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CNTROMCTION

In @ letter datzd March 18, 1976, (o Chalrmon
Proxmire, Chairman H1ls offercd 1o drovido a detakled
analyeis of Information concercing illegel o questionab'e
forzien payments contained wm public dociements Filed wlth
the Secarities and Exchange Comtlission, The following
sets farch chat repors,

The almgst wsiversad characteristic of the cases
raviewsd to date oy the Commisstion has heen the apparent
frustration of cor systere of corporate accountablflty
which bas been designed to gssure chat there is 4 proper
accinting of tie use of corporate funds and thet documents
filed wlth the Commission anl circulated to sharebelders
da pot pemit or mizrepresent meterial facte, Miliicas of
doliara of funds have 3cen inaccurately recorded in cor -
porate honks aaq records to facllltate the maklng of
quesiiorabie payments. Sech falslfleatlon of rocords has
JEen koown To eorporete employees Ant aften to (op mase
agement, bwk aften has been concealed [rom cutside audi-
fors and counsel and vueslde direcrars,

Accoraingly, the primary thrust of cur actlons has
been 1o restore the efficacy of the system of corpotate
BCoQuatability and to cpecorage the boards of directors
o afercine thair anthority to daal with the 13sne,

Tothis end we bave sought independent raview of
pest dizelosuze 13 our enforcoment actions aed in sur vol-
untary digclpsurs prograt; we have reguested the ausdlting
professica oo review ks procsdures and ko make sugpes-
tions for dealing with the problem and we beve asked the
Mew Vork Stock Exchange and sthers to considar Eelping
us strengthven the ability and resolve of tha boards of sar
majnr corporatens o art independently of aperating
Tand g2 ek,

Fart | of this repart provides a description af the
Commission's activities in this area, as well as an acaly-
s5iz of publle inforioation that kas been disclosed az a
rasult of thoese activities sod of the response of the privare
Secter to the problems we bave identificd.

Faxt U coctains the Commisslon's analysis of, and
recommerdaticns with tespect to, 5, 3133, az wel) as its
legiglative groposal Lo deal with the matter nf guestionable
and illegal corporate payments acd a deacription of fur-
ther actigas taxen by the Commiasian ko BMcOUTARS COC-
Forake accountability in thiz area.

[n order tn reatore the integyity of the dlsclosure
system and o make corporate officlals more fully ac-
cauntable to thetr boards of disectors and shareholders,
the Commlasivn’s basic approech has been orofold:

-- Tg iasure that investors and sharehelders
recelve material facts necessary to make informed
investment decisivrs and o asses® the quaiity of
managerent; a0

-- T esrablish a elithabe io which corporace man-
agumeant and the professionala thar advise them ba-
corie fully aware of these problems amd degl with et
la ap effective end resporslble mansner,

The Commiszion ig confident that ks legisiative
Aropoazls and the uggestions contained in Part H of this
repart will help foster & climare thae will ceclify many of
the problers we have identified.
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PAST 1 Legislative and Other Proposals
A, 1HRcnssn

| questionable cr illepal foreign payments.

E. Draft Legislation Proposed by the Commilzgigy

C. Section-by-Scetivn Analysis of the Coemmin-
sion"s Fropased Leglslation

D, An Approach to Epcourege the Establishriey
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TUHE COMMISSICN'S ACTIVITIES AND
CONCLLEIONS

A synopsls of the public Olings made with the
Cammiysios hag been assemhbled in tabuisr foom, atteche)
as Exhibit A. The Commlssloa's staffly i proparing
theze rasfes, has epalyced the public disclosures [ilad
With it by 89 corporations as of April 21, L9Td, thar refep
b questionable or illegal farelgo and domestic paymenrg
and practices, Enoadditien, the staff has prepared sum-
maries of the fsix gpecial reports chrained as a result of
our enforcement actiond, attacked as Exiubir B, Tinally,
We alse bave inelnded ag pare of Exhjbit B a descrlption
of the sllegations 1made in sight other enforceiuent actlong
in whirk we have ohralned jediclal reliaf bur where re- -
porly bave ot heen cotepleted or, in one instasce, will
not he required.

The tremendous variation in the types and amountg
af payments apd the attendant circumstences disclosed
in the reparts filed wich the Commlsslon make categpariza-
ticn or quantilizaticn of the cytent epd scritusness of the
preblem of questignanle or illegal fereign payments dli-
ficult. Accordlngly, we recognizs that the matters e~
ported [n these exnibits may lead others o canejusiens
conceIning the nature, oxtent axd seriousness of the
grobler that differ from our own. The Commlzslan,
therefsre, s providing the Committes a copy of each of
the nnderlying puibfic decnmenks on which our asalysis is
baged go that Committes 2as seach itd own determina -
tiopz, where zppropriate,

PART I:

A, Spurces of Informaticn: Ths Comtuesion's
Diaclogere and Enforcement Frogzrains
Befare considering the extent of the problem of
questionatie o1 Illegal foreign peyments, it Woild be help-
ful tn descrlbe the mature of the disclosure gysterm and
the coforecraent efforts that produced the infermation aet

forth ip the Exhibits,

l. Enforcement Program

In 19¥3, ag 2 zesult of the work of the Qifice of
the Special Prosecutor, several corporatlons and sxecutive
offlears were charged wirh uzing corparate funds For ille-
Al dorneatic politice] eontributions., The Commlsslon
regagnized that theze activities ipvolred marcers of poasl-
ble significanes tv puhlic ipvestors, the nendisclosure of
which might entail violativns cf the [ederal securirlas
laws, Cp March 8, 1974, rhe Commisslen therafore pab-
liched a staterment expressing the view af s Division of
Corporatlon Finanee concerning disclozure of thaze
matters in puidic fillags, 1/

The Commiasion's inguiry into the circumstances
surreunding alleged iflege] political campaign contriby-
tiang revesled that violations of the federal seopritica lawa
had tndeed oocurred, The arafl dlzcovered fslsifications
of corporare financial records, designed o disgulse or
concesl the source and application of corporate fupds mis-
taed for illegal pazposes. as well as the existence of
macrer glush fands” dishursed oubslde the normal finan-
clal accountehility system, These secret funds were used
fpr a pember of purpnses, includicg (b some lastancas,
Thesr orac-
tlees cast doobt on the iotagrity and relispility of the cor-
pozafe books asd records which ars the very foondacicn
of rku disclosure system cstablished oy the federa) secur-
Irigs laws.

1/ Seeurities Aer Release Mo, 5485 (Mar, &, 19744
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The resulting investigations culminated in the in-
stitutior af injwactive activag against aice corporations
during the one-year period followlng the Spring of 1974,
Subzequently, wther cases were hrovgh invalvihg ques-
tiohable or illegal forcign and damestic payments 2nd
practices. Details of the factz alleged and ulrimately
established in these enforcement actions are coptained in
Exhibit B, :

Ly each of the fourtesn cages fited as of May 1,
1376, the corporate defemiants have, withoot admitting or
deaying rhe allegations of ¢he complaint, congented to the
enkry of & |udgment of permavent lajuaction probibitlng
fusre viclatione of che Federal sacurities taws, 2/ In
thirtaen of these ¢ases, the consent decrec roquired the
cormpany to egtablizh a gpecial review comimittes, com-
poged of lndependent members of its boaxd of directors,
and o conduct a full investipalion of the irregularitles
alleged 1n the Commissicn's <ompliint, These comralc-
tees generaliy have utilized hdependent gocountaots And
legal counsel to conduct a tharaugh examlnation af, among
other things, the corporation’s books and recorda,

The special comtnitiers musl submlt complete
reports of thelr investigations to the Board of dlrectors,
which, Intcrm, is respoensible for reviewing and impte-
menting the recomimendations they contain, Recommen-
dations aubmitted by these special committees have dealt
wlth auch matters as clalms for relmburserent, Pegal
or disciplinary actions agaizst ladividual motebers of
Mansagement, Matters of corparate structure and palicy
depigned to prevent recurrence, and related subjects.
Eestitution hag bean made to the corporation in gome
tases, Todate, sbx reports have heeo fled, 3/

Cur enforcement sctivitles are continuing. On
May 10, 1876, the Commission commenced a3 enforcement
Action agalnst the General Tloe and RBubber Company for
alleged vidlations of the Federal secutities laws arlsing
oue of the nondisclosure of certain corporate practicea,
The Commlssion alleged, emung cther things, that, under
the directlon of ita Pregident, the company diverted cor-
porape funds for palitlesl purposes by means of purposted
bonuses and szlary increases.

The Commiasion aleer charged the extetence of
varloua "slush funds, ™ including ope fund created with
tke kpowjedge and approval of the senloT management of
the company's international division and administered
by the managerlal drector of one affillake, whose sctlvi-
ties in conngetion with rhe fund were generally known ta
depior menagenent. This fund was alleged to total B8
much ag $3.9 mllllon and was wsed, in pare, [ov pap-
ments to foreign government officials, The Commission
alaa charged that another such fund, maintained by a
foreign subsldiary, was used to make payroents, made
In conmection with paymenrs by flve other major tlre
companies, o finapce an effart to chtain approval from
# forelgn poveroment of a proposed price increase, The
Comnmisgion alse alieged that an aggregate of $300, 000
was promized s foreign congultant for hls aaslatance in
ciaining faverable forelgn gewernment actico with the
understapding that & portion of that sum would be crana-

2/ Sce Exhibit B. One case, Jecuritics and Exchange
Commlsaion V. Kalvex, Ine., CCOH Fed. Sec. L. Epr.

s uly 7, y was Utigated with mespect to Some
of the individus} defendants. The Commission cannat, of
courae, comment om actlons presently pending, LT can
we diacuas the facts that have been uncovered jn the ap-
proxlmately 25 formal, privete Cootnlssion ivesthgatlons
that have not wet resulted in public enforcemest actians,

3/ The repozts azc required to be fifed with the court
s part of the tecerd in the action and With the Cotumsaicn
d3 an exhillt to the company’s Current Feport on Form
-K., The reports geaerally provide a detalled &nd grarhic
fccount of the matters examined by the comoitfecs, The
Comraissien resezves the right to apply to the court for
Fart1er —ejief it not satisfied with the Toport.

serred to foreign povernment officials, With oue ad-
mitting or denying the allagatlons in the Cemmisaion's
Lomplaint, the company coensented o the eatry of 8 per-
manent order of injunction againgt futue vlolacions of
the federal securities lawe, Moreover, Il consented bo
the establlgtinient of & special committes, similatr o
thoge previvusly deseribed, to conduct a thorough in-
quiry and report to the poort, the Commiazicn, dad rthe
sharetolders, and to certain other Telief.

2. The Veluntary Dizclodire Pragram

As the Comnission’s ewforcement SHoxts untolded,
it becams apparent thak tie potential magnitude of the
proflems regelred an additiogal disclosure nwechaplsm
to gsupplement the enfurcement actione undertaken, and
thet the most appropriate mMeans was [0 encgurage vol -
Latary cexporate disclosure of questionabls or illegal
forelgn paymenta. It therolore was sugpested in mublic
atatémients, Including the testimeny of Commissiomer
Loomis before the Subcammittes on Interpational Boo-
nomic Policy of tha House of Representatives Committec
on International Relations, that companles determining
taey might have engaged i such activities shaweld con-
duet & careful investigation of the feacte under the avs-
pices of peraons not lnvolved in the questlionable activieles,
I che invastigarlon digclosed 8 problem, the company was
encouraged to discuss the questlon of appropriste dlsclos-
e of these matters with e Commiseion's smff hefore
tling any docoments, 5/

The =groctimas unique preoblems involved in the
disclesure of Questionable or illegal forelgn payments,
however, and the resultant urcerfeinties concerning the
natire and scope ol reGuired disclosures prompted the
Commlzsion to develop special procedures Nor regis-
trante seeking gueldance as o the proper digelasuze of
thege matters.

These proceduras, requently referrod to as the
"voluntary disclosure program, " have been describod
lm seme detaif ln Chairman HLIEs' testimeny before the
Subcommlttee on Priceltles and Econvmy in Government
on January 14, 1976, &7

4/ The Commission 3152 alleged that the company
made a $150, 000 [a=elgn payment i ordey to gave itaeif
Temuved ITom the Arah Bovoott List, and ln connection
With that effort swarn certlflcates were Hled with the
Arab League represcoting thar Geners] Tire end iis sub-
eldfaries did pat, and wouid nat proevide technical aaglst-
dance ax know-haw ta any IaTacli company and thet a par-
ticklar mejor General Tire subsidfary would not provide
technical agsigtance or make any investment 1o azae],

3/ Diecussicns of this sature ere contemylated by
RBules 1{d) &nd 2 of the Commission's informal and Ocher
Procedures, 17 CFR 202, 1{d] and 202. 2, pursuant tu
Which the stalf of the Comrnigslon’s DHvision of Cor-
poration Flnance renders preflling assistance apd inter-
pretative advice, Simtlarly, the staff of that Division
routinely reviews the Hlings the Commission raceives
purzuant to the requivements of the federal secuxities
laws, aod, when deficiencies aTe apparent on the face
tiereof, may either contact the Tegigtrant and seek to
have the appropriate correctlons made or may refer
rhe tmatrer to the Dlvislan ef Roforcement. See Rulw
3{a} af the Commisslon's Informal and Other Procedurea,
17 CFR 202, 33); Securirles Act Releage Mo, 4935
Dee, 9, 176E),

4/ Although the voluntary disclosure program was
eriginally cencejved to apply only to foreipn peyment
problems, in practice it kas been applled to disclosures
of certain domestic probleins as well. In addition to Te-
quiring appropriate disclasure under the federal securtcles
[aws, the Commlsslon refers roaftfers that appesr tn rep=
rerent vialetions of domestic law to the appropriate law
enforcement authoriries,
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In broad terms, the program requires that a com-
pany ¢etermining that it may have a disclosure problem
With reapact to questicnable or [legel sctivities, including
the impraper recsrding or sccountung of such activitica,
prompely take the fulluwlng steps: 77 .

L. Awrthorize a carcial in-depth investigation of
the facts relating te questionsble or illegal foreign ot
domestic activities by persozs not invodved e the sc-
Clvities in questioz. U practlcable, such getsons
should repoxt ajd be responsible (9 a4 committes com-
p=lacd of members of the board af directora wha axg
n oMicers of the company and who were not nvolved
ir the suzpectel questiomalle or 1llegal practlces,

Generally, asshstanes ghould be seuphe Ioom: the
independent acgounting firm that repularky audits the
the corporation unless the circumarances suggest
atherwise, The cammitter alsa should conaider re-
tebiing outside coungel. The investigation should en-
campass the prior five vears, e period c:u\r'er_ed (1,0
the financial sratgments tequlzed in anmuel coports
and regestration starements fllod puravant o the fed-
£ral srenritieda laws, but also should examine sany
cventy aeculTiog priot tp that time that Ay appesI o
be part of a continuing program or to be related to
existlng materis]l contracta pr usinexs operations,
Ar the conclusion of the investigation, the committze
should prepare and submle to the full braxd of direc-
tors a report sctbing forth its [adings, The report
showld, co tha exent poasible, coatzin detalled infor=-
maclon about each payment; ks purpose and amount;
the tecipient; the country in Which the payment wag
made and the clrcuriatances in whick peyment
occurred. 8BS

2. The board of ditectors should issue an appro-
priate policy statement with respact b Eransaclions
i olylng el or questionanle activitles in the Lnited
Srates or abroad, or reiterate any ralevant, pre-
existing policy statement. Normally, this staterent
should inchede & declaration of cesgation of sush ac-
tivities, if any, and a prohibition ageinst the main-
tenance of improper books and records 2nd fnasdequate
supporrlng documentaticn relatin g to such activides.
The adopticn of sock a palicy should be cammumnicated
to appropriste coryporate personnel, implemented by
adequare lotetnal contrals and safegearda, and moni-
tored by audldng programs establisbed by the inde-
pendent sudirars,

3. The corporation should conaider whether inter-
im public disclosure of the results shauld be made
prior to compltetion of the investigatlon. This dig-
clesure geoerafly 1o made on a Form 8-K Hied with
the Commissiog, sepplemented in $0me casos by
the issuance of & press release.

4. At the conclusion of the investigaticn, 4 Eioal
Tepart of materizl facts must be filed with the Cam-
pugalon, generally on Feorm B-K.

Denending on the timing of the disclosuee and the
Etatos of the investipgation, a corporation’s dloclosure in
@ current or annual repott, registration Statemeat or
other filing genarelly should include the folloarlag

7 Although parriciparion in the voluntary program
does not ingulats @ company from Comemkssion enforeement
action, it dees diminish the posslbility that the Commis-
sion will, in itz discretivn, ipstitule ao Action.

8/ An essentizl element of the velupfary disclosure
Fragratn is chat compaptes roust agree Lo grect the Divi-
zinn of Epforcement access to the repott and e onder=
lying docwneatatlou,

Materiafa submitted te the Cotmmissuwen may be .
subject o releaze under the Fresdem ol Lofermation Act
o pursuent B0 Congressional teguests.  Specitic claims
uf eeempiion fram the Fresdom of information Act muwst

{ounded upon the provigions of that Act.

t. The nature, =scape and progress of the cocpor-
ation's lnvestigatian, includlog aa ldentification of the
pecsons coaductleg IE and the persons bo Wham they
are responslole;

2y The company's underiaking regarding coutin-
udticn or terminaticn of the practices In qQuestion, and
its policy with respect to assuring the integrity of its
books and records and estabilsbing adeguate internal
contrals and procedoras;

3. The corporation’s undertaging (o complete the
Study and suhmit a floal report;

4, Tha corporation’s undartaking te provide sccess
to the Commlsalon's staff o iformatlon and docthments
developed during the investigetion; snd

5. Material informaticn deveioped rempirdicg Lile-
gal ‘o questionable reansacrlons that oecurred during
the [aat five years, This frecuently would include
their purpose; the amouvnts invoelved; the extent of
prssible knowledge, approval or authorization of che
‘Tansactions by top management; details of any Jdefal-
catlons Ly corperate cilicials or personal benefits
Bzcraiag ko them; the accouatlhg treatment accorded
to the transactions, incloding whether falze, [letltions
or mizleading exttles were made to recerd such tracs-
actions; the existence of any unteconciled funds,
'alugh fun:s, " unrecorded bank accounts or similar
"off book " accounts; the ppasible foreign and domestic
tax consequences, if any, of tha reported activiries;
and the amourk of buslness related o spch payments
acd the possible effect of their cessation on consoll-
dated ipcome, ravanues and assets or business oper-
aticnz of the campany; ag well ag any other informa-
tion thet may be requlred en & case~hy=-case basis.

Corpanies w the voluntary disclosure program

cano rmake disclogures withsor prisr consolbation with the
Commizalon’s stall and without jegpardizing their par-
tleipation in the propram. They can, howeser, seek the
infermal views of the Commission itsell concerning the
appropriate disclosure ol certain matters. 95 Apd the
staff has, in its discretion, brought particular disclo-
gure guesticos to the Commission to obtaln lis views
and comtmunicate them to the compenles involved,

Although this vepgrt and prior testimony have

described the volantary disclosore program in some
detail, and I frequently haa received eongressional and
public artentlon, It i% lieportast to pote that there is no
requirement that s company's disclosures coucerning
guastionable payments be maede within the [ramework

of the program. Many reglacranes have simply made
what they conslder v be appropriste digelogures wlthout
consulting with the Commission’s staff. 10/

The pature &nd detaiil of these disclosures reflect
those companies’ own independent judgmerts as to what
is material, or whar otherwise should be disclosed to
inveaters and shareholders as 8 matteT of good corporate
relations. 11/ Moreover, a substantlal number of the
partlcipants ln the program have made diselosures after
consultations with the staff, bur without seeking the in-

&/ Rule 1(d) of the Commission's Liformal and Other
Frocedures, suprd nate 3, pravides thet the staff, oo
I2quest or on its own initiatlve, may gresept questlons
to the Commtisslon {or its informal views, The Com-
mission's dacision to grant 4 request for informal views
is, however, comnpletely disceetionery,

10/ These disclesures still are subject to raview and
comment by the staff of the Divislon of Corporatica Fi-
nance in BpPrapTiete cases, as well as 1o imquity and
action by the Division of Erforcement, if necessary.

11/ Many af the compaales that have reade public dis-
clesure of these matters ia public filings heve iacludad
an explicit afafemeat that disclosure should hor be deemad
a1 admission by the company of the materislicy of the
facts contined tharein.

Published 3y THE BURF AL OF NATIONAL AFFAIRS, INC | WASHTXOTON, D.C. 20037

B ghi of rearagicizon wnil redissr, b an prsereen

L= T T

- = Ee ma ot A e



forma} viewsz of the Commission, To date, fewer thag
pNVenty compantes == either by comsany or staff-initieted
requests -- have cbtained the Commlesion"s jnformal
views Tegarding the approprlace disclosures catlad for
by the facce preseoted, 137

B, COMMISSION PRACTICES WITH RESPECT T
ESVE LE PAYMENTE

0 date, the informel views expras ¥ the
Commiszlon's staff and acticn taken by the Commisgsion
itsell have bean signiicently indluenced by the fact that
virually all guestionable payment matters have ipvolved
the deliberate [alsifleation of coxporate books or records,
or the meintenance of ibaccurate or lnadequarte books
ant records which, amang ather things, prevented these
pracriees fréqm coming to the attention of the company’s
audltors, cutside dlrectors and sharcholders. The
existence of inaccurate records has, in our udement,
often provided an independent basis [or requiring some
form of digclosure or the Inikliation of Commisslon en-
forcement sctlon, regardless of whether the paymants
themselves were of material size or a marerial amaount
of hokinegs depended on thelr cantipuation,

{ine conseguunce of the eaforcement cases has
been & full eceounting, usually wndertaken by am inde-
perdent committee of the board of directors agsisted by
independent counsel and the company™s outside suditora.
o other instgnces, acising under the voluatary disciosure
program or made on & voluntary hegis, dizclosyres of a
greater or lesser degree have becn made, depending on
the elrsumstances of 8 pardoular casc and the posltion of
mepagement amd their profesatonel advisars reperding
digclomire of matters they deemesed fmportant (o the
companty's shareholders,

These Commlssien end steff acrians, comple-
mented by the increased efforts of the 2ccountlng pro-
fegsicn to dlacover these pracilces aod berlng rhem wo the
anention of management and the bogrd, shgpest that in
the futura there wili be fay [ewer instanecs in which quee-
tionable 0r illegul piyments wlll be impropecly recorded
and made withawt the knowledge of the auwditors or hoard
of directare. MoTasver, it should be recognized that,
alpce theye have besh &0 few instances o dote whers the
corporste records bave been properly kept and che ques-
tionable peyments knowl to both the company’s auditors
and directors, pest deccrmingtiang by the Cominiaslon
and ita stalf may hot reflact what will be réqulred In the
futyre ywnder different circumatances.

Lulee apart from these conslderations, hmvever,
the Comicigsion has been of the view that questinnable o
illegal payments that are sigrlficant in emnount or that,
although not slgndficant in amount, relate toa Bignlficaet
amouat of business, age tnaterlal and requlred to be
diselased,

The CommEesicn i3 alAo of the view that ques-
tionahle or illegal payments, if ynknown to the board of
directors, ¢ould be grounds for disclosure tegardlesa of
the size of the payment leself or its impsa ¢t oo dependent
buginess beceuss the fact that corporate officials have
bern willing Eo make repeated ilegsl paymeots wihoot
bosrd knowledge and without proper accounting raises
questjans regarding improper &xarcise of cOrporate
althorlty ol may aleo be & clrcumstance relevant to
the "quality of menagement” that should be disclozed to
the shareholders. Morecyer, oven lf expressly approved
Ly the nord of directors, a questionable or illegal pay-
men could cause repercussions of an tnknown nature
whileh magir extend far beyond the question of the &ig-
nlicanpe either of the payment Waelf or the business di-

12/The campenlez that made public disclosure of Quas-
tioneble ar Itlegal payments after obtalning the Commisz-
Sipn'y informmal vlews are jdentified by & double asterisk
{**) in Bxhibit A. Three others determined net to make
pablic cisclosure and thus are nof included in Exhibit A,
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regtly depeadent upon it, For example. public khowledpe
that & compeny is mekicg such illegal payments, oven nf
4 miner nature, ih one forelgn countTy could ceuse not
only expropriation of aasts in that country but also a
simitat reagtion or 4 discoutinuation of meterial amoungs
of buginess o other countries ag well, 13/

) In a sense, therefore, & corporation chac deeldes
Lo make quescianable ar [Hegal payments foT reasens Ik
board gonaiders ta he pood end sufficient necessarily
must procead &b k8 ow perik. 14/ The Commisaion may
often oot be able tu give comforting advics to lesuers that
wish not to make even generic digelosure of the existence
af questiopable or illegal corporate payments. 15,/ The
Commission will. of course, coctinue to make IFe posi-
tlon koown and toke appropriate action when it believes
the federal securltics lews requlre disclosure of certain
lacts.

Ln situatione that have come to the Commission's
MMtentlan, we have peoceeded carefully to examine the full
facts and circumstances presented by aoy glven case. In
&4 proceeding, we obwlovsly roust consider 4 varkery of
factors, ihclwding the agrounting treatment socorded the
peyrnents in question; the amaent of the payment and {ts
legallty under local law; the recipient of the payment and
the purpose for which it was made; the rnowledge or par-
ticipation by senlor mecagemeant; the frequency wml per-
vdaiveness of the payment practices; and whather the
company has faken measures to terminate the acrivities.
Only aftar thie considaration has the Commilasion been
able to come to 80 jnformed view 88 o whether some
digelomaure of certain maers was reguired,

The discusalen chat follows should provide cor-
porate managers and thelr profeasional advizers some
guidence ag to the maneer in Which they tnight aralyze
the many factors that moight be presented in cases of
thia king.,

1. Digglosure Mot Ocherwise Required By A Specliic
Stetute Kile o Repuletion Arc Deflned By Releréner
ta the Doctrire of Materia]ity,

The Connissien has braad dlscretbon (o require
apaclile or generic dischusurces uf partleular kinds of
Incen, The besic canon of the disclosure system i [bund
in Schedule A of the Securities Act of 1933, whuch apacl-
[ies the itame of {nformation to he suppliaed in regieces -
tign Btatements for publle offerings and grants the Com-
mLasion braad dlscretisn to vary these requirenents or
to add or subtract ems. 16/

In adapeing Schedule &, Cohgrees directed che
digcioenre Tequlrements toward what It viawed as a
reaponable investor, whage peeds and desires for infor-
mation were baste apd ineluded informaetion relating ta the
fipancial end operating conditicn of the company and the
qui|ley of management; conflices of interesl; balanee
gheete and earnings atatements, capial strcwre; rights

------

13/ Thia ocgurred in the cage af one major oi] com-
pany, whose payments in one country Were ageerted &g
a2 bagsls far expropriaton of properties ln aoother.

E_;'Manngement determinztlons in thls ares are fu--
ther affeeted by the disclosure poelicies of some compa -
nies that have deelded, for reasons of good shareholdes:
relationa, (o make full discleaure of forelgn payments,
whether or not legal or matarial.

L3/ Thar does nor mean that rhye Commission naces-
satTE,r woyld abject to & fling trat does not fiscloge &
smill questlonable payment revealed o our stafl.

Rarher, we would refuse {0 provide any comments in such
A case.

16/ The views expreseed hereln relate solely ta cir-
cumztapces &nd practices {mpactlng Upon ¢ lacloEures in
proxy materials and registratlon statements Zi)ed with the
Commigeicn under che Securities Act of 1933, and in
annual snd other peelodic reperts required to Se filed
under the Securiiies Exchangs Age of 1934,

00?
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of aecuticy heliers, especislly of securities being offered;
competition in the Industry; signafloant custoniers; the
becklog uf orders: conceasions hald: lnes of mainess;
classcs of products ar dervices; the intereats of manage-
ment in certaia transazflons; certals corporace loaas o
managememt, 2ic. Implicit Ik guch disclesure requive -
ments 15 the agsumprion rhat cornotacions coaduet theiz
buzines= and s¢ll their products on the besis af qually
and price rather than hribes ot Kickbacks, Such prac-
tices nof only Dear wpon the qoality of a reglerrant’s hua-
Inesa amd the attendant risks, buc alan me the quality of

2 registrant’s exralapy,

In refining and adding to the items specificolly
rofuired in Securitieg Act fikiags in order to meet cheag-
ing needs apd stapdards, the Commixslon has adheped to
the spirit of Schedule A, The philorophical appraach
underlying Schedule A alse has prevalled in the Coro-
miszion's development of the contlnlous TEpOTCInE Systein
bzsed upon the Securitles Exchaoges Act of 1954, 17/
Public documents filed pursuant o these requirements
are the primary soures of infermation concerning quica-
‘lopable or lllegal corporate poyments.

The gisclesure system is eriented toward the
naszic 1arergats of investors, but it does not spesk evrclu-
slvely to Binaccial celationships and date, Dizclecure
rafuiremnents alac should fecllitate an evaluetion of man-
agement 'S siowardship over ooTpoTate assefa, in thls
context, Lovestors should be vitally interested in the
quajity ard igtegrity of management, A pumber of
factora -- incivding the sackground of v director -notrinees;
thanges jo management, canfllers of ncareat, the ldeakity
of promotexs, interlocking diroctors and offleers, speclal
hensfles to management and certain steckholders. and
matagement's dutside interests -- are relevant Lo theae
CONCET NS,

Dlaelagure of these matters zeflects the deeply
held bellaf that the managetnents of corporetions age
Aewards acting on bebail of the ahareholders, who are
emntlthed to hooest use of, amul sccounting for, the fitnds
emtrusted o the cozrporation 8nd ko procedures nECEsSATY
ta asgure sceountehility and disclosure of the manner Ln
which msnagement performs s stewardehip. 13/

17/ In addltica to the varigua specific notructions and
reqlirements inebdent o cach of theze filings, the Com-
milselan has promulgated rules geperally redquiring dla=-
clozure of 81l materia] information concerninge reglatared
companies and of all indermatien noecessary (0 pravant
cther disclosuces made from belnz misleading, See
Rules 405{1}, 17 CFR 230.405(1) and 408, 17 CFR
230, 408 {perrainlag to Tegistration stalemexnts under the
Securities Act of [%33); Rale L2b-20, 17 CFR 240, 12b-2(}
{pertaining to registrafion stetooents and annval aod
parladic repores unider the Securities Exchange Act of
1234); and Rules 10b-3, aad 14a-%, 17 CFR 240, Mb-3,
end 240. 14a-9.

15/ The Commission ceasidered these Lssues, ajthoagh
ic 4 somershat (eEferent context, In the Marter of Fran-
chard Corporation, 42 2, E,C. La3, 170 [1%84):

"Evaliation of the quality of management == to what-

orir gatent it is poasible == Ly an esseatial ingredienr

of informed investment decision. & aeed 30 Lmpoxtant
it cannet ke ignored, and in @ variety of ways the dis-
closure requireiments of the Secoritles Act furniah
factual information te fill this nest, Appraisaly of
competancy begin with information concerming men-
apament's past Dusness expericnce, which 15 slicited
by requirensencs that a prospecrds ststo the clfices
arl posltlopg held with the wsuer by cach executive

afficar within the last & years . . . .

To perimit judetents waetlse the corporetion’s alfairs

arc likely to be conductad in the inforost of poblic

sharchaldsrs, the registration refquiregmenty licit
irformation as to the laterssts of nsidars whick may
caaflict with rheir oty of leyalty to the corpozabion.

Fybliphed by THE HUREAU OF SATIONAL AFFAIRS,

* iag securlles.

In deternzining whether to requlre specific dle-
tlogur=y, the Coromission generally has welghed e
beneflts of gach dizglosure against its agseasmeant of the
extent af investor interest and the cost and wellicy of the
particuler dlsclosure. 19/ BExcept fox coriain detailed
afflrmatlve statutory reduirements, infor mation must be
furnished only i material. 20/ Apd, while the Compniy-
gion hes by regulatlon established genexzl guidelines oo
apacific problems of materielity, pacticularly xs o
flnancial informatlon, there ig uo comprehengive regula-
tory puide with respect te the narrative dlsclesures,

In actempting to determine whether 4 apecific
facr js material there Is oo litmns paper teat. Each
cage normalty predents unique combinations of facts, and
the conaideration whether particuler laformation showold be
digclosed necessirily dapends on the context 1n which the
question arlses, Lo this regard, howeyer, tha falsiflee-
tion of corporace booxg and records and the accumulation
of funds cutgide the aystem af corporate accountablilty --
proflems presented in most insrances of questiozadle or
illegal activity considered by the Commlsslon to date ==
15 of parampunt concern to investors and canmot be
ignored,

In an atbempe to provlde some guidansce for cor-
poratlons faced with disclosure jwsues of this kiod, the
Commlaslon has denclfled varioua facters that have Fven
rlze to disclosable everts in the past, In actual praghice,
howewer, it must be Tecognized that theas fartors caract
be viewed in isclation. Thus, for exampie, the Com-
misgion's colnments concertlog the recipients of of corpo-
rate payineots mugtbe read lo gonpanceion with the dia-
cuaslon relating to the knoWledge or participation of car-
prrate managemoent, defocts in che ayatem of corporate
dccountafility and the impact on the business of the cor-
poTetion.

In the floal analy=ls, the discloaure obligation may
depend oo comblpatians of thege factars, Thes, the views
expresssd hereln cannot reliess corporate matdpgement
of the ohifgation to gvaluates the speclfic circumstances of
any particular disclosure guestlon,

2. Payments Cutslde the Fihanclal
Accountability Aystem

An essential component of the dlSEIDSUIE gystemn
ha3d been the develppment of accurate, complets, and re-
liable financiel infermation, a process chazacrerized by
the development of Inorezaingty aophisciceted accounting
principles and auditing and dlzctasure srandards. Basic
to the system is the principle that all fuds belonging o
rthe vorporation, and s to ibs shareholders, are ade-

Dleciogures are alao required With regpect 0o the
reruneration and othexy beneflts pald or proposed o
be paid to mepegement a well a3 material transactions
between the corporation end its officera, directors,
holdera af mnre thaa 10 percent of ira stock, and their
a3sociates. " (footnmter Omitted})

1%/ Tha matters the Commission frequently faces in
the ares of queationable or lilegal payrueats uften are 50
fmdamental to the cerperete scructure and the integrity of
mapagement g (¢ be distinct frpm orher types of cor-
porate activity,

204 The Supreme Court in Affslbated Lt CirlZens v.
United Srates, 406 U8, 124, TRO-I3F ((972), adopted o
staindarcd 9f materiality couched iy terms af the Iikely in-
taredt in the matter by Ihvesrors, speclfically defined by
ttie Segend CiTcuit Court of Appeals to include mot only
the log-term lovester. but the Wall Strest speculator as
well, Securities apd Exchagge Commission ¥. Texas
Gulf Bulphur, 401 ¥, 2d B33, B45 (C. AT 1088), cerr,
denied, 294 U.5. 976 {L#6%). Rule 43501 ol the
Sccuritivs Act of 1933 deflnos matericfaly s enodtipas-
sing Al “thase mMRMHErz as (o Which an average pruodest
izvesTor ouglt raascoably fo be informed hefore purchas-
T OTR. 230, 400{1 L
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uately Tnaintained within ke coxporabon’s system of
fnancle] sceountahilicy.

Une of the most troublesoms dud pervasive cir-
cumstances aasnciated with the cases brought to the
Comzmission's attention hes been the treatment of ques-
tionalrle ¢r illeyal paytments on the cempany™s books and
records, The daccomalation of nds outaide the normel
chennels af Mnancial accountahbility, placed at the dis-
cretion of ohe of a very small number of corporate exac-
wiwes not requlrsd to account for expenditurca from the
fund; the wze of non-functlonal subeldlaries snd secret
baok sccounts; and the laundering of funds or other
metheds of disguizing their gource ar dlsbur sernent guite
nften have beet obseryed, These sltuations penerally call
for disclngure of the existence of the fund or funds, the
general mechod of funding such gecowats, thelr purposes,
and the amount of buslness inveived, The nezed for such
digclosures ia urther accentuated if senlor mansgement
condoned or approved a partesn of falsilicetlos of books
and recorde, thersby casting doubt upon the whele gystem
of daccounting and the integrity of the :Dmpan],r'a flnancial
statements,

d. Legality of the Payment Under Loca| Law

The legality of the corporate payment has been a
particularly lmportant factor. Where the payment vio-
lzcee Unjved Seates [aws, the Commiagion has adhered to
paticies povemming the need for dizclozure of violations
of Unlted States lawa Lo cther cootexts. 21/

[f the payment is iljegal under the local law of a
foreign state == & fact which may not always be readlly
gscertalnable -- dlacloaure may be requlred. Disclosure |
generally would not be requiTed aof payments which are
lezal under domestic as well a5 forelgh law and are
Qtherwise 4 PIUpeT COrporate payIoent accurdtely account-
ed for, unless called for by other geners]ly applicable
disclegure consopis,

4, BReclpients of the Paymenta

The naturz of the reclplent citen has been an fm-
portant factor in fstermining thet a corparate pay et
waE z disclosable event. Varipue classes of Teciplenta
have presented these conslderstions, including but pat
limited to poverament offlelals, commission agents and
consultants of the paying campeny, and reclpients of
commercial bribery.

' Government Offlclals: Typiceily, a corpordtion
would net, [n the ordinary couree of buainess, meke pay-
ments g0 povernment officlals in thely lndlybdoal capacl-
ties, Such payments, therefore, arve ngually a form of
bribery that, Where materlal, would glve rize to s dis-
tlosable event.

The Commiesion hag observed paymerts tu gov=
eroment offlcials for four principal porposes. First,
corporste payments have boen made Lo an effort to pro-
cure special and vnjusckfled favors or advantages in the
€nactment oy administraticn of the tax or other laws of
the country Lo question. The digsclorure of paymencs for
thege purpines hes been requlred where the amounts in-
volved o the corporate henefits obtained hawe been sig-
Nificant and the payment is made to infitence the exer-
cize of judgment and discretlor in dispesing of matters
on behalf of the government.

Secund, curporates payments mzy he made with
the intent to a3glst the company Lo obtaining or reteining
guvernment contracts, It moy be pogslble to dlstiogurish
Payvmants incended 6 secure the favorable exerciae of
fdpmiest or discretion an bhalf of the governmental bedy
from situstions where the officlal, untder appticablz lews,
Topalatians or custemE, appears to bave been permifed
L act [0 suppliets ln conneetion with govefnment cdn-

21/ The flommission also refars patential violations
uf [atted Srates Laws b the respansible MW erforceiment
dgehries,

rracts wod to be paid fur such services, Where thes i3
permitted, payments to governmental afficials so em-
ployet may nevertheless be materid] whers other factors,
such as the recipient’s lnslstence vn the malnotegance of
rEacrecy or the lnaccirate refloction of the payments on
curporate bonks and recards, suggest that the payment is
tn fact 2 form of Bribery,

A third purpose [or gayments 15 [o persuade Jiow-
level governmestal officlals to perfonm functicns oz
gervices which they src obMged to perform as part of
their grvernmental responsibiliries, but which they mey
cefuse or delay viless compensated. These so-called
facilitating peyments heve besn dremed to be tnaterial
where the payments b0 particular persons are large in
gmount ox the dgrragate amonnts are lavge, of where
COTROTATE TNanagement has taken at&ps to copccal them
tirough false entries in corporate hooks apd records,

Another type of paymegt i3 the palitlcal contribun
tion, Where these contributions are lltegal under 1ncal
lawr, they cao be agslmilated to bribery. Even where
irgel under loca} law, soch paytnents may be material if
the expenditures are such thet they appear to be designed
o unduly influence public policy declsicna,

Commerclal Agents and Conendtaots: The Com-
mission Tecrgnizes that cerperationg dolng business
abroad often engspe the aervicea of npon-official nationals
pogseesing specinllred information with regard o buel-
ness pppaitunities or relationships which are of gesist-
ance in Fecvrlog or matbalalngbusiness, There iz aotilng
ipherent in this practice that pives rise to B disclosure
oblipation under the ledera] secoritles laws. Certain
factoxe may, however, suggest thet payments to suchk
pergans sheuld be digclagsed.

A wariety of conrpiderations, some legitimate =od
some guestionable, may prom the uge af ageots or
coneultants, Among the key factors to be conslderad in
determining whether disclasuze may be required is the
relationship of the agent to the povernmental entity ox
conrractlog party, the slEe and neture of the payment,
the gervices (o be pecformed by the agent, and the method
ard manner af payment.

The disctosure obligation cannot be avoided be-
tause of corporate mandgement's indlffeTence tu the
guegtlon whether the agente are acting as copduits for
improper payments. hlahagement muer take redascnable
ETeps L determine Whether cemmigsiong and fees paid
arg to be tranamitted, ino whele or tn part, to govern-
mental offickals or their deslgneeas.

Commlasion or coneultant payments sabrstantially
in excegs of the going rate for such Services may give
riga ro & dieclosab’e event, depending upon the signifi-
cance of the busfneas invalvad, In many hstances, this
may suggest that a portion of the commiegion was, kn
fuct, intended to ke passed through ve goverament offi-
cial® or their designees B0 Lnfluence govrernmient acolon,
Similazly, cther circumstances thar give companies res-
gon to beliewve thar portions of commniission paymeaats will
be pas=eqd on to government vificials or their designees
present the sames problema as those discussed above.

Commetclal Brlbery: The Commigslon also has
thaerved peymeris made o improperly nflicneée & non-
governmental customer's uge of 2 company's product or
Serviceg, These payments may also glve rlse to s dis-
ciosahle event,

3, Amount of the Fayment

Ag a genaral rile, a corporacion need nat disclose
raugtine expendltures made bn the ordlnary courae of busi-
ness wnless specific disclosure pravisiois otherwise sa
recive.  lowever, questionable ar [llegs] pryments must
be diseloscd wWhers they are signlfleant in ataouot o
where, even though pat signlileant in terme of dhaoleee
ameunt, are related to & significant amouant of busicess
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or gther relevant financlal 1ndlcia, 22/

Under mest circumetances, the amount of the pay-
menk is not disposulve of the materiality isave unless,
of course, the payment |5 slgniffcant by itge)f, Where the
3ize of the payment Soes not otherwide reguires discloours,
the materiality of such payments wild depend on the Teta-
Live econsmic implications of the paymant o the company
as a whole or te a sipnificant line of the campany's buai-
neggs, Thus, for example, v questiopable or |Hem [ pay-
ment that seems relatively smel) in refation to corpurate
Fevenues, Lncame OC assels ey 23s50Me much greater
importance when one assegaes che amount of busineas
that may be dependenr on or affected by it. Thes in turn
may be sifected by whether feredpn buginess as a whole,
4T it a perticular couatry, i 41g|11fmant to the overall
businesa of the company.

6. Knowledge or Participatlon by Senior
Manaperment .

Inveotprs have g rlght under the faderal securities
laws to be fuily advised of Facts congerping character and
integriry of the off:riala refevant to thelr maragemant
of the corporation.  This is particularly true when mao-
agement sadministers significant assets in foreign states,
where {nvestors may not have the same protections as
exist in the United States. Accordlngly, rranszctions
that weould not stherwise be materia] may become so by
virtue of the role played by managernent.

Whethez disclesure is reguired on the basis ﬂmt
it relates to the integrity of masagement ko subject to a
number of variatloas, In altustiona involving & pervasive
pattern of enceuragrment, participstion in or knowledge
of thepe practices by senlor management, the nesd for
digclosuze is clear. 1f, ob the othet hand, #ssnior man-
apemment owither knew nox ahould have known of the pay-
menta, disclosure may oot ke reguired, unlees they are
atherwise material,

Defaleations and misappropriations by corporate
officials bear directly on the [ategrity of randgetmeant
and the adequacy of ita stewardship and shoetd be dis -
cloged, OF conrse, any wdlctment of the compasy ur any
of its principals arlsing oot of questionable corporate
fayments moay glve rlse o s separately dieclosable
event. 13/

7. Pamerns of Payments That Aze an Intepral
Part of Cperating a Business or a Slpnlficant

Segrnent of the Bualeeas
The tact that a company has eogaged 1o a pal:l::rn

of payments dver an extended peried of time -- Which
payments when taken indlvidually may not require dis-
clogyre -- suggests that the company ‘s product or service
could nek e successfully msrkered io the abzence of the
faytnears involved, and that [allure ta cantinue to make
Buch payments couid endanger the bosiness operations.
If other compenfes in the same line of business are fot
making, or would not make, such payments, a gquestion
arizes regarding the szlesbility of the compapy's produce
or services. '

Where such a pattern of conduct exists with respect
to 8 significant line of besipess, .or conversely, if termla-
ation of the payments might be expected to change slg-
nificanriy the ecajomic succeas of a aignificant line of
business, discloaurs ls appropriatse.

d. Cessatlox of the Cuestlonable Comlier
A rampany’s strong and adequitc measures oo
23/ Ag previously ladleated, the methods csed to
make oy facilteate those payments are impertant facters
t2 be considered, The Zacilltatlon of such payments
tnrough falsficatien of corparate recaxrds will pive rlse
[ & disclosire akligaticn even in cases warre disclosute
1zight otherwize not be Tequired.
23/ See Securitles Aot Release bin,

5485 (Mar. B 1974

aggure cessation of its questionahle conduct ix a signifi-
cant fagtnr. The Commission mosk, of 2oUrse, coosider
cach cade on its particilar facre. Where such measurey
have heen taken, the Commlasion, particularcly in itg
voluntaxy program, hag glven welght ta thls face tn
arzesslng Uie need for disclosure.

C, WATURE AWND DETAIL OF DISCIOSURE

Except 1a egregious cases, the Commizgion has
generally oot abjected to so-called “generic’ disclosure
af the circumsgragess and practices that have come to itg
alfteation under the velumkary preglaql, particwlarly in
those instances whare the sompany haa feprasented thag
it has ceaaed ita questionable or illegal activities, Gen-
erally speaking, newever, the more serlous the problem
{and particularly where the compaay intends to corfinue
auch ectivities), the greater the deteil which shouwld be
dlaclaged.

Generic disciosure has included;

. The =xistence, amount of, duratmn, ¢nd the

purpase for, the forelgn payments;

2, The role of management in such payments;

3. The tax consequences, f any. of the payments
made:

4. Information about the line of business, or
class of product or aervices in connecticon with which
the payments have boen made;

%. The company's intentian with respact to the
contihuatich or texminatlon of the practices;

6, The impact toat cessation of the payments
referred to in items ) through 4, above, may have
on the corporation's consolidated revenues, net incoma
or 3ssets; and

7 The method of effiecting paymenks, includlog
poseible falslfleadona or inadequacies of coTporale
bogks and Tecords,

In cages arising under the voluntary program, the
Cammission gencrally hes nat required disclosure of the
identity of recipients. O the other hand, the discloaure
of the ldsotity of acttor management officials who have
miszppropriated corporate funda ox actlve(y encouraged
#nd participated in the falaificacien of corperate books
and records may be requlred Lo allov sharehalders o
cTitically asaeas the integrity of mangpement,

With reapect to tha forn af dleclogare of such
concuct, where it is detepmived that zome disclogure
iz required, the Form 8-K is normally the appropriate
vehic]e wnless there 18 ot Annual Repert oo Form 10-K
belog Liled at the e whan the prshlem is being dealt
with, Subseguent disclosure lh regiatration sratemuenra
Will depend upen the tlming and other facrors, I thare
i8 a peoding registrarlon statermnent and the information
has aut othexWide been disclosed, presumably the dls-
closute would cither be made in the registration state-
ment or in a Form 3-K with a cross-reference to thet
report ik the reglstration statement.

Dizclosure of material facts pertaining ea e
cotnduct of peracns standing for election has depeaded on
the circumstances of the given case, Where such facts
have bawn previcusly disclosed in a document generslly
tlrouleted to sharsholders, the Commissien has generally
nat required further discfosure. 24/ When the disclosera
i5 in & publle filing net circulated to shacehakders, dis-
Closore in the prody statement may be tequired cepending
upon the nature of the conduct involved and management 's
knpwledge of or pasticipation in that cenduct, thc nature
of the irauwes to be declded in the shateholdays' meeting
{including whe the candidares far board alscticns may

24/ Disclosure may be requiced whep the conduct iz
vactleularly relevant to the Mguality of mManage ment '
standing fer elscion; where the eaclier cirgelated dacu-
ment was not proginare in thne o the proxy malling; and
wWherre majagemeenl hag quk dlscigsed s wtention to SLop
the practices.
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hed, and the compaay's inteation with respect to berming -
tion of the pracélces. In some instanceg, the Commigsion
hes derermilaed that 8 meaningfel cross-reference o a
previons filing would be sufficient.

O ANALYSLS OF INFORMATION DISCLOSED

1. Tabular Presentation of Disclosure Results,

The: table sttached oz ExbIEl A presenty a gen-
gral portrayal of the publlc disclesures received as of
April 21, 1978, concerning questionable or illegal for-
sfFn or domestic corporate practices. The condoct re-
perted vaties algnificantiy, and the companies inctuded
can by no means universally be characterized ag wrong-
doers, [nstead, they range Tom companies that have
flled reports reiteratizg previously-sxpreased corparare
palicies opposing ilega] or questlanable praceices; to
thode lodicatlng they are conducting investigations,; fo
thioze that report serwous and porvaslve patterns of quec-
tienabls and illegal conduct,

[n comnpillng Exhibit 4, the staff consulted anty
publicly filed documents. In cases in which these docu-
ments appeared to supnest a category of conduck, RO
entry was made in the chart. Where oo stetement on an
jssue was made, koweoyer, the chart simply shows “not
Irdicated, ™

1o peneral, Exhibit A reflects the matters dis-
elosed in the public fillnga in aa close to the corporatlon’s
gwn torns 88 1g pogaible, glven the format of the Bxhlbit,
The steff has not relied an or ineluded information thet
9 not contalned in the public fllings end has likewlse
soughr to avaid maklng substantive judgroents ae to the
matters dlsclosed. 25/

To the cetent possible, we have attempted 1o
divide the dgglpaures cottalned o the fLilngs into broasd
categorics that provide 8 very general Indleatlon of the
artivities degoribed by the repoxtlng companles, Dha-

: tlbaures made by the corporations vary siynificantly,

- berh ag to substance and detsil, and often do not lend
themselves to easy cleaslflcation. Frequently, for
prample, the documenrs do a clearly indicace whether
br to what cxtent foreign ''commission-type payments’’
4re made directly to employees or officials of foreign
gvernmente. Thua, the dlstinctlon between this cate-
gory 2nd "peyments oo Foredgn officlals’ 9 sometines
bot an clear as the tabular presentatlon would supgest.

Flually, it shonld be emphastzed that an analyeis
of the Ipformzrion 1o Exhlhit A must be undertaken with
#reat cation, Althoogh che Commission iz confldent that
both the tables and the following narrative discugelon
Present @ reasonably accurate geperal description of the
martere disclosed in these Hllops, any cvaluation of the
conduct of 4 particular corperation hased on the informe-
tlon get forth In Exhibit A laevitably suffers the inflrmi-
tles inherent in attempting bo compress a gignlficant
ameunt of information into a limited formar, The Com-
mizslon thersfore Etrongly sugzests that the assessment
of the zctivities of any particelar corparation rest on the
dctugl filings themselves Cather than an the distillatio=
0l thoge doguments concalned 1o Exkibit A

2, Commlsslon Analysis of Digclosures:

The 95 companles 25/ that have made disclosurcs
Tegarding pogsible questlonable or illegal payments and
Telaberf pracrices £l ieto a wide varisty of industry clagsifi-
Cations. The majority, Sikiy-six, were manufacturing
tomipanies, Among this sumber, e two largeat idenrifi-

25/ nclugion of facts jo these charis should sab be
Corstried 49 8 Cotnmlagion affilemation of their troth oo
dtcuracy. Many of the companies included in Exhibit A
" Yurrently are under investigatinn by the Divlision of En-
Fircemape, These thvestlgotinns should allow the Com-
TaieSjon T rest the accuracy and adequacy of these dis-
Closuyus under the Federal securities [aws,

able groups were drig mangfactorers and companies
eogaged in petraleus: refining and relared services. Each
ceteppry 18 represented by twelve companies that heve
made publle disvlnsuce of che matters aet forth herein,

The most common transectiony repoited werc
pevinenta to forelgn offictals, and flfty companles volun-
tarlly reported such payments, I addition, four of the
Eiw companies submirtbng reports s a result of Commis-
stan enforcement actlon yeported similar payments.
T‘Wc,n'l:y-ﬂ\re companied Tefrted activitles that are cage-
gorlzed 83 “other forelgm matters, ' 27/ 38 well a5 o
that submitted raports 85 a cesalt of enforcement action,
The activities reported 1n this catepary most commonly
Include payments of some Kind, bt algo include ether
conduct, auch ae viclations of foreign currency apd ex=-
chapnge laws. 28/ Addivionally, many of the matters re-
potted in this category would appear te canatitute 8 farm
of commercial bribery,

Fifteen companles voluntarily reported forelpm
palltlcal payments, as did two of the companies that filed
reports a6 g resilt of commlaelon enforcement action.
Twenty-seven companies voluntarily reported Foreign
gales -type commilasions, as well as two companles filing
apecial reports, In some cages, the companles specifj-
cally neke that clxcumstapces of the payments suggesc that
Poxtions of those payments mey have been used for other
furposes, most frequently for posalbsle peyment to g -
arnment afficials,

The majorlty of the registranis that voluntariiy
reported payment of foreign poltical centributions Lndi-
cate that such contributlons are Iegal in the counfry in
which they were tnade, and we have no basla for ques-
tioning the velidity of these assertlons. By contrast,
altheugh only some of the reports are sufficiently detalled
to support 2 conclusion, we belleve it 3 reasonable
agsumpkon that many of the cases of unusual sales com-
missions acmally represent instinges in which a2 portion
af the payment te a forelgn sgent or conmultant ulkitmate-
Iy wag pasged to foreign government officials o ardes 1o
dbtain favoruble treatment of some kind for the caompany.

The cumber of compaties reporting donestic
politleal contelbutions and other queatlenable domestic
payments ie emaller than the number reporting forelpmn
paymemts. Each of the gix cpmpagies that {lled reports
ag a result of Commlesion eaforcement actions discloeed
demestic pelitical contributiona, Many of thess werse
clearly illegzl, and were regorted ag such by the com-
panjez, (Xherxs, althosgh not specificatly ldentified a=
lllegal, appear to have been made in clreumstances that
malght sugeest that conclusion, In eddition to the sl
companies dtscussed above, cwenty ochers yoluntarily
Teported demestic pelitical contrlbotions,” tneny of which
were {dentified az being illegal. Thirteen cempanies re-
ported other domestlc metters of 8 questicnable or ilega)
naturc, 22 did two of the companles submittlng reparte
as & result of the Commiseion’s enforcement program, 20/

2gf Thig ineludes elghty-nine conypanles that are
recorded in Exhibit A 2nd the six companies that sub-
mitead ceports as 8 result of Comrisslon actions, which
dre summsrized in Exhibic B,

47/ Thege categories gvertap (o 3 conslderable degree.
For examiple, it appears probahle thae some of the urn-
acrpunted for payments incident ko foreign oparatisng
ulttmately came into the hands of foreign offickals or
their deslgnees.

2587 It showld be noted that many corpanies reported
acrivities thar fall into & number of the catepories and thus
thar the toral numbers zeparted skive reflect this
renctition.

29/ Two poines should Le berne in mind in reaching
tentative conclusions from this data. First, some of the
reporting compantes indicate thar state or federsl con-

i tributions were :nade in circumstances that may have

been or ware legal. Seconcdly, some of the filings we
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Agide frown the nature of the paymeants, many of
the Nilings have dezlt with four other aspects of the prob-
term that we helleve may be af intexest te the Subcom-
mittee;: the petentlal tax congequences of these gorivitips,
their accolintlng treatment, the knowledge of manegement,
4nd the pozzible impact of cessation of the practices,

The Commiazian is not in 2 poaition to ascertain
the posslle tax conseguences of the varlous questionable
or illegel peyments or the macner in which ey were
made, We note, hewever, thet thirty-seven cotnpanies
in Exhibit A snd five of the six sotmpaniss that =ehmitted
reperis as a result of Commission enforcement artion
have themselveas lodicated githet that some adjustment
to their fefderal tax liabilicies 18 possthle a7 that the mat-
tier is belng discussed with ¢ under canaideration by
the Inkernal Revenue Servios, '

Secondly, [orty companiss reported in Exhibit A
and sach af the $ix compenies that filed reperts as a
result of Commission enforcement actien bave dieclosed
the particulaely disturbing fact thar ar lesst some member
or members af corporate management had knowledpe of,
appraved of, or participated [n e questioneble and ille-
mel activitles reported, 30/

Third, most of the instances of reported abuse
alew involved some Ealsification of corporate records or
the mairtenance of records that appesr to be nadequate.
In tnany of the reports submitted volustarily by corpora=
tions, the descriptlon of the payments and their dogu-
Thentallan appears (o have been inadequate oo permit
teady identification or verificatlon of the purpose of the
mayments. Slmilarly. the repores the Commission shtained
ds & resulc of enforcement actions digeloge flagrant in-
stances of abuse of the system of eorporabe accauntanility,
including the estabiishment end malntenance of substantlal
off=book fuds that were used for varioua purposes, soms
qguestionable and somes clearly illegak.

Many af the defects and evegions af the apstem of
finaagial accoentehiliry Tepresented intentional atemprs
[ conceal certain activities. Mot surprlsisgly, sorporare
officlaly are unllkely to eogage in questionsble vz lllegel
conduct and aimultepeosusly reflect it accurately on cor-
faorete books and recorda, We regard this to be a sig-
niflcant poiat, ¢nd coe that I ceatral bo the approsch ve
outlize o Part I of this report,

Finwlly, althoogh [rls nob posslble to draw
definltive concluslens regerdlog the posslble impact of
ceazathon of the practlesa foported oo the forelgn cotn-
mereial activitles of the companles that reported them,
the indleatlons in cur date suggest that it will not zerious-
1y affect the abilley of American bualoess bo compere in
warkd murketa, Nineteeo of the compankes reporting -
questipnable or (llepal paymeots or pracilces specifically
noted that ceasatlan of the practlces would have no
mutexlz]l atfect on thelr tatal revenuesa ar averall bust-
ness. CGenerelly, it hes not been suggested that cegsation
wauld Aerloualy bamper companles® overall operatons. |

On the pther hand, &t 19 ook pogsible to determlne
the emount of buginesas aasociated with each of the
reported peyvmetts, The volutne of sales or other reve-
nues reported Dy some companigd ta be “relared' eo the
practleea raoged from 20 to In well in excess of 100
tlnes the amoent of the payiosota themselves, One can-
nat determine whether some o all of those revenues
could or would have heen obtalned without the payments
of practices,

have sndlyzed arc 2ot sufficiently clear w0 Anpport & firm
detetoation that the payments or practices were do-
mestic or foreign. For classtfication purposes, thesue
have beetr antared ip "othoer dor:estic matters, ' with a
crosg=rofereace to the foreigr catagur:es, Thaso reporcs
arc also iacleded in the above tota.s.

A0/ This is belanced to & dogree, however, by the
sraall number of compantes thet repasted chelr Intenlian
Lo contlats Quegtionanie or iliegal pracrices.

E. THE RESPOMNLE OF THE PRIVATE SECTCR

The Commlsslon bas arrempred to aacertain the
attitude of the businesa snd accountlog comntonleles o
the prablems recently revealed [n thia atea, We regard
thls to De a cxitlcal factor n desllng with these problems.
The Comirlsalen, with 129 [imlted regources, muat maxl-
mize its pwn effectlvensss by congtantly seeking (o
pPICmpE the private sector's lpcreased azsumption of
initfatlye and reapensibility ln dealtng with problem
greas we fdentify. The respenses ir thig cage penerally
have been pasitive, znd the Commisalon s hopefol that
the attlrudes of thess pwe communities, which aze ceneral
to the reselutlen of thig problem, will evalve In a manber
which wllt help ensure thet toe problem of quearlsoable
or llegal foreign paymeots 1s allevldted,

1, The Response of the Buslness Commoniky

American buslness leaders have not rescied ool -
formly to disclosures concerning questionable or 1legal
payments. For example, a survey taken by the Oploion
Begearch Corporativo in July of 1975 lnilcaced that nearly
half of Amerlca's bualness execulives aaw nothing wrong
with paying forelgn officials In order to attract or retiin
contraces. [ocreasingly, corporate offlcers are begin-
nlng 1o apezl oue, however, indlrating thai Amerlcan

" compankes oeed ngt make such payments ln order o

cormpete effectively and urglog the edoption of codes pro-
hibitng unethlcal or Lmpreper caadiect, Many companies
have adopted aueh codea, Ineludleg g2ome that have ra-
ported na lnstances of guestoneble o [llegal payments.
Diaclosures of questicnable or Uegal corporace
canduct slap have prompted cutalde directors o incroase
thelr involvement L and knowtadpe of corporate affafra,
In many cases, these cutslde dizectors reportedly have
bean instrurmental in inltiating Internal lhveaelgvions
and requlring mors stringent auditiog conrola.

2, Coder of Conduct

Where questlonable practicea and payments have
been discovered, the most cemmon resaction has been the
board-of dizectora' izsuance of 8 Mrectlve ordering
cesaatlon of such cooduct, Additloosglly, many eompanles
have adopted or reatfirmed and clax|fled written corpor -
ate policles prehiblting almilar corparete practices in
the future. A numiber of thesc carparate policy state-
ments lnclude recltals that emplovess are bo conduet
themselvaa In accordances with the highest ethlcal stand-
arda, The writt=n policy statements penerally have heen
dlasemineted to employees, often gccompanled by lettars
from management emphasizing the Itaportance of compli-
ance, [0 fneoy cases, morecver, corporations alsp
have eatabtished procedores requirlng peciodle certiflea -
teo of cornpliance by key emplayeea, sod bave speciflcally
[ndicared thar rislators will be sehject to dlaciplizary
pCLlom.

Many eorporate polley starements broadly prohlbit
the use of corporate {unds or assers for any walawiul or
Improper purposes. Other companies bave adepted more
specific prohlbitlons. Some have prohlbleed pollileal con-
tributions, regardless of whether they would be legal if
made. In Jome cases the compenles alsc have speéifically
prohibited payment of commisslons, bribes, bonoscs or
Elckitachks to governmental eroployees, and others have
inslsred thar vooetraces with consultants or sales repre-
sentutlves spacify that the payee mt use any part of the
pavment for purpeses other thao those indicated in the con-
cract. Some companies have taken additlonal measures,
insisring that the specliic services to be rendered be re-
cited in the contracy; that the anmownes paid be rezSonable
and that the payee agres 0 public disclasyre of the con-
track.

Finally, many of the corpordte pallcy statements
prohlble aztablishment of any wundiscloied o uarccorded
furs or a55cty and false ar artificial corvies in corporare
bosis snd records. In addition, adequate aml zveurate
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documentarion of all accounting entries often 18 required.
To balster thaee policies, the borrds of dlrectars of =ome
companies have directed managenent 1o stitute 2ddlilozal
inezrnal avditing comrals,

tot all of the corporarions with whizh the Commijs-
zion has dealt regerd cossarlon of all questivnable or im-
prOpEr payiients to be a realistic or desirable poal., Four
companjes bave advised the Commisstan that they intead to
continue maklng certain questlonable payments, 31/ Sanca
Fe lnternaclonal, while groerelly ackoowledping the oe-
degirability of payments to miner foreign mveErnment of -
llcial® to settds tex and cugpm clalma, hax indicated thart
it will contlove to make soch payments "If no reasonahle
alternative exists, " and if the payment (& approved by the
Fresident of the Compamy. Similarly, Core Labarateries
has expressed 63 thtentien to cantibne the quearlonable
coMmiksion-type payments in cases in which refusal to dn
so wanld “adversely affect its operatioss in thar couatsy, ™
provided tie payment (g authorized by the chief exevullve
cfficer and “no reazonable alternative js available,

Rolline issuved & sbmllar pollcy stabement, o which
it |Gdleares an Leeention {0 continge cerain payments,
srating that It vegard#s the practlee 10 be o peflection of the

fact that payments o gove rnment offlcizls ere “customery ™
in certain countries. Flnelly, Caste & Cook, which bas
adapted a policy prohibltlng the ese of corporate funds fox
lmpriper purpdsas, had advided the Commlissisnh thar it
inrends by continue paymoents to foreéign govertunent gme
ployess for leglitimate services, such as securlty, thar the
forelmm rovernment 15 unakle o perform at 1es own ex-
pense. - The Compaby states that it conplders these pay-
ments to bt proper, and indicates cthat they wers not bribes
or Attempta to obtain preferential treatment.  Ferthertore,
It 15 atrempting Lo arrange for soch forcign governments

e pubdlsh recognitlon of and procedures far thewse pay-
Mmeols.

3. The Hesponue ff the Accoypting Cummundty

WMany of the ihatances of Improper or jlegel
foreipn payments examlped by the Commlssion have in-
valved cases in which nadequate or improOpér corporake
hooks and pecordsa cancealed the exisreece of these ques-
toaahls payments from the tndependent audibars, ad well
4% frmm fome or all of the members of top management
and the board of directsars. Sume cases also lovelved the
maintenance of fands ourside the normal accounrability
syaeern for slmilar purposes.

In & mamber of cazeg, thege falaifications or ln-
adequacies have been deliberame, am represented careful
attemipts of aome corpocate Pxecurlves or members of the
board of directors to copecal thelr acrvities frgm the
suditors, orher company officlals and members of the
board, In many instances, defscis {n the corporate ac-
eountabhiliey pystetn wers ingrirueed at lowe> levels in the
corporate hlerarchy.

Whatever thelr origin, the Commission regards
defecty Ln the sygrem ol cogparate atcountability tp he
matters of sericus concern, Impllelt In the requirement
3 file accurate fnancial statements ke the requirement
thet they be bagsed an adequare and truthful books and
recntds, The {ntegrity of corporate dogks and recozds is
eszentlal to the entlre reporting system admhisiered by
the Commlesien.

Cne of the most impoertant by ~produets of the Come-
mMisxinn's program o enstce adegquate discovery and dis-
tlisure of questionable and illegal payments hag been the
negeused senslilvity demonst-aled o the accomting com-

31/ It should also be woted that many of the Jeclarations |
of eessgtinn specificatly rofer poly to the cessation of i
Mege! praciloes or to the mainwenance of standards con-
Sietent wirch ke ethleal stakderds &f the countretes Lnwhich
they operate. Sume of these palicy stzterments might also
F’E I rpreted as permlting similar payments in cortain
ratanoes.

Ll

municy. The independent sccoantant’a YospOnAinility in ko
certify thar ehe finaoclal statemients of & corporation are
falrly presented in accordance with gererally accepted
gccuunting principles. Acvcpumtants are oot free to cloge
their eyes to fecte that conte o thelr attention, and in
order properly o satisiy their obligatboms, they must be
reasonably Sure that corporate beeks and Tecords are free
from defects that might cotnprofaise the validity of these
aratements.

Lo many respacis, both the Gommission's and the
publiz’s awareness of e megnitude and implications of the
problems presented by questionable and illegal faTeipr
peyments has been evolutionary, The accaunting commiu-
nity has become more sensitlve (o thip evohaion, And,
altheugt the reésponses of the accounting system have var-
ied from frm to BiTm, the overall respoaase of the profes-
slon Ee encouraging, An informal survey undertakes by
our Chief Accoungant indicates thet the following are repre-
sentative of the pelicles and precedures adopted by the
accounring profession tn respanee to the proEems We bave
identificd.

Accountng firms have reviewed and digributed o
their parmers turougheut the world copies or dipests of
relevant actlons, news storles, speeches, testitmony or
any other data relaring o these problem areas, Proco-
dures have been estatdisbed to assure that the mererials
dizgeminated ave brought to the attentlen of all members
of the flrms, and that ineetings are beld to discuss the
problern and bo Tefrforee the accounting firms policy
directves, 32/

Mator sccourting firms additonally have raken
specific steps to assist thelr clients am! to meet their
regponaibilities vo the public. For example, they bawe:

-- Extatlished procedures to asaure {at informa-
ton relating to questionable paymments is brought ta the
attention of approprizte senlor personel. o many
ceaes, the aggignment of such reaponafbility to desig-
nated individogls fn a8 firm assvres chat the sgcounting
fitm"s responge is consistent with fta responsibilicies
to ita clients and to the public;

-- Establlsted pollcles t= assure thar guestionable
O scnsitive Wansaciens are trought to the attention of
the board of directara, preferably through the andie
cornnkbtes; .

==Frepared and distributed (o corporate ¢licots
educanonal maeterials to encourage their adoption of
policies relating b ethice in business transgctons;

-~Adopted policies of ncouraging clients to maie
valuntary dlaclosures of questonable or sengitive
transactions ta the Commisaion apd encouraged con-
suitatan with the Commission regarding the proce-
durcs to e follewed, and the disclosures o be made;

—-In appropriate circumstanees, extended awditing
progedures or required thag additlonal procedures be
Tl liwend:

--Charged feprescntation letters to loclude repre-
zentatons relating to the problem of cuestorable,
improper or illegal paymenta. 33/

32/ Ore accountiag liven, In reemphaslzing ta policy
directive that vop management amd the Board of directers
be dmely advised of thess matters, stated its position
succinctly:

"We cannot overemphasize the importance snd neces -

gity of bringng these matters oo the attenttan of rop

tranggement and the board of dircctors on & timety

Fasia. Any pariner who takes it upen Rimself not o

do thls, muoet fully understand that he is seriously ens

Cacgrering the Firm and mist be willing b aceepr the

LONERIUONCEs,

33/ An example of such a represearatlon rom man-
agiment reguized by une scosundng Hrm befare sigalog
the zudit report is set farth below,;

"Veu bave been infosmead of all 'seceitive' receipes
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Establishment of Professiane] Guidalines;

- Hecenily, the AUCILNE Sandards Execustlve Com -
rittee of the Amarlcan Inatitute cf Corelhed Public Ac-
countants preparad an exposure fraft of a propoged Steie-
mient oa Auditing Standards regarding 'Illegal Acrs by
Clients, " 34/ arcached as Exhibit G, The draft staterent
discusses how accountants @ay become aware of 1flegal
coandict and the inguiries that shouwld be made if such con-
duce is suspected. Fur example, *he draft irdicates that.
while an audlor's examination does nor wsually include
procedures specifically doesigoed (o detect 1legal] acts,
auditars should nevertheless be aware that 11legal ecta
may have vcouryed which may have a material effect on
financial ststements, [f en auditor believes illegal acty
may hawe accurred, be 05 Instrucred to investigate furtier,
consulting coensel if necessary. :

The draft als7 discusses cxamination proceduraes
performed for other purposss whick may hring itlegal
acts o light. For example, it discusses evaluaticn af
internal controls and related bests of eransactions and
balancea and addidonally states thae the auditer's wnder-
standing of tosted transacticos and their Business purpeses
maay lead to the discovery of fransactlons hat gppear (o
the auditor to have =0 uasual or questicnable purpose.
The draff expresses the view that the sudlter’s owamina~-
tion should include [nguiries of the management regarding
preounting for, aod dizsclosurs of, losa contlngencies end
related communlcaton with legal counssl.  Audltora alae
are inscracted o inguire about cllents® estabMshment of
palicy directvas and thelr compliance with taws, regula-
flens gpd procedurés relevant to detection and preventlon
ul litegal acts.

Finally, the draft provldes guldance as fo the
posslble meteriallty of iflegal acts Aod the actions audl-
tora should take vpon dlacoverle such acts. And, while
it states that the suditor ls under no legal obllgation in
the prdinary case to notlfy cotxide partles, It docs lodl-
cate that, if the act i9 serlous enpugh to waxTani the
accountant*s withdrawiog fram the relacleashlp, he
shauld consult legef coundg] yepardlng whar othet actiona,
if any, should be taken.

Waile the expudure dreft 15 presently under actlve
cengigeratlen and the Cotmmlsslon (3 oot now prepared to
assess the adequary of thia praposal, we have heen en-
cauraged by the prefesalon's respongivepess, More-
oyer, the programs sutlined above demaonstrate that the
initletive and profedasional competence in the accoundiog
profession ere a slgnlflcant redguree In out contloulng

ar disbucgements and ¢f any unrecorded cash or pon-
cash funds out of which 2ny such payments have becn
ar might be made, o the Bl extent of cur knowjedge
thereof, ineluding any recommendattons of counsel
with respect to sugh matters and their disclowre,
'Sensidva" receipts and dishurssments, whether or
not illegat, _inclﬁd:e (a) recelpts from or payments to
governniental officlela or employoes, o- (b) commer-
cial bribes 0 kickbacks, or (o] amounts received with
an understapding thet rebates or refuuds wltl be rmade
in coarraventizn ai the laws of any jorisdicton ajthet
directly or through a third parey, ar (d) political con-
tributiogns, or (2) payments sr commiboiests {Fhether
cast Ln he farm of commisaion peyments ar fees foc
gunds or gsrvices roczived, or otherwize} made with
the understanding or under clroumstances that would
indicate that all or part thereof is to b2 paid by the
rreeipient to goayvernment officlais oo employoss, or as
a compnigreial bribe, influence payment or kickback. ”
34/ Rule 201 of the AICPA"s Code of Professinng|
Frhics raquires sdsersnce to the applicable generally
avvepeed suditing standards pravulgated by the insdmes.
Statemantg nn Auditing Sterdards are recogrezed ag (nter -
pretatinns of thase stapdards, and Rule 202 roquires thac
momher s depaliog feme thase standards be preparsd b
Justify fhar depdrtore.

program relatlng to questlonakle o ildegal forelgn and
domestic paymeela,

F. CONCLUSION

Ccrtain coaclualons can be drawn from e Com-
misalen™s caperi=nces to date, the maoy reporis filed,
angd the teactlan of the private sectbs concerning the
averall licpact these questionable or illegal pracrices
Lave kad on public confidence o the loregrity of Amerl-
can business, Flrst, the problem of questionable and
dlepal corporate payments l#, by any measure, serlous
and sufficiently widespread to e 4 canse for deep con-
cern, Unfertunately, the Commlssion E3 unable o con-
clude that insmnces of illepal payments are alther
isolared or aberrations llmited to a few unsciupulons
iadividsala. To place the matter in perapeetive, how-
awer, it should be roted chat the [00 or g0 companies dis-
cussed ln thiz repoxr should be vlewed ln pelation fe the
significaotdy laxrger number of corporaticoy that tegelarly
lle with the Commiasion, & total sxceeding %000,
Viewed ln thls broader perspective, the Commisaion be-
ligves thar the present évidence of cozporare dbuse,
while indeed serioug, does not suppert 2ny general con-
demneticn of Americen buxine as,

We 0 o mean to 2uggest thar the reporra fited
with the Commiselon porray the rotalley of the posalhle
problems i thls aree, Our Divigien of Enfprcement
presenty 1s examintog the acdvities of many companies
that have made diaclasures, and the activitles of var
cther compaoles that have made no disclodures to date,
aotne of these |hqelrles may result in & determination
that the companles engaged in questionable or Mlegal
activities thet dhould have beco didclosed to sherehalders.
Moreover, we sngpect that some companies have en-
gagred ln alrellar activirles that will remein undlaclosed
aod undetected, and that others will attempt (o obharure
such activities in the future, We can aoly skate that
the 38 comparles run 4 substantlal rlzk of diacovery,
since the cooperattee efforts of the various apeoches of
the fedetral governsnent are being brodghe o focus iz -
creaskngly oo thepe questlons and the expertise and
gophlsdcetion of law enforcement agencles In diacover=
ing these actlvitles i3 steadlly prowing,

Deapite the troubling 2apects of the Information
concerelng pa st questionable or llepal peyments, the
Commission beliewe g that there |8 & conslderable basls
from which te conclude that the yliuation 18 Improving,
and that theae eplsndes may serve r saengthen the
guality af corpoarare managament and public confidence
[y buginese pver the long run, This opHmlam rests hotk
on the declarattons of ceasation, alveady. mentioned,
and, mare fundamentally, on the "new governance" con-
cept *hat the Commizzion's edforremsnt xod diaclaarre
programs are abemptdng to inutill and jcg Jegialative
acd ocher proposals are desipned to enhance,

Thuag, it the Coramlealon's vlew, while the prob-
lem of questionahle or illega] corporate paymencs 1s
bt serlous and widespread, it can be conttolled and
does npt represent an lahereat defect in our econsrilc
gyatam, While the Committee may wish ko draw (ks swn
concluglaos Irorm the analyais wa have supplled, hope-
fully the foregeing comments concernlop te patterns the
Commlaslon percelves tn these date and the cenclugions
ir draws from them, will provide a useful acartiog peint,

PART II. LECISEATIVE ANT OTHER PROPOSALS

A, DISCUSSION

A3 ehe loregaing didcugdien makes clear, the Com-
miszion hzs proceeded to apply it exiating dscicaurs re-
quitemenrs o matrers brought fo e attentien (nvalving
questionahle or illegal corporate peyonents,  While we
fave not felr bampered In our enforcoment effosta to date,
the fact uevertheless remacns thet the extent of such pay-
ment3 ig far moere widcapread than anvone orviginally anel -
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cipated, and the methods of offreting and conecaling these
payments are varied and multifaceted, The Commiszion
can, and Intends to, contime ra enforce Its existlng dis-
closure requlirements (o these cases which appear ta war-
rant enforcemeont action to compel disclosurea ahoug
corporate operarigns involving such payments.

Jut, the guestlon of [legul ox queationahle pay-
rments 18 obyloualy a matter of national and interngtjiope!
cobcern, abd the Commiaslan, therefore, 15 of the view
chal Hmited -purpnse legislation in this area lg desirable
in order to demonstrate clear Congresalonal policy with
respect to & thorny and controveratal problem, For this
reason, the Commisaign wholeheatediy supports the
philesephy underlying 5. 3133, although we have drafeed a
medifled version of thac k41l aa a praferable Inglolatfve
agpproach to the losues rafeed |n this area,

In eseence, we aee three critical eomponents for
any leglalatlve gnactment governing the digclosure or
making of Lllegel or questionable corporate payTents.

Flrat, we belleve that any leglslation ln thls area
should embody & prohibirien against the falsification of
corpordte acoounting records. The moat devastatiog dis-
cloaure ehar we have uncovered Ln Jur recent experlence
with {llepnl or questlonable payments has been the fact
that, and the sxtent to which, soms cormnpanies hawve falei-
fied eatrles in chelr own books emd Tecords, A funda-
mental rener of the recardkesping system of Americen
compenies 15 the ngtion of cotporation accountabiiey. [©
seems clear that investors ate entitled to eely an the tm-
pliclt Tepreaentationg that corporstions will seeount for
thelr funds properly a=d will ner “leunder” or otherwige
chamme! funds out of ox omit to inclede such funds in the
accoune!ng gyetem g0 that there are no checks popalble on
how tmech of the corporstion’s fusds sre belng expended or
whether in fact those funds are axpended in the mapner
management later claims.

Concombtantly, we believe that any legislarion in
this area should slse contsin a prohibiticon agelnst the
making of false and misleading sterements by corparate
pificizla ox agents to thaose persons condueting audlea of
the company's bogks and records and finencial opevarions.

Finally, we helteve that any leglslatlon should re-
fquire rnanegement to establishk and malntalo Its own 5ya-
tem of lreernzl accounting controls dealgped to provide
tesagnable azsurances that corparare rrangactlons are
executed in accordance with menagement's general or
ppecific authorizarion; and that such transactions a5 are
authorized are properiy raflecced on the corporation's
booka aod records in such a manner a3 to permlt the pre-
paratlan of financial statements in conformlty with gen-
erelly sccepted accountlog princlples or any ccher cricecla
anplicable to such stacements.

The concept of Inkernaf accounting controls le ot
tew, It has been recaghized by the accounting profesalon
48 heing an fmportant responaihllity of menagement. Be-
cquss the sccounting professicn has defined the objectlves
of 4 gyatem of accounting control, the Commissien has
teken the definitian of the objectives of guch & syatem
contaloed in cur propooed legisletion foem che authorita-
Hye accounting lterature, Amerlcan Institute of Certl-
fled Public Accountants, Ftatement on Auditing Standerds
Mo, f, 320,28 {19731} -

The Commiisaion is satlsfied that the specificatlons
of ths nhjectives of 4 system of internal accoumting con-
trols found im the acoountiog Heerature can be resclly un-
derstond by {ssuers and proountpoty, Because the deml-
hant characteristic observed by the Coetimission in {ts
Program bas been the oresence of deliberaty cvasiona of
the sygtems of corporate aceeintability, the Commiesion

© belleves that Its proposed leglalazive approach will help

foster a climare in which such attemnpte will e frwstratod
by ddequate internal concrols. Mo system can fhears O
Eudrantes complete success, bot the Commilssion belleves
Ity gpproach is the appropriate ong ra adoress the prob-
lems ws have obserwed,

]

We have redrafied 5. 3132 1o embody the foregn-
ing legislatve recommendations, Before setting forth
our revised leglslative proposzls, howover, a few com-
ments aboat Secelons 2, 9 and 4 of B, 3133 appedr to be in
order, 35/

Secrlon 2 of 5. 3133 would lmpose reporting re-
quirements on certaln lesuere in commection with forelgn
payments of $1,000 or mare, A5 we have already noted,
the Comnlgslon his sufficient autherity to prescribe ap-
propriate reporting requirsmenra for slgnificant cor-
porate fRsuers.  And, while we percelve some amraction
it hawing the Coogress eet certain specific levels of
questionable paymants chat mugt be dleeloscs, we are
concerned that Sectiom 2 might dexy the Cemmigsion the
necesaary fexinility to vary ire disclasurs requirsmenrs
e fir the proclse clecumatances lovelved. Similarly, we
are teluctant & see bnpoged a bard-and-faar vule re-
quiring every reportlog corporete 1seaer, in overy in-
gtanee, to idest{fy the reciplenta of thelr foredgh pay-
ments. In some ceses, disslosurs of the ideatlty of the
person recelving much payments may be lmiportent to san
{ovesror's imderstanding of the trensacticn. Mpre fre-
quenrly, however, the identity of a particular forelgn gov-
aroment employes who recelved a payment may have lir-
tle or oo signlficance ro the iovestar, In addidon to our
degire to aee the Commbsslon’s flexibilicy preserved, we
are alse cognlzant af the fact that, as our experience to
date demonstrates, io many instaoces carporations are
unable o verlfy their indrial pronouncements concerning
thu Tecipieota of these types of paymments.

Sactlon 3 of the bill s certain forelgn pay-
ments outrlght. The Commisslon belleves that its present
atatatery authority la adequare to peymit effective en~
foreement of the federal gecurlties laws, As previously
indicated, the Commizslen has Invearigated quesclonahle
or llegal payments and Talated practices and hxa sought
the prophylactic relief congldered necazsary under the
fodare] securities laws. The Commilssion has, for ex-
emple, tn certain enforeement acrlons, sought and ob-
tained by congent of the partlss aocillary equitable relief
prohibiting the defeodants from making sich paymenes.
We will continne to do eo #g the furure,

The Commlssion believes that the question whether
there should be a peneral stamtory prohibitien againat the
making of cectaln kindy of foreign pdyments presents 4
broad issue of petionzl prlicy with impor@or Implications
for Lneernatienal trade and commerce, the approprialeme ss
of application of United Srates law to transactlons by
United States citlzens in foreign countrics, a=md the pussi-
tle impact of sueh legdskation upon the foreign Telations
of the United Staces. 387 In this coatext the purposes of
the federat securities Tawa, while lmportant, ave oot the
anly ar even the overriding congideration, and we believe
that the iesus should be considersd separately from the
fedeTal securiries laws.

Figrlly, Section 4 of 5. 313 would pive the Com-
mlgsinn authorlty o initisee, prosecore and appeal criml-
nal actions arizing under any of the provisions of the
Securlties Act of 1932 and the Securltles Exchangs Acl of

33/ Sectlon 1 of 5. 3133 largely ambedien the first
major teast of cur legislative recommendaticm, and we
therefore have not apecifically commemnted on thie provl-
ginn b, rather, have modified it o comport with the
avergll approach wo are recommending.

36’ Soo “The Activities of American Multinational
Cprpomations Abroad, " Heatings before the Suheomm. oo
hternationa: Ecosomie Pobley of the House Comm, on
Luernatlonal Belacons, 94th Cong. . 1ot Sess., 23-14
{1073}, wherr 4 represectative of the Depariment of State
suggested thar anch begislation "would be widely resented
shroad' and ooudd be siswsd by other gieernments - . .
"as a wige of L. 5. arrsgance ar even a5 (pterference in
tbelr wnternal affaiss. ™
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1334, Whether o oot this provision nas merlt as a
g=neral nolley proposicion, we think that it sould be un-
wige in divert attenttun Erom the cricical policy i3gues
posed by 5. 3132 ™ what, in the context of this legislatien,
must surely be characrerized as a peripheral lagye, We
prefar that any such provision be coptalned in separpre
leglslacion, at & tlme when full and capeful debate could
be had oo its merits.

H, DRAFT LECISLATION FROPOSED EY THE
COMMISSION
o Commiszion proposes the following for Con-
gresslosal consideration:

A BILL
Ta amend the Securities Exchangs Act of 1934 o pro-
hibit cetraln izsyery of securities from falsifying their
books end records, and for relared purposes.

Be ir epscred by che Senate and House of Repre-
genratives of the Uniced States of Amerlca In Tongreas
asgembled, = ]

That Secticn 13(h) of the Seenr|ting Kerhangs Act,
15 0.5, C. TBm(k), 1z amended by retumbering existing
Fectlon 13(b) as "Fection 13(bH 1), and by adding at the
end of new Section L3(bil}, the fpllowlng subperapgraphs:

(b2 Yvery izsuer which has a class of securi-
ties reglotered pursuant to sectlon 12 of this title apd
every 85uey whlch is requited to flle reporta puravant bo
Sectlan 13{d) of thla title shall

"fA) make and keep books, records and acoounts,

which accurately and fatriy reflect the tTansactions and
dhapgsitinns of the assers of the isguer; and

"(H) devise apd maintalo an adequate syatem of
internal accounting controls sufflclent ko provids
Ieasonable assurances thar

"fi} tranaactions ate executed In eccordance
with management's general or speclfle authoriza-
tlon;

"lii} rrapgactions ate tecorded as necegsary

(1} to pormiy preparatipn of Iinanclal sfatements

in conformity with generally aceepded acomuneing

principles or any sther crlteria appllcable ta such )

statements and (1) o mainealn accounahllity for

azaecs;

i) access to assets 1s permitted coly in
acpordance with management's authorlzation; and

“[ivd the recorded accountabllley for ssuers
iz compared with the eXistlng assets at reaconahble
intervals and aspropriate aatlan is teen with
reapect to any diferencos.

"33} It shall be unlawful for any peragn, dicectly
or indirectly, o falsify, or cause to be falzlfled, any
baok, record, account or dacument, made ar requited
tn be made for any accourtlog porpose, of anpy issuer
which he3 a class of securltles registerad purauact to
gectlon [2 of this clele or which ia requlred o file repores
pursuant te Section 15{d) of thig title.

"[hid) Tt shail be nnltawful for any peraor, dlrect-
l¥ or indleactly,

"{4) to make, bt cduse to be made, 8 materially

false or misleadlng statement,. or

"{ b omlr o state, or cause anmthar person to

ot to stats, any mavertal fact necassacy in arder o

Take apatements made, (3 the light of the ciroum -

stances undor which they were made, oot mlaleading.
fe &u accountant In conneckion wlth any examination or
tudie af an igscer which has a class of securities regls-
tered puesuant to section 22 af this tirle or which is re-
qutred o file reports pursnant to Sectian 15(l) of thia
titke, or in cennection with any examinarion or andlt of ac
igguer writh respect o an offering registered or to be

reglgrored uncer the Securitles Act of 1933."

C. SECTION-BY-SECTION ANALYSIS OF COMMISS O's

PROPOSE I T

The proposal amends Seceion 13k} of the Securj-
tied Exchange Act, 15U, 5 C. PAmb) by adding new syk-
rections (o)), {0103y and By,

Subsecrion {B32) would apply to issuers which
have sgcuritkes listed on an exchangs pursuant to Sectien
Li{b) of the Securiries Bxchange Ack, 15 U5, 00 1),
to jguuers which mest the tequlrements of Section T2(g)
of that Act, 13 UL5. C. VEL(ES and to lssuers subject wo
the reporting tequirements of Section 13{d) of the Act,

153 1. 5. C. 78o{d). This subsectinn imposes an obfigation
an thuse l3suers hoth to malntain books 2nd records
which accurately and falrly reflect the transactions and
the dispositions of the assees of Ehe izsders, and o de-
vise and malntaie an adeguete system of internal dccount-
ing controls sufficiéot to provide reasooable assurances
that, among other things, traasactions ace recorded as
NECESPATY te porinit the preparatioo of flnanclel state-
ments M eonforrnity with generally accepted accounting
principles or any other applicable crireria, Because the
actourting prafession has deflned the chijectives af &
system of accocnting control, the definition of the objec-
tives contained in this subgectlon is taken from the authay-
itazive accounting lleeracure. Amerlcan Inktiture of
Certified Public Accoumtants, Statement on Auditing
Standardz Moo L, 320.23 (1973},

' Subsectipn (b1(3) of the proposal would make it bn-
lawfol for any person, directy or indirectly. to falslfy
any ook, recard,.fccount or document malneained, oz
required to be maintained, for an accountlng ourposs with
Tegpect to each of the three clagzea of iasuery subject to
subsrctlon fp(2) of Secton L1 9f the Securities Exchange
Acrof 1934 {"A2r™), 15 L5, C. 7Bm(b). This subsection
prehibitz not only afflrmakive false statements but also the
frilure to make entrles, or the failee eo obrafn or create
documents, neceasary or proper accounting records.,
Toncepty of aiding aad shetting, and jolnt partlcipatlon e,
a violatior, would be appliceble under thia proviston, in
the same manner a8 they pave traditicnslly been applied in
both Comemissten sctinng and private actlons browght '
under the securftles laws gensrally.

Suhaection (b {4 woiuld prohible making false or
misleading statements orf omitting to state facts neces-
sary to be srated oo an accountant in connection with any
audir af the three classes of ssuers identlfied ln subsec -
tion (hbid of Section 13 of the Act. Thia subsection
wonld alzo apply audlta in connectian with a securlties
offering registered or te be reglstered under the Securi-
tles Act of 1833, As with subsection [b)(1) of the propoasal
discussed above, aiding and abetting and loint pasticipe=-
rign would oe subjoct to chia provisiono.

I AN APPROACH 10 ENCOURAGE THME ESTAELISH-
MENT OF INDEPENDERT AUDIT COMM[ITEES

AND INDEPEMNDENT COUNSEL T ADVERE THE
BDARD OF DIRECTORS -
The leglalatian we have proposed should remedy

the mast pervastve characteristic of the g2ses bHronght o
the Commission's atteuttcn in this ares, namely, the
deliberawe fatzification of corporate books and recards
and ather muthods of dispuizing the source or Mshursc-
ment of corporete funds. Acdan 1o frther enhance the
creadion by public corporations of aucit comriness com-
pozet of independent ditectars bo work with outslde
auditnrs would, hewever, serve as a valssble adjunct Lo
these legizlatlve proposdls. Similarly, corporaie ac-
countgability can be strengtheoed by making the role of the
Board of dirveciors mare meanisgful and separating the
vritival aspects of the finctions of the board and Endepend-
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ent counsel. This, of coyrse, refses gaeslions concern-
ing oprimem relatlonship seneean ourside acd inside di
recoes and whether memoers of law flems which hawve
the respursid e of advising the corporation, including
thie board, should alsg sepve a5 members of that board of
dirgctors,

The importance af the zale of the board of dires-
roTh, independect aedit cemmiltees and ndependent coun-
sel heg beer illustzated by the Commission's caforce-
mert actiond in the ared of geestickible or fllegal cor-
porate payment2, Significently, in some of these cages
a0 audlt committes extzted,  [n the others, with @ alngle
exceprion, adit committers either operated snly daring
& pertion of the rime when the questenab’ payments
were allcged to have been made, or were not whelly in-
dependent of management.  Accordinely, the resoivtion of
these proveedings typicaily has involved esrablishment of
a carzxmittes camprised af independent members of the
Roard of Directors, chaxged to conduct & fu!l investigs -
tion, utillzing independent Jegal counsal and cutside andi -
tors (o cendweel the necessary detalled ingulries., The
thoraaphness and vigar with which these cammireees have
condicred thelr investigations demonsirates the Impor-
rance of enhaocing the role of the board of directors, es-
tablizhing cntirety Independent audif cormnmiicees as
permanant, racher han extracrdinary. corporate o¥gans
and encouraging the Board to rely on independent counsel.

With these rhoughts in mind the Commisaion has
beer conaidering various sapproaches to sccamplish these
impoztant objectives. As ap initlal step, we have agked
for the vlews of the New York Stock Exchange with re-
spect tp 8 revision of its policied and practices a5 a
practical mesns of effecting therm. 17/ Acdon lniriated
by the New Yark Stock Exchange at this time weuld
diminish the peed for ferther direct government regala-
1lon and =et an imporeant example for orher self-reguis-
tory organlzations.

EXHIBIT A
Thie following tables summarize the information

publicly disclosed in filings submitted to the Securitiaz
and Exchange Capitnlssion on o7 before April 21, 1975,
The fillngs of eighty-nine corporations are analyzed
hersin, * The follawing practlces were Lollowed Ln com-
piling these rables.

a7/ %ee Bxhibit D herere, leer dated May il, 1978
Irom Rederick M. Hills te William Batten.
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The torapanies thar patalned e infermal views
of the Commigeicn prior to making disciosures ave
idenrified by 2 dochle aeterigk (%) 0 soyme cases
brought ta the Commisgion, it ook ne posttlon.

‘Fhe Commleslon’s staff atterped Lo 5voild making
subjective judgments to the extent posaible iz compiling
the chares. Whensver posstble, the stafl sought to
charucrerize the qenduct in as close to the company's own
terris as rhe Hreited format gllewed. The staff addition-
ally avalded ineroduc g noo-oublic izfozmatir it the
coaT S,

The vategnTies that are descnibed in thewe
tables provide only general breakdawns of the Teported
conduct, Chyigusly, cenduct of the nature and warety
of that get forth herein does oot lend icself to casy
categorizatien, and there 15 a conglderable uverlap among
the classlfications conralned in the tables.

It cases o which the corporation maede a state-
met that appeared to repart & category af condoct coe-
tained in the table, o representation was entered ix the
charts, Where no statemett of any kind was made tc
EArding 4 particular categmry af conducet, thar category
wag reported a5 Mot indicared.

In complling the tahler, the Commission #nd its
512ff made oo efforc o verlfy the information contained
in the public filings. Thus, the Commizeion's veport of
+hig informatipn should [n oo manner be consideced an
affirmation of ite accuracy or a judgment as 1o the adequacy
of the disclpsures under the federal securities laws,

Finglly, although e Commlaslon believeas that
the tables provide an accorate overall picture of the kinds
ol conduct reported herein, the limirartans Bkerent in
summazization of this kind of information render the
charts an inappropriate source for determining the pre-
cise conduct of any particular corporation. The Conunis-
sign sugge=ts thar persans interosted in this information
inatead congult the publlc documents on which these tables
are based.

£/ The companies that suhmitted more detziled
reports gursuant ta court order arve set forth separately
in Exhibit B. Exhibit A does cootain, however, public
disclosures made by companies that have settled Com-
mission actlens It have not completed and submitted
reports, Exhibit A does not contain the sutmisslony of
the J.I. Czse Company and the Midwestern Gas Trens-
mission Company, Both are subsidlaries of the Tenneco
Corporation, amd their filings largely duplicate dat of
Tenneca, which 15 dlscwrased herain,
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FXHIBIT B

The fAllowing is 4 sumthery of the stx regorrs pre-
pared and fillec with the Unired Srater District Courts and
the Comonisslon parsuant o gettlements of Commizzion
actens agairse the corperations.  Rach of the roports was
rojuired to be attached ag an exbibit ro the company’s
Current Regport an Farm 3-K. In wiew of cthe significatt -
ly greater degree of detail ia thesz reports ik comparison
e oSt oiber discliosurea, these raporte have boeo sum-
marired separarely.

These sutttrnarles present a geoeral ¥iew of the
matters set furth ip the reposts, They are aot larended
10 be inclusive. Morepver, in view of the limitations in-
hervenr in smmarlzing sech a sipnificant body of Infor-
mation, the Comtmisalen strongly urgza that persons in-
torested {n the conduct of particular carporalivns contained
in this exhibit caonsult the actual reports themselves,

Alse conrelned In thls exhibit is 4 dezcriprion of
the facts alleged [n alght other cases, the most recent of
which was flled on May 13, 1976, Ina!l of these cases,
he corporate defesdants consented o permanent njunc-
tiohs sgainar violations of the federal securities laws wirh-
aut admitting ar denying the allegations st foTth In e
Ceormlaaion's complaint and described hereln, */ The
facrnal allegations described in this porcion of exhibh
should be paad with Ehat Temitetion in mind.

AMERICAN SHIP RUILTHNG OOMPANY

- The report, compiled by 4 special review commir-
tze compriged of cwo outalde drectors and an independent
rhairman, was filed on Apzil 25, 1975, purauant ro the
termne of 8 jrdernent and ordar entered agaivar the Ameri-
can Ship Building Company. It generally iodicated the
Tollowing:

Domnestle Politdeal Contributions: The repart in-
dlcaras that aelected employees were pald bomuses of
$30, 000 in L970, $25, 000 in 1971 and 542,325, 17 In 1972,
After receiving these Lonuses and paying taxes thereon,
the selecred employess would he directed 10 vontribote the
remalnder o various political Hgures. The Review Com-
mires decided thar the $42, 325. 17 boous pald by the com-
pany o the nine zelected employess in 1972 was & quea-
ticzable expenditure and should be vepaid to the company
by 1ta principal offirer.

Jthexr Domestle Payments: The repart dld mot in
dicrte whetheT other Jomeste paymenis were paid from
corporace funds.

Forelgn Political Contriburlons: The report ol oo
sta:e wherher [orelgn politicel contrdhitions were made
from corporatc funds.

tfuesifonable Foreign Sales-type Comirnissions:
The repoft did Lot Indleate whether questonable fmretgn
sales-type commissiens were pald froem corporace funeds.

Payments to Foralgn Officlala: The report od nor
indicare Wheather payments ta {orelgn officials were mads,

“rher Forelen Paymenra; The report did not indi-
cute whether other forelim paytoents were mads from coc-
purate funds.

Boaka and Records Problems: The questionable
bonusea dlacussad above were recorded as bonusss oo che
company's boeks and records. If che concributicns made
from them should be deemed to have been made Dy the
compatly, recording them in chis manner would be ques-
flonable, The reports did not indlcaee whether aches pos-
sible bocks and records prailems exiaesd.

[ 5, Tax Llallitdes: The ropor: did not Iedlcate
whether problems cxist cegarcdlag the company’s UL 5. rex
liabileies,

i!'-1ansg_egy__f:'_l<nmlmlge* The report indiceres thae
the catnpany's tap menagetnont was aware of the bonos pro-
gram and :ha: ir wag exstablighed 1 disrrioute nods o

Y/ Oncase, Seourities and Twrchange Commilsslon v,
¥alvex, CCH Fad. Ses, L. Rptr, pata, 05,226 July 7,
1973], wag Urigared by one of tha individea! defencents.

varinus politlzal organizations, Key manegemert afficiala
were involved In the program,

Cegsation: The report indicates that the company
spparencly terminated the bones progratn afier it was
di=cloged to the Watergare Commitket. THe report neither
Indicates nor recommends future company palicy coarges
or other measures to agsure that there will be no repett-

tivn of such questioneble payments,

ABHLAND OIL THC,

The report was filed perauant oo the tenns of &
judgment and undertaking extered on May 16, 1%75,
azalner Astland and some of 1ts principal officers. It wasg
prepared by & apecial review commlttee compriaed of
outaide dircctprs of the compeny. The apeclal commitree
recained independent counsel and independent accountangs
to 8msiat in the investigatton and in preparation of che re-
port. Melther the counsel nov rhe accotnrants were Aah-
land's regulsr cutalde coungel or suditors,  'The Tepor,
dared June 28, 1875, was [iled with the Commlasion and
the L, 5, District Court for the Discries of Coturmbla oe
Fuiy 7, [%73. It revealed the following:

Domeytic Policlcal Comriburlons: The repart dis-
cloged that Azhland made darmesarlc politlcal conteihurlons
from corperate funds totalling nearly $350, M) during the
pertod 1947 to 1972, The report indicated that a coral of
#2125, 700 expended from 1972-1974 constituted lepal con-
tributions, The bllowing sums were repoTted bur not
{dentifted &8 legal, however: 1967 - A6, 300 1968 -
$239, a00: 1969 - 546, 300; 1970 - 371, TO0; 1071 - §54, 300
1972 - §256,815. In additton, the reporm indicaced that
371, 700 was “presumed to have been paed" for political
contrimitipns duritg the 1%67-1972 pertod.

Orher Damestle Paymenta: The repert indicated
thar §13, (00 was patd by 2 subhygidiary of the company in
1970 in responare to an extortignete demand by a locsl
govarnment offictel. Federzi erlminal charges subse-
gquenily were brovght in cornectlon with thie paymont,

Forelgn PoHrlcal Contrlbutiond; The reporr indi-
cated th?ﬁﬁﬁﬁﬂ?ﬁé‘dﬁ',—[ta, fapproximately B5%
owned by Ashlend 0L, Inc, ) made political coztribytions
of corporate funds In connectinn with federsl and provin-
clal elections ln Canada., Fron Seprember 1570 through
Septamber 1974 the total amdunt axpentled far such put-
poses was approximarely 5123, 000, The reper; ipdicarcs
that the Chairman &md Chlef Executive of Ashland - Canada
advlaed the Speclal Commilrtee that, i his opindon, such
payments wert not prahlbited by applicable laws.

Fayments ta Foralgn Officials; The cotnpany pald
5202, D to officials In & {oreipn country Lln canneccion
with the aoqulalelon of petyolewrn rights and the travefer
of aperating perinits, The report alac gtated that in 1947
and 196% the company mede paymenta tatalllng spproxt-
mately $50, 000 ta 5 grovp of Endividosls whe wore to oro-
vide "consulting aervices” to dagist the company 1ln the
[nlrlarian of a reflnery projest in ancther condry. This
group included offlclals of that oouncey.

The repate aratas rhar o 194%, Ashland'a Chief
Execotive (Hfcer peruvnoally delivered $7, 500 o an of-
ficizl of a third forelgn country. The report further
srates char the company exprnded §2, 300 of corporace
matles on behalf of anther officlal of that country, and
thar all oT part of a 100, 300 paymert by the company o
& cansultanr in that conntry may heve bean paid by the
consultant e apcther offteial of che nrttonal petroleum
company of thal country.

Other Farsien Payments: tn contection with
Ashland"s attempt= ir the late 196018 to scoure husinesa
appertunleies ko a foreign country, the company mede
substancial payments 1o ¥afions consulianta,  Thirty
tbpusind cellars of the amounts paid ko o paedcoulsr con-
sultane wers oot savsiactorily corroborated by the
speoizl committes. The commifiee was anable to deter-
mike to its aatisfictlon that sugh amounts were received
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by liz: and were not uaed for political or illegal phrpoges
in the Unived Stetes or cverseas.

Additional payments znd trangactions, totalilng
F162, 300 durlng the perind 1967-1970, were ldesified
45 having been effected with virtwally oo written docu-
mentaclon o wieh lnadegus e suppotting documentation,
[n alimoae evary case, they lavalved cverseas cash
disharsemenss (o senior offlcers of the company.,

Eooks ard Records Problems: hlost, if oot slb,
of the transoctions generating funds for domestic pay-
mexts were hinproperly reflected on Asliland s boaks
and records, Cash wos gensrated lur the fund pringi-
pally by overacas wire transfers [¥or cOMPELY accoUnts
at comestic banks Lo overseas corkssposdent banks,

The firends weuld then ke withdrawn by a senior corparate
oilfcer and secrey returoed to corporate headquarters
in the Unlted States, False ectzics fe.g,, “lawereom-
paty advances - -exploratien/production”™) were made n
the company's books and reccrids to cover such transfiers
snd disbursements.

1,5, Tax Llzhilitias: As a tesule of the Improper
entries oo campiny 4 books end records, iimpropex
deduacticna tetalllng 4t leaat 5429, 997 were taken by
Aghland in cotnsctleon with its Lnited States taxes, At
the time of the peport, the company had enrered lnto 2
gemtlement with the [R5 a3 o ¢eTimin yeara ln quesclon,
and it was understond that the IRS was contiruing to oe-
view the kX IeturnA [T the remaining years.

Mepagement Knowledge: 'Ihe great majority of
domes+ic payments were made oy means of an off-books
cash fuhd kept in an offlcer’s gafe at corporace heed-
quartexs, Senior management of the company, licluding
the Chairman #nd Chicf Excoutlve Gifjcer, YVice-
Cheirman ard Chlef Adminlstratlve Offlcer, ag well as
a numhber of ather senlor officers, weee not ooly awale
of but were actively lovalved bn the operatlon of the fund
and partletpated In the diversien of corperate monies Lo
the fund and Ln meklng dishursements therefrom. (A
total of more thap $8XI, 003 1n cash was funneled dirough
this fund over & seven yeuT perlod,) There is pleo evi-
dence that certain former principal offlcers of the
corparation may bave made contribaticns from corporate
funds lp addiflon to those specifically ldentified in the
repoxt. Seniar offlcers of the company were girectly in-
volved In and sware of moar of the forelgn paymenta
identlfied ahave,

Cesgation: The yeport contained nlmearcis
recommendations by the speclal committes with respect
to the ceasation of the practices deseribed in the repert
and estaBlishment of new contzods over certeln business
actlvirles apd practices, Recommendationd also were
made regarding certsin maters of corperate arructure.
The princlpal recommendatlons, with the acticn taken by
the Boerd in respopse therets shown in parenthesia, sre
43 follows:

(1} Mo polltlos] contributions shpold be mads by
the corporation, whecher lawful or not.  {Adopted,
except for polltical contributions which are legal
under a4 foreign country’s lawe)

{1} Adeption of a polley and apprepriste imple-
mentiog provedures agalnst the use of corporate
assets for any purpose llepal under the taw of the
jerisdletlon where the rangacticn oveurs. (Adopked
with speclilc recommended procedures [o be
Ceveloped and submirted for further Board conslders -

tic

n} ]
{1} A polley againsc the malntenance af undls -
clesed fands oI wnacceented for expenditures, [Adept=
ed]
{4} Establishmen of addirvonal contrals over cash
AMshursements, oy example, ail disbursements from
COTpoLate acoounts 1o e made naly by check payable

to the cleimate payees no hearer checkn or checles paya-

ble o cash. (Specifiv control proposalé refermed to
sudir Cam-alttee]

| purposes.

a7

{5) Various recommeldativus regarcing stregtien-
ing of the corporaclon’s loternal Audit Department, re-
stging vontrols pver corporets bank secounts and bor-
rowing, controls cver the uae of corporate zircralt,
er:. (Execurive Committes 10 review apd report to
HBoa 1}

() Hstebi{shrment of contrel procedures with re-
sqect To arrangements wich consultanez, Soch as re-
quiring senlor cificer or Board approval for waricng
levels of expenditures aer? requiring an attestacion oy
the conzultant that he will 2ot return any funds toaf-
Boe s or employees of the corporation and will not
make Hlegal peyments o thizd partics. (Mo action)

{7} Change Ln composition of the Board of Directors
to a maxlmyeen of 15, with 3 majority tw be neither of-
FiceTs oot employess of the corporaton (the peard then
existing was camposed of L7 direetors, of which 10
wore “lnslders. '} {Heferred to Direcrors Commitres
for subsequant report to the Board)

¢4} Chaoges li O Hxecutive, Audit and Mominat-
g Commltcess of the Board of Direttors to ingredse
the proportion of cutside Divectors on esch, (Refere-
ed to Directors Commlttee for aubsequent repart o
rhe Hoard), ’

GULE OIL CORPORATION

The Ut G peport was cotnplled by e special re-
view committer comprleed of oo of the cutside direcrors
af Gulf and the ehaicrman of the cotnmireee, wheo was com-
pletely Lndependenr,  The committee retained ourside ac-
countants and counsel to assleT In irs investigathan. The
report was filed on Tecember 30, 1975, It disclosed the
following:

Domestic Political Contribotiozos:  The repoxe dhs -
clozed specific domest:c pelitleal eontribotioms {includlng
Elfts and related expenscs} froan torpevate funds etalling
approximately §1.4 milign from 1960-2872, The rcpart
further disclosed thar during the period Gulf had approxi-
mately £5.4 mitticn remcned to che United States fromm
forcigh countrles in off-backs transactizes to be used for
political eontributlons, pitrs and related expenses.  The
Commitses was unable o detezmlne the dlspositlen of
aver $4 million of This toral,

Other Damestic Paymenrs: The repore daes not
indirake whetber otheT domesiic paynents were made
from corporate funds.

Forelen Polltical Contrlbutions: The oeport Endl-
cates that the company made foreign pollticel congribe-
tlons in seven cauntriee otelling approxlmarely 6, % mil-
lign dariog the vericd 1960-1973. In some of these
countrics the payments were logal; in others they apparent-
Iy were not,  With respect to these contzlborions that the
cammilles was able to trace, the report identifios the
recipients amd dlscurses the circumscances [nvolved.

Questicnable Foretgn Saled-Type Sommlsslens:
The committee did not fad any uneswal or excesslve com-
micslnns. However, it recunmended that the Boazd of
Dlrectors instituce a zeview of all cammizsions aod con-
gultancs fees,

Fayments to Soreign Officials; The report credted
sll payrments to soreign oficials as foreign political con-
tributions, discussed above,

Chher Forelen Fayments: The teports indicated
that the Commites Eves%gamd leads in approximate] ¥
eleven foreign countries which proved fruidess,

Foaks and Recorls Froblems: The roport de- |
serlbed the Lse of 4 substdianry i the Bahamas m laumder
epprocimately L0 miltion for buth forelgn and demestc
ese, ‘The compoany would disbuerse approximarety 3506,
000 a wear o the subsidiary, which would be capimlize
as operatng cxpensas of e subsidisry. Dwery few
werks, approximately $25, 000 would be brought back w
the United 5tates to creame as off-boaks fumd for domesda
The report alsp discyssts the false acoolnt-
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lng ased in connecton with spprosdmarely 52,3 cullion
uwzed Ior forelgn contribukicns,

L. 5. Tax liability: The RS ls invesHpating to
ﬂl:termine whetler the company bas addiconal tax linhi-

es.

MMapupement Knowledze: The Teport concluded
that cevtain past top officials of the company koew of the
questionable and (Megpel activittes and thar others current-
ly In the eompany's management should bave mown of the
acdvides, A past Chairman of the campany and two pagt
Executite Vice-Presidents reslgned as a tesult of thpye
activitiea and the Secrecary was remaoved from the
poaitlen ard glven a posiden in the company's fegal
departmant. Addidenally, one director {foend to be in-
volwed did nat run {gr re-electon,

Cessatlon: The report copcluded that Gul®'s
cp.LeEtlnnaHe actvinas have been effecdwely rerminated.
The »eport disvussed the changea [h corporate policy on
which it besed itz belief, Lncluding:

{11 A staremert in the Folicy Manual that illegel
contribedmme of corporete fimds are problbited end
acdvities in this area must be reparied tm the Chief
Executive Ofiicer and the Board;

{2} A requirement that approval of reminer and
consulting Agresments exeeeding c£riain amomes must
be pbrained at a high level of management;

(3} Establishment of & pelicy of compliance with
all laws and reguladons of alt countrles where (Fulf
Qperdtrs;

(4] Tnstltntion of dghter eontrel over bank
aconunts; and

(3) The requirement of anmial represencation
letrers from cortain caecutives and emplovees,

Thc veport alse indicated certain accombing
procedures had been changed in an effort io prevert such
activides and recammended certain ather changes to the
Company.

MINNES{T A MINING AND MANUFACTURING {OMPANY

The report of the Mirnesst Mnoing and Manu-
facturing Company ("3M) was propared oy 2 spocial
apent, fudge Williamn P, Murphy, & retited Assoclate
Justee oo the Minnesom Supreme Court, upin comple-
ton of an invosdgaton which was condusted pursuant to
& Judgmeat and undertaldnme entered agninst the company,
It waz filed wirh the Company's Form 3-K for the month
of November, L375. Generally, it reveals:

Demesde Polldcal Contitudans: Berween L3943
and 1963, 3 wal o . o corporate funds was
misappropriated and placed i a secret fund o be psed
for duommestc corporate poligeal coatlibitions. O et
amount, 5343, 73 ulbmately wes used for domeorde
corporate polidcal contripntana from 1963 o and in-
cluding 1972, Although seme oxuellutions were made
states where such corporate contrelburtoss were legal,
the ya st majerity of this amownt was legally contributed.

The assests af tee secTer fumd weTe generared
through flctlous foreiyn insuTenee premiums issued
Tromm 1963=-1972, and through kekbecks by a foreipn legnl
conseltant frop 1967-1060,

Other Domesde Payments; The “enort indicated
at no othel coTporet domesHe payments were dis-
coyengd,

Foreign Political Contribarions: The repert indi-
cafed that oo corpommte forvign politlcal contribobions
wrre discovered,

Questicnable Forelpn Sales-type Commiissions: The
report indicared that no other corporate forelpn sales-
tyvpe vamnlashins were dscavered,

Fayrents to Forelpn (Mfrciats: The investigerion
revesled that in 1577 2 paymeat of ¥92, 000 wes made by
the Managpingr Ddrector of @ 30 foreign subsidlary to 2
forelgn custorms official to avold liabllieles and penalries
arlzing from an alleged cvasios of costoms payments.
Herause such parmoent was enauthorized aad contrs ey to

S policy the individeal was relicved of his duties, as-
gigned to another pogition with 36, and required to e
cure notes in the amount of $52,000 to 3h,  The repor
did nat diaclose the identley of the foreigth countTy, foreip
subsidlary, or mandging divector In light of the amall
zize of the suhsidéary, which aczounted for 1853 than ape
percent of the capsolidatad sales and prolits, and 1M's
¢latm tat such disclosure would imperll the companys
brvestment, expose 163 properor to expropriation, or rp-
Eulr ip ¢osty harassement. -

Cther Forelpn Payments: The teport indicated re:
no other fovelpn corporafe payments wers discovered,

Book= and Accords Problem: The assers of the ge-
cret fund wsed to make domestic political contribotons
were [alsely recorded <n the books and records of 30 as
foreign insuTance premivm cxpenses from 1963-196T ang
a8 foreign legal expenses from 19697 thoough 1969,

1L 5. Tax Liabiliny: Because all of the sums placed
in the e<ret find were recorded as insurance and legal
expinaes and duducted in computing federal meome tax,
the computations on its tax return were in etror, At lag
repart, two of the individeals responslble for the policles]
contribution schemes weare Under federal indictmenr as =
resulr of the lilings.

Miana gement Knowkedps: The Fresidenr and vice-
Prrsident of Fuoance actively paxticipated in the actlvities

conpeeted with the political contributions, as did the cem- =~ -

papy's Director for Civic Afairs. Subsequently, another
President algo authorlzed dislursements from the secret
fund, Luat & oor parvicipare in its replenishment.

Ceagatlom, Dormestic polltical contyiburlons wen:
not made after 1972, ot which time the then President
became aware that they were llegal, On Aogust LS, 1972,
the Fresident caused 3M voluntarily to contact the Special
Prosecutor s Office to inform §t of the fund's exiftence
and vye, Subseguently, JM and che President bath pled
guilty to violations af the Coreupt Practices Act and fines
were mposed on both,

Az 3 direct conseuence of thesa unlawful corparate
political centributions and the resulting crlminel comvic=
tions and <ivil injumcticns, three offlcers resipned. An-
ather was to retlre in L9765,

Other thao a statetent within the report that 3hi
had accepred the absve rerignAtions and has taken steps
0 roinitni2e the possibility of 4 recurrence of a simitar
cvert, no other steps to mininire the possthiliny of 2 re-
currence are ceported, Tha repert mentioned :har che
Audit Comriter made up of "oursldera” it a gignifican:
deterrent to similar future activitics,

PHILLIPS FPETROLEUM COMPANY

‘The repovt, filed purguant €6 a judgment and oxder
enpered ageinst Fhillips Pevrolenm Company as parr of &
settlement on March 6, 1975, was based on an lmeestiga-
tign conducted by autside counsel. One of the parmers
of the firm Tetained to condict the dovestigation was an
outside director of the Company, The repoert was dated
September 24, 1975, It indicated:

Domestic Folitieal Coneribubions: The report
dlsclosed chae Phlllipes made domeaic politicei conryiba-
tlons from cotporate funds toteling approx maeely
%585, 000 from 1964 through 1972, The cantributions in-
cluded $215, 000 contribueed in eonjunction with state
electiona; $70. 000 contribabed (o varlous candidaies in
conjunceion with polidesl dinners; $125, 000 contributed
to Congressional candldates; and FEF5S, 000 contributed o
Prezidenual candlidates. The report did oot acempt b
dostingruish bevwsen illegsa] and 12gal contributions.

Jeher Domesdc Paymenta: The report dul oot
indicare wherher othcr domesrcic payments were made
from corporate funds.

Foreige Poligcal Contribujons: The repor: did
not indicaes wherher forzipn polided!l contributions were
mad from corperatd fands.
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Questonalle Farejpn Sales-type Commissicns:
The reporr dld ot inGlcate whether quesonahie fureign
Sty -IyPE COMmigsions wore pad from corperare fands.

Faymenes ro Furcign Giflcials: The repett did
e indicats whetaer payinents ra forcign officlals were
made {roun carporate fiutds,

Other Foreign Faymenis: The repert indicated
that $1, 258, 100 of off-Dooks cash was paid ko twa foroign
indlviduals lnvolved i a consgucton project by Fhilllps
in a forrign counery.  ‘The Toport indicates that chls pay-
ment, which was rar properly entered 17 Prillips' books
amd records, was for services rendersd 'o Phillips i
connection with e prajoect and was made sceretly o
etable the b irdivideela o avaid iccome taxes by thelr
COUNETY.

Boowe and Records Problem: Beplening in 1963,
Fhiilips distursed over §2. & million of corporate funds
to two Swiss accounts. These digbursements wers made
hy means of false end fichbcus entries oo its books an:d
records. 52,1 million of the tatal was represened as
are CWErPayrnent on 4 coneract.  The balance of the fund
was geferated by means of & secrer discaunt whick
Phitllps Tecejvad in conjunction with 3 [ansporadon
contrect. MNeleher of these rebates were reflecred on
Fhill:ps' books and records.,

UL 5. Taw Liability: The $2.8 milloa ie the slush
fund dlscussed above was not Teporeed a3 Incone by
Fililps. Subseguently, it has been so reporred. Ewi-
dently, Phillips dld pot ¢laim any deduedons for the pay-
ments it made. The IRS is investigating the company's
L&} FerUrns.

Management Enowledpe: The chief executive
officers of Phillipsm TH6T and 1964 weTe Tospongible for
eriguiating the fund., The schscquenr chief executve of-
ficers were ewars of and controlled the fund. The report
indlcates that few ethers in the company knew of the fund.

Cessafion: Since Phillips' consent o the entry
of permanent injuncoor, the company las issoed ¢ dimee-
dve ta the heads of staff under the signemzes of the
Chairman and President, probibiting che creadon and
mairterance of secrei of unrecorded fands of assety wno
the recordlayg of false and fletdeious enteles in books and
records of the vomparny, ahd reiterafing the company
policy against tha use of corporate funds for unlawfil
FUrpascsy,

#lge, the commpany’s board has acted to carry oot
the requirement of the judgment thar it maniior the
avdvitics of the company on a condnuleg bases to present
recurrence of che offenses which had been the subject of
acton. By a resolution adeprad on June 9, 1973, the
board recited the terms of the final judgrment of perma-
newt injunction and undertaking and d3signed exrensive
new responsibilities in connsction cherawdith o the audse
committes, Pursaaoe oo that fesclubdon, the auwdt com-
mitee js engaged in establishing, in congultabdom with
the company’s putside audicers and comptroller, repost-

©ing and auditlng procedures designed o enaure ehe oh-

scrvagen of che termye of the final judgzment,

NCRTHROP CORPORA TION

The repert waz filed pUrsuant o the wrms af
a judgement and undertaking entered Aprid 17, 1975,
dgalnst Mortbrop ang cextabn of irs pringipal officers.
[t wes compiied by the outside ditectors of Morthrop's
Execurive Commirtze. The Committee retained inde-
Betdenr accounranes and independent counsel to igvesti-
Eate and report on the natire and sxtent of corporate
Wiseondust. The report, dated July 14, 1973, was filed
wirk the Cormimisgion and the Ualred Stetes District
Conzr for the Disedict of Columbia, op July 17, 1973,
In Efneral terms, it revealeg:

. Domestic Folitical Contributions; The Teport
tlsclgsed ¢hat MNorthrop made domesne political con-
Hbotjers Peom corporate funds teralling at Pezsy §501,925

e

during the period 1968 to L9753, This otal inclades
PISN.AT0 specificaTy identified a5 having heen illepally
camtriboted to the 1972 Nixon roe-election campatga.
Moreaver, the inajarity af all coatributions weree af-
fected oy means of falsely recorded transactions From
an off=gooks fund of cass.

Crther Lkemestic Payments: “he report indicates
that Morthrop's Ezsters Reghonal Ofles {Jucetad in
Washigtan, 0. C.) engeged bn improper pracelces ln-
volving the extengive vse of cash and impruper acconne-
irng for funds that the report described 38 Vin effect, a
hidden fund of cash, ' A& toral of %119, 00 was disbur=ed
1 nurmeroes casl transactions by that office from 1975
w 1973, While the Camminee did not specifically can-
clude that viclations of law had, in fact, taken plece,
the veport indicated that such expendinites were pre-
cdominactly mace in connection with the company 's ef-
farts to extend "sorporare hosplrelity™ to government
afflclats and that the "acceptence of such hospitalios by
the afficials invalved agpears t3 have beet questionahble, "
Toe Teport alse indicated that 340, 000 paid ko a Northrop
congileant was used o pay the retived Chisf Counsel of
a House Comnuiceee for W consultlog serdces,”

Foreign Political Contrioutions; While the report
in:liceted thet Nortbrop made very substantlal oversess
expedityres, nane were epeclfically identificd a3 having
been made a5 [orelen politleal contrioutions.

Chaestlonable Forcign Seles -type Commissions:
‘The report details the Committes's lnvestiganon Lrto
ningteenr specific transactions or arrangements identi -
fied by the independent auditore ag requiting firther
iovestgatian.  BMost of these invelved oversews agency
ad commizsion atrangements. It all, the company
paid appraximately %30 million to foreign consoltants
and sales agents, a4 slgnlficant portien of which was
foundd to have been inadeguately aceounted for, lacking
in decumentary suppust or incapable of gatisfactory
carraboratizn,

Foyments to Forelgn Cfficials: The report
tdeceifled a tedal of ar Teast F347400 as having been
specifically paid to foreign afficials, and indicared char
such payments "'raised sericus questlons as to possible
violations of law. " Of thls amount, peyments ageregat:
tng #4501, 000 weore made to & Foreign agent of the com-
pany with the knowledge that these funds wers to e
paid ro owo forelpns aiflelals. The remeining $4, 400 was
peid directly to an official of another country, io an
apparently umtawful e*foct to settle 2 tax liahility. 1o
addition, it iz cyident from the report thar substanreat
amounts of mancy paid by Morthrop as commission fees
were paid to individuals of organizations bkavieg princi-
pals who were then foreign goverarent sfficials or who
wrere o had been closely awsoelated with foreipn pificisla,
Far example, a forelyn official was a principal in a
fureign carporation which Morthrop used as o marketiog
fgent in connsction wirk foreign sales. The campany
received an initial advance from Northrop of $230, 000
and currently has claims against Norloeop fur $7-8
million.

Cther Fcrr‘t.eig‘r_}= Pngments: Subsegquent ro the Teport,
the company dlsclozed that aoprotimate]y 3441, 301 had
bean paid by poe of its subsidlaries durtng the period 1959
to 1975 tq recipients Ln several forelgn countries, The
CHOpAAY irdicated rthat such payments “may have boep in
viratepn of applicable laws, ™ The compaay fotther Lndl-
cated that thege amaounts were paidd by the subsidiary's
reanaging dlrectoy without Nurthrop's knowledge., Approx-
imately $123, 000 of thlz ampunt was paid subsequent to
the entry of the judgzment agalnst MoTthrop in the Conmnls-
sion's 1ejunctive action.

Boaks and Becopds Mroblem: An onrecarded “slush
fund” was utilized by top management of Nosthrop as a
orinclpsl medns of funding political payments. The fund
wag derived from paymeats, otalling 5115 millior over
g 12 1/2 year pexlod, toa [orelpn consettent rerained by
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MorthIos. Adprofimaiely ope-third of the amsunt paid
the conecltant (3376, D00} was rewnrmed in cash to a seaior
harnthrop officlal wha maintained the secrct fud, The
eaeal of the &1, 13 million pald to the Eoreign consulteart was
inaccurately tefipcted oo Northroo's book and tax returns
&z consultancs” pavmaints. Tha practlees of Northrop's
Eastern Regional Qffice invelved currency transastions
totailing $119, 000 which were etfecred by meana of im-
BTUgET acooantlng practices. The paymenta o two foreign
officials by an agent of the coampany wete dedusted by che
campaty a3 "ordlnarr and necessary DUSiIess expenses’
on Morthrop's 1973 rax return, resnlting w1 an iRaccurare
statement of income. The company's frestment of such
paymments also resclted In an Lnaccirare submlssisn af
cost figures 1o the Department of Defense. Lo additloa
gubetantlzl amoucts of Northrop's peher farelpn commes -
nlan pagments were effected by maans of impropet or in-
adequate accoacting practices, and frequently were cotally
lacking in any sppropridte dasumentatio:.

U.5. Tax Llabllty: Meny of the paymencs and
trangactons may have [nvolved substantlal omlsslons aon
Misstatgments by the company of varicus jtemas in ks
[1.5. tax petuzns. The (RS hes been conducting an inTat-
tgation ioto the matters dlgcloged in the teport aml re-
iated matrers,

Management Xnowledge: The Chairmen of che
Roard of [Hrectors o MoTthiop, Who also was President
and Chiel Exerutive Officer: and a fntmer ¥ice-Cresident
and ditectsr, personally matatalued the nnrecorded caah
fund aad made political paymeols therefrom. The same
former Vice Presldent recelved the cash redated by the
foreign consultant far diversion (o the fund. While both
have majnteined that they were the poly oflcers, directors
or emplovees specifically aware of or respoadible for the
ceeaticn and use of the seexer fand, various other seaioy
company ufficlals xnew of or parrlelpated in the consulting,
commission and ether arrangements detailed in the re-
port. In addition, the report Lneloded information coon-
firmung that the Chairman of the Board submirred falsifled
dovuments to federal investizatars in Conncction with the
Mixgn contribution lovestlgation, and chat all four nfficcr-
directors ipvolved in the tranzactlons had given false
sratements to foderal imvestlgators.

Cesgarlpa: The repott contalned vartous recdm-
mendations with respect to ¢oTTectlng the improprietics
revealed by the lnvestigation, lacluding the fatlowing:

{1] Boerd approval should be reguired on alk
consultants” or agents’ aprecments abowe specified
dotiar amounta, with & requirement of writen epproval
by senicr management of all sbgnificant consultants' o
agents” relationships.

{2} Thke adeption of specified procedural requlie -
ments to aysure that lnformetion 15 obtained regarding
prosaged consultants' or agents' agrfements to insure
their prapriety znd e epable iaformed fhanagement
decislons pricr to entering into such agreements.

(3 The adoption of specillc requiréments to be
incorparated into afl congultants' or agenis” agree-
wents, including a cavenant by gach consaltant or
agent that he will comply with a!! applicable laws,
that periadic reporta concerning his activities will be
furmished to the company, ard that e will eater inte
no Ladizelosed Telatioaships.

(4] The edoption of a palicy prohibiting retention
of 4 government official s a representative af the
rompany zhsent a clearly legul basis for doing su undeT
epplicable laws and unless prior Buard approval has
been pbtained.

{5} Recommendation of policies regarding other
corporate matters, including the forimalization of
rrocedures to insice agalnst violaticvo of cuafllse of
iuterest laws, again:st improprieties io providing cor-
parale hospitality to gevernment offlcials, sud to assure
romiplianee with federal procurement tegularions.
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(8 Idertfication of certan inabybutiosal skort-
comings a3 suPjects for Board actlon to corzect a
coTporate attnsphere which permitted the practices
discuseed,

{7y Adoption of a oew polley requiring perigdlc
chacges in the comoany s cutside audenrs &2 An added
gafeguatd in the audic process. The company had had
the same indepeadent acditers for over 35 vears, The
Commlittee $d not find acy bregeh of duty by the auditzy
in fulflilling ity responsibdlity to conduct ite auwdits in
accord with appropriate standards.

The followlng 15 o description of the facts set
fareh in the Commigsion's cotplaints in ca@es that have
aot yer resulied, or in anc case will not Tesult, in the
producton of reports similar t thege previousiy analyzed.

Braniff Afrways, Iner

The complzltt, naming Braniff Airways, Ine.,
Braniff Intersatlonat Corporation atd three officers of
Braniff Alrways as defendants, charged the maintenaice
of a secTet fund of earporate asgets in excass of 900, 000,
which was nsed {n coppection with an i'tegal political con-
tribution and secTet pryments to travel agents in Latin
America o conrraventlon of the Federal Aviatlon Act,
foretgn law and Intermatlocal Aly Transpart Assecladion
reselutlons.  Among ocher things, it was also alleged
that cerraln of the defendgnes disbursed 540,000 in cor-
porate funds to 2 Fanams corporatlon closely beld by a
reglonal vlce presideot of Brankff Alrways as an alleged
hona fide expense, when in fact thls payment was & vehlela
[or converslun of corporate assets lnto cash o be used for

anlewtul pollitcal purposes.

General Tire & Rubber Corperation:

The Commission allcged thet a "slush fund™ Liad
been #stablished by General Tire and i1s subsidiaries in
oxrder to gbtain favorahbie treatment by certsin fgreign
governmerts. In addirion, the complaint alleged that
through purpeTied salazy lncreases and bonuses corparate
funds were diverted for politcal purposes. In the aggre-
gate, several million dollars weze waed far thess and
similar undisclosed corporate acHvities, The atlegations
are described in maore detgil at pages 5-0 of thia repart.

£ Commisslon charged defalcatiana of morporate
assets by sonlor officers who allegedly submitted duplicace
expensa vouchers end récelved klckbacks that were not
reported to the company. Following ltigation, an order of
permancnt injunctlon was entered,

Kalvex, Inc: 11

Lockheed Aircrait Curpuration:

The Lommissioa complalnt nareed Lockheed, the
Cheitmen of the Beard of Dirccwrs from L9687 untll Febres
avy 1476, aol the Prasident of the company from 1967
until Oetober 1975, In particular, the Commizsion alleged
thit scorer payments of at least 525 milllen {ut titnes in
cash) kad beeo made o forelgn goverament officlels for -
the parpost of assisting Lockheed w procuring and main® .
taining contraces with foreign government CUSEOMET S, and ]
in expediting permits nevessaty th perform cxisbog conw
tracts. Ameng other things, it was alleged that the de-
fendants disgulzed these scoret payments on Lockhesd's
books and recocds by utilizing, =T causing o be utlized:
falac accounting entrizs, cash and "bearer” drafrs pay-
able directly to farelgn goverrment afficials, nominses
and coodyita for payments to government officialz and
othor artiflees and schemes.  As a result of their acdvis
tey, at least $750,000 was oot expended {or the purpost
indicated on the books and records of Lockheed and ifs :
sibsidiaries and war deposlted 1nstead in a secrar Swiss :
bauk account, and an addidonal $25 millivn was expended
in sacret payments © forelgn officlals.  1n addirios, the




Curmessicn alleged ther over 3200 million was disburzed
fu consaltants and cominlasion apents withuat adecuate
sooords and controls o Insure thar the services acrually
woze rendered,  The practices were allegad to have Se-
aulted in the fallng of inaccurats financial seatements with
the Commissan with respect o Hie thoome, eost and eX-
penmes of LT company.

Missuart Public Service Corpany:

! The Commizsion alleged that the defendants uti-
lized corporate money for illegal polideal purposas, In

s partlenlar, the Commission tlleped that corporate fiinds
were diverted by means of certaln employees” secret

agreement ko contribute a peresntage of thelt month by
sdiarles w a nonpreft club, which would in turn make the

} contribugons. In excess of $87, M0 was aileged to have

# been diverted from the company 'z system of socouneabiliisy.
E

Samess Service Corporadon;
- The Commissian 8lTeged that the defendents caused
Sanitng to enker into an agresment designed {o disguise

3 voigrwise secoet cash pavements for illegl pelibeal por-
" aosve, bribes, klck-backs and other =lmilar pejymeonts.
; Through thie coatracteal relatianship the defendants

furnezled in oxoesa 2F $1. 2 million cut of the corporation”s
system of flnancial accauntabllity, some indeterminate
3 oovtinn of which was converted by one of the deferodants

’ [az hiz personal use. In order forther to digguige agd
effermare sich paymencs, the defendanta submicted fic-
titinus involces and authoriged the paymeat of corparate
agscts (o wianlly owned subg(diarias.

[Inited Brands Company:

Thr Commiselcn alleged that Unleed Brands de-
positad 31, 25 million ip the Swiss benk accounts of
Aezipnated foreign goverament officials and agreed o pay
are eddlbonal §1. 25 millioa ac a later date, prowvided tho
company received certain prelerental expert tax con-
slderatonz, (Theae matters are reperted (o substantl-

" ally the same manaer in United Brands filing that is an-
E ziyzed in Exhibit 4 )

H Faare Management, Inc.:

' 12 Carnmlsshbon aileged that & sectet fund of
’ approximatety §E6, 000 weas used by the defendanks for

political contrietivns and othet parposes, some of

£ i which were {ilegal. The Commissian hirther alleged that
[ 5 the carporacion and che deferdants failed o maiztain ade-
quare accountability stech that irs awdltors were unabre
ko verify disbursements.

EXHEIT C
Proposed Statement on Auditlhg Standards:
Hlegal Acts By Clienis

EXPOSURE BRAFT
APRIL 30, 1978

iz5ued by the Apdiding Standards Executive Commites of
the American Institute of Cerdfied Pablie Accountants

4!

For Corament From Persaes Interested in Auditing «nd
Heporting

Comraests shoul? be received by July 31, 1976, and
addreszed o Auditing Standards Divlsioz, File Ref.
Ma. 4620

AICPA, 1211 Avernue of the Americas, Mew York, M, Y.
10036

April 30, 1976

Tao TPractre Otfices of CP& Firms; Members of
Councii; Technical Committee Chairmen; Seate
Snciety and Chapter Presidents, Directars and
Corarpittes Chairmen; Orpandzations Concernad
WIth Reguelscory, Supervizory or (hhay Public
Dirclosure af Finaneial Acrivities; Persons
Who Haye Requested Copies:

An exposure Eraft of a proposed Statémnent on
Audling Standards enritled "Ilegal Acts by Clignts' 8o-
compantes this letter, The éxpasure period has been ex-
tended in Tecopmitisn of the {mparience of this ismue.

This propascd Stetemert dags not contaln specific
oracedures tr detect an illepsl act by a cleal. Al ex-
armdadtion in aecordance with generally accepred sudlbing
standerds canoot e expecied [o provide assyrance thar
illegal acts will be detected.  This limbtation is ¢onsid-
ered In anather propoged Statement entitled " The Tnde-
pendent Auditor's Hesponaibility for the Detestion of Er-
Tars and frregularirles" also issued for comment today.

The propused Stalement does 8pecify thet the
gudicar should be aware of the pgssibility that {llepal ecis
may have accurved thar may heve & material effect or the
firnanclal steremonts. [t further reqoires char should an
fuditor becomc aware of a possible 1legal act he should
perform additlopal procedures to investigeoe the marter
and, If aecessary, coosclt with legal counsel, The ex-
posure dreft also offers practical suggestions in conneg-
tion with 1llegal acts thet do nat sppear to have 8 mate-
rial effect oo the findncial steterents.

Comments anl suggestons an dny aspeat of the
enclosed draft ate spught and will be appreciated. Ther
ghould be addressed to the Auditing Standards Division,
Filg Ref. Mo. 3620, ac che AICTA in cme to be recelved
by fuly 2], 1978, The Auditing Standards Executfve
Committee will he particularly interesied {n the resaon-
ing underlylag comments and supgestlons.

Slncerely,

/57 Tohn F, Mullaxkey, Director
Auditing Standards Divigion

F87 Yenneth P, Johnson, Chairman
Auditing Standagds Divislan
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PROPOSED

i. This Statemant provides guid-
znee for an ndependent auditor
when acts that appear to him to be
llegal ¢ome to his attenton during
an examination of Bnapcial state-
mentt {n accordance with zenerally
accepbed auditing standards. This
Statement alio discussar the extent
of the attentivn he chould give,
when performing such an examina-
tion, ta the possibility that such acts
may have oceurred, The sypes of
acts encompassed by this Statement
include illegal politizal contibu-
tions tv a candidate in an election
for a federal office, bribes, and other
violatons of laws and regulations.

2 This Statement sets Farth
guidelines for the appropriate eon-
duct of an independent auditor in
fulfilling hiz sbligation o report on
Bnancia! statements in accordance
with professional standards [para-
graphs 4-18). It also ofers practical
-suggestions and guidance for the
anditor io conoection with illegal
acts pot having & material efect
on the fpancial statements {para-
graphs 30 and 21).

2 Ap eraminabion made in ac-
cordance with geperally acgeptad
auditing standards cannot be ex-
pected to provide assurance that
tllagal acts will he detected.! In re-
porting ar fnancial statements, the
independent auditor helds himself
out as pne who is probicient in ac-
counting and auditing, Determin.
ing whether an act is illegal is
wsuzlly beyond :he professional
competence of an auditor. Tha
ayditor’s training and experience,
howsver, ordinarily should provide

2 reasonable basia for an awareness

Fee 345 Mo, XX, "The lodependent
Auditery Bespommibility for the Detec.
ton of Emors aad Trrequladtin,”™ para-
graph 1% regarding the limitabons of
in mamingbon in  accardapes  wath
gererally dcoepted suditing standards.

STATEMENT ON AUDITING STANDARDS

ILLEGAL ACTS BY CLIENTS

that some acts by a client coming o
his attention in the performance of
his examination might be illegal.
Nevertheless, the further removed
such an act is from the events znd
transactions ordinarily reflected
specifically in Enancial statements,
the Tess Jikely it it that the auditor
may become aware of the act or
recognize its possible Dlegalite.

Procedured Thot Moy Mdantify
{llegal Acrs

4 The auditers examinabon
in accordance with generally ac-
vepted  auditing standards dopes
not ordinarily include procedures
specifically designed to detect il-
legal acts. In making such an exami-
nabon, however, the auditar should
be aware of the possihility that
Ulegal acts may have accurred that
may have a material effect on the
finanecial statements. If as a result
of hii procedures the auditor be-
Leves that illegal acts may have
coewrad, he should perform addi-
tivnal procedures to investgate
those matters, ncluding ronsulta-

- tion with legsl counsel as necesary,

to ablain an understanding of the
nature of the acts and their pos-
sible effects cn the fnancial state-
ments.

5 The zuditors examination
containg procedures that are per-
formed orimarily For other purposes,
but that may also hring pessible il-
legal acty to his attention. Such pros
cedures include evalnation of in-
termal control and related tests of
warmsactions and balanees [para-
graphs 8-8), and inguires of mago-
-agement and others (paragraphs §
and 103,

6. Euvslustion of [ntermal Can-
trof and Releeed Tests of Transoe-
tiong ond Balornres. The auditor’s
interest in otemal accounting con-

trol relates to the awthordration,
execution, and mcording of trans.
actions and accountability For the
related agmets {see S5AS Mo ], sec.
tons J20.27.40 and 32043.48)
The auditor's review and tests of
compliance with intemal account.
ing control procedures and relaced
substantive tests may bongZ to his
attentivn unauthorized twansacticoy;
transactions improperly recorded
as to amount, gecounting period, or
classification; or transactions not
recorded in a complete or timely
manner to maintain accounkability
For assets. Such transactipns may
raise questons about the possible
existepce of an iflegal ace

T. In making an sxamination, the
anditor obtains evidentiz] matter as
to the propriety. of the aecounting
treatment of and support for trans-
actions and balances. The proced-
ures performed to ohtain evidental
matter include abtaining an under-
standing of the transactions tested
and their busipess purpose. A trang-
achon that appears to the anditor
ko have a very unusual or question-
ahle purpase may raise questions
ahout the possible existence of an
illegal act.

8. In making an examination, the
auditor ordioesly considers laws
and regulations that have a direct
monetary effect on the amounts
presetited in Enaoeial statements,
lmawledge of which iz within the
expertise of the apditsr. For ex-
ample, tax laws affect accrials and
the amount recognized as an ex-
pense in the acrounting perdod.
Alsa, applicable [aws or regulations
may affact the amount of revenue
acerued undsr government cnn-
fracts.

9. Inguiries of Monogement and
Others. The zoditor's examinatien
showd include inquiries of the cfi-
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eots managemeut in connecton
with the accountng far, and dis-
closure of, loss contingencies and
related communication with legal
counsel. The anditer should alsg
inguiré about the client’s compli-
ance with laws and regulations and
about the client's procedures rele-
vant to the prevention.or detecting
of illegal acts, such as policy dirge-
tives issued by the client and perdi-
adic representabions obtained by
_ the client from management at ap-
prepriate levels of authority con-
cerning compllance with laws and
regulations. Possible illegal acts
may come to the auditor’s attention
through such inguirfes. For ex-
ample, an ayditor may learn of an
Imvestigation by a gavernmental
agency or enforcement proceedings
concemning violations of laws with
respest bo sccupsational heslth and
safetv, food and drug administra-
bon, securities, iruth in lending,
environmental protection, or price
fixing or ather anti-trust practices.

I ¥f no external evicence, such
as a government agency invests
gatign or ar enforcement proceed-
ing, comes to the ayditor’s attention
ar if there I3 no information from
the client's management or legal

- eounsal drawing his attenticn to
ruch matters, the auditor's examina-
tion cannat reasonably be expected
ta detect the tvpes of +iolations of
laws and regulations that are indi-
cated in paragraph 8. The laws and
regulations goveraing hose matters
are highly specialized and complex.
‘Alm, thew normally relate. ta. the
operating aspects of an entity ratker
than its Apancial or accountog as-
peets. Consequently, determining
eompliance  with such laws and
regulations is outside *he profes.
sional competence of independent
auditors.

Eveluatian of tha Matarlality
of an [fagal Act

11. In evaluating the materiality
of an illegal net ¢oming vo bis at-
tnrtion, the anditor should considar
the mopetary efects, if any, on the
Bnangial ctarements of the trans.
actinng involved, including the re-
ated rontingent monetary effects

of the vielation. Contingent mone- -

tary effects include Boes, peoalties,

and, damages, Other effects of a
wolation that alss should be con-
sidered include loss cootingencies
that should be disclesed and other
matters thar should be diselased 1an
the Snancial statements (see para-
graphs 13 and 4],

12, Loss contingencies, such as
the threat of expropriation af assets,
enfarced discontinuance of opera-
tHons [ a Enreign counkoy, or paoss
sible litigakion, may arise as a result
of an illegal act, The auditor's con-
siderations for evaluating the ma-
teriality of thoie losz contingencies
are similar to those applicable to
other luss cantingencies.?

13, The auditor should alsa
evaluate the adequacy of disclosure
of the potential effect of an illegal
act oo the vperaticns of the emkity.
If a significant amount of revenue ar
earnings is derived from franzae-
tions involving illegal acts, ar if
Magat acts create significant unusual
risks associated with a material
amneunt of revenve or earnings, such
ag the loss of & sigwifcant businéss
relationship, that informating ordi-
narily should be considered for dis-
closure in the Boaneial statements.

14 In the case of sertain illegal
arts not having a material effect on
the Bnancfal staternents, there never-
theless may exist a material loss
contingenty requiring disclosure in
the foancial statements because of
manzgement’s failure to make a e
quired uonfnanclal-statement dis-
slosre. For example, nonfinapeial-

U gtaternent disclosure of cerfain if

legal acts by management, such as
eonviction for illegal campaign con-
tribubons, may be fecessary to
comply with the requirements of a
requlatary sgeney becanse of their

1 Cenerylly aecepted acrounting princi-
Pea for the Bnancial aeeouartog for and
reporting of ltst conbogensies are cope-
tained im Staterient gf Fineocinl Ac-
puntiog Staodards Moo 8, “Acvoyntag
for Contlngencies.”

*For example, the SEC's Secunkica Act

"-Felexse Ng. 548 requires that = the
canviction of 3 corporation and/ar its
officers or dicectors for havicg made
illegal campaign coneributions , . . thouid
ha disclosed to the public and specifi-
mlly m the sharchoiders, pardeularly
m the context of a proxe Hatement
where shareholders are being asked

vare lor mamagement.”
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aileged impact oo the integricy of
management, &ven  though the
amounts are not tatenal te the f-
nancial statements’ Determining
whether the client is reguired by
applicable laws and regulations to
make such disclosure ordinaly re-
quires an opinion from legal coun-
sel.

Actions by ks Avditer Concerning
a Pessible [Hegal Act

15 Because of the varety of
actr and eircumstances that. might
be encountered, it is not practbceble
tg provide specific guidance an the
steps an auditer shouid ¢onsider
taking with respect to a possible
illegal act that comes ko his atten-
ton, The andibor should consider
the citeumstapcas promptly: such
consideration may incfude seeking
the advice of legal counsel or pther
specialists. The implications of a
possible legal act should be con-
sidered in relation to the intended
degres of relianee to be placed on
the intemal iccountng contral and
the representations of management,

18. After it has been detormined
that an illegal act has oceurred, the
auditor should report the circum-
stances to personnel in the client's
organization at a hish enough leve]
of authority sa that appropriate
action can be raken with respect
ro—

(2} adjustments or disclasares that
may be necessary in the Fnan-
cfa] statements;

~ib) disclosures that may be re-

quired in othet decuments is-
sued om a more Hmely basis;
and
{c} consideration of appropriate
remadial astions to be taken,
In-some circuthstances, the ooly
approprate persons of 2 sufciently
high level of authetity to take neces-
saby actlon in the organization may
be the aucit committee or the hoard
of directors,

Mlagal Acta Havinrg o Material EFeg

17, If the auditor cancludes that
an event whose effect, taken afope
or with similar evenis, is materal
in amount and hes oot been prop-
erly acevunted for or disclesed n
the financial statements, he would
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ordinarily need to qualify his opin-
ion of express ap adverss opinion
Becayse of the departure from zen-
erally accepted accounting prinei-
plaz {see SAS No. 2, paragraphs
15173

18. The auditor may conclude
that the =fercts of an illegal act 50
the financial statements are not sus-
ceptible of reasonable estimation.
When it is reasonably possible, or
probable, that 2 [pss coomngency
arising From an Jlegal act will be
resolved by a2 Future event and the
amaunt of the potential losz cannot
be eshmated, an nncertainty exists
for which the auditor shouid con-
sider the peed to qualify hiz opinion
fsee SAS Mo. 2, paragraphs 21-253),

15. [n some Instances, the aodi-
tor may not e ables o determine
the amoupts assgeiated with an
event, taken slome or with similar
events, besanze of an inability te
ghtain suficient competent sviden-
Hal matter. For example, the act
may bave been accomplished by
eircumvenling the internal eonkrol

Exhibit D

srstem and may oot be properly
recarded ar otherwise adeguately
documented. In those circom-
stances, +he auditor should consider
tha nead o qualify his opinion or
disclaim an epinion becanse of the
scope 'imitation (see SAS No. 2,
paragraphs 10-12%

Conaideration of Other (Hegal Acts

20. The auditor’s ‘cohsideraton
of Ulegal acts that come to his at-
tention that do not bave a material
efect on the finoncial statements
will normally be inluenced by the
nature of the act and management’s
actions ance the matter is brought
to its attenton, IE an illegal act has
come to his attention and he canoot
persuade the clieot's hoard of direc-
tarz or it audit committee or other
appropriate levels within the or-
ganizadon to  glve appropriabe
consfcderation to remedial action,
ske anditer should consider with-
drawing from the current enmgage-
ment or dissociating himself [rom
any future relationghip with the
client. The auditor’s decision as to

whether ta withdraw or dissoeiate
beesuwse of an legal act not having
a materia]l effect oo the Gnancis
sratements - oedinadly will be af.
feeted by the following factors:
{a) the effects on his ability to rely
an managﬂment's representations
and {b) the passible effects of can-
tinuing his esspciation with the
client, including the appearance of
a loss of independence. In reach.
ing 2 decision on withdrawal or
dissaciation, the auditor shaould
consult with legal counsel.

Meriffeation of Qurside Parties

21. Deciding whether theze is a
need to notify puteida parties of 4o
tllegal act is the responsibility of
management, In the ordinary case,
the auditer is under o tegal ohliga-
Hon to.notify outside parties. How-
ever, £ the auditor considers the
illegal act to be sufficiently serious
to warrant withdrawing from the
engagement, be sheuld consalt his
legal counzel as to what other ac-
tign, if any, he should take.

nave revealed questignable forelpn and domesLic payment:
we hayve fourd 5o almost pdlversal use gf misleading
floanctel records o concesf such corpordle praciices

Letter dated May 11, 1976, from Chajrman Roderick M.
Hills o Wllliam Barten,

SECURITIES AND' EXCHANGE COMMISSION
WASHINGTON, D.C. 20548

May 11, 1976

Willlam Batten

Mew York Siack Exchange, Inc.
11 Wall Street

Mew Yark, ¥, ¥, 10005

Dear Mll.:
[ want to take Lhls opportunity To congrattlane o

again on your Tecent appointment and tog wish vou che best
of luck., The|ohis a challenging one. but ong T know you
will #11L with distinction. | speek for 2]l the members of
the Cotnmisslon in saying that we look forward ko wark-
lng with ¥ou oo the many complex probleme facing the
securities industoy raddy. Ir that veln, ! weuld like 1o ad-
wiga you a? 3 subjeet which Jim Meedham aad 1 have dis-
cusaed Informally io the past, sad ask for the beneflt of
your thoughts. ]

A7 you kagw, the Commigslon had for macy yedrs
advocated thar pablloky -held companicy create audit Eam -
mlrtess, compored of Independest directars, o wark with
surside audltars, *¢ Ia our veview of corposatony who

—

*/ in 1940, following the Mekcksgn-Rebbins lowesci-

gatlan, {he Commizsion urged the farmatian of audit core-

mittees, compased of ron-cfficer directars, w parici-
pate in arranglny cotporate audes. In 1972, dw Com-
migsion endarsed the establishreent of audit commitiecs
eompased af pulsico divectsrs for all publlcly-keld comy-
panics Lo provids mmors effeceive communicatlang bettreoh

from sutslde auditors and directors and corporate counsel.
The existence of an aedlt committes that meats privately
wlth the sutside auditers to discuTs the scepe of the Judl,
questions arising durlng the audlr, includlng dlaputes wlth
management, and that has access ta the corporete flaen-
cial Information, |3 an important part of sur efort to
malraln the credlbllly of pur syatem of corporate Eell_'
regulation,

I am sure vou are aware of che fact that the Audit-
lrg Stapdards Emecitlee Commiree of the AL C P A
fis circvlated an exposure draft of a new audlting standar
which, It adopted, would require suditors ¢o hring aay
queatlonable payments that they euly flad ta the ettentlon
of a level of mepagement high encugh for eorrectlve seps
10 be taken. If questipnable payments by top magagement
are dlscoverad, such an appreach will, of course, be en-
hanced If an sudlt commitees s [h existence.

Additianally, there has bren considerable recent
comment ahont steps that can be taken to make the rele
of the board of directors more meaningful, Some maiot
corporatlens have already teken steps To reatrucrure
thelr baards so chat 2 majority cansists of outside -
dirccrgrs, Indeed, the Chairmen of Connectlout Grenersl
has recently wrilten us: about ections taken by that eor-
poratlon to £reate 3 board eonsisting only of outside
directors and che chlef axecut|ve offlcet, While we have
no Bl notlon about the eptimum relationship botween
oulside and inside directers, we do believe it 15 a gub-
ject af vonsiderable importance, .
independent zecountants and outside directors, and there*
by to safepnacd further the Integrity of corparoa finon-
¢ial statemerts pn wheoho puille invegtors tely,  In 1974,
iz amending s Tubes o cequlee disclosure in proxy stet™
mentd of the existence or absencs of audit committocs,
the Cammission reiteraled s support,
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Flrally. many chougheful commenrarors and maey
majer law drme have come ¢ the conclusion rhar the ef-
fectivetens of the board of dlrectars and ladesendent
coumsel iz enhanced when the critical gapecte of the two
functions ace kepr separate, "This, of course, ralses the
grestion of whether members of law firms which have the
regponelbliity of advising the corporation, fcluding the
huard, ahovid alsa serve 4o miembers of that hoerd of di-
recioTs.

The inyrrrtance of maipraining the rruly inde-
pendent character of the boards of drectors of cur 'arper
carperations has been illustrated by the Commission's
repent enforcement ackions in (e area of questionable or
11legal corperdte payments.  Slgnifleantly, {n some af
thoese cases o audit eommites existed. In the others,
with a sirple excepdon, audit commiteecs wera either
ooly cpevated during a portion of the time wher the ques-
tionable paymenra were alleged o have been made, or not
wholly lodependent of management. Accordingly, the
regolurion of these actlons rypically has Involved the 2s5-
tablishment of a comomittes comprised of thdependent
memnbers of the board of directarg in avder to condact 4
full Investigatton, urllizlng independent legal counsel znd
cutslde auditars co conduct the necesgary detalled In-
quiries. The thoroughnasn and sigors with which these
commlttens have candocted thelr investigations demons
srratea the Importance of establishing entirely independ-
ent andit comroltrees as permansnt, rvather than exra-
ardinary, corporats organs and encouraging the Buard o
rely on independent counecl,

With thesc thoughts in mind, we have been con-
aidering varlous approaches to increase the Wkelihcod
that larger public corporatlons will esrablish audie com-
mitteea compased of outside directors, that they will taks
further ateps to make the role of the hoard of dlrectors
mare mesningful, and that corporate boards will deal
with independent counsel,  One particularly promisiog ap-
peocach to accemplish these goals wauld be for che Ex-
change to amend ira pollicles and pracerices. As rhe Com-
peny humal pointz oo, the Exchange's listing agrecmen:
cemstitures 2 coda of performance to which companies
commlr when listing chelr securities on the Exchange.
When the lating agreement was Hrat inetltuted Lo 185%,
the Exchange took the lead [n the fleld of financial dfs-
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closlre by requiring regylar flnanclal repores trom lisc-
ed compenies; subgeguont Iy, independent publiz ac-
Ccoumtancs wWere roguired.

The Exchenge’s listing policles bave expanrded ic
genpe over the years, Speclfically, the Fxchange has
long urged the destrabillty ef dacluding curside drectors
ot corperate boards and speciflcelly charging them with
ensoring full declosyre of corporate afalra, Indee 3973
White Paper on financial reporting, the Exchanges recom-
rendad that andir commleeeas, prefevably comprised ex-
clugively of outside directors, be formed, Thls recom-
mendarion reprraented a reaffrmation of & principle frst
ralged by the Exchange in 1940,

In keapliy with thig trodition, the Kxchange newr
could take the lead in this ares by apprapriately revising
lts lhuting policies, thus providing a practlical means of
effecting these tmportant objectives wihout ihereasing
direct government tepulation.  The objectlves are sound
In principle and, If implemented, they would signiticantly
advance the public Interest.

We would very much appreclare rocelving your
views o Whether the Mew York Stock Exchange would
find It appropriace to alrer lc§ lsiing policics along the
Unes dacusged abors. We are sedsitive to the facr thae,
ta the extent the Kxcharge's lating policles Impose
burdens which corporations might otherwise aveid, the
attractivensss of llsting on the Bxchange may be diminish-
ed. But, ar the same elms, the Exchansge has fraguently
racopnized that i could provige effectlve leaderahip
where it {mt{atives were conslstent with developments
in public paliey {n the flelds of corporation Mnanee,
management, stockholder relationa and dccounting, and
TRCEIE Srveys sugiest that perhaps iwo-thitds of NYSR
listed compenies alresady have indapendenr avdie com-
Tittees.

We louk forward to receiving the benefit of your
“iews, particulaTiy a5 to what Commlasisn acticon, 1If
any, In this area would be usoful,  We would be pleased
to meet with you to diacuss thess matters furthar.

3lnceraly,

/i Roderick M. Hills
Chalrman

-= End of Supplement —-
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