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Dear {Chairman Hills: Er
- =]
Re: Improper Fayments &
At a recent meeting of the ATCPA Advisory Group C members with EE
the SEC, you requested that the firms represented furnish you b
wilth informatlon regarding how they were dealing with iwproper ;1
payments. While I wa= not personally ac che meeting, I am E.
pleased to attach a memorandum which summarizes the develop- =
ment of PMM&Co.'s guidelines and the approach we hawve used to ol
resolve improper payments, together with coples of our Intermal \g

published puildelines and a client newsletter on the subject.

I have previously pone on Tecard with members of the SEC and
staff concerning my strong feslings that the absence of specific
guldelines from cthe SEC as to what they require in the form of
diascicaure has caused enormous problems for the accouncing pro-
fesgion. The Commission must be well aware of the fart that the
role of the avwditor 1s difficult enough when there are gpuidelines
and lepgal requlrements which he can insist the client comply with.
Currently, however, the SEC appears to ke taking the ppsition
that the accountants are acting as watchdogs for the SEC and
stiould be enforcing nop-existing rules. While I certainly agree
that accountants have been wery concerned over this matter and
have been encouraging thelr ¢llients to make digelosure of im-
proper payments, I think the implications beyond this as to the
avcountanta’ role are both misleading and wafortunate.
Specifically:

1. I do not believe that any of the accounting firms have
extended thelr auditing procedures to uncover improper
payments. Clearly the accounting firme hawve increased
the gwzreness of their personnel to this problem, but
thedr audiring procedures have remained unchanged. In
a speech some time apo Mr. Burton was quoted as =tating
that he did not believe there was a need to change auditing
procedures,
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2. Unce a decerminaticn hags been made that any improper pay—
ments ara not sufficiently materlal to require disclosure
in tha fipancial statements, the accoumiant may rander
advice but he ig not in a =ound position to go bevond this
poine. it i diffieult to convince clients of the need to
disclose when the accountant can only polnt bto speeches
glven by SEC officials or published reports of the actions
of others. This becomes even more difficelt when legal
counsel advises their clients that the Federal Securities
Laws and Regulations apparently do not require the types
of diacloaures cthat are being advocated informally by the

Commission and its staff.

I recognize full well that this entire area is evolving and in-
volves considerations that are extremely far teaching. Thus I
Tecognize why the Commigsion may have difficulty in concluding
on what disclogure or other requirements should be embodied in
rules and reguletions. Wevertheless, I believe that under the
circumatanc ! 0 has na EEN TESDONS e, It
] ave serious longer range detrimental effects on the ac-
counting profession and its abilicy to deal effectively in 1ts
public role i1f che SEC continues bto attempt to put the burden
of acring as a watchdopg on the profession witheot more defini-

tive guldelines. For the Commigalon to dndicabCepublicliediat

Lhe accouptants have developed new procedures to umcover 111eEal
payments when such is not the case is most unwise and unfortunztse.

I hope that the encleosed meterial will assist you in establishing
guldelines on improper payments. If we can be of further assistance,
we would be pleased to hear from you.

Sincerely yours,
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\, f’ﬁ" - W—--—
WEH: ebs ' i P
Y

Enclosures

ATBIq] P10 Y pletapy woy Adooojoyy



¥

Memorandum Begarding Development of PMM&Co. Guidelines and Approach Used hy
F¥MaCo. to Resolve Improper Payment Problems

The revelations of illegal corporate political conexibutlons in cennectign
with the so-called Watergate Investigation provided the initial impetus of
concern about improper payments. In addition, as the energy crisis brought
about hipher prices for petroleum products,<ountries in the Middlie East began
to purchase large amounts of military equipment. During 1974 significant
commission arrangements with agents In the Middle East surfaced and in July
of that ysar the Department of Defense issued an article entitled “Apencs'
Fees in the Middie Bast." However, 1t was npt until the United Brands case
broke in April 1975 chact theseriousaess of the potential problems began to be
appreciated. (For a history of this sybject, see "The Corporate Watergate,"
a special reporr published in October 1975 by the Investor Responsibility
Resgarch Center, Inc.)

PMMECD. took steps throughout 1975 and is continuing in 1976 to alert its
professional personnel and elients about concerns owver Improper payments:

e Five S5EC Partner Reporce were issued to U.S5. partners from April
through September 1975.

o In June 1975 an Ad Hoc committee waa farmed in the Department of
Professional Practice — Accounting and Auditing {the "Department')
to resolve client questions and problems in the arex of improper
paymente.
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# During the Summer and Fall of 1973 discussions on this topie were
held at the Firm's scnior technical committee meetings.

s At meetings around the world of FMM&Co, partmers, the concern
about impreoper payments wae explained so as to build up an awareness
of the potential problems throughout PMM3Co. Such meatings invelvad
partnars in several parts of the world including Continenrial Europe,
Latin America, Canada, South America, and the Caribbean. In additien
to these international partnership meetings, several regional meatings
of U.5. partners were held which included discussions about improper

paymente.

s In December 1975 PMMECo. issued Auditing Standards Bulletins We. 197511
and No. 1975-13 to provide goidance to the auditor om lmproper paymenks.
{Auditing Standards Bulletins are not meant for distribution outside
PMM&Co . }

¢ To promote a better understanding among PMMECo. clients and to provide
some guidance in dealing with improper paymente, a speclal edition of
Executive Newsletter was issued on this topic in February 1376,

The Department clesely menitors developments and discleosures in the area of improperx
payments:

s Speeches delivered by SEC officials are studied in order to appreciate
the most current S5EC attirude. '
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@ Congressional hearings and tostimeny are alse followed.
¢ Seclected Form 8-K and other SEC filings are reviewed.
# Disclosures and articles reported in The Wew York Times and Wall

Street Journal, as well as eertain other pericdicals, are reviewed.
Such reports are maintaicad in a newspaper clipping file for referenca.

Attached o thls memorandum is zn exhibic of the documents issued by PMM&Co. an
the subject of improper payments, The documents are also attached.

fuditing Standards Bulletins (ASBE) No. 1975-1]1 and He. 1975-13 represent FPMMECo.
official policies on improper payments. ASB 1975-11 states: "The ordinary
-examination of financial statements performed in accordance with generally
accepted pudicing standards is pot specifically designed to discover improper
payments.” Furthermore, PMM&Co. "...does not believe there 1s a professional
oblipation to extend audit tests for the purpose of attempting to discover imprnE?r
peyments. Nevertheless, in view of the extensive attention currently focused on5
improper payments, the Firm believes the auditor should advise and counsel top
management about such payments." Consulcacion sbout improper payments is b
normally carrled out at the parent company level and may be extended teo subSLdiaﬁiEB
and divisions {including foreign operations} at the discrecion of the engagementai
pariner. —

o
On page 3 of ASB 18753-11 1t is anted that a revised client representation lettaﬁg
has been prepared which deletes reference to "1llegal pavments and political
contributions.”" For a very short perled of cime PMMACH.'s standard representacion
letter requirad management to make a written representation about its knowledge
of "illegal pavments and political contributions.'" Several problems were
encountered in requesting 5uch a2 Tepresentation. MHanagement was frequently nob in a
position to represent thabt certain payments were Iepal because the legality of
payments may sometimes only be determined by litipation. Thus, management may have
no basils for making such a representation. HMoreover, it was determined chat at
cimes the word "illegal® was too restrictive because certain payments, although
technically legal, could nevertheless be construed to ke improper. In additioen,
client representations contalned Iin the standard latter relate to the financial
statements taken as a4 whole with due regard to the related measures of materialicy.
Thus, an 1llegal polirical contribution of, say, 510,000 may be immaeterial to
the financial statements, but may indeed be marterial in another context. Im
light of these problems, PMM&Co. decided to remove the written represencacion of
"illegal payments and political contriburions" and substitute the appreach
set forth in ASB 1875-11, which PMMaCo. believes resulbs in a candild and
satlsFactory consideration by clients and nud1tots of the current public concern
cver improper paywmenbs.
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Page & of ASR 1975-11 states: "Definitive guidelines for disclosing impraoper
pEyments have not been established. Pending the issuance of such guidelines,
the Department of Professional Tractice — Accounting and Auditing should be
consulted when an improper paveoent comes to the audicor’s attention.” A general

overview of the Department's approach is described bolow. .
E
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The partnar in charge of the Department’s Dffice Advisary Group coordinates the
consultation regarding clients' improper paymwent problems. This coordination
helps to ensure thab PMMACo. employs a consistent approach inm reeclving such
problems. PMM&Co.'s in-house legal counsel 1z Frequently ilovolwved in the reso-
lution of ingquiries, and cthe senior partner is advised of elieat problems and

is personally involved in major or complex issues.

Hhen an improper pawvnent problem is brought cto the Department's attention, in-

formation is sought about cthe nature, purpose, recipient, and amount of payment.;g
Some common questions include: g
Ly]

® Is the payment lepsl? ig

# HWho knew, approved, or condoned ip? §1

o How was the payment made {i.e., cash, check, secret bank account, Etc.}?&j

[ =-]

# Was the payment recorded and described properly in the books (i.e., was ;

the Interpal contrel system circumvented)? -

o

¢ Are the payments contlnuing or have they heen sropped? EE

@« What is the potential liability to the company due to Ffines, damages, E?

taxes, penalties, ete,?
@ What amounts of assets and income are at risk?
@ Where the tex returns prepared properly?

If, baged on responses to the above questions and any other relevant information,
it iz concluded that the payment{=) in question iz indead improper or that the
propriety of the payment is substantially in doubt, PMM&CO. would comsider pro-
ceeding as follows, depending on the nature and materiality of the amount:

e Request management to sesk advlee of legal counsel.

o HRequest management to advige gudic commiteee so it, topether with legal
coundel, can give the problem appropriate consideration In order to
formulate judgments about corrective action, disclegure, etc.

@ Recommend that consideration be given to making & special investigatiom
of po=zszible improper payments.

# Fecommend that the board of directers be advised of the problem and
obtain the board's cancorrence with the course of action suggestad by
managemeat, legal counael, and the awlit committee.

After obtaining a reasotable understanding of the facts and potential consequences,
an sudit judgment is made as to whether the payment in question is waterial ino the
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context af the [inancial scatements upon which PHMECe. is reporting. PMM&Co.':
pogition ou material impreoper payments is =set forth on page 4 of ASE 1975-11.

Experience so far indicates that the improper payments disclosed to date do not
normally tequire disclosure in the [inancial statements to prevent those sLkate-

ments [rom being mizleading.

Thug, the remzining question arises whan an Improper payment that is judged not
material te the financial statements bubt appears o be of a type characterized
by the SEC and others az material Information in another coatext. PEMECo. helleves
the qudicer's legal responsibility in this aren relates to the fairness of the
firancial statements. PMHM&Co. does not beliewve the awvditor has a professicnal
cbiipation to require disclosure (or "Blow the Whistle") of marters that are not
of sufficient Import to have a significant impact on the financilal statements.
Neverctheless, PMMiCo. recognizes the current sepsicivibty sssociated with
improper paymeats and believes that clients should give full consideration to
sucl payments even though they do nor affect the financial statements.

P¥MACo. believes that suhstantial reliance showld he placed on legal counsel's
advicc concerning the appropriarte course of acrion regarding "immaterial"” improp
payments. Accordingly, PMM&Co. usually suggests thar manapgement obtain legal
counsel’s opinion on the necessity of diasclosure of such payments in a Form 8-K,
proxy statement, or Iin any other manner. In some Instances where it Is clegar
thar a payment is 1lmproper and 1t appears to possess the characteristics that
the SEC has indicated az requiring disclosure (or where apparently similar pay-
ments were previously diaclosed by other companlies), FM&Co. would recommend Ctha
the elient make a disclosure or arraage to discuss the matter with the SEC.
Llients are cauticned abour the likelihood that the payment will eventuazlly be
disclosed due to a questien at a stockholders meating, a question from under-
writers when selling securities, or a leak from a disgruntled employee or a cob-
petitor. Clients are also cautioned about subsequent SEC investipacions and
sanctions and I8Y ipvestigationg, rt=lating to potential tax fraud.
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If lepal counsel concludes that no disclosure to the S3EC or to sharcholders is
necessary and the audit committee and board of directors concur wich thatn
decision, FMM&Co. would not insist on disclosure with the understanding chac
subsequent questleons from stockholdets or others would have to be addresecd
fairly in light of all the surreunding facts and circumstances.



