation of data concerning audit ¢lients, This is
especially valid with regard to information on non-SEC audit clients For example:

In Denmark, secrecy rules cover all information regarding audit or consulting clients.
Accordingly, Danish audit firms cannot give information regarding clients, unless clients

have consented to this

The Swedish Auditors Act {paragraphs 26 and 28) prevents Swedish auditors to provide
information on clients to parties other than the supervisory hoards of accountants

In Germany, the revelation of information related to other clicnts or third parties being
not even clients might contravene the applicant's duty of secrecy, as set out, inter alia, in
Article 43, parapraph ] of the (German Public Accountants Act and Atticle 323,
paragraph 1 of the German Commercial Code. Any breach may be sanctioned in
professional disciplinary proceedings due to the severity cither by the Chamber of Public
Accountants or a special disciplinary Court esiablished at the Berlin District Couri In
addition, any breach might be sentenced by fine or imprisonment under Article 203 of the
German Criminal Code, ualess the respective client has given permission to the
accountant to disclose all, or specific parts, of information on the client’s matters.

3 Access to audit working papers and documents of the audit client

A key area of iU concern is access to audil working papers. The draft PCAOB rules on
registration of foreign auditors require the foreign auditor 0 give wrillen consent to hand
over his working papers to the PCAOB. This conflicts with specific professional secrecy
laws. [n many Member States the auditor is only allowed to provide audit working papers
to Courts or to delined 1nspection authorities, a restriction that cannot be waived by the
audit client. In these cascs would be illegal for the audit firm to give consent to the access
of “documents” as required by item 8.1 of Form 1. Moreover, in case audit working
papers, or any other client document, would contain petrsopal data, they could not be
transferred 1o the PCAOB due to the EU wide regime on data- protection.

in France, Article L225-240 of the French Commercial Code provides that auditors shall
be bound by professional sccrecy as rcgards all acts, events and information of which
they may have become aware in the course of their duties. Decree 69-810 expressly states
that only French anthoritics are granted access to audit files

In Denmark, unauthotised handing over of audit working papers of ¢lients represents 2
criminal offence Belgium has a similar requirement (article 458 Belgian Criminal Code).

Figland alsv protects information obtained from clienls by professional secrecy
obligations laid down in Section 25 of the Finnish Auditing Act
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4. PCAOB investigations and inspections

Whilst the draft PCAOB regisiretion rule does not dircetly address PCAOB inspections
and investigations, questions were poscd at the Roundtable by the PCAOB to explore the
possibility of PCACB dircctly inspecting U audit firms. The Europcan Commission and
all fifieen EU Member States are very concerned about this and clearly reject the idea of
SEC/PCAQR investigations or inspections on EU territory. We already addressed similar
concerns in the Europcan Commissions comment {etter to the SEC on SEC propusud
rules on Retention of Records Relevant to Audits and Reviews
{Release No . 34-46869; 1C-25830; File No  $7-46-02)

Conducting such inspection activities on forcign territory raises questions of international
law, in paricular compatibility with general principles concerning jurisdiction and
sovereignty, and would not be penmitied in virtually all Member States

It is obvious that effective inspections require access to audit working papers. In addition
1o (he vases mentioned under the previous point, secrecy rules in Portugal do not allow
access to documents obtained in the course of an audit to third parties. Spain allows
access to andit working paper only under conditions laid down in law (Article 14 of the
law on auditing) which will not permit PCAOB/SEC stat access.
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