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REPORT OF THE
SECURITIES AND EXCHANGE COMMISSION
ON QUESTIONABLE AND ILLEGAL
CORPORATE PAYMENTS AND PRACTICES
| wmh: _I Eﬂ}Bh&ZPPEIDﬂﬂb THE |
SENATE BANKING, HOUSING AND

URBAN AFFAIRS COMMITTEE
May 12, 1976

INTRODUCEION

In a letter dated March 18, 1976, to Chairman -
Proxmire, Chairman Hills offered to provide a deiailed
analysis of information concerning iliiegal or guestionable
foreign payments contained in public documents filed wlfh
the Securities and Ex;hange Commisgion. The following sets
forth that report, ’

The almost aniversal characteristic of the cases re-
viewed to date by the Commlssion has been the apparent frus-
tration of our system of corporate accountability which has
peen designed to assure that there is a proper acgounting
of the use of corporate funds and that doecuments filed with
the Commission and ciraulateé t0 shareholders do not omit
or misrepresent material facts, Millions of dollars of
funds have been inaccuratel§ recorded in corporate books
and records to facilitate the making of questionable payments,
Such faisificétion of records has been.knﬁwn to corporate .
employees and often to top management, bubt often has been
concezled from cutside auditors and counse]l and outside

directors.
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accordingly, the pr unary thrust of our actiong has
heen to restore vhe efficacy of.the sysfem of corporate
accountablility and to ancouragé the hoards of directors
to exercise their authority to deal with the igsue.

wo this end we have sought independent_review ¢f past
digclosure in GUF enforcament actions and in our goluntary
disclasure‘prog:am; we have fequasted the auditing profession
to review its procedures and to make suggestions for
dealing with rhe problem and we have agked the Hew York
stock Bxchange ana others to consider helping Us strengthen
rhe ablility and resolve of the poards of our maior goyporations
o ach independently of operating management .

part I of this report provides a descriptien of the
Commission's sctivities in this area, &% weil as an analysis
of public information that has been disciosed as & regult of
these aéiiéities;anéuﬁf the“résboESe of the private sector
to the problems we have iydentified.

part 1I contains the Cammiﬁaian’s-anaifsisﬂbﬁ, and -
recommendations with raspect Lo, g, 3133, as wall as its
legisiative proposal to deal with the wmatter of questienable
and illegal corporate payments and a description of £urther

actions taken by the Commission to ancour age corporate

accountability in this area.

-

In or i
der to restore the integrity of the disclosure
system and to
< make corporate officlals more fully accountabl
to their b )
gards of directors and shareholders, the Commisgsion’
basic approach has been twofold: o

~w o insure that investors and shareholders
receive material facts necessary to make
informed investment decisions and to assess
the gquality of management; and
e 3 e%tablish a climate in which corporate
managenent and the professionals that
advise them become fully aware of these
problems and deal with them in an effeq~
tive and responsible manner.
The Commission iz confident that its legislative
proposals and the suggestions contained in Part 1% of this
;gpor;_w;lljhglg_iqugf éﬂc;imfte_gha; will rectify many

of the problems we have identified.
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PART I: THE COMMISSION'S ACTIVITIES
AND CONRCLUSIONS

A synopsis of the publi& filings made Qitb the
Commission has been assembled in tabular form, aﬁtached
é% Exhibit.h. The Commission’s staff, in pféparing
these tables, has analyzed Fhe publie disa;osures filed
with itiby 89 corporations as of April 21, 1976, that
refer to qaes;ionable or iliegal forelign and domestic
payments and pracfices. In.additlon, the staff has
prepared summaraes of the six- speCLal reports obtadned
as a result af our enfc:cement actzons, attached as
Exhibit 8. ?xnally. we alsc have lncluded as- part of
Ezhibit B a description of the allegations made in eight
other enforcement actions in which we have obtained

judlcial rellef but where reports have nobt been ccmpleted

R bné fnstance
The tremendous varlatlon in the types and amounts
of pa?ments and the attendaﬁt cizcumstancas disclosed
in the :eports flled wlth the Commisszon make categorzﬁatlon
or guantification of the extent and seriousness of the
prcblem'cf guestionable or iilegal fcreign'payments
difficult. Accordingly, we recognize that ghe ﬁatters

reported in these exhibits may lead others to c¢onclusions
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coencerning the nature, sextent and ser lousness of the groblem
that differ from our own. The Commission, therefore, is
providing the Committee a copy of each of the underiying
public do;uments on which our analysis is baged so that

Committee can reach its own determinations, where appropriate.

A. Sources of Information: The Commisgion's
Disciosure and Enforcement Programs

Befére considering the extent ¢f the prqbl&m of
guestionable or illegal foreign payments, it would be
nelpfel to describe thé nature of the disclosure system
and the enforcement efforts that pfeduced the information

.set forth in the Exhibivs.

i. Enforcement Program

In 1973, as a result of the work of the Gffice of
ﬁ-the Speczai Prcaecutﬂ;, several co:poz&tlens ang ex&cutlve
cfficers were charged with uslng corporate funds for xllegal

domestic politxcai ccntrlbutxons. The Commission recognized

DT g

" that these act1v1txes anolved mattez$ of possible sxgnifx~"
cance to puplic investers, the nondisclosure of which might
entail violations of the federal securlties laws. On March 8,

1374, the Cgmﬁission therefore published 2 statement

expressing the view of lts Division of Corporation Flnance
concerning disciosure of these matters in public f£ilings. &
The Cemmiésicn's inguiry into the circumstances surround
ing alleged illegal political campaign contributions revealed
that viclations of the federal securities lawe had Indeed
occurzed. The staff discovered falsificatlons of corporate
financia%;records, designed to disguiss or conceal the source ‘
and application of corporate funds misused for illegal
purposes, as well a5 the existence of secret "slush funds®
disbursed outside the normal financial accountability system.
These secret funds were used for a number of purﬁéses, includin
in some instancés, questianaﬁle or iliegal foreign payments,
These practices cast doubt cn_the integrity and reiiability

of the corporate books and records which are the very Ffoundatios

of the disclosure system established by the federal securities

laws.

?he resalting 1nv&stxgat;cn$ culmlnated Y the lnstztu~'

tion of injunctive actions against nine corporations during

--the one-year period-following the Spring of 1874. .Bubsequently

other cases were brought involving questionable or illegal
foreign and domestic payments and.praciices. Detalls of the
facts alleged and ultimately established in these enforcement

actions are contained in Exhibit B.

;/‘SeCﬁrities Act Release No, 5466 (Mar. 8, 1974).
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In ¢ach of the fourteen cases filed as of May 10,
1976, the corporate defendanis have, without admitting or
denying the allegations ¢of the complaing, consented to the
entry of & judgment of germanen£ injunction prohibiting
future violations of the fedsral securities 1awé.2 In
thirteen of these cages, the consent decree required the
company t¢ establish & specizl review committee, composed
of independent members of its board of directors, and to
conduct a full investigation of the irregularities alleged
in the Commission's complaint. These committees generally
have utilized independent accountants and legal c¢ounsel
to conduct a . thorocugh examination of, among other things,
the corporation’s books and records.

The special committees must submilt compliete reports of
their investigations to the board of directofs,*which, in turn,
is responsible for reviewing and implementing the recommenda-

txonﬁ they contain. Recomm&ndatloas submltted by th&se

N 1

Specxal commzttees have dealt w1th sach matters as claxmﬁ for
re imbursement, legal or disciplinary actions against

2/ See Exhibit B. One case, Securities and Exchange
tCommisgion v. Ralvex, Inc., CLB Fed. Bec¢. L. RoOLE.
35,420 (July 7, 1975}, was litigated with respect to
some of the individaaz defendants. The Commission
caanot, for course, comment on actions presently pending,
nor can we discuss the facts that have been uncovered
in the approximately 2% formal, private Commission
investigations that have not yet resulted in public

- enforcement actions.

e 43 "Ry
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individual members of management, mattérs of corporate
structure and polic¢y designed to prevent recurrence, and
related subjects. Restitution has been made to theé corpora-
tion in some cases. To date, #ix reports have been filed.éf
Cur enforcement ackivities are continuing. On May 16,
1976, the Commission commenced an enforcement action against
the General Tire and Rubber Company for alleged violations
of the federal securities laws arising out of the nondis-
closure of certain corporate practices. The Commission alleged,
among other things, that, under the direction of its Presldent,
the company diverted corporate funds for political PULPOSES by

by means of purported bonuses and salary increages. The Com-

mission also charged the existence of variouns "siush funds,™

including one fund created with the knowliedge and approval of
the senior management of the company's internstional division

and administered by the managerisl director of one affiliate,

whoge activities in connection with the fund were generally

known to senior management. This fund was alleged to total

" as much as §3.% mi¥lion and was used, in part, for payments -

te foreign government officisis. The Commission also

3/ The reports are r&quzred to be filed with the court as
part of the record in the action and with the Commission
as an exhibit to the company's Current Report on Form
8-k, The reports generally provide a detailled and graphilc
agcount ¢f the matters examined by the committees. The
Commission regerves the right toe apply toe the court for
further relief if not satisfied with the report.



sy

charged that another such fund, maintained by a forelign
gubsidiary, was used to make payments, made in connection

with payments by five other major tire companies, to finance
an effort to obtain approval from a foreign government

of a proposed price increase. The Commission also allegeél
that an aggregate of $800,000 was promised a foreign consultant
for hig assistance in obtaining favorable foreign government
actjon with the understanding that a portion of that sum
would be transferred to'foraign government officials. With—
out admitting or denying the allegations in the Commission's
complaint, the company consented to the entry of a permanent
ordler of injunction against future violations of the federal
secu:iﬁies laws, Moreover, it consented to the establishment
of a special committee, similar to those pre%iously described,
to conduct a thorough inguiry and report to the court,

the Commission, and the shareholders, and to certain other

.relief.

2. The Voluntary Disclosure Program

" As the Ccmmiésion'S'enforaement efforts unfolided, it
became apparent that the potential magnitude of the problems

reqguaired an additional disclosure mechanism to supplement

4/ The Commission also alleged that the company made a

- $15¢,00¢ foreign payment in order to have ;tseif removed
from the Arab Boycott iist, and in connection with that
effort sworn certificates were filed with the Arab League
repregsenting that General Tire and its subsidiaries did not,
and would not provide technical assistance or krow-how to
any Tsraeli company and that a particular maior General
Tire subsidiary would not provide technical assistance or
make any investment in Israel.

-t

" the enforcement actions undertaken, and that the most appro-

priate means was to encourage voluntary corporate disclosure
of gquestionable or 1liegal fore%gn'pagments. it therefore
was.sugge;téd in public statements, including the testimony

of Commissioner Loomis before the Subcommittee on International
Economic Policy of the House of Representatives Committae
on'Inte:national Relations, that comp;aies determining

they migq;'have engaged in such activities should conduct

a carefyl investigation of the facts under the auspices

of persons not involved in the guestionable activiﬁies.

If the investigation disciosed a problem, the compagy-was

encouraged to discuss the cuestion of approp:iaté.éisalosu:e

‘of these matters with the.Commission's staff before filing
) .

- any documents.

The sometimes unique problems involved in the dis~

closure of guestionable or illegal foreign payments,

however, and the resultant uncertainties concerning the

naturé-and scope 0of reqguired disclosures prompted the

8/ Discussions of this nature are contemplated by
Rules 1{d) and 2 of the Commission's Informal ang
Other Procedures, 17 CFRr 202.1{d} and 282.2, pursuant
to which the staff of the Commission's Division of
Corporation Finance renders prefiling assistance and
interpretative advice. Similarly, the staff of that
Bivision routinely reviews the filings the Commission
receives pursuant to the reguirements of the federal
securitieg laws, and, when deficiencies are apparent
on the face thereof, may either contact the registrant
and seek to have the appropriate corrections made oF
may refer the matter t0 the Division of Enforcement.
See Rule 3(a} of the Commission's Informal and Cther
Procedures, 17 CPR 202.3{a); Securities Act Release
No. 4936 {Dec. 9, 1988). . ’

T
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commission to develop special procedures for registrants
seeking guidance as to the prcpér Gisclosure of these matters.
These procedures, frequently referred to as the "voluntary
disclosure program,* have been described in some detail in
Chairman #ills' testimony before the Snbccmmittge on Priorities
and Bconomy in Government on January 14, 1976, ©
In broad terms, the program reguires that a company
determining that it may have a disclosure problem with respect
to guestionable or illegal activities, including the improper
recording or accounting of such activities, promptly take
the foilowing steps;l/
" 1. Authorize a careful in-depth imvestigation
of the facts relating to guestionable
or illegal foreign or domestic activities
by persens not involived in the activities in

gquestion. If practicable, such persons should
report and be responsibie to a committee comprised

6/ Although the voluntary disclosure program was orig-
inally conceived to apply only to foreign payment
problems, in practice it has been appiied to disclosures
of certain domestic problems as weli. In addition to
requiring appropriste disclosure under the federal
securities iaws, the Commission referg matters that
appear Lo repregent violationg of domestic law to
the appropriate law enforcement authorities.

7/ Aithough participation in the voluntary prograt does not

- insulage'a company £rom Commission enforcement actlon,
it does diminish the pessibility that the Commigsion
will, in its digcretion, institute an aption.

e

of members of the board of directors who are not
officers of the company and who were not involved
in the suspected guestionable or illegal practices

Generally, agsistance ghould be sought from
the independent accounting £irm that regularly
audits the corporation unless the circumstances
suggest otherwise. The committee algo ghould
congider retalning outside counsel. The investi-
gation should encompass the prior five years,
the period covered by the financial statements
regquired in annual reports and registration
‘statements filed pursuant to the federal
securities laws, but aiso should examine any
events occurring prior to that time that may
appear to be part of a continuing program or to
be related to existing waterial contracts or
buginess operations. At the conclusion of the
investigation, the committee should prepare

and suchmit to the full board of directeors

a report setting forth its findings. . The
report should, to the extent possible, contain
detailed information about each payment; its
purpose and amount; the recipient; the country
in which the payment was made and the
circumstances in which payment oceurred. 8/

2. 'The board of directors should issuye an
appropriate policy statement with respect
to transactions involving illegal or

- gquestionable activities in the United

8/

An essential glement of the voluntary disclosure program.

" 'is" €hat” comparies’mast agrée to graft the Division of

Enforcement access o the report amd its underlying
documentation, .

Materials submitted to the Commission may be subject
to release under the Freedom of Information Act or

. pursuant to Congressional reguests. Specific claims

of exemption from the Preedom of Information Act must
be founded upon the provisions of that Act.
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3. The corporation's undertaking to ‘complete

States or abroad, or reiterate any relevant, : the study and submit a final report:
pre-~existing policy statement. Normally, this 3 . : )
statement should Inciude a Geclaration of - 4. ‘The corporation's Qndgrt?king to provide
cessation of such activities, if any, and access to the Commission’s staff to
a prohibition against the maintenance of 3 information and documents developed
improper books and records and inadeguate . during the investigation; and

- supperting documentation relating to such . . .
activities. The adoption of such a policy $. Material information developed regarding

should be communlcated to appropriate cor- illegal or gquestionable transactlions that

rate rsonnel, imolemented by adeguate occurred dur ing the last fivg years. This
Eﬁternagecontrolé ang safeguardz, ang frequently would inciude their purpose;
monitored by auditing programs established the amounts involved; the extent of possible
by the independent audltors. ; ) knowledge, approval or authorization of the
k! transactions by top management; details of
3. The corporation should consider whether ~ any defalcations by corporate officials or
interim public disclosure of the results crpersonal benefits accruing to them; the
‘should be made pziar to campletion of the aCcoun?ing treatment accoréed.tC_) the transacti?ns;
investigation. This disclosure generally : : including whether false, fictitious or misieading
j# made on & Form 8-~% filed wieh the entries were made to record such transactions;
Commisgion, supplemented in some cases by Ehe existenceuaf any unreconciled funds,
the issuance of = press release. slush funds,” unrecorded hank accounts or
: gimilar "off book™ accounts; the possible
foreign and domestic tax conseguences, If
any, of the reported activities; and the amount
- 0f business related to such payments and
the possible effect of their cessation .
_ on gonsolidated income, revenues and assers
Depending on the timing of the disclosure and the - or business operations of the company; as
well as any other information that may he
required on a case-by-case basis, :

4. At the conclusion of the investigation,
a final report of material facts must be
filed with the Commission, generally on
on Form 8K,

status of the investigation, a corporation's disclosure in

a2 current or annual report, registration statement or other . Companies in the voluntary disclosure program can

£iling generally should include the following: RS BIERYORGrEE WHLHON PEToY Songul et bW WIER theTConnTe

" gion'y staff and without jeopardizing their participation in

1. The nature, scope and progress of the
corporation’s investigation, inciuding W
an identification of the persons con- '

“ducting it dnd the persons to' whom they
are responsible;

the program. They can, however, seek the informal views of

S the Commission itself concersning the appropriate
g/ .
disclosure of certain matters. - -And the staff has, in its

2. The company's undertaking regarding con-

) tinusation or termination of the practices
in question, and its policy with respect
to assuring the integrity of its books and
records and establishing adequate internal
controls and procedures:

9/ kRule 1{&} of the Commission’s Informai and Other Pro-
cedures, supra note 3, provides that the staff, on
reguest or on its own initiative, may present guestions
to the Commission for its informal views. The Commis~
gion's Geclision to grant a reguest for informal views
is, however, completely discretionary.
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diseretion, brought particular disclosure quesgtions to
the Commigsion to obtain its viewé and communicate them
to the companies involved.

Although this report and prior tegt imony have described
the voluntary disclosure program in some detail, and it
frequently has received congressional and public attention,
it is important to note that there is no requirement that a
company's disclosgures cbncerning éueétionabz& payments be made
within the framework'of the program. Hany registrants have
simply made what they coﬁsider to be app:opriétehdiselosares
without consulting with the Commission's staff.ig/ the nature
and detail of these disclosures reflect those companies® own
independent judgments as to what is material, or what
otherwise ghould be digclosed to investors and shareholders as a

11/

matter of good corporate relations.”  Moreover, a substantial

after consultations with the staff, but without seeking the

18/ These disclosures #till are subject to review and
comment by the staff of the Division of Corporation
Finance in appropriate cases, as well as to inguiry
and action by the Division of Enforcement, if necessary.

11/ Many of the companies that have made publig disclosure of
these matters in public filings have included an explicit
ctatement that disclosure should not be deemed an admigsion
by the company of the materiality of the facts contained
therein. . : N

-l

informal views of the Commission. To date, fewer thah twenty
gompanies -~ either by company or staff-initiated requests -
have obtained the Commissicon's informal views regaxding the

. - - k2
appropr iate disclosures calied for by the facts presented.""j

B. COMMISSION PRACTICES WiTH RESPECT TO
BISCLOSURE OF QUECTIONMBLE DAYMENTS

o date, the informal views expressed by the Cémmission’
staff and action taken by the Commission itself have been sign
ficantly influenced by the fact thet wvirtualliy all questionabie
payment matters have involved the deliberate falsification of
corperate. books or reaoiﬁs, or bthe m&intenanceléf inageurate o
inadeguate books and records which, amopg other things, pre-
vented these practices from Foming to the attention of the
company's auditors, outside directors and sha:eholﬁers., The
existence of inagourate records has, in our judgment, often

provided an independent basis for raéuiring some form of

s'g.J

e 4

aisclosure or the

PRFYR N

itiation of Commission enforcement action,

regardless of whether the payments themseives were of material

size or a materlal amount of business depended on their contim

ation.

:

12/ The compsnies that made public disciosure of questionable
or illegal payments after obtaining the Commission's
@nformql'views are identified Liv a double asterisk{**}
in Exhibit A. Three others determined mot to make public
disclosure and thus are not inciuded in BExhiBItTA.
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Cne consequence of the enforcement cases has been
a #ull accounting, usually anéeqtéken by an independent
cdmmittee'of the board of directors assisted by independent
counsel and the company's outside auditorsg. In other instances,
arising under the voluntary disclosure p:ogrém or maée on & |
voluntary basis, disclosures of a greater or lesser degree
have been made, depending on thé circumstances of a
particular case and the position of management and their
professional advisers regarding disclosure of matters they
deemed important to the company's shareholders,

These Commission and staff actions, complemented by
the increased efforts of the accounting profession to digcover
these praétices and bring them to the attention of management
and the board, suggest that in the future theée will be fary
fewer instances in which gquestionablie or illegal payments
+ Wil be improperly. recorded and made without the knowiedge . .
of the auditors or board of directors. Moreover, it should be
recognized that, since there have been go few instances io date
where the corporate records have been properly kept and the
guestionable payments known to both the company's auditors
and éirectors} past determinations by the Commission and its
staff may not refiect what will be required-in -the future under
different c¢ircumstances.

‘ Quite apart from these considerations, however, the

Commission has been of the view that questionable or illegal

15

payments that are significant in amount or that, although not
aignifiaant in amount, rglate to a significant amount of
buginess,” are material and required to be disclosed.
the Comgission is aiso of the view that guestionable or

iilegal payments, if anhown te the board of directors, couid
be grounds for éiscloéﬁre regardless of the size of the payment
“itself or itz impact on 6ependent husiness because the fact
that corpdrate officials have been willing to make. repeated
illegal payments without board knowiedge and without proper
accouniting ralses questions reéa;ding improper erercise of
corporate authority and may also be a circamstanqe_relevant o
the *quality of management” that should be diéciosed to the
shareholders. Moreover, even if expressly approved by the
board of directors, a questionable or illegal payment could
causé repercussions of an unknown nature which might extend
far beyond the question of the szgnlficance either of the

R el W*M‘wm‘é»m LA AR e o R e SR e 11 e st
payment itself or the business dxrectly depénéen& apon’iﬁf‘ﬂx

Por example, public knowiedge that a company is making such
};}eqainpaymenﬁst even of_algin9;“natg:e, in_one foreign
country could cause not only exprogriaﬁién of! a#séts in

that c¢ountry but alse a similar reaction or a discontinuation

. 131/
of material amounts of business in other countries as well.

i3/ Thig occurred in the case of one major oil company,
whose payments in one country were asserted as a
basis for expropriation of properties in another.



-] Fm

In- a senge, therefore, a corporation that decldes to o . )
factors, including the accounting treatment accorded the
make questionable or illegal payments for reasons its board . . .
Payments In question; the amount of the payment and
congiders to be good and 3uff1¢zent necessarily must proceed .
14/ its legality under local law; the recipient of the payment
at its own peril.”  The Commission may often not be able
and the purpose for whic¢h it was made: the knowledge or
to give comforting advice to issuers that wish not to make .- .
' "participation by senior management: the frequency zand
even generic disclosure of the existence of guestionable or )
15/ pervasiveness of the payment practices: and whether the
itlegal corporate payments, The Commission will, of course, B . .
_ S company hgs taken measures to terminate the activities,
continue to make its position known and take appropriate ]
Qrly after this consideration has the Commission been
action when it believes the federal gecurities laws require
_ able to come to an informed view ag to whether some
disclosure of certain facts.
disclosure of certain matters was required.
In situations that have come to the Commission's St
The discussion that follows should provide corporate
attention, we have proceeded carefully to examine the full
managers. and their professional advisors some guidance
facts and circumstances presented by any given case.
a6 t¢ the manner in which they might analyze the nany
in so praceedzng, we obviously must consider a vaZ1ety oﬁ

el e i

factors that might be presented in cases of this kinpd.

14/ HManagement determinations In this area are further
.affected by the disclosure policies of some
T companies that have decided, for reasong of good
shareholder relations, to make full disclosure of
foreign payments, whether or not legal of material,

Pisclogure Not Otharwise Required By A Specific Statuyte
Bule ox Requlation Are Defined By Re?erence toc the

hoctrine of Materiailty.

15/ That does not mean that the Commigsion necessarily would
obiect to a filing that does not disclese 3 smali
guestionable payment revealed to cur staff. Rather,
we would refuse to provide any comments in such & case.

The Commission has broad discretion te require specific
or generic disclosures of particular. Xinds of 'facts. The basgic

J'canon of the disclosure system is found in Schedule A of the
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Securities Act of 1%33, which specifies the items of information
to be supplied in reglstration statements for public offerings
and grants the Commission hroad' discretion to vary these
requirements or to add or subtract items.iﬁf

In adopting Schedule A, Congress directed the disclosure
reguirements toward what it viewed as a reagonable investor,
whoge needs and desires for information were basic and included
information relating to the financial and operating condition
of the company and the guality of management; conflicts ‘
of interest; balance sheets and earnings statements, caplital
seructure; rights of security holders, especially of gecurities
be ing oﬁfereé;‘ccmpetition in the industry; significant
customers; the backleg of orders; concessions held; lines
of business; ciasses of groducés or services; the interests
of management in certain transactions; certain corporate

loans to management, etc. Implicit in such disclosure

g b Sheh e HTE e R Esilnbt FH" EHE SR E Pt IoRe ondue® M

their buginess and sell thelr products on the hagis of

guality and price rather than bribes or kickbacks. Such

16/ The views expresgsed herein relate golely to circumstances

and practices impacting upoen digclosures in pProxy materialsi

and registratiocn statements filed with the Commission
ander the Securities Act of 1933, and in annual and
other periodic reporis required %o be filed under the
decurities Exchange Act of 1334, .

30

practices not only bear upon the guality of a registrant's
buginess and the attendant risks, but aiso on the guality
of a registrant’s earnings.

In refining and adding to the items specifically

. required in Securities Act filings in order to meet changing

needs and standards, the Commissioﬁ hag adhered to the
spirit of Schedule A, The philosophical approach underlyihg
Schedule A"siso has prevailed in the Commisgion's development
of the continuous reporting system based upon the Becurities

17/
Bxchange Act of 1934,7

Public documents fileé pursuant
to these reguirements are the primary source of information
concerning questionable or illegél corpotrate paym;nts.

The disclosure system is oriented toward the basic.‘
interests of investors, but it'ﬁoes not speak exciusively

ko f1nanqial relationships and data, Disclosure reguirements

APAPCR 20 L EoiE0 L tie viid douss Epsed Eho IRstoyot lons and:s 3
regquirements inciden: to eacg af'%hészﬁg1§T§§§?g§§§ﬁé“kwﬁﬁ
. C?mmission has promulgated rules geaerally requiring
disclosure of all material information concerning
. registered companies and of all information necesgsary .

v ko prevent .other disclosures made from being misleading. .

See Rules 405(1), 17 CPR 230,40%{1) and 408, 17
i), . 1 : CFR
230,408 (pertaining to reglstration statements under
%he Securities Act of 1%33)}; Rule 12b~20, 17 CFR ‘
40.12b—26 {pertaining to registration statements and .

annual and periodic reports under the Securities
Exchange Act of 1934}; and Rules 10b-5, and l4a-9

17 CFR 240.10b~5, and 240.l4a~9, ‘ ’
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aise should facilitate an evaluation of management's steward-
ship over corporate assets, In this context, investors should
be vitally interested in the.quality and integrity of manage-
ment. A number of factors -~ including the background of a
director-nominee, changes in management, confiicts of interest,
the identity of promoters, interlocking directors and officers,
special benefits to management and certzin stockholders, and
manaqement’é outside interests -- are relevant to these
concerns. Disclosure of these matters reflects the deeply

held belief that the managements of corporations are stewards
acting on behalf of the shareholders, who are entitled to
honest use of, and accounting for, the funds entrusted to the
corporation and te procedures necessary to assure accountabil-
ity and disclosure of the manner in which managemenf per forms

18/
ity stewardship.

information must be furnished only if material.

" 'L§7 “¥hé “ConnissTon consfacred trese lsbues, “altnoiigh in'a

somewhat different context, In the Matter of Franchard
Corporation, 42 $.E.C. 163, 176 {1%64):

“gvaluation of the quality of management -~ to
whatever extent it is possible -~ is an essential
ingredient of informed investmpent decision. .
A need so important it cannot be ignored, and in
a variety of ways the disclosure requirements of
the Securities Aet furnish factual information
to fill this need. Appraisals of competency
begin with information concerning manag?ment‘s
past business experience, which is elicited ?y
requirements that a prospectus state the offices
and positions held with the issuer by each
executive officer within the iagt 5 years. « .

.

{Continued)

i gL gerporate cackivityivil

wdlw

In determining whether to require specific disclosures,

‘the Commission generally has weighed the benefits of such

disclosure against ity assegsment of the extent of investor in-
- 18/

terest and the cost and utility of the particuiar disclosure.
gxcept for certain detailed affirmative statutory requirements,
; . 20 ;

18/ (Pootfidte continued)

To permit judgments whether the corporationts affailrs
are likely to be conductsd in the interest of public
shareholders, the registration reguirements elicit
information as to the interests of insiders which may
conflict with their duty of loyality to the corpora—
tion., Digclosures are also required with respect to
the remuneration and other benefits paid or proposed
te be paid to management as well as mater ial trans-
~actions between the corporation and iis officers,
directors, holders of more than 1¢ percent of itgs
stock, and their associates.® {footnotes omitted)

i3/ The matters the Commission freguently faces in the area
of guestionable or illegal payments often are so funde—
mental to the corporate structure and the integrity of

management as to be distinct from other types of

N A S, i

Ty

> X,

S g i

20/ The Supreme Court in Affiliated Ute Citizens v. United
States, 406 9.5. 128, - 1 . adopted a stanpdard

- of materiality couched in terms of the likely interest

" im 'thd matter by investors, spegifically defined =
by the Second Circuit Court of Appeals to inciude
not eonly the long-term investor, but the Wall Street
gpeculator as well. Securities and Exchange Commis—
gion v. Texas Gulf Sulbhur, 401 F.ed 833, EZ§( C.ALZ 1968),
cert., denled, g.8. {1969). Rule 405{1} of the
Securlties Act of 1933 defines materiality as encompassing
ail "those mattera as to which an average prudent
investor ought reasonably to be informed before purchasing
gsecurities.” 17 CFR. 230,403(1).
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the Commission has by regulation established general guidelines

on specific problems of materlality, particularly as to financialg

information, there is no comprehensive regulatory guide with
respect to the narrative disclosures.

Tn asttempting to determine whether a specific fact
is material there is no litmus paper test. Bach case normally
presents unigue combinations of facts, and the consideration ‘
whether particulisar information shouid be disclosed necessarily
depends on the context in which the gquestion arises. In this
regard, however, the falsification of corporate books and
records and the aceumuiation o§ funds. outside the system
of corporate accountability ~- problems presented in most
instances of gquestionable or illegal activity congidered by
the Commission to date -~ is of paramount concern to investoxs

i

and cannot be lignored.
iR R AR AL SR P EREG PP e’ stne Tguidance’ torucdtporatrdna““
faced with disclosure issues of this kind, the Commission has
Ld&ntzflad vaxious faatoxs that hava glven rise to disclosable
events in the paat. In actaal pxactlce, however, it must be
recognized that these factors cannot be viewed in isclation.
Thus, for example, the Commission‘s-éommenta concerning the
recipients of corporate payments must be read in conjunction

with the discussion relating to the knowledge or partie1patLan

B

w23

of corporate management, defects in the system of corporate
accountability and the impact on the business of the corpora- -
tion. t ' ' ' ' -

In the final analysisg, the disclosure obiigation may
 depend oncombinatichs of these factors.’ Thus, the views
expressed herein’ cannot relieve ¢orporate ménagement of the
obligation to evaluate thelspgc}fig circumstances of any
particulariﬁisélosuza guestion. - o ”

Pavments Outside the Financial
Accountability Svstem

2‘

An essential component of the disclosure system has
been the development of accurate, complete, and reliable
financial information, a process characterized by the develop-—
ment of increasingly sophisticated accounting principleg and
auditing and disclosure standards. Basic to the system:is the

pzinclple that all funds belonglng to the, cozpoxatlon, and
-w ':.; !"‘w‘ = : o3 %,& ’L‘ "!.-{

B 2 iy g e o
thus to its $hazeholﬁezs, are adequately main%ained'within -

the corperation’s system of flnanClaZ accountabllzty.

One of the most t:oublasoma and’ pezvasive cizcumstances
associated“wzth the_cases brought te the Commission'’s attention
nas been the treatment of quesﬁionable 0£-illega1 paynents
on the company's books and records. The accumulation of.funds

cutside thg normal channels of flnanciéi éccoantability, placed
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If the payment is illegal anaer the local law of a

at the discretion of one or a very small number of corporate '
foreign state-—a fact which may not always be readily

executives not required to account for expenditures ] i :
' agscertainable~~disclosure may be required. Disclosure

from the %nnd: the use of non-~fanctional subsidiaries and
generally would not be reguired of payments which are

secret bank accounts; and the laundering of funds or other i .
iegal under domestic as well as foreign law and are other-

‘methods of disguising their source or disbursement quite . . .
. wise & proper corporate payment accurately accounted. for,

often have been observed. These situations generally
: _ unlass_cal;ed fqp by other generzlly applicable disclosure

call for disclosure of the existence of.the fund or funds, B
: : ' goncepts. ¥

the general method of funding such accounts, their purposes, .
4. Recipients of the Pavments

and the amount of business involved. The need for such .
The nature of the recipient often has been an impertant

disclosures is further accentuated if senior management . o
: factor in determining that a corporate payment was a disclosable

condoned or approved a pattern of falgification of books . . .
event. Various classes of recipients have presented

and records, thereby casting doubt upon the whole system i : : .
: these conslderationg, incliuding but not limited to government

of accounting and the integrity of the company's financial L . '
cfficials, commission agents and consuitants of the paying

statements. . .
company, and recipients of commercial bribery.

Government Officials: Wypically, a ca:poratidn

3. Legaiity of the Payment Under Local Law
) Fraders 7 R A e,

s o U BTRRT TV S S S pOYa e “Payient Hae
particularly important factor. Where the payment violates

A A

een™ 5™ would not, in the ordinary course of business, make payments

to government officials in theilr individual capacities.

United $tates laws, the Commission has adhered to policies ~ Such payments, therefore, are usually a form of bribery

governing the need for disclosure of violations of United that, where material, would give rise to & disclosable
3/ . it i

States laws in other contexts. event.

The Commission has observed payments to government

21/ The Commission also refers potential violatlons of United officials for four principal purposes. First, corporate

Statesy laws to the responsible law enforcement agencies. .
) payments have been madd ih an effort to procure special

and unjustifiied favors or advantages in the enaciment or




admiﬁistrétion of.éhe tax or other laﬁs of the couﬁt:y in
guestion. The disclosure of payments for these purposes has
been :equ}:ed where the amounts involved or the corporate
benefits obtained have been significant and the payment iz
sade to influence the exercise of judgment and discretion
in disposing of matters on behalf of the govermment.

Second, corporate payments may be made with the
‘intent o assist the company in obtaining or retaining
government contracts. It may be ﬁossibze.to distinguish
payments intended to secure the favorable exercise .
of judgment ér discretion on behalf of the governmental
body from situations where the official, under applicable
iaws, regulations or customs, appears to bava been permitted
to act for suppiiers in connection with government contracts

and to be paid for such services. Where this is permitted,

.,pgygents,tbZggyernmentglnqitiqialsJsougpployedgmﬂynagvezvI;g,,%g

theless be material where other factors, such ag the
tecipient's insistence on thé maintenance of secrecy or
the inacourate reflection of the paymentS'oﬁ corporate
books and zecakdé, suggest that the payment isg in fact a
form of bribery.

A third purpose for payments iz to persuade low-level

governmental officials to perform functions or services which

'the;“are‘obliged £o pe:forﬁ as ‘part of their gove:hmentéiiﬂ;?'%
regponsibilities, but which they may refuge or delay unless
coppensated, These so—~c¢allied fécilitating paymenta have
been deemed to he material where the payments to particular
persons - are large in amount or the aggregate amounés are
large, or where corporate management has taken steps
to conceal ;Qem through false entries in corporate books
and records. . . |
Another type of payment is the political contribution. .
- HWhere these contributions are iliegal under locai law, they can
be aasimilateé[to bribery. Even whe%e'legaZJunder'iocal law,
such payments may Ee material if the expenditures are such
that they appear to be designed to unduly influence public
policy decisions.

Commercial Agents and Consultants: The Commission

recognizes that corporations doing business abroad often.
.engage the seKV1ces of non~offlcia1 nationals possesszng
specialized information with regard to business opportunities
or relationships which are of assistance in securing or
main§aining business., There is nothing inherent in this
practice that gives rise to a disclosure obligation under

the federal securities laws, Certain factors may, however,

suggest that payments to much persons should be disclosed,
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& variety of considerations, some legitimate and some
questionaple, may prompt the use of adgents or consultants.
among the key factors to be considered in dqtermininé whether
disclosure may be zequiréd is the relationghip of the agent
to the governmental entity or contracting party, the size
and nature of the payment, the services to be performed by
the agent,. and the method and manner of payment;

The disclosure obligation cannot be avoided because
of corporate management’s indifference o the guestion
whether the agents are acting as conduits for improper payments.
Management must take reasonable steps to determiﬁe whether
commissions and fees paid are to be transmitted, in whole
or in part, to govermmental officials or thelr designees.
Commission or consultant payments substantially in excess
of the going rate for such services may give rise to a dis~
closable event, depending upon the significance of the business
invoived. In many instances, this may suggest that a portion
of the commission was, in fa¢t, intended to be passzed through
to government officials or their designees to influence
government action. Similarly, other_circumﬁtancas that give
companies reason to believe that portions of commission
payments will be passed on to government officials or their

designees present the same problems as those discussed above.

- g
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i fommercial Bribery: The Commission also has observed. ..
payments made to fmproperly infliuence a ncn*governmentaln '
customer's use of a company's product or services. These

payments kay 2180 give rise to a disclosable event.

5. Amount of the Payment

As a general rule, & corporation need not discloge
roztine expenditures made in the ordinary course of business
uniess spezific disciosure provisions otherwise s0 require.
However, questionabie or illegal payments must be disclosed
where they are significant in amount or where, even tﬁough
not significant in terms of &bgolunte amount, are”teiéfed
to a significant amount of business or other relevant
financial inéicia.zz/

Gnder.most ¢ircumstances, the amount of the payment
is not dispositive of the materislity issue unless, of
course, the paynment is significant by itseif. Where the
size of the payment Goes not otherwise reqiire disclosire,

the materiality of such payments would depend on the relative

. economic: implicatlons of the payment to the company asg a wholé

or to a significant line’of the company's business. Thus,

for example, a questionable or iliegal payment that seems’

22/ As previously indicated, the methods used to make
or facilitate these payments are important factors
to be -considered. The facilitation of such payments -
through falsification of corporate records will give

é%se ko a digclosure obligation even in cases where
sclosure might otherwisé not be reguired.
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relatively emall in relation te corporate revenues, income or
11ass¢tspmay‘asﬁame.mueh_gneate:aimpa:tance,when one asseses
the amount of businéss that may be dependent on or affeéteé
by it. This in turn may be affected by whether foreign
business ;3 & whole, or in a particular country, i$ significant

to the overall business of the company.

6., Rnowledge or Participation by Senior Management

Investors have a right under the federal securities laws
te be fuily advised of facts concerning character and
integritf of the cofficials relevant to their management of
the corporation., This is particularly true when management
administers significant assets in foreign states, whare
investors may not have the same protections as exist in the
United States. Accordingly, transactions that would not .
otherwise be matérial may become so by virtue of the rele
played by management. '
whether discleosure is reguired on the basis that it
‘relates to the integrity of management is stbject to a
number of variations. In situations involving a vervasive
. pattern of encouragegent, participation in or knowledge of
these practices by senicr managewment, the need for disclosure
is ¢iear. If, on the other hand, senior management neither
knew nor should have known of the payments, disclosure may

not be feéaireé: yniess they are otherwise material,

N

W
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LD fAlcat tond dnd misappropy Fit tons By corporate r i
officialg bear directliy on the integrity of management and
the adequacy of its stewardship.and should be disclosed.
Of course, any indictment of the company or any of its
principals arising out of guestionable corporate payments
may give rise to a separately disclosable &vent.gé/

7. Patterns of Paym&nts.That Are an Integral Part of

Uperating a Business or a Significant Sedment of
the Business .

The fact that a company has éngaged in a pattern of
payments over an extended period of time~-which mayments
when taken individually may not reguire dlsclosurewwsuggest
that the company's product or service could not be sucgess~
fully marketed in the absence of the.payments involved,

. arnd that £§ilure to gontinue to make s%ch payments could '

endanger the business operations. If other companies

. _in the same line of bus' ess are not making, ar wauld not
s o PR T s 1 Wt
make, such payments, a question arises regardxng the salew )

ability of the company's product or serv1ces.

* Wlere such a’battern of ¢dnduct exists tah respect -
to a significant line of busineszs, or conversely, if teramina-
tien of the payments might be expected to change significantly
the economic success of a significant line of business,

disclosure is appropriate.

23/ See Securities Act Release No. 5466 (Mar, 8, 1974).
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1854 Cessation. Of: the Questionable Condugl . -: . oo

A vompany’s strong and adeguate measures Lo assure
ceszation‘of its guestionable conduct is a gignificant
factor. The Commission must, of course; consider each case
on its particular facts. Where such measures have been taken,
the Commission, particularly in its voluntary program, has

given welght to this fact in assessing the need for disclosure.

C. SATURE AND DETAIL OF DISCLOSURE

Except in egregious cases, the Commission has generally
not objected 4o so-calied *generic” disclosure ¢f the circum-
stances and practices that have come to its attention under
the voluntary program, particularly in those instances where
the company has represented that it has ceased its'qaéstionv
able or iilegal activities. Generally speaking, however, the
more serious the problem {and particularly where the company

witptendeste.continue: such acbivities) Luthe: greater the: d;e.tai& i,
which should be dlsclosed.

Generlc dzsclosura has included: _

e 1. ?he exzstenee, aﬁo;At of; éufaﬁi;;;-ﬂl;lur‘
and the purpose for, the foreign

payments;

4. The role of management in such
payments;

3. The tax conseguences, if any, of
the payments made;

w3

higaslin i Enformationtabout the-iine.of buginess, oL i
_clags of product or services in connection
with which the payments have been mader

5, The company's intentiom with respect to
* the continuation or te:minatlon of the

practices;

6. The impact that cessation of the pay~
ments referred to in iteéms 1 thzough 4,
above, may have on the corporatzon 8 -
consolidated revenues, net income or
assets; and

6. he method of sffecting payments, including

possible falsifications or Lnadequac1es of
corporate books and records.

In cases arisin§ under the voluntary program, t?e_
Commission generally has not required di#closuré of ;ha
identitj of recipients, On the other hand, the diéciqéure
of the identity of senior management officials who have .
nisappropriated corporate funds of.actively encouraged
j-émri participated in the falsification of corporate books
and xecorés may be required to allow shareholders to

w et gl e’ f‘!-ﬁ\?ﬁt’, i B i e
Ceritte ily asaess the iﬂEegritf‘o

nggement.
_ With regpect to the form of disclosure of such

_conduct, where it is. determined that some. disclosure i -

required, the Form 8-K is normally the app;op;iate vehicle

unless there ig an Annual ﬁeport on Form 10-F being filed

at the time when the problenm is_being dealt with, _Suhsaquent

disclosure in registration statements will depend upon the



ey

timing and other factors. If there is 2z pending registration
_statement and the information has not otherwise been dzsclosed.
Tp:esumably the dlsclosaze ‘would eithaz "be nade 1n the
registration statement or in a Form 8~K with a cross-reference
to that repert .in the registration statement.

Digcelosure of material facts'pertaining te the conduct of

persons standing for election has depended.on the circumstances .

of the given case. Where such facts have been previcusly dis-
¢losed in a document generally circulated to shar¢holders, 24
the Commission has generally not required further disclosure.wﬂ/
when the disclosure is in a public filing not circulated to
shzreholéders, disclosure in the proxy statement may be required
depending upoﬁ the nature of the conduct involved aﬁd manage-
ment's knowledge of or participation in that conduct, the nature
of the issues to be decided in the shareholders' meeting {in-
cluding who the candidates for board electlons may be), and the
company’s Intentlon with respect te termination of the practices.
In some instances, the Commlssxon has determined that a meaning~

P o b aPe ';-

fefereﬁgz to Y previous £ 1¥ng woul&'b *shfflcleht.

3. ANALYSIS OF INFORMATION DISCLOSED

B TN Tabular:?reaenﬁatioﬁ.of Disclosyre Results... o -

The table attached as Exhibit & pregents a general

portraval of the public disclosures received as of Aprii 21,

24/ Disclosure may be required when the conduct ig particu~-
larly relevant to the "guality of management™ standing
for election; where the earlier circulated document was
not proximate in time to the proxy malling; and where
management has not disclosed its intention to stop the
practices.

X ‘

~gBm

1976, concerning questionable or illegal foreign or domestic
corperate practices, The conduct reported varies.significantly,
and the companies included can ﬁy ne means universally be
characterized as wzbngdoers. Ins;ead, they'rgnge from com-

. panies that have-filed reports reite&ating.pr&vieuslyvexare$sed:}
corperate policies opposing illegal or.questionabie éfactices:
to those indicating they are conducting inv&stigationé: .
to those tié% report serious and pervasive patterns of -
questionable and illegal! conduct. .

In compiling Exhibit A, the staff consulted only
publicly filed dccuménts; In caées in which these &ocﬁ&%nts
appeared to sﬁgg&st a éat&gozy of cogéuctf an entry was .
made in the c¢hart. Where.no statement on an issue was
made, however, the chart simply shows ’not.indicateé.“

In general, ¥xhibit & reflects the matters disciosed

in“the public filings in as close_to the corpo;at;on s

FIRIR st B K e A
own terms as is 90351b1e, gzv&n the format ¢f the Exhlbzt

The staff has not relied on or inciuded iniozmation that

"'13 ot contained inthe publlc fllings §hd has 1iﬁéwise

sought to avoid making substantlve dudgments as to the
25/ '

matters disclosed.”

25/ Inclusion of facts in these charts should not be con-
strued as a Commission affirmation of thelir truth or
accuracy. HMany of the companies included in Exhibit 2
currently are under investigation by the Divigion of
Enforcement.’ These investlgations should allow the Com-
misgion to test the accuracy and adequacy of these

disclosures under the federal securities laws.,
4
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Te the extent possible, we have attempted to divide
the discloﬁares contained in the filings inte broad
éateqozie; that piovide a very general indication of the
activities described by the :éportiﬁg companies. Disclosures
made by the corporations vary significantly, both as to
substance and detail, and often do not lend themselves
Lo easy clgsgification. freguently, for examplé, the
decuments do not ciearly indicate whether or toe what
extent foreign "commission-type payments® are made directly
to employees or officials eof fereign governments, Thus,
the distinction between this cateqgory and "payments to
fore ign ::;Efiu::ials;I is sometimes not as ¢lear as the tabular
presentation would suggest. '

Finally, it should be emphasized that an analysis of the

infoermation in Exhibit A must be undertaken with great caution.

.Although-the .Commigsion is.confident that poth the .tables apd, ...

the following narrative discussion present a reasonably accurate
generai deseriptlon of the matters discleosed in these fillngs,
f‘any evalaation of the condact of & particuia: corpczatlon based
on the information get forth in Exhibit A inevitably suffers

the Iinfirmities inherent in attempting'to coﬁpress a signifi~

cant amount ¢f information into a iimited format. The Commission

therefore strongly suggests that the assessment of the -
activities of any particular corporation rest on the actual
filings themselves rather than on the distiilation of

thoese documents contained in Exhibit A.

2. Commigsion Analysis of Disclosures:

L 26/ -
This nlnety~f1ve companies”  that have nade 6lsclosures

regarding possible questionable_oz iilegal payments and related
practices fit int§ a wide varieﬁy of industry classifica~".
tions. The majority, sixty-six, were manufacturing *
companies. Among this number, the two largest identifiable
groups were drug manufacturers and companies engaged in
petroleun refining and related services. Each category

is represented by twelve companies that have made public

_di&closure of the matters set forth h&r31n. o

\l L] .-..’ i ‘\..

U he” most cemman transactlons :epozted waze payments'

to foreign officials, ard fifty companxes voeiuntarily

- reported such payments. -in addition, fouz:of.the-51x.f

companies submitting reports as a result of Commission

26/ This 1nclades eighty~-nine companies that are
recorded in Exhibit A and the six companies that
submitted reports as a regult of Commission
actions, which are summarized in Exhibit 8.



enforcement action reported similar payments. Twenty- of the payments suggest that portions of those payments

five companies reported activities that are categorized may have been used for other purposes, most frequently
27

as *other foreign matters,™ as well as two that fa? possible payment to government officials.

gubmitted reports as a result of enforcement action. The majority of the registrants that voluntarily

The activities reported in this category most commonly reported payment of foreign pelitical contributions indicate

include payments of some kind, but also include other that such contributions are legal in the country in which

conduct, sich as vielations of foreign curreacy and they were made, and we have no basis for questioning the

28 ® . :
exchange laws."“/ additionally, many of the matters validity of these assertions., By contrast, although only

reported in this category would appear to constitute &, some of the reports are sufficiently detailed to support

a form of commercial bribery. a conciusion, we believe it a reasonable assamption‘that

Fifteen companies voluniarily reported foreign political many of the cases of unusual sales commissions aé&ually_

repregent instanceg in which a portion of the payment te a

payments, as gid twe of the companies that filed reports as a

result of commission enforcement action. Twenty-seven foreign agent or consultant ultimately was passed to foreign

companied valunta:ily reported foreign sales-type commissions, government officials in order to obtain favorable treatment

as well as two companies filing spﬂclal ceports. In some ,.°£ §°?f kind for the ‘company.

“cases, ‘el eonpanida sp&cifically notd ‘that Gikcumstances The’ number of oupanies zepcrt;ng donestic’ political

contributions and other questionable ddmestic payments

27/ These categories overlap to a considerable . : : . . . .
! degree. For example, 1t appears probable that - .. is smaller than the number reporting foreign payments.
‘some of the unaccounted for payments incident to ' '
foreign operations ultimately came inte the hands Bach of the six companies that filed reports as a gesult
of foreign officials or their designees. of Commission enforcement actions disclosed domestic
28/ It should be noted that many companies reported : T, i : .
activities that fall into a number of the categories political contributions. Many of these were clearly
and thus that the total nambers reported above itlegal, and were reported ag such by the companies.

refiect this repetition.




Qthers, although net specifically 1dent1£xed as illegal,
appear to have been made in circumstances that might

suggest tLat conclusion. iIn addition to the six companies
discussed above, twenty others wvoluntarily reported domestic
political contributions, many of which were identified as
being illegal.. Thirteen companies reported other domestic
matters of a questionable or illegal nature, as did two

of the companies submitting reports as a result of the
Commission's enforcement ptogzam.gg/

Agide from the nature of the payments, many of the
filings have dealt with four other aspects of the problem
that we believe may be of interest to the Subcommittee:
the potential tax consequences of these activities, their
accounting treatmenit, the knowledge of management, and
the possible impact of cessation of the practices.

Dol T '-‘4' JEl e e L h L e et

28/ Two points should be borne in mind in reaching
tentative conciusiong from this data, First, -
some of the reporting companies indicate that
state "or federal contributions were made in
circumstances that may have been or were legal.
Secondly, some of the filings we have analyzed
are not sufficiently clear to support a firm
deterdination that the payments or practices were
domestic or forelgn. For classification purpeses,
these have been entered in *other domestic matters,”
with a c¢ross-reference to the foreign categories.
Thege reports are aiseo included in the above
totals.
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?he_Commission is not in a position to ascertain
the pogsible tax consequences of the various questionabie
or illegal payments or the manner in which they were made.
We note, however, that thirty-seven companies in Exhibit A
and five of the gix companies_that submnitted reports as a
resuit of Commission enforcement action have themselves
indicated either that some adjustment to their federal

tax liabii&tigs is possible or that -the matter is being

.discussed with or under consideration by the Internal

Revenue Service.

~Secondly, forty companies reported in Exhibit A and
each ofsghe six cogpaniea that filed reports as a result
of Commisgion enforcement action have disclosed the particuw

larly disturbing fact that at least some member or members

‘of corporate manaqement had xncwzadge of, approved cf, or

e e

'participaggd in the questionable and illegal actzvlties

reported,
' i Third, most of thé instances Gof :eported abuse also
involved gome falsification of corporate records or the

mainten;nce of records that appear to be inadeqguate., In many

38/ This is balanced to a degree, however, by the amall
number of companies that reported their intention
te continve questionable or iilegal practices.



Haf ihe ?éports éﬁéﬁitﬁed voiuntariif-by éo:éoraiiﬁhé;.ﬁhe
description of the payments and their documentation appears
to have b;en inadeguate to permit ready identification or
verification of the purpose of the payments., Similarly, the

" Yéports the Commission obtained as a result” of enforcement "

actions discloge flagrant instances of abuse of the system

of corporate accountability, including the establishment and

mainéanance'of substantial off-book funds that were used for

various purposes, some guestionable and some clearly iilegal.
Many of the defects and evasions of the sys&aﬁ of

financial accountability represented intentional attem?ts o
conceal certain activities. Not surprisingly, cérparaté'
officials are unlikely %o engage in'questionable'or iilegal
conduct and simultanecusly reflect it accurately on corporate
hooks and records. We regard this to be a significant

Point, and one that is central to the approach.we outline

.iﬁ Part zf.of tﬁié repoft.“ - - o .

Finally, although it is not possible to draw
definitiQe cdnclﬁsioﬁs'régaiding the possible impact of
cesgation of the practices reported on the foreign com—
mercial activities of the companies that reported ithem, the
indications in our data suggest that it wili not sgeriousiy

affect the abllity of American business to compete in
. N

a5
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ﬁéfld markets, &ineteen of the companies reporting qaestian~'
able or illegal payments or practices specificalzy noted that
cessation of the précticeé would have no material effect on

their total revenues or overall business. Generally, it

' -has fiot beén suggested that eeésation-wbald=serion$ry.hamp&h.;

companies’' overall operations.

On the other hand, - it is not possgible to dete:mine
the amount of business assocxated with each of the repcrted
p&yments. The volume of sales or other revenues reported by
SOme companles to be ’related" to the practices ranged from
20 to in well in excess of 180 times the amount oE the payments
themselves., One cannot detérmine whether some or all of those
revenges could or would have beenm obtained withoet the payments

or practices,

E. THE RESPONSE OF TER PRIVATE SECTOR

The Commission hasg attempted to ascertain the attitude
of the business and accounting qdmmunities ko the problems
recently,rgygalgd“inuéhis area. We reéard this,tq_bg_; eritical
factor in deaiing wi%h these problems. The Commission, with

its limited resources, must maximize its own effectiveness

- by conatantly seeking to prompt the private gector's increased

agsumption of initiative and responsibility in dealing with



problem areas we identify. The responses in this case

generally have been positive, and the Commission is hopeful

i RRT e i e e

 that the attitudes of these two communities, which are central

1

te the resclution of this problem, will evelve in 2 manner which

will help ensure that the problem of questionable or illegal

foreign payments is alleviated.

1. The Response of the Business Community

Bmerican business leaders have not reacted uniformliy
to disclosures concerning questionable or illegal péyments.
For example, a survey taken by the Opinien Research
Corporation in July of 1975 indicated that near}y half of
America's business executives saw nothing wrong with paying
foreign officials in corder te attract of retain.contkacts.

Increasingly, corporate officers are beginning to speak out,

nowever, indicating that Amerlcan companies need not make such

zfpayments,in ordenQ&o;compétengﬁfectively“and;urging the v

adoption of cedes prohibiting unethical or improper conduct.
nany ¢ompanzes have adoPted such codes, inaludlng some that

have reportad no znstanaes of questionable or 111egal

payments.

Disclogures of guestionable or illegal corporate conduct

aiso have prompted outside directors to increase their involve~

ment in and knowledge of corporate affalrs. In many cases,

these outside directors reportedly have been instrumental in

initiating intermal investigatiéns and regquiring more stringent

auditing controls.

2, Codes of Conduct’

Where qu&stionable practices and payments.have been
discovered, the most.common reaction has been the board of
directors' issuance of a directive ordering cessgation of
such conguct. Additionally, many companies have adopted or
reaffirmed and clarified written corporate policies prohib-
iting similar corporate practices in the future. A number
of these corporate policy statements jnclude recitals that
employees are to conduct themselves in accordance with the
highest ethical stand;rds. The written policy statements

generally have been disseminated to employeas, often accom~

_paniad by ietters from management amphasizlnq the lmpertance

) w.;-4 s et b R
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‘of aomplzance. in many dases, moreover, corpoiations al&c o

have established procedures requiring periodic certification

“of ‘compliance by key -employees,’ and have specifically-indi~

cated that viclators will be 'subject te discipiinary action,
Many corporate policy statements broadly prohibit

the use of ¢orporate funds_or assets for any unlawful

or improper purposes. Other gompanies have adoéted e of

specific¢ prohibitions. Some have prohibited political



contributions, regardless of whether they would be legal
i¥ made, “In gome cases the coméanies also have specifically'
prohibited payment of commissions, bribes, bonuses or kickbacks
to governmental empioyees, and Others have Insisted that con~. -
tracts with consultants or sales representatives specify that
~the payee not use any part of the payment for purposes

other than those indicated in the contract. ‘Some companies

have taken additional measures, insisting Ehat the specific'
services to be rerdered be recited in the contract; thats the
amounts paid be reasonable; and that the payee agree to public
disclosure of the contract. '

‘Finally, many of the corporate policy statements prohibit
establishment of any undisclosed of ynrecorded funds or assets
and false or artificial entries in corporate books and reéords.
In additlon, adequate and accurate dacumentatlon of all accountw

W "f—gz;;.w ,nr.qw ‘; she I.»'-’!E"?-‘!T s WA g :p.d i, J‘_ o iy ;
ing entries’ often is reqazred. To bolgte: these polzc;es, the"
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boards of directors of soma'companies have directed management
. £oinstitute additional internal auditing controis. - -
not all of the corporations with which the Commission
hag dealt regard cessation of all questionable or improper
Four companies

payments to be a realistic or desirable goal..

have advised the Commission that they intend to continue making

L

-

3y

ceztain questlonabla p&yments Santa Fe Xnte:natlonal, Whli&

“generally acknowledgzng the undesirability of payments to

is agprqved_bz the President of the Cpmpapy.:

e

minor foreign government officials to setitle tax and custom
clalms, has indicated that it will cqntina; te make such pay-
ments "if no reasonable alternative exists,™ and if the payment
Simiiﬁ:iy, Cogé
Laboratories has expressed its intention to continue the
guestionabled commisgion-type payments in casges in which refusal
to do so would *adversely .affect its operations inm that country,®
provided the payment is anthorized by the chief executive officer
and “ﬁo reascnable alternative 1s available."

Rollins issued a similar policy statement, in which
it indicates an intention to continue certain payments, stating
that it regards the pracfice to be a refliection of the fact that
payments to government officials are “customary” in certain
countries. Finally, Castle & Cook, which has adopted a policy

prohibiting the use of corporate funds for improper purposes,

[

ﬁ%@ ﬁdﬂ?ﬁédafheﬂﬁommfgs H‘%ﬁat_f

te foreign government employees f£or legitimate services, such
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.. ag security, that the foreign government.is wnable to perform, _ . .

at its own expense. The Company $tates-that it considers these

31/ 1t should also be noted that many of the declarations of
cessation specifically refer only to the cessation of illegal
practices or to the maintenance of standards consistent with
the ethical standards of the countries in which they operate.
Sone of_these policy statements might also be interpreted as
permitting gimilar payments in certain instances.
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'cpayments to: be prcpe:, and 1ndlcates that they were not brlbes~.
or attempts to ohtazn preferential treatment. ?urthermcre, it
is attempting to arrange for such foreign governments to

ﬁablish recegnition of and procedures for these payments.

2, The Response of the Accounting Community

Many of the instances of improper or illegal forelign
payments examined by the Commission have involved cases in which
inadequate‘or improper corporate books and records concealed
the existence of these questionable payments frem the independent
auditors, as well as from some or &ll of the members of top
nanagement and the board of directors. Some cases also invelved
the maintenance of funds ocutside the normal accountability
system for similar purposes. In a number of cases, these
falsifications or 1nadequacies have been deliberate, and
represented careful attempts of some corporate executives or
. members of the board of directors to conceale their actlv

R B S AR, S TR
frcm the auditors, other company ‘officials and members of

the beard. In many instances, defects  in the corperate
”ﬁécccaﬁtabilLtyﬂsystémeeré“institutea'afniower‘lavsls 1, S
the corporate hierarchy.

Whatever their origin, the Commission regards defects in
the system of corporate accountability to be matters cf_serious
concern., Implicit in the reguirement to file accurate financial
statements is the reguirement that they be based on.adequate

and truthful books and records. The integrity of corporéte

*\

books and records is e&#entiai o ihé entire repértlng s}atem

o
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administered by the Commission.

One of the most important by-products of the Commission'
program to ensure adequate discovery and disclosure of guestior
able and illegal payments has been the increazsed sensitivity

demonstrated by the accounting community. The independent

. accountant's responsibility is to certify that the financial

statements of a corporation are fairly presented in accordance

with generally accepted accounting principlies. Accountants
are not free to close their eyes to facts that come to their
attention, and in order properly to satisfy their'obligations,
they must be reascnably sure that corporate books and records
are free from defects that might compromise tha_validity
of these statements. '

In many respects,:both the Commission's and the public's
awareness of the maqnitude and 1mplicaticns of_the_prcblems

EEAN R i g e 8 I L e )
presented by guesticnable and 111egal foreign paymeats has been

avolutionary. The accounting community has become more

genaitive to this evolution. And; although the responses = '~

of the accounting system have varied from firm to firm, the
overall respense of the profession is encouraging. An informal
survey undertaken by our Chief Accountant indicates that the
the following are representative of the pﬂllczes and pracedur&s

addpted by the accounting profession in response to the

problems we have identified.'



-Acconntinq firms have reviewed and distributed to

their partners throughout the worid copies or digests of

relevant actions, news storles, speeches, testimony or any
other data relating to these problem areas. Procedures have
been established to assure that the materials disseminated
are brought to the attention of all members of the firms,

and that meetings are held to discuss the p:cblem agg/to

reinforce the accounting firms' policy directives. ™

Major accounting firms additionalliy have taken specific
steps to assist their clients and to meet their responsibilities
to the publie. For example, they have:

- Egtablished procedures to assure that infor-
mation relating to guestionable payments 1s
brought to the attention of appropriate .
senior personnel. In many cases, the assign-
ment of such responsibility to designated
individuals in a firm assures that the
accounting firm's response is consistent
with its responsibilities to its c¢lients and
e RO EBENPUBLECI s | s e
-~ Egtablished pelicdies to assure- that questionable

or sensitive transactions are brought to the

attention of the beard of directors, preferably
through the audit. committeer e e

32/ One accounting firm, in reemphasizing its policy

T directive that top management and the board of directors
be timely advised of these matters, stated its position
suceinctly:

“We cannot overemphasize the importance‘and necessity
of bringing these matters to the attention of top
management and the board of directors on a timely
basis. Any partner who takes it upen himself got to
do this, must £ully understand that he is seriously

endanger ing the Firm and must be willing to accebt
the c¢onseguences.®

=~ Prepared and distributed to corporate clients
sducational materials to encourage their
adoption of policies relating o ethics in
" business transactions:

- Adopted pelicles of encouraging clients to
make voluntary disclosures of questionable
or .sensitive transactions. to the Commission
-and encouraged consultation with the Come
sion regarding the procedures to be folliowed,
‘and the disclosures to be made;

-~ In appropriate'aizcumstances, extended
auditing procedures or required that
alditional procedures be followed:

—« Changed representation letters
to include representations relating to
the problem of guestionable, improper or-
iilegal payments. 33/

33/ An example of such a representation from management required
by one accouhting firm before signing the audit report is
set forth below: . -

"fou have been informed of all 'sensitive® receipts
or disbursements and of any unrecorded cash or nomn-
cash funds out of which any such payments have been
. ©or might be made, to the full extent of our knowledge
-fum;n;hegeof4igncigding;&aﬁyéécqmmgqqatibn$=af?équnsglywithgg,;j
respect to such matters and their disclosure. 'Sensitive®
receipts and disbursements, whether or not illegal,
include {a} receipts from or payments to governmmental
o officials or employees, or (b} commercial bribes or ;
kickbacks, or {¢) amotnte féceived with an snderstanding
that rebates or refunds will be made in contravention of
the laws of any jurisdiction either directly or through a
third party, or (4} poiitical contributions, or {e) pay-
ments or commitments (whether cast in the form of conmige
sion payments or fees for goods or gervices received, or
otherwise) made with the understanding or under circume
stances that would indicate that all or part thereof is
t0 be paid by the recipient to government officials or
empiloyees, of-aw .a commerclal bribe, influence payment
ot kickback."® . : _ o
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Recently, the Auditing Standards Hxecutive Conmittes
of the American Institute of Certified Public Accountantsg
prepared an exposﬁre Graft of a proposed Statement on Auditing

34
2/ attached as

Standards regarding *Illegal Acts by Clients,”
Exhibit C: Thé draft stétement discusses how accountants

may become aware of illegal conduct ahd the inguiries

that should be made if such conduct is suspected. For
example,'the adraft indicates that, while an auditor’s
examination does not usually include procedures specifically
designed to detect illegal acts, auditors shouzd navertheless
be aware that illiegal acts may have occurred which may have

a material effect on financial statements. If an auditer
bezieveé i;legal acts may have pesurred, he is instructed

to investigate furthe:; consulting counsel 1if necessary.

The draft also discusses examination procedures performed

- fori-other. purposes which. may bring-iliegal. acts. to lxght.-'?o:«;jw

example, xt discugges evaluation of internal controls and reiated

tests of transactxons and bazanaes ‘and aéd1tlonally states that

'the au&1tar ¥ uaderstandxng Gf tested transactzans and their

34/ Rule 202
requires
anditing
ments on
tions of

of the AICPA's Code of Professional Ethlcs
adherance to the applicable generally accepted
standards promulgated by the Institute. State-
Auding Standatds are recognized as interpreta—
thogse standards, and Rule 202 requires that

members departing from these standards be pregared to
4ustify that departure.

business purpoges may lead to the digscovery of transactions
that appéyr to thg auditor to have an unugual oL, qgeséianable
purpose. The draft expresses the view that the aﬁditor's_
examination should include inguiries of the management
2éga:ding accounting for, and &isclosure of, loss a&atingenaies
and reiated communication with legal counsel. Auditors alsoe
are instrgcted'to inguire about clients® establishment of
policy di?ectives and their compliance with laws, regulations
and procedures relevant to detection and prevention of illegal
acts.

Pinaliy, the draft provides guidance as Ec'éﬁé posgible

materiality qf illegal acts and the actions auditors should

take upon discovering such act#. And, while it states that

the auditor is under no legal obligation in the crdinary case

to notify outside parties, it does indicate that, if the act

-~ s ger ious- enough -to warrant. the. accountant's withdrawing

from the relationship, hé should consult legal counsel regarding

what othar actions, 1f any, should be takan.

ﬂhxle the axposure draft is pr@sentzy under aative

- conglideration and the Commigsion is not now prepared to assess

the adequacy of this propésal, we have beenh encouraged by the

profession's responsiveness., Morsover, the programe outlined
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above demonstrate that the initiative and professional

AL ettt e

competence in the accounting profession ars a significant

regource in owr continuing grogram relating to guestionable

or iliegal foreign and domestic payments.

F. CONCLUSION

Certain conclusions c¢an be drawn from the Commission's
experienced to date, the many reports filed, and the reaction
of the private sesctor concerning the overalil impact these
questionable or iliegal practices have had on public confidence
in the integrity of American business, Pirst, the problem of
questionable and illegal corporate payments is, by any
measure, serious and sufficiently widespread to be a cause
for deep concern. Unfortunately, the Commission is unable to
conclude that instances of illegal payments are either isolated
or aberrations limited to a few unscrupulous individuals. To
Tplace ih mattei in ‘perspective, however)” it'shéuid Bet e ¢
noted that the 100 or so companies discussed in this report
__shqu;d be viewed in relation to the significantly larger )
number of cgrpora;ions that regularly.f;le with the Commissian,
a total exceeding 9000. Viewed in this broader perspective,
the"Commission belleves that the present evidence of corporate
abusg, while indeed serious, does not support ény general

condemnation of Amer ican business.

We do not mean to suggest that the reports filaé with
the Commission portray the totality of the possible problems
in this area. Our Division of Enforcement presently is
examining the activities of many companies that have made
disclosures, and the activities of yet other companies that
have made no disclosures to date. Some of these inguiries
may result.in a determination that the companies engaged
in questidnable or illegal activities that should have
been digclosed to shareholders, Moreover, we suspect that
some companies have engaged in similar activities that will
remain undisclosed and undetected, and that othg;s=will
attempt to obscure such activities In the future. We can
only state that these companies run a substantial risk of
digscovery, since the cooperative efforts of the various

agencies of the federal govermment are belng brought to

© foous: increasingly- ol these ‘guéstions “and the ‘expertiss -

and sophlistication of law enforcement agenclesz in discovering
these activities is ateadily growing. _

-Déséite fhé tfoubziﬁé éspecfs of tﬁe iﬁfofmation
concerning past guestionable or illegal payments, the
Commigsion believes that there is a considerable basis
from which to conclude that the situation is imbroving,
and that these episodes may serve to strengthen the quallty

of corporate management and public confidence in business



over the long run. This optimism rests both on the declara-
tions of cdessation, already mentioned, and, mere fundamentally,
on the "new governance™ concept that the Commission's enforge~
ment and disclosure programnsg are attempting to instill and its
legislative and other proposals are designed to enhance.

Thus, in the Commission's view, while ﬁhe problem of
questionabié or illegal corporate payments is both serious
and widespread, it can be controlled and does not represent
an inherent defect in our economic system. While the Com—
mittee may wish to draw its own conclusions from the analysis
we have supplied, hopefully the foregoing comments concerning
the patterns the Commission perceives in thege data and the

conclusions it draws from them, will provide a useful starting

point.
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oo PART f3: - LEGISLATIVE AND OTHER PROPOSALS. =~ = . .

A. Discussion

As. the foregoing discussion makes ¢lear, the Commission
has procesded to apply its existing disclosure :equireménts to
matters brought to its attention involving guestionable or iilega
corporate payments, While we have not felt hampered in our
enforcamaa; g¢fforts to date, the fact nevertheless remains that
the exten£§of sﬁch payments is far more wideépzeaé thah anyone
originally anticipated, and the methods of effecting and conceal-
ing these payments are variled and multifaceted. The Commission
can, and intends to, continue to.enforce its existiﬁggdiselosare
requirements in those cases whi?h appear to warrant enforcement
action toe compel disclosures about corporate operations
involving such bayments.

But, the question of iiliegal or guestionable payments is

obviously a matter of national and international concern, and the

" Gaini5ii6n, " thetetore, 18 or ¥ne vigw that Tialtéd-porposs 1égs

islation in this area is dasirable in order to demonstrate clear
Congressional po;icy with respect to a thorny and controversial
probiem. For this reason, the Commission wholeheartedly supports
the philosophy underlyving 5. 3133, although we have drafted a
medified version of that biii as a preferable legislative approac
to the issues raised in this area. '

In essence, we see three critical components for any

legislative enactment governing the disclosure or making of
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emhody a prohibition against the falsification of corporate
accounting records. The most devastating disclosure that we

have uncovered in our recent experlence with illegal or question—
‘able peyments has heen the fact that, .and the extent to which, - -
some companies ﬁave falsified entries in their own books and
records. A fundamental tenet of the recordkeeping system of
American a&mpanies is the notion of corporate accountability,

It geems ciear that investors are entitled te rely on the
implicit representations‘that corporations will account

for their funds properly and will not "launder“ or otherwise
channel funds out of or omit to include such funds in

the acccounting system so that there are no checks possible

on how much of the corporation’s funds are being expended

wpr whether in fact those funds are expended in the manner
management later clazms. ine P

Concomztantly, we beixeve that any leglslatlon in thls

.area should also contain a prehibition against the making of false
and misleading statements by corporate ¢fficials or agents to
those persons conducting audits of the company's books and

records and financial operations.

Finaliy, we believe that any legislation should require

management to estsblish and maintaln its own system of internal

acégunting controls designed to provide reasonable assurances

that corporate transactions are executed inh accordance with

Fzrst, we believe that any 1eg1$1atzon in thzs area should

o

-
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such transactlons as are authorzzed ars pzoperly refleated

on the ¢orporation's books and records in such a manner

as to perEit the preparation of financial statements ia
conformity with generalily accepted accounting principles

or any other criteria appiicable to such statements.

the concept of internal accounting controls is not new.

It has bean tecogniééﬁ"5y tﬁe ééaéuntinq §r6£e$sion as being an
impertant responsibility of management. Because the accounting
profession has defined the objectives of a gystem of accounting
contrel, the Commission has taken the definition of the obiective
of such a system contained in our proposed:legiéiétion from the
authoritative accounting literature. Amer ican Institute of
Certified Pubiic Accountants, Statement on Auditing $tandards
Wo., 1, 320.28 (1973)., The Commission is satisfied that

the speaifiaations of the objectives of a system of internal
Lacaauntlng ¢ontrols feand Jn. the acﬁountlng lzterature kan.

be readily understood by issuers and aaaountants. Because

the dominant characteristic observed by the Commission in'

its program has been the presence of deliberate evasions

¢f the systems of corporate accountability, gh& Commission
.believes that its proposed legislative approach will help
foster a climate in which such attempts will be frustrated by
adeguate internal controls. ¥No system can insure or guarantee
complete success, but the Commission believes its approeach

is the appropriate one to address the problems we have ohserved.
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islative recommendations. Before setting forth our revised
legiglative propousals, however, 'a few commggts about 3ections 2,
3 and 4 of . 3133 appear to be in order. =

Section 2 oﬁ 8, 3133 would impoce reporting requirements
on certain issuers in connection with foreign payments of $1,000
or more. As we have already noted, the Commission has sufficient
apthority to'pzeSczibe appropriate reporting regquirements for
gsignificant corporate issuers. And, while we perceive some
attraction in having the Congress set certain specific levels
of guestionable payments that must be disclosed, we are concerned
that Section 2 might deny the Commission the necessary flexibilitny
vo vary its disclosure requirements to fit the precise circum—
stances ianvolved., Similarly, we are reluctant to see imposed a
hard~and~fast rule reguiring every reporting corporate issuer,
in every Iinstance, to identify the recliplents of thelr foreign
‘paymente: - Irf Some Tases, disclosure of "the fdehtify -of ‘the’s
person receliving such payments may be important to an investor's
undezstanding of the transaction. More frequently, however,
the ldentlty of a particular foneign goevernment employee who
received a payment may have little or no significance to the

investor. In addition to our desire to see the Commission's

35/ 8Section 1 of 3. 3133 largely embodies the first major
" tenet of our legislative recommendation, and we therefore
have not specifically commmented on this provision but,
rather, have modified it to comport with the owverall
approach we are recommending.
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flexibility preserved, we are also cognizant of the fact that,

a8 our experience to date demonstrates, in many instances
corporatiﬁns are unable to verify their initial proncuncements
concerning the reciplents of these types of payments.

Section 3 of the bill prohibits certain foreign payments
outright. The Commission believes that its present statuéory
authority ;g adeguate to permit effective enforcement of the |
federal securitiéﬁ laws. As previously indicated, the Com—
mission has investigated guestionable or illegal payments and
related practices and has sought the prophylactic relief
congidered necessary under the federal seeunities"ia@é. The
Commiss lon has, for exaéple, in certain enforcement actions,
scught and obtained by consent of the parties ancillary
egquitable relief prohibiting the defendants from making such
payments. We will continue to do so in the future.

.. ...The Commission believes that the questlon whether
there should be a general statutory prohibition against

the making ¢f certain kinds of fereian aayments pnesents a
broad issue of national policy with meoztant implications for
international trade and commerce, the appropriateness of
appilication of United States law to transactions bf United

States citizens in foreign countries, and the possible limpact
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“of ‘such 1&§?§13t10n upon the fdrezgn??eiafions of ‘the unitea
36/
States. In this context the purposes of the Ffederal

gecurities laws, while ilmportant, are not the only or even
the overriding consideration, and we believe that the issue
$h6aid be considered separately from the federal securities
laws.

Pinally, Section 4 of S, 3133 would give the Commission
authority fo initlate, prosecute and appeal oriminal actions’
arising under any of the provisgions of the Securities Act of
1933 and the Securities Exchange Act of 1934, Whether or not
this provision has merit as a general policy proposition, we
think that it would be unwise to divert attention from the
critica} policy issues posed by 5. 3133 to what, in the context
of this legislation, must surely be characterized as a peripheral
issue.

We prefer that any such provision be contained in separate

legislation, at a time when full and careful debate could be had
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36/ See "Phe Activities of American Multinational Corporations
Abread.™ Hearings before the Subcomm. on International
Economic Policy of the House Comm., on Internatiopal |
Relations, 9%4th Cong., ist Bess., 23-24 (1975}, where a
representative of the Department of State suggested
that such legislation "would he widely resented
abroad® and could be viewed by other governments . . .

*as a sign of U.8. arrogance or even ag interference in
their interpal affairs.”

3, Draft Legislation Proposed by the Commigsion

The Commission propeses the following for Congressional

consideration:s

& BILL

e amend the Securities Exchange Act
of 1934 to probibit certain issuers
of gecurities from falsifying their
“wooks and records, and for related
: purposes.
ge it enacted by the Senate and House of fepresentative

of the United States of America in Congress assembled,

That Section 13(b} of the Becurities Exchange Act, 15 ‘
4.5.C. 78m(b}, is amended by rénumbering existing Section
13(b} as "Section 13{b}{l}", and by adding at the end of
new Section 13(b}(l), the following subparagraphs:

“(hY{2} Every issuer which has a class‘of securit§es
registered pursuant to section 1z o§ this title andg
svery issuer which is reguired to f£ile reports pur suant
ro Section 13(d) of this title ghall

“(A} make and keep books, records and accounts,
.wh&cp«gccama;g}yﬁandﬂfzi:;g;agﬁ;ac§$th@ftrangactipnﬁ?;
'and dispositions of the assets of the issuer; and

“rpt devise and maintain an adquate system of
internal agcounting controls sufficient to provide .
. rdgsonabiie asgufdndes thaty oo oo

transactions are executed in accogdgnce
with management's general or specific
author ization;

")



*{ii) transactions are recorded as HBCRESary
{1} to permit preparation of Ffinancial
Statements in conformity with generally
accepted accounting principles or any
cther criteria applicable to such state-
ments and {2} to maintain accountability
for assets; : :

*{1iil} access to asseits is garmiited only in
. accordance with management's authoriza«~
tion; and

"{iv} the recorded accountability for assets is
compared with the existing assets at
reasonable intervalz ang appropriate action
i8 taken with respect to any differences.

"{b)(3) It shall be unlawful for any person, directly or
indirectly, to falsify, or cause to he falsified, any
book, record, account or document, made or required to

be made for any accounting purpose, of any issuer which
hags a class of securities registered pursuant to section
12 of this title or which is required to file reports
pursuant 1o Section 15(d4) of this title.

"{b}(4) It shall be unlawful for any person, directly or
indirectly,

(A} to make, or cause to be made, a materialliy
ﬁ%&w}iﬁaﬂéeﬂot&misiéaﬁihg&skatementﬁﬁab:gwumﬁcqﬁ#aﬁﬂgﬁmﬁg=
"{B) to omit to state, or cause another person to
omit to gtate, any material fact necessary in order
. 1, %0 make statements wade, in the light ¢f the circum-
" 'stances under whieh they were made, not misleading ’

to an accountant in connection with any examination or
audit of an issuer which has a class of securities
registered pursuant to section 12 of this title or which
is required t¢ file reports pursuant to Section 15(d) of
this title, or in connection with any examination or
audit of an issuer with respact to an offering registered
Gr to be registered under the Securities Act of 1933.»

hifas,
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. Saction—by—Secficn Analvsig of Commission's
Proposed Leglsiation

The proposal amends Section 13(b) of the
Securities Exchange Act, 15 U.8.C. 78m{b) by adding new
subgect lons, (B)(2), (R)(3), and (B)(4)e’ . ..o\
-- Subsectioﬁ {b3{2) would apply to issuers which have
securitles listed on an exchange pursuant to Section 12(b}
65 the Securities Exchange Act, 15 U.8.C. 78)1(b}, to issuers
which #eet the requirements of Section 12{g} of that Act,
15 ©.8.C, 78l(g}, and to tssuers subiect to the reporting
requirements of Section 15(d} of the Act, 153 U0.8.C. 78o{d).
This subsection imposes an obligation on these issuers
both to maintain books and records which accurately

and Fairly reflect the transactions and the dispositions

of the assets of the issuers, and to devise and maintain

an adeguate system of internal accounting controlg o
rgge FIEHERETSY Prov ide e dvonabld assurahvey that Hilohg dther
things, transactions are recorded &s necgssary te permit the
preparation of-finangial $tatgm€?§§ }q“conicrgify”f§§§zg?§e§§
" alcepted sccounting principles or any other applicable criter
Because the accounting profession has deflined the objectives
of a system of accounting control, the definition of the
chjectives contalped in this subsec?ion is taken from the
authoritative accounting literature. American Institute

¢f Certified Public Accountants, Statement on Auditing

Standards ¥No. 1, 320.28 (1%73).



Subsection (b}(3} of the Proposal would make it
uniawful for any person, directly or indirectly, to falsify
any book, regord, account or decument maintained, or regquired
té,ba maintalned, for an accounting purpose thh respect to
each of the three classes of zssuezs sabject to subsection
{b){2) of Section 13 of the Securities Exchange Act of 1934
{"Act*), 15 y.s.cC. 78m{b}. This subsection pProhibits not only
affirmative fazlse statements but alsc the failure to make
entries, or the failure to obtain or cr;ate documents,
hecegsary for proper accounting records. Concepts of aiding
and abetting, and joint participation in, a viclation, would
be applicable under this pr&vision, in the same manner %s
they have traditionally been appiied in both Commission
actions and private actions brought under the securities

iaws generally.
Subsection (b)}{4) would proﬁiﬁit“mgkiﬁgffglge-ag %ié;..

léading statements. or omitting to state Ffacts necessary to

. be stated to an .accountant in connection with any audit of

the three élasses of issuers identified in subsection {b}{2)
of Section 13 of the act. This subsection would also apply
audits in connection with a securities offering registered
Or to be registered under the Securities Act of 1933, as
with subsection {R}{3} of the proposal discussed above,

aiding a
g nd sbetting ang Joint participation would be subject

to this provision.

-
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£, An Approéch to Enbdﬁtage the Batablrehmsi
of Independent Audit Committees and Independ-

ent Coungel to Advise the Board of Directors

The legiglation we have propoased should remedy the

nost pervasive characteristic of the cases brought to the

. Commisgion's attentzon in.this area, namely, the dellberate

falSlflcatlon of corporate baaks and recard$ and other methads
of disguising the source or disb;rement of vorporate funds.
Action to#further enhance the creation by public corpora-
tiong of audit committees composed of independent directors
to work with cutside augitors would, however, serve as

a vaiuable adiunct to these leglislative proposais. Simi-
lafly, corporate accountabliiity can be strengthe?ed by

making the role of the beoard of directors more meaningful

2nd segarating the critical aspects of the functions of the
board and independent c¢ounsel. This, of course, raiseg

questions conc¢erning optimum relationship between outgide

T and tnlde’ aiféotors and Whdther menbsre oL l¥e firms whlen -

have the responsibility of advising the corporation, including

the boaré. should also serve as members of that board af

directors.

The importance of the role of the board of dire¢tors,
independent audlt committees and Independent coungel has
been i{llustrated by the Commission’s enforcement actions

in the area of questionable or illegal corporate payments.
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exiszted. In the others, with a single exception, audit
committeas either operated oniy-during & portion of the
time when the questionable payments were alleged to.have
- been made, or were not wholly independent of management.
Accoréingly, the resolution of £hese proceedings typicaliy:
has involved establishment of a committee comprised of
independent members of the Board of Directors, charged

te conduct a £ull investigation, utilizing independent
legal coungel and outside auditors to conduct the necessaéy
detailed inguiries. The thoroughness and vigor with which
these committess have conducted their investzgatlons
demonstrates the importance of enhancing the role of

khe board of directors, establishing entirely independent
audit committees as permanent, rather than extraordinary,

) corporate organs and encouraging the Board o rely on

LM e S e

Cindépendent colinFel [i ¢ Lt T 5ot e ner, e RSt e
With these thoughts in mind the Commission has been
_considering varlous approaches to accomplish these 1mportant
'ebgectives. as an initial step. we have asked for the' ‘
views of the Wew York Stock Exchange with respect to a

revision of ite policies and practices as a practical means

31/
of effecting them.
ange at this time would diminish the need for

ation and set an important

Action initiated by the New York

Stock Exch
further direct government regul

- organizations.
example for other self regulatory org

eto, iletter dated May 11, 18746

. Exhibit D her r da -
3/ i?om §oderick M. Hilis to William Batten



EXHIBIT A

Yhe following tables summarize the information publicly .
“aysdidasd T FLEings Submiftéd “totthe Sécutitles and Exchange .-
Commission on or before April 21, 1976, The filings of eighty-
nine ¢orporaticns are analyzed herain.* The following practices
were foliowed in compiling these tables,

The companies that obtained the informal views of the
Commisgion prior to making disclosures are identified by a

double asterisk (%%}, In some cases brought to the Commission,
it took no position.

The (ommission's staff attempted to avoid making subjective
dudgments to the extent possibie in compiling the charts. When- 4
ever possiblie, the staff sought to characterize the conduct in
as close to the company's own terms as the limited format alliowed.

The staff additionally avoided introducing nea-public information
into the charts.

The categories that are described in these tables provide
only geheral breakdowns of the reported conduct. Obviously, conduct !
of the natyre and variety of that set forth herein does not Ilend
itself to easy categorization, and there is a considerable overlap
among the classifications contained in the tables,

In cases in which the corporation made a sStatement that appear-
ed to report a category of conduct contained in the table, & repre-
sentation was entered in the charts. Where no statement of any kind
wag made regarding a particular category of conduct, that category
was reported as "not Lndicated.,”™

In compiling the tables, the Commission and its staff made
no effort to wverify the information contained in the :
. public filings. Thus, the Commission's report of this information ;
| “should dn no manner. be considered an’affirmation:of its aécuracy - ;

or & judgment as to the adeguacy of the disclosures under the
federal securities laws.

Ly . Pinally,.although the Commission believes that the tables

" provide an accurate ‘overail pilctire of the kinds of -conduct R
reported herein, the limitations inherent in summarization of ' :
this kind of information render the charts an inappropriate source !
for determining the precise conduct of any particular corporation.

The Commission suggests that persons interested in this 'information :
instead consult the public documents on which these tables are based. |

*/ The companies that submltted more detailed reports pursgant i
to cobrt order are set forth separately in Exhibit B. Exhibit A does
contain, however, public disclosures made by companies that have
settled Commission actions but have not completed and submitted
reports. Exhibit a does not contain the submissions of the J.I.

Case Company and the Midwestern Gas Transmission Company. Both
are subsidiaries of the Tenneco Corporation, and their f£ilings
largely duplicate that of Tenneco, which 1s discussed hereln.
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no maledisl adverse affecl on
o ) bussiness.,

Form B-K report wilh sesells of Apparenl $10000 tontrib ira Payments of some 3110000 In ot indieated dicated. ... Notindicated. . __ .. R § subsidizry engaged in domestic
investigation that ad &yr  “lurisdiction ks which corporate  posslble viclation of Stale and and foreign Lusiness had in-
peried, political contribulions are nof  local lzw. Some 33,500 1o 33,500 compiete racords.

anlawful.”  Conlitbution was  for enterisinment and expanses.
made  against  mensgermont  Ae 382,508 payment fo Goverp-
orders. ment officisl. Gifts ol $11,508
over 4y to public 4r prlvale
employees of organizations with )
o . i which company does business. .

$-% indivating SEC jnvestipalion Netindicated........ ... . Notindleated. . oo o 0 e e S8 "oty forsige malters” . Ses "other foreign matters'’.. ___ From 1973-75, some 31500800 Ficbitions inveices wera wsed lo
and the compeny's investiga- ’ was Withdrawn from a forelgn  wilbdraw mopey froms sub-
tisn, : subsidiary and used in conmet-  sidlary,

tlow wills szles, including some

to sﬁfencses of folelgn govera.

ment, The sums normally were

agziaﬂ to he price of the goods
. 5

Amendment o fom 10K dne L de.... ... Payment of some $200.000 f0 __...d8......ceucmncnimenneano. NOI Endicated. ... v mira Commission ol S102,000, approxi-  See "sther domestic” Yas, Comy intained 2 ime

ling 1 inst: of § 4 employees of entities having : malely 36 percent of Ihe saies praper oash funds” of same

T
R?B,eaen over a S-yr period.
They were fusded by fictitious
purchases and false expense
reparts.

Amanded tax returns filad affecl-
ing Ioss carryforwards,

Bl brufcaled. ..o

Yey, in soms ingtances. .

Bhot inditated. .. .. .eueenn

antl seme fop officers had
knowledge.

e Yos. Policy slatement adoph
Eessation will have no matet
effecl.

. Yes. Policy slatemenl adople
Tormination will kave ne mal
that adverse effact on busing

o member of boatd of directors Yas,

Htad any Krowiedge of the Irany-
ackinns,

—nn YOS,

Nol Ingloated . _ovuniniiieo i JR L T e -~ Paymant of §1,26,000 from 1968 . A special account was maintained Mo deductions had been taken 5 direstors, all of whom were Yes. Company is not cerhain im
lo 1875 to expadits or influe ! - ot paymwents on the books. relating to the payments. nominess for reelection and  pact an fulure business.
ragulalory aclion by forsign . inchyding chairman of the board,
governments The paymenls did prosidenl, exscutive vice presi- k
aot viclate 15,3, law, but some dent ang senior vice presidenl,

. were Hlegal or improper tinder know of "virtually all” of |he
A foreign laws, ) . : . paymenls.
N | TSRO PRSI . . |- S P $2,161,800 ?aié waia&med of & $¢53,{§§Bnduring¢ yr parind. cellB Mot dadicated. . .o e e NOLEAGEEAYE . e i o N TGRS oc e o VES,
t, of which $453,000 was pald
{o government amployess,

Money was passsd through speciel $30,008 in 2 thutions Ihal Nl indicaled . imeearenas w-. Numerous small paymenls, averaging about $8G.500 per vear, Most Most payments mmde lrom & ... - T aus Senior goment was aware ¢l Mo paymenls claimed to be "gen
in connoclion with anlicipated  were tegal where mads, madg |9 army personnel who guard planl and employees in remote  special checking account main- Iie paymen| arrangenenls, erally atcepled in the counlries
Qn strike. Some STA0008 pald araas, and le minor pert officizls, Company does not cont these  fainod tor that pufgasa ant 3 and essential lo the profection

eoulractor fo arrangs for ue- payments to bo kmproper, and states thal they weze net paid as bribes  7ecord of tha account was trans- of employess.
oading vessels. Counsel s of o sttempts lo obtain preferentisl lreal ment, mitted monthly to accounting
o | that the pay wes headguariers,
egal. : : - - . " ;
atFmi:gmH-H,,-,,,__,,_-.._ Nl indicated ... _. e B8 aarm P, e Motindicaled. . ... ._ooeeoonn.on. Nalindicated. oo . Nt indicated . g0 Nol indicated . ____.__...u...-—— GOMpany stales that any yuestion

abife praclices wers | ereinated.’
il expecls n¢ significan] loss o
revenues as resudl ol termination
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(ihousands) Type of statement

Comgany Demestic pofitical contribut Otiser d matlars Forelgn guﬁumtmmhaﬁuns Foreign salastm st Payments to foraign offivialy Cthor forelgn nattors Buoks end recorss trestment 1S, tax flablliyy Knowledge of top management  Cossetion
disciosing SEC _._.. Motingicated. _......oocvue  Notindicated Mok Ineoated e mnmme e Comgany has £C i wuvee Notindicated .. .. sovindeated o .o.oooeee ..ot lndicated .. ... ... Not Indiceted. ..o Not ladicated .. Natindicated
GO BOMP - o m v emmmmmm wemcmane 781,901 Pr?:zuﬁatemm i ot rcicated ...y Hok Indicated VeStigation rvedkid S arat Kot indicated
';Lm”ai it
i . # repatts, and form ST, ..o o of 530002 lor Netindieated... “: . ooeceoomond B0 e e e Sl maintsined of<book  Yes, Swiss benk used o trastler Some ieproper Muchcns and Senlor managemest, Including Yes. Poficy statement adopted.
Gities Serviog **. . oovourniies 2,806,306 Form &K rep B srmare ,{ﬁ';?; ases,tt Hhat were ”f?f' i:wzrsr satns e sitce  some of moneys and improser  amended {: razum fied, The  some who were direttors, ;n-.ewg
sguised on books ang records 1874, crested form rehatos on  records of subsidjacies, mclude  ERS wiltbe contacted of tha 30,600 payment but were
ofs uhsidiary. Gompany Was In. sa!es F&nds w ¢ fo have  ing misstated revenues. The oi¢ thel the subsidtary had
fcrmd thet sahsldlafy beitoved r:éms Bf-  payment to iobdyist ofi aiiy doon Ipfarmed h(y {ocal mams!
that nene of Ehe funds wara paid Paymmt of $15, [ mmrée& ag technical tlzaulze payment was legs)
to government ofiicials. w Iobbyist. © sbrvice, }ﬁ;e ogrglg gal;:gwmhm "1s
L hewever,
rngatcing investi- MNone yot discovered. . ____..___ Kone yet di BrRE o e omnm NS ¥BY unCORGEmMY that Suspected payment Iden!iﬁszi in N R . | 1.3 2 | 211 1.1 I Hot indieatod. ... cvummrmrranann None yot discovered_.. ..., __. Pe,
Saastal States G88. ... ..o 1,815,265 FD;":M& A anAancing ¥ yetdissovered ... ene et discov part of hmksmg éﬂmﬁlm toign . sales-tygs oo at indicated ¥
were  passed m\tu Tgﬂ rissions.”
gl nont
okelage fany mtaled
Lowi ntal report for 1975, notes toe Notindieated....... . ... ..., Nolindicated, FRBEOBAE 0 soe s o s ?axrmntoffszasmo jes sepre- Mol indicated.... do. R 71 AT 1 O B e e i was advised at the  Not indicsted.
Coherent Radiation. . .oooonv 1, 9 Aiimmiaﬁ? ennenen Nt Hudicate z?;:g‘;\{f’?' f’oﬂj sa paid 0 timethapeymenl Was mada,
- 3 OrﬁlaﬂW:y
i 448 Forp 3-K containing company MOme.......ccoooooooooornoonondll i BB e aue e oy re e Notindicated . 7" . ... Fayments lotafing 53250@1 B et e s o ADPTOXEmetoly $67,000 mey 20t Company re nﬂs thet any tax Management was awsre of Yos. Policy statement adopled.
Colgate-Palmolive £6. .. ooooon - 2815, policy and resuﬁsngl invest- wemnes - HOBS gwuﬂtﬂw aver § ye, of which ];go ve mnzwperiy rofiected on §§h1 ? be minimet”  mepls made te cor W’Qéﬁm ¥
pation that covered Syr, $260.000 was part of Musuab't the buoks of a subsidiary. dasignated by foreign official.
trads disvounts, Remaining pa
ments for pma im:reasas 5
mants, et Also,
14| ports payments of sge%
over 7 yf to a eorporation dosig-
nated by a foreigs custemer who
rasoitti products te the gevern.
15,188 Form B-K mdicazing investigation President made contributions of Q“Eﬁtﬁmb@e transactions i which Notindlcated. .y wawer o crmnmm B0 s e Mot indiiCated do. weee Notindeated, ..o Possibie fax Bability to be in- Yos,asisindicated... ... ... Reimbursesment by presiden] and
COmBARKS. .o oomreeevmesineen o ompted by testimony gven  some $100.000 from 198773,  the president and corporation demified by the President. cotsation of attivios By Hm.
gy company prosident under  lo Federsl, Stte, and Im:ai purchased and godd sheros in 2
grant of smniunity. officials frons account smain-  separale Fiesida hanks,
tained by officar of affilialed
bgnk. President taestified that, )
sithough maney was that of the
officer, both thought that it was B
gvaalabie for political contriv :
,,,,,, 456,638 Forms 10-X and B-X disclosing Mot indicated.. wesvennnnnn IR¥esligation not complete bul....do... ds... N e S . - Indictments allage improper 2nd Mot indicated information obtained to date ine Yes. Policy stalemont edopted,
Cook IMdustrios. .. ....ruor Govarnmant investigation. company bolleves !i'lat cartain of fraudutant weighing of grals and deates that the activities were
its ampioyess may Nave buen in- falsification of recotds and Boense congucted withend the knowl-
velyad in viglatiens relating 4o certificales. edge of senior mansgemont.
graln transuctions eand other &
mstters a5 hribery and Intimida-
tios of 'mnd Hy lkeasea gmm i
ufficals, = 4
‘sums basis te bs&ava that mr— 4
tain of it employees, Mﬂ:wt me ol
knowladge of senicr ma %
may ?tava i;ga:dtrwmm in vmia»- 3
& (Feduraf) acts,
fing the results of ... do_ e Pavmmt FRATSENS o e 1 SN S Not indicated, bt see other do- Mot indcated, but ses other du- Mot indicated Fioy Kol Indicated ... Da.
Gook Yalted 196 o ooooeoe 445,135 f"{Rin’;;ggﬁ £ nel empl h{ zesistranl or ts mestic, mestic, . :
subsldiares. tl claar
whethar paymen rspomd was
L ﬂmmongu. Hany do. Payments of $26.000 to N Payments | tside  Co wili eliminate a $2,008 ¥ & states that it is not its
Y - - SURPUINIRUPRI . - | SRV |- PR EEFPETERRSES I o - o ¥ ol some $%6 ep-  Nong IS as oulside pany Frminate a [ ompany stales it is not i
Sore Laboratories, 186, ..o covurnnn 24, 202 do Ployees of a single forelgh gov- comnyissions, cosk of sales and  dedection  previcusly cleimed nf to make payments of this
ernrent 1hroggh mﬂated hlds sales commissions. and amand tax retirn, ﬂatumamﬂ%tam g5 aot interd
ant inyoiges, tn 19758, $96,385 tn dnitiate or suggest thewm in the
was paid in the same counly in futurp, 1 reluss] to make re-
connection with suttlement ot quasted  payment would ad-
tax claims, and $2,300 was paid versely effect operations, gaeP
in comection with a license rzents might be authorized w
renewal. A6 reasonabie alternstive s
avaitabie, | n such cases, the pay~
mart must be appsoved in ad-
vance by the shief excoutive
S officer, recorded propery on
o Not Indi " . bouks, and diszlosed.
D MONED oo oeee e 1,274,608 Annual revort distlosing existence Mot indicated. ... ... Notindioated.. wounnmmroomoens ndlcated...... ... ... The investigation, Whith had not Possible, sss “oraign seles-type  Notindicated Notindieated_ ... ... ot in d Notindiated. oo Not indicated.
""""""""""""" of Guatematan investigation inte buen WH&HM ﬂhﬂ!t{ o commistions.'”
the circumstances of purchase payments 9 2 nt
of bangna pro tiwtles Regulatary %ifrg;;% ;li‘he ?fmpfagx?
:g&mes in United States were catud its befief T I was gne
likely ta suffa adverse
finaneial effort okt of

inguiry.
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Company (thonsands) Type of statemenl Bomestic patilical Othar ¢ " Foeeign positical conteibitions Foreign salos typs sopimisslons  Payments to forelgn officlaly Other foraign malters Books and records treatment .5, tax linbitty Krowtedgs of top management  Cessatlon
. B S .
mond Interational. ... ... ... 797,568 Form 8K ... ................. Revesled voluslny disclosure 1o Notind; g, e Notindicated, | ovwe. Nol indicated. .. .. . AR . e veeee s e one Motimdloated, ... .. ae.ose Notlpdl e e e TBE i e e YOS Thocoipmiation’s e also was
Dia Todzial ' authorities ol tagst el s o Nol insicaled. ween o Nobi tai ted. ... dlloated e ed o iealso was
potitical conlibulions and gifty thve officer.
Ples of Ihe compuny and 3 vnc?
P H st o
58,000,
{iversified Industries. . ... . ... 281, 865 Form f0-K for Hecal yem onded Mol indiceled. .. . ... ..., Allogallon in civil suit P12t 0ol . o @0, aeaweesessonsesesmsesenites do, .. B OO B0 The 2 sash funds were matnteinaé  Company filed amonded relnrns Netindicsted. . ............... Y#3. Policy stalement adopled.
Selober 1975, tund of sun!g s&‘:‘&%ﬂ% c\.:sg; »»»» B "~ Ityongh taise sales end Molse  spe regorts no additional tax Matters  discoversd] do ot
maintained from 187295 and expenss sebmssions, seqyired, Company indicates raghite changs |a the Snantial
Ihat paymants of $200,000 thgl it will have to dacreas its stataments.,
tnade 0 company employsss, net aperating loss cap yiorwand,
b 35000 payment alleged in
amolhe company division for
urknown pripose. Remainder
a0t verified, but $95,000 was
falnraed to genasal fnnds.
Biossen Industiles. ... ... 1,397,870 Farm B-X announcing invesli- . [ TN Hetindicated. .. e Bl e 0. eene .. EXistence ol “Rpreceipted pave . B0 L oiiiiiio o The unraceipted payment o Nodednclions taken for i L B i e Yos.,
gafion. e monl™ of $24,008 in connection sattle tax liahility was desniibad  ed payment.
wilh 2 fax settfement., or the hooks o5 such,
Electronic Assotiates, lne.......... () Form E-K 1zporfing sesulls ol Fossibly some FLES0 pald Mo o odeo .. B0, et i do eeverens Paymends of $83600 to minor ..., B0 Subslantially all were jecoided Not yet deteimined, but sompany  Some officais and directors knew  Company has reaffirmed its policy
invesligalion, domeslic political paities By T TTTTITTTRReeeeet governmanl officlds ot & coun- to ba commissions, costol 5al9s  believes that rewisions, il any, ol paymentin finslanceand dld  against iltsgal or imProper
former officer who was raim tiies duning U yaars 197575, ot public i1efations oxpenms.  would be immatelat. not take activa,, ndnel Bot ing irealainty
Bulsed by lhe company, Imvestigation  discovered a0 of its impact in conaliies whore
offboek lends such payments are CRstomaty.
ERMBM . e e 45, 782,858  Foim S-7 indicaling shareholders’ Notindicaled.....................o.doc o .. .. .. ....... Contributions in llaly, legal in ... do. . tmerieeeen .o Paymenls of some 5740,000 trom  Unawthofized baesaclions and  The llalian political contribrlions alizn payments did not reduce Hfficers who were members of Policiss and pocedures adupled
detivalive snit alieging improper N L a\razagrnﬂ 008, 953 to 1973, O lhis shm,  payments by ging dizect were 10c01d2¢ through nvoites S. taxes at auy time. boad ol directors and manage-  to stop iltegal payments 31169 the
expesdile  of 3,000 500, 400, par yesr anpd toleling 310,000 was made atter mid«  of Itlian subsidily of aboul  for sesvices as payments fo metd ol regional offices either  falsification of books and recoids.
as well as SEC and congession- $27.406,000 Yom 1963 %o 1971, 1975, Payments of $13,000 per  $19,000,0007 payment of about  sales oiganizations. Othel pay. knew of fho transactions of
al inguities. Addittonal unaulhonized polilizal yeat to legistaler who served  $10,800,008 to Belian oil miga-  ments wore made ins cash flom authorized thom,
sontibriions 2 claimed a5 consnilant. Some $9.900 of  nization o cartain sales ai- off-book fund. Atse, impiopt
amount of $fS000,000 wara lr;:ﬁpropeg payments 1o customs  rangsments, racording of some other pay-
made by managing dirsclor of offictais in 1972 and 1974, ments aa¢  maintenante of
\Eslizn sRb. Managing direclor secrat bank acsounts not main:
claimed these to be polilicat lzinzd on the books.
contribrtions, brt managemenl
ean't varify that lact. Conlribu-
lons of M0 in 2 other
. . . egnniries fn 1872, e . e .
Fabichiid Indnslsies............... 256,654 Foum B-K 1eporting oeselts of ... 1 do TRIERtE. . o e e ... Notindicated. oL Nobimdiested oo Notindicated. . ... oo, Notindicsted. .. ... ... ... Nobisdiested. L Ll Yas., Corporate man ent has
investigalion., B ravised its pulicias. Tha magni-
trde of the piastices is stalad to
be ol materia) o dnre bRsi-
. ness.,
Gardna-Donvor $o." . e e A23 008 . ..doe.. .. .. . Boillogsl comtEBUlIons. . .oul o B s et e e el e it e Invoice or suppliar's eietificat in  From |971-75, 362,700 was paid Foreign subsidiary has made safes At pavmonts wers recorded on  Additionat tax Hability indicsted,. Noo ... oo .. Yes. Campary has adopled policy
4 counlties Indivale smdler fo govunmeﬂz employees. Also, %0 foreign cofntry that U.S.  subsidiaries’ books except for slatement.
commissions ian.: paid, 2 $7,000 paymasl do a govein.  companies and thelr suhadi-  tho 37,000 payment, which was
bnt |he frll commission was or  mend emp%etyae in tomnection  aties are not permitted to deal  recordadon hooks of the parent.
. ) & the books for tax purposes.  with, This was volunatrily re-
Thiz paclice has ben discon- ported to Commerce Deparl-
finuad. tent and teased. Alss, ﬂ;zam
paid to an employoe of an indg~
; gndent distibwion lo promots
=t B, - .
Ganeral Telephona & Elec Z,841, 850 . do M iltegst polilical contributions ... - NP Pag&nantaofapmx%mately $182,«  Paymont o $176,000 bisrhaidiary Payments of $2,21083% Yom Payments relaing in bribery of False inveices used lo generale Company hes advised e IRS.... Gutside directors not aware. Man- Yes. Matters discovored will not
Corp.. over & yr that welo legsl  to marketing represaitalive and SH-75, as well as %ymants to  officors of forelgn companies of  cush fon some payments. Some agament directors werginveived  mateiglly affect gesats.
where made. § impiopetly 18- ®is aof clear ﬁb&‘lilgwpﬂwes 3¢ parties of 35,602,618 where 5086028 from 197175 of subsitisies’ books did not in some transactions, but may
corded. wete nol present. 2 il seams tikely that some poi- revaal malure of the transee- 1ot bave bead aware of ciserin-
: tion was passed on to govers- lions., Somg oif-book accounts stances of o seligusnass of
N e PP - ment officals. . also were discovered. o coRdnct. .
Genprsd Tiro & Enbbar Coo.. ... 1,756,646 $0-K 1ovealing investigslion 10 Iavesligation will ingrite inde this .. o8be.ee . oiannnnionnnn. . Notdedleated oo _ Consnltan| fees of 060, of which 3208000 has been paid lo date to Morrotan privale consuliant in Nol indicaled. ... voeoaeinnniuns Peof indicated. ..o Not indisated but szid to be spb- Yes
giresled by SEC atter disclosure  mattel. Mo disclosiies made. conneclion with tion of contlacls znd liconses. The constitant was uader investigation for some ject of conlinging investigation.
of Chilsan hansaclion. Pradim- ime, brt notind trtacan officials weia indicted n connection with { of the transactions, howaver.,
inaty tespits of investipation ?a%monl ol 386, private R citizen in ¢ lion with contract neg“nmuon, pelieved tegiti-
reparlad. mate by company. réasona nol known, howevar, sum was patd from INSA foeign bank account,
leselling In ggzm 0468 lo Shilear Govelnmenl ., Ynrecoided cash tund, formed Yom rebates,
Cihoak Ty obco ipmoximatol $I5000 s apiss s ilatod local Currapey bave 777 oseS"
" . L -huok fund o ¥ , appesls curse 5., . .
B.F.Goadrith Cou.o o iiinan 1,975,244 Foom &K with preliminary report Hone. Lo LB Nofte coiiiin i s cnacs oo .. Sommissiondypa andfexpaditing  See “olha fmm‘lége;aymem"“»» Paymenis mg?ﬁ'n fess than [Disglosed un books bok not fally Nene...ocw e emiiii it NEREL e e wu Yes., Tenmination will not have
of investigalion, payments et offi g&a,mﬂ fram 197175 to 3¢ disclosed on involces, matetial efect on husingss.,
cials in # coen ol mole pariias that way have been
Ihan $31, 97375, passad oa to some gevernment
Balas 1¢laled fo Comis. offickals tor oxpediting pu posas.

sions were §276,0001
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Total

rovenues
fistal a;
Compeny tthousands)  Type of statemenl Domastic polilicat conteiul Olher domustic matters Foreign political contridations Foreign szlos type commissions  Payments to loraign officipls Other foreign matters Books and records treatment 113, tax liabifity Knowiedga of fop managemant  Cossatlon
r RabbarCo. ... 5 256,247 Proxy stalemenl reporting domes- A foreign bank accound, funded _ .. Mot indic e RO I ¢ < wmmmae As reporled in "lorely, oficiels”. Diroel payments of 3120008 ovor Mol indicatst.. .. ovurrwanensn Forbign fund ysed for domoste Company states that addifiosat Some oficors Bad knowledge of Yes. Policy stalement adopted. The

Socdyear Tire & Rubbs ' lit conleibulions and form 8% #rom  volums  discouels  on A B 8 Soyr pef!ﬂi}gﬁtus indirecl "ﬁ" centributions, Alsg, 3 forel taxas, it aay, will be mintmal.  domestic poliieal contritations  company states thet termination
reporting fesulls of invasliga-  toreign Sales was sed 2z lhe : rmenls of $375 060 thal probably sithstdiaries had off-bogk fur but not of foreign transactions.  will have no materiel advorsy
lion inlo toreign matters. spuice of domaslic coulriby. wenl o govsramant amployees, from whith some tozeign pay- effoct,

ligns, The acconnt was starled Posgibly anolber 350,008 in ments wara madsa, 1n & yr, about
in 1964, Over & vr, Some §260,- commissions fo . governmant g&ﬂ,ﬂﬂa went moth thete
000 was trans- chairman ot Ihe employess in 53; in tonmaciion wda, soma I3 percant of which
haard and company plead %&zlly with sales of shoul $8,900 006, was used for Ingitimate business
lo making 2n iegal $40,008 Unspecified nomber of pay- putpesas,
cantsibution in 1972, rmunts of less than $1,000 eac
to minor tunconariss for_sery-
ieos Ihal tha toreign subsidiary
o was entilied to recelve, . .
BatEH'S oo 127,816 Form -7 _...oooooorooon......_ Conlribulions of $37.500 in possi- .. Do B0 o ene s mmr e eunanae. NHOUinglcaled e Kot led. ... e, . . Nof indieatid . .. .. cuumeunnn. Notindicated Not indicated... ... Yes,
ble vislation ol Federal Efoe. "
liont Gampaign Aut Company
K, N e B it Sty Mo vicks wibot do Payment of somo $856,000 trom Com s 5 of 3smalt dad bank sccounls o revis) ired In US, Mo Invelvement of prior knowl. Yes. Puticy statement adopied
......................... 800, 000 Exhivil 1o torm 8-K  reporting None entept for naminzl Stale No vieklion ? 5. No [egal contribulions . ooeeenn 8 1 i X Tom Dany Feporis  paymen smali ynrecor iR B 0 revislons are ragoired In U8, No Involyemsn ~ You, Policy statement adopted.
Honeywell 4 Tosnlls of érs\rasligation.p and Jocl contribubions [hal o, of agplicable U8 Ittega ¥9?|‘—;’5 to local government 5800000 to amployees of pri-  of stbsidiaties involving 188 consolidated refurns. aige of payimeals ﬁ! diractors
were fegal where made and dis- officials and employess, mostly  vale costomers i conneclion  than $150,880. Faulty documen- or oificers.
conlinyad in 1974, al z low level, in connection  with sales, In many cases, the  tation of athar payments,
with sales, In some cases these  payments were for techniea) sory-
werp tor lechaical services thal ises that were actually rendered,
would have heen parfrmed  Other Indications that subsii-
by others, 13 expediting pay-  arios engaped consultanis aad
mentsof $180,600 from 187175,  agants withoul tormal con-
iratls or invoices, hot 5
i i i - ware rendered. - -

Hospital Corp. ol Ametica. . ....._. 297,747 Form S-7 regislralion slalement. . Notindicated. . ._._.._.......... Neliedieated __...__ .. ... Notindigated. . ...covoumeoonoo Paymenl lo torelgs consdltanl Mo indicaled. ... Not ingieated ..o vmvesnssmenan Payments lo liznts reporled  Notindicated. ..o L e womann Nol indicaled.
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tant paid $385,000 from
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Oier forelgn matters Books and recards treatment
.......................... Ses "fazeign officials® - vun Payments to secore work, tolaling Mone__.o..oiuoiuoeoovoouso.... Rocorded in the bauks a5 market  Inappropriate deductons in con- M
o0 O e 1,304,080 from 1973-75, whi iné exa;:m. : ﬂggtw h
wera related to seles of $1i- mated fiability of $84,000 for
560,605 Tha lagality of these 1973714,
paymants under Rzl faw is .
R ‘ot froe from bouht,"
................... Notingieated, . . _ ... Notindicated,.. ... .._...c.... Notindicated.. .. . __ __..__.. Hoti¢diated. .. .. .e.smeamesn
B0 it s L, | TR do.... O
SO - . SO payment of 313,388 to laxconsult- . do o oo i, B Ha
R anl which was to be passed on
te government offitials. The
company cannot verfly whether
soma of the money was in lact
passed on |o the offisisl, how-
Byar,
Y . - S Mol indicated ... oeuunn s North Carolina Cammission feund _.. 4.

that $142,080 was improperly
accounted for in corporate books
and records.

Of-hook-fund tofaling 3333000

since 3570, When clused, money

$330,000 for scholarship pay-
monts pursuant to contrastuai
arrangaments. Compapy  also
withhelds all or part of forsign
dealers” commission, or re-
quest, and pays to designated
foreign banke.

verament offitials, Also, from  oblain explozaiion and produs-  transforred intechaice) viokation
Tegsi in these comirles daring 978 to 1375, the company paid  ton rights paid S212.000, Sales of foreign axchange laws. Seme
trave] assisiance lo government  price (Roreases fo accommodate  polilical conlibutzons were re-
personnel znd their families in  customers in 1974 in tetal  corded as sdvertising expenses,
e aggrogate cost of $45,500, amount of $16,700. alz, L
........................... Nol indicated ..., ...... Payt;estof $50,000 to consullants Cotrpansatitn of minployees in 2 2 off-book accounts maintained by
whe may have passed mostora  manner designed fo aveid far-  a forslprn sehsidisry tolsling
portioe of that sum to minor  eign texes. 50,008,
. govarnment officials. .
M legal contributiens..... .. (‘mm%aﬂy mada %%Enms from Paymenls ol $33,580 to 5252008 Mot Indicated - dod a5 avdinery business
03,000 o 000 frot i Various years |o obtain prite expenses and description did
1970-7% rofated fo sales of  increases, product registrations aet indicate true natyre. Alse,
$1965000 to 430808 to  and work, construchion, and off-ock funds raported,
agencivs thal were affitisted  pott permits.
with governmants.
.................. Notindicated. .ooovoiecnannn. Parmonts 1o govesamenl €3 L 0. it eoans RECETOOD 80 BOOKS. o

$500,000 ko mititary personmel. Some payments ntprgperly ée.

sezibed on books and recards.

Paymenis pat supported by ads-

quate documentation,

Some of the payments wers im- Yes,
properly deducied for U5, tax

Top manzgemant was not aware

of the contribolions,

Paymenls appear to have been
auﬂn‘:r%zadp

§ vt more officersf
dirextors of the company.

Amended rotures fled for 3570-74, Manpaan;‘ent of forpign subsidi-
atigs

new. Sre member of
beard of directors alse knew of

he payments.
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Cugsation
Yus, Policy statament adopied.
Not indicated,
Po.

Yo, and provioys policy rea%irmed,

Kot indicated. . oo oo wram Not indicated,

Yas. Policy statemont adopled,

Yas, Cessation will have no mate-

tial adverse effect,

Yos, Terminstion will have no
material effect.

Planning to propose policy state-
sopt.

aticn fe bo terned over to Knowledge of some of the pay- Company it developing a policy to
. monts, asspro cossetion,

Representalive of managemait Yes.
was {informad in 1873,
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 Sompany indicates that the apgregate of alf payments was 326%5.000.




The following is a summary of the six reports pre-
pared and filed with the United States District Courtg and
the Commigsion pursuant to settlements of Commission
actions against the corporations. EBach of the reports
was required to be attached as an exhibit to the
company ‘s Current Report on Form 8~K. In view of the
significantly greater degree of detail in these reports
in comparison to most other disclosures, these reports
have been summarized separgately.,

These summaries present a general view of the
matters set forth in the reports. They are not intended
to be inclusive, Moreover, 1n view of the ilmitations
inherent in summarizing such a significant body of infor-—
: mation, the Commission strongly urges that persons inter-—
: ested in the conduct of particular corporations containad
in this exhibit consult the actual reports themselves.

also contained in this exhibit ig a description of
the facts alleged in eight other cases, the most recent of
which wag filed on May 18, 1976, In all of these cases,
the corporate defendants consented to permanent injunctions
against violations of the federal securitles laws without
admitting or denying the allegations set forth in the
Commissicn's complaint and described herein., */ The factual
allegations described in this portion of exhibit shouid
be read with that limitation in mind.

*/ On case, Securlties and Exchange Commission v.
Ralvex, CCH Fed, Sec, L. Rptr, § 95,440 {July 7,
T975Y, was litigated by one of the individual
defendants.
o,
-
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AMERICAN SHIP BUILDING COMPANY

The report, compiled by a special review committes comprised
of two outside directors and an .independent chalrman, was filed on
April 25,1975, pursuant to the terms of 2 judgment and order
entered against the American Ship #uilding Company. It generally
indicated the following:

Domestic Political Contributions: The report indlcates
that Solecfed emplLOYeeS were pald bonuses of $30,008 in 1870,
825,000 in 1971 and $42,325.17 in 1972, After receiving
these bonuses and paying taxes thereon, the selected enployees
would be directed Eo contribute the remainder to various
political figures. The Review Committee decided that the
§42,325,17 bonus paid by the company to the nine selected
employees ih 1372 was a questionable expenditure and should be
repaid to the company by its priacipal cfficer.

other Domestic Payments: The report did noet indicate
whether GLher domestic payments were pald from corporate funds.

poreign Politijcal Contributions: The report did not .state
whather foreign political contributions were made from corporate
funds, . .

© Questionable Foreigﬁ_Sales—tx%a Commissions: The report did
not indicate WheFner questichablie forelgn sales—type commissions
were paid from corporate funds.

payments to Foreign Officlals; The report did hot indicate
whether Layments to roreign oLificials were made.

Other Foreign Payments: The report did not indicate whether
other Forelgn payments were made from corporate funds.

Books and Records Problems: The questionable bonuges dis-
cussed above Were recorded as bonuses on the company's books and
records, If the contributions made from them should be deemed to
have been made by the company, recording ther in this mannter
would be guesticnable. The reports ¢id not indicate whether
other possible books and records problems existed.

0.5, "Tax Liabilities: The report did not indicate whebther
problEms exist regarding the company's U.S. tax liabilities.
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Manadement Knowledge: The report indicates that the
gompany‘s top management was aware of the bonus program and that
it was established to distribute funds te various pelitical organiza-
tions. Rey management officials were involved in the program.

Cessation: The report indicates that the company apparently
terminated the bonus program after it was disclosed to the Water-
gate Committee, The report neither indicates nor recommends future
company policy changes or other messures %o assure that there will
be no repetition of such guestionable payments. '
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ASHLAND OIL INC,

The report was filed pursuant to the terms of a
judgment and undertaking entered on May 16, 1873, against Ash-
iand and some of its principal officers. It wag prepared by a
special review committee comprised of outside directors of
the company. The special committee retained independent
counsel and independent a¢countants to assist in the investiga~-
tion and in preparation of the report, Neither the counsel nor
the accountants were Ashland’s regular outside counsel or
auditors. The report, dated June 26, 1975, was filed with
the Commission and the U.8. District Court for the District’
of Columbiaz on July 7, 1375, It revealed the following:

ngestic political Contributions: The report disclosed
that Ashiand made domestic politieal contributions from
corporate funds totalling nearly $850,000 during the period
1987 to 1972. The report indiczted that a total of $25,700
expended from 1972~1%74 constituted legal contributions,
The following sums were reported but not identified as legal,
however: 1967 - $66,500; 1968 -~ $239,600; 1969 ~ $406,300;
1976¢ - $71,700: 1971 ~ $54,500; 1972 - 3256,815.
In addition, the report indicated that $71,700 was “presumed
to have been used” for political contributions during
the 1967~1972 period,

Other Domestic Payments: The report indicated that
$15,0007Was paid by a subsidiary of the company in 1870 in
response to an extortionate demand by a local government
officlal. Federal criminal charges subsequently were brought
in connection with this payment.

Foreign Political Contributions: The report indlcated
that Ashlznd Oi4 Canada, Ltd. {approximately 85% owned by
Ashland Oil, Inc.) made political contributlons of corporate
funds in connection with federal and provincial ele¢tions in
Canada. From September 1970 through September 1874 the total
amount expended for such purposes wag approximately $125,000.
The report indicates that the Chairman and Chief Executive
of Ashiand~Canada advised the Special Committee that, in his
opinion, such payments were not prohibited by applicable laws.
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Payments to Poreign Ufficials: ‘The company paid
$202,000 to officials in a2 foreign country in conection
with the acqguisition of petroleuym rights and the transfer
of opersting permits. The report also stated that in 1367
and 1968 the company made paymenis totalling approxzimately
$50,000 to a group of individuals who were to provide "conw
auplting services® to assist the company in the initiation
of a refinery proiject in another country. fThis group
included officials of that country.

The report states that in 1969, Ashland's
Chief Bxecutive OFfficer personally delivered $7,500 to an
official of a third foreign country. The report further
stateg that the company expended 52,500 of corporate monies
on behalf of another official of that country, and that a1l
or part of & $10&,000 payment by the company toe a consultant
in that country may have been paid by the consultant
to another official of the national petroleum company of that
country.

gther Poreign Payments: In connection with Ashland's
attempts in the late I¥960°5 to secure business opportunities
in a forelgn country, the company made substantial payments to
various consultants., Thirty thousand dollars of the amounts
paid to a particular consultant were not satisfactorily
corroborated by the special committee. The commibbee was
unable to determine to its satisfaction that such amounts
were received by him and were not used for political or illegal
purposes in the United States or overseas.

Additional payments and transactions, totalling
$162,500 during the period 1987-1870, were identified as

* having been effected with virtually no written documentation

or with inadequate supporting documentation. In almost every
cage, they involved overseas cash dlsbursements to senlor
officers of the company.

Books and Records Problems: Most, if not all, of the
transactions generating funds for domestic payments were '
improperly reflected on Ashland’s books and records.. Cash
wag generated for the fund principally by overseas wire
transfers from company asccounts at domestic banks to overseas
correspondent banks. The funds would then be withdrawn by a
genior corporate officer and secreily returned o corporate
headausrters in the United States, False entries {e.g., "inteyr-
company advances——exploration/production”) were made in the
company's books and records to cover such transfers and dis-
bursements.

g5

U.8. Tax Liabilities: As a resgult of the lmproper
entries on Ehe company's books and redords, lmproper deductions
totalling at least $429,997 were teken by Ashland in conneciion
with its United States taxes. &t the time of the report, the
company had entered into a settlement with the IRE as to certain
vears in question, and it wag understood that the IRS was
continuing to review the tax returng for the remaining yesrs.

Management Knowledge: The great majority of domest lo’
payments were made by means of an offw-books cash fund kept
in an officer's safe at corporate headguarters. Senior
management of the company, including the Chairman and ghief
Executive Officer, Vice—Chairman and Chief Administrative
Officer, as well as a number of other sénior officers, were
not only aware of but were actively lnvolved In the operation
of the fung¢ and participated in the diversion of corporate
monies to the fund and in making disbursements therefrom.
{A total of more than $800,000 in cash was funneled
through this fund over a seven year period.,} There ig also
evidence that certain former principal officers of the_corpoza—
tion may have made contributions from corporate funds in adw
dgition to those specifically identifled in the report. genior
officers of the company were directly involved in and aware of
most of the foreign payments identified above.

Cessations The report contained numerous re?ommendations
by the speciai committee with respect to the cessation of the
practices described in the report and establishment of new
controls over certain business activities and practices,
Recommendations alsgo were made regarding certaiq matters of
corporate structure. The principal racommendatxons,_thh the
action taken by the Board in response thereto shown in paren~
thesis, are ag follows:

{1} Heo political contributions should be made by the
corporation, whether lawful or not. -
{Adopted, except for politlical contributions
which are legal under a forelgn country's
laws}

{2} Adoption of a policy and appropriate

implement ing procedures against the use
of corporate assels for any purpose )
illegal under the law of the jurlsdiction

----- - where the transaction occurs. {Adopted

" with specific recommended procedures to be

developed and submitted for further Board
considerat ion}



(3}

{4}

{5}

{6}

n
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A policy against the maintenance of
undisclogsed funds or unaccounted for
expenditures. {(Adopted) -

Bgtablishment of additional controls
over cash disbursements, for example,
all disbursements from corporate
accounts to be made only by check
pavable te the ultimate payee; no
bearer checks or checks payable te
cash, {Specific contrel proposals
referred to Audit Committee)

Various recommendations regarding
strengthening of the corporatieon’'s
Internal Audit Department, revising
controls over corporate bank accounts
and borrowing, controls over the use
e$ corporate aircraft, etc. {Execu-
tive Committee to review and report
to Board)

Establishment of control procedures
with respect te arrangements with
consultants, such as reguiring
senjor officer or Board approval feor
varicus levels of expenditures and re-
gquiring an attestation by the eon-
sultant that he will net return any
funds to officers or emplovees of
the corporation and will not make
illegal payments to third parties.
{No, action}

Change in composition of the Board of
Directeors to & maximum of 15, with a
majority to be neither officers not
employees of the corperation (the
board then existing was composed of
17 directors, of which 1§ were
*insiders."™) (Referred to Directors
Committee for subsedquent reporit to
the Board!

Chagges in the Executive, Audit and
Nominating Committees of the Bogrd
of Directors to increase the propor-
tion of cutside Birectors on each.
{Referred to Directeors Committes for
subseguent report to the Board).
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GULE 011 CORPORATION

The Gulf 01l report was compiled by a special review
committee comprised of two of the outside directors of Gulf
and the chalrman of the committee, who was completely indepen-
dent. The committee retained outside accountants and counsel
to assist in its investigatlon. The report was filed on
December 30, 1975%. It disclosed the following:

pomestic Politlical Contributjons: The report
disclosed Speciiic domestic, political contributions (including
gifts and related expenses) from corporate funds totalling
approzimately $1.4 million from 1960-1372, The report further
disclosed that during the peried Gulf had approximately
$5.4 milllon returned to the United States from foreign
countries {h off-books Lransactions to be used for peolitical

.contr ibutions, gifts and related expenses. The Committee was

unable to determine the disposition of over $4 million of
this total.

Other Domestic Payments: The report dees not indicate
whaether other qomestic payments were made from corporate-
funds,

foreign Political Contributions: The report indicates
that Lhe COmpany made Foreign political conbtributions in
seven countries totalling approximately $6.% million
during the peried 19608-1973. 1In some of these countries the
payments were legal; in others they apparently were not.
Wwith respect to those contributions that the commlittee was able
to trace, the report jdentifies the recipients and dlscusses the
circumstances Inveolved.

Quest ionable Foreign Sales-Type Commissions: The
committeda oid not Ling any wnusual or excessive commissions.
However, it recommended that the Board of Directors institute
& review of all commissions and consultants fees.

Payments to Foreign Officials: The report treated
ail payments Lo Loreign oificials as foreign pelitical con-
tributions, discussed above. B
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Other Poreign Payments: The reports indicated
that the Committee investigated leads in approximately
eleven foreign countries which proved fruitless.

Books and Records Problems: The report described the
use of 7 subsidiarly 1n tne BSahamas to launder approximately
$10 miilion for both foreign and domestic use. The company
would disburse approximately $300,000 a year to the
subsidiary, which would be capitalized as operating
expenses of the subsidiary. Every few weeks, approximately
$2%,040 would be brought back to the United States to
create an off-books fund for domestic purposes. The report
also discusses the false accounting used in connection with
approximatély $2.3 million used for foreign contributions.

.5, Tax Liability: The IRS is investigating to
determine whether Lhe company nas additional tax liabilities.

Management Knowledge: The report concluded that
certain past top orLic:ais of the company knew of the
questionable and illegal activities and that others currently
in the company's management should have known of the activi-
ties., A past Chairman of the company and two past Executive
Vice-Presidents regigned as & result of these activities and
the Secretary was removed from that position and given a posi-
tion in the company's legal department., Additionally, one

‘Girector found to be involved did not run for re-election.

Cessation: The report concluded that Gulf's
questionable activities have been effectively terminated.
The report discussed the changes in corporate policy on
which it based its belief, including:

{1} A statement in the Policy Manual
that illegal contributions of
corporate funds are prohibited
and activities in this area
must be reported to the Chief
Executive Officer and the
Board:

{2) A reguirement that approval of
retainer and congulting agreements -
exceeding certain amounts must be
obtained at a high level of manage-
ment;
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{3} FEstablishment of a policy of
compliance with all laws and regulaw-
tions of all countries where Gulf

~  operates; ’

(4) Institution of tighter control
over bhank accounts) and

(5} The reguirement of annual representation
letters from certain executives and
employees.,

The report also indicated certain accounti
it roced
had been changed in an effort to prevent such actigigiesea§385
recommend%f certain gther changes to the Company.
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MINNESOTA MINING AND MANUFACTUORING COMPANY

the report of the Minnesota Mining and Hanufacturing
Company {"3M) was prepared by a special agent, Judge William P.
Murphy., a retired Associate Justice on the Minnesota Supreme
Court, upon completion of an investigation which was con-—
ducted pursuvant to a judgment and undertaking entered against
the company. It was filed with the Company's Form B-~K for the
month of November, 1975, Generally, it reveals:

Domestic Political Contributions: Between 1963 and
1969, a total of $833,997 of 3IM corporate funds was
misappropriated and placed in a secret fund to be used for
domestic corperate political contributioens. Of that amount,
$545,799 ultimately was used for domestic corporate political
contributions from 1863 to and including 1972, Although some
contributions were made in gstates where such corporate
contributions were legal, the vast majority of this admount
wag illegally contributed.

the assets of the secret fund were generated through
fictitious foreign insurance premiums issued from 1963-1967,
and through kickbacks by a foreign legal congultant from
1967-1969.

Other Domestic Payments: The report indicated that
no other corporate domestic payments were discovered,

Foreign Political Contributiong: The report indicated
that no corporate foreign political contributions were
discovered.

Cuestionable Foreign Sales~type Commissions: The
report indicated that no other corporate forelign sales-type
cpmmissions were discovered,

Payments to Foreign Officials: The investigation
revealed that in 1975 a payment of $52,000 was made by the
Managing Director of a 3M foreign subsidiary to a foreign
cugtoms official to avoid liabilities and penalties arising
from an alleged evasion of customs payments. Because such
payment was unauthorized and contrary to 34 policy the
individual wag relieved of hisg dutlies, assigned to another
position with 3¥, and requlired to execute notes in the amount

81l

of $52,000 to 3M. The report did not disclose the identity

of the forelgn country, foreign subsidiary, or managing
director in liaht of the small size of the subsidiary,

which accounted for less than one percent of the consolidated
sales and profits, and 3M's c¢lalim that such disclosure would
imperxl the company’'s investment, expose its property to expro-
priation, or result in costly harassment.

Other Forelgqn Payments: The report indicated that
ne other foreldn corporate payments were discovered.

Books . and Records Problem: The assets of the secret
fund used to, make domestic poilticel contributions were
falsely recorded on the books and records of 3M as foreign
insurance premium expenses from 19631967 and as' foreign
legal expenses from 1967 through 1969,

U,5, Tax Liabiiity: Because all of the sums placed
in the secret fund were recorded as insurance and. legal’
expenses and deducted in computing federal income tax, the
computat lons on its tax return were in error. At last report,
two of the individuals responsible for the political con~
tribution schemes were under federal indictment as a result
of the filings.

Management Knowledge: The President and Vice-President

of Finande actively participated in the actzvitias connacted with

the political contributions, as did the company's Director for
Civic. Affairs. Subsequently, another President alse authorized
disbursements from the secret fund, but did not participate in
its replenizhment.

Cessat ion, DNomestic polxtlcal gontributions were not
made affér 1972, at which time the then President bedame aware
that they were illegal. On August 18, 1972, the President
caused 3¥ voluntarily to contact the Speeial Progecutor'ts
Office to inform it of the fund's existence and use. Subse-
qguently, 3% and the President both pled guilty to violations
of the Corrupt Practices Act and fines were imposed on both.
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PHILLIPE PETRCLEUM COMPANY

As 2 direct consequence of these unlawful corporate
political contributions and the resulting eriminal convic-
tions and civil injunctions, three officers resigned. Another
was to retire in 1976,

. The report, £iled pursuant to a judgment angd order
entered agalinst Phillips Petroleum Company as part of a
settlement on March 6, 1973, was based on an ianvestiw-
gatlion conducted by oubside counsel. ©One of the partners
of the firm retained to conduct the investigation was an
outside director of the Company. The report was dated
September 26, 1975. It indicated:

Qther than a statement within the report that IM had
accepted the above resignations and has taken steps to
minimize the possibility of a recurrence of a similar ewvent,
noe other steps to minimize the possibility of & recurrence
are reported. The report mentioned that the Audit Committee
made up of “outsiders® Is a significant deterrent to similar
future activities,

Domestic Political Contributions: The report

digclosed that PHillipE made domestic political contributions
from corporate funds totalling approximately $58%,000 from
1864 through 1972, The contributions included $215,000 con-
tributed in conjunctlion with state elections; $70,000
contribut®@ to various candidates in conjunction with political
dinners; $125%,000 contributed to Congressional candidates;

. and $5175%,000 contributed to Presidential candidates. The report
did not attempt to distinguish between illegal and legal
contributions,

Qther Domestic Payments: The report did not indicate
whether other domestic paymenis were made from corporate
funds.

Foreign Poljitical Contributions: The report 4id not
inglcate whether foreign politidal confributions were made
from corporate funds,

guestionable Foreign Sales-type Commissions: The -
report 4di1d not indicate whether guestionable forelgn sales-~
type commissions were paid from corporate funds,

Payments to Forelgn Qfflcials:  The report &id not
indicate whether paymenis Lo Loreign officials were made
from corporate funds.
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Other Poreign Payments: The report indicated that
$1,258,000 of off~bocks cash was paid to two foreign indi-
viduals involved in a construction project by Phillips in
a foreign- country. The report indicates that this payment,
which was not properly entered in Phillips' booksg and
records, was for services rendered to Phillips in connection
with the project and was made secretly to enable the two
individuals to aveid income taxes by their country.

Books and Records Problem: BRBeginning in 1963,
Phillips disbursed over $2.8 million of corporate funds to
two Swiss accounts. These disbursements were made by means
of false and fictitious entries on its books and recerds.
$2.1 million of the total was represented as an overpayment
on a centract. The balance of the fund was generated by means
of a secret discount which Phillips receiyed in coniunction
with a transportation contract. Neither of these rebates were
reflected on Philliips' books and records.

U.8., Tax Liability: ‘The $2.8 million in the slush
fund discussed above was not reported as income by Phillips.
Subsequentliy, it has been so reported., EBvidently, Phillips
did not claim any deductions for the payments it made. The
IRS is investigating the company's tax returns.

Management Enowledge:s The chief executive officers
of Phillips in 1963 and 1994 were responsible for originating
the fund. The subsequent chief executive officers were
aware of and controlled the fund. The report indicates that
few others in the company knew of the fund,

Cesgation: Since Phillips' consent to the entry of
permanent injunction, the company has issued a directive
to the heads of staff under the signatures of the
Chairman and Pregident, prohibiting the creation and
maintenance of secret or unrecorded funds of assets and the
recording of false and fictitious entries in books and
records of the company, and reiterating the company policy
against the use of corporate funds for unlawful purposes.

Also, the company's board has acted to carry out
the reguirement of the judgment that it monitor the activities
of the company on a continuing basis te prevent recurrence of
the offenses which had been the subject of actioen., By a

o
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resclution adopted on June 9, 1%75, the board recited the
termsz of the final judgment of permanent injunction and
undertakipg and aszigned extensive new responsibllities
in connection therewith te the avdit committee. Pursuant
to that resolution, the audit committee is engaged in
establishing, in consultation with the company's ocutside

. auditors and comptroller, reporting and auditing procedures

designed to ensure the observation of the terms of the
final iudgment.
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NORTHROP CORPORATION

The report was filed pursuant to the terms of a
judgement and nadertaklng entered April 17, 1975, against
Northrop and certain of its principal offzuers. It was
compiled by the ocutside directors of Northrop's Executive
Committes. The Committee retained independent accountants
and independent counsel to investigate and report on the
nature a&nd extent of corporate misconduct. The repori, dated
July 16, 1975, was filed with the Commission and the United
States District Court for the District of Columblia, on
July 17, 1%75. In general terms, it revealed:

PDomestic Political Contributions: The report
disclosed that Northrop made domestic political contributions
from cvorporate funds totalling at least $501,928 during the
period 1962 to 1873, This tetal includes $150,000
specifically identified asg having been illegally contributed
to the 1972 Nixon re-electlion campaign. Moreover, the
majority of all contributions were effected by means of
falsely recorded transactions from an off-books fund of
cash. '

Other Domestic Payments: The report indicates that
Northrop's Eastern Regional Office {located in Washington,
D.C.) engaged in improper practices invoelving the extensive
use of cash and improper accounting for funds that the
report described as "in effeck, a hidden fund of cash.” A
total of $119,000 was disbursed in numerous cash transacktionsg
by that office from 1971 to 1373, While the Commlitee did
not specifically conclude that viclatlons of law had, in
fact, taken place, the report indicated that such expenditures
were predominantly made in connection with the company's
efforts to extend "corporate hospltality" to government
cofficlals and that the "acceptence of such hospitality by the
officials involved appears to have been guestionable." The
report also indicated that $48,000 paid to a Northrop
consultant was used to pay the retired Chief Counsel of a
House Committee for "consulting services." .

Forelgn Political Contributjons: While the report
indicated that Northrop made very substantial overseas
expeditures, none were specifically ldentified as having
been made as forelgn political contributions,
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Questionable Foreign Sales—type Compissions: The
report detslils the Committee's Investigation inko nineteen
specific transgactions or arrvangements ldentified by the
independent auditors as reguiring further investigation.

Most of these involved overseas agency and commisslon arrange~
ments, In 2ll, the company paid approximately £30 million to
foreign consultants and sales agents, a significant portion
of which was found t¢ have been inadeguately accounted for,
latking in documentary support or incapable of satlsfactory
corroboration.

?ayments to Foreign Officials: The report identified
a total of at least 454,400 as having been specifleally paid
to foreign officiels, and indicated that such payments "ralsed
serious guestions as to possible vilolations of law.® Of this
amount, paygents aggregating $450,000 were made to a forelgn
agent of tné company with the knowledge that these funds
were to be paid to two forelgn officials. "The remaining
$4,400 was paid directly to an official of another country,
in an apparently unlawful effort to settle a tax liability.
In addition, it is evident from the report that substantial
amounts of money pald by Northrop as commission fees were
Baid to individuals or organizations having principals who
were then foreign government officials or who were or had
peen closely associated with forelgn officials. For example,
a foreign official was a wrincipsl in a forelgn corporation
which Northrop used as a marketing agent in connection with
foreign sales. The company recelved an initlal advance
from Northrop of §250,000 and currently has claims against
Northrop for §7-8 million.

Other Forelgn Payments: Subseguent to the report, the
company disciosed that approximately $861,301 had been pald
by one of its subsidiarles during the period 1%69% to 1975 to
recipients in sewveral foreignm countries. The company indicated
that such payments "may have been in violation of applicable
laws." The company further indicated that these amounts were
paid by the subsidiary’s managing director without Northrop's
knowledge. ApproXimately $129%,000 of thig amount was paid
subseguent to the entry of the judgment agsinsgt Northrop
in the Commission's Injunctive action.

Books and Records Problem: An unrecorded “slush fond"
was utiiized by top management of Northrop as a principal
means of funding pollitical payments. The fund was derived from
payments, totalling $1.15 willion over a 12 1/2 year period,
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to a foreign consultant retained by Horthrop., Approximately
one~third of the amount pald to the consultant [$376,800)
was returned in cash to a senior Horthrop official who
maintained the secret fund. The tetal of the $1.13% millien
paid to the forelgn consultant was inaccurately reflected

on Northrop®s books and tax returns as consultants' payments,
The practices of Northrop's Bastern Reglonal Qffice involwed
currency transactions totalling $119,000 which were effected
by means of improper accounting practices. The payments to
two foreign officlials by an agent of the company ware
deducted by the company as "ordinary and necessary business
expenses® on Northrop®s 1973 tax return, resulting in an
inaccurate statement of income. The company’s treatment of
suych payments also resulted in an inaccurate submission of
cogt figures to the Department of Defense. In addition
substantial amounts of Northrop's other foreign commission
payments were effected by means of improper or Ilnadegquate
accounting practices, and freguently were totally lacking

in any appropriate documentation. ¢

U,8, Tax Liasbility: Many of the payments and trans-
actions may have 1nvoived substantial omissions and misstate-
ments by the company of various items in its U.8. tax
returns. The IRS has been conducting an investigation into
the matters disclosed in the report and related matters.

Management Knowledge: The Chairman of the Board of
Directors of Northrop, who also was President and Chief
Execut ive Officer; and a former Vice~President and director,
personally maintained the unrecorded cash fund and made
political payments therefrom. The same former Vice President
received the cash rebated by the foreign consultant for diver-
sion to the fund., While both have maintained that they were
the only officers, directors or employees specifically aware of
or respensible for the creation and use of the secret fund,
various other senicr company officials knew of or participated
in the consulting, commission and other arrangements detailed
in the report. In addition, the report included information
confirming that the Chairman of the Beosrd submitted falsified
documents to federal investigaters in conmnection with the Nizon
contribution investigation, and that all four officer—-directors
involved in the transactions had given false statements to
federal investigators. .
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Cesgation: The report contained wvarious recommendations
with respect to correcting the improprieties revealed by the
investigation, including the followings

{1} Board approval should be reguired on all
gonsultants' or agents’ asgreements above
specified deollar amounts, with a reguirement
of written approval by senior management of
all significant consultants' or agents' rela-
tionships.

{2} The adoption of specifi¢ procedural require-
ments to assure that information is obtained
regarding proposed consultants' or agents’
agreements to insure thelr propriety and to

% enable informed management decisions prior
to entering inte such agreements,

{3} The adoption of specific requirements to be
incorporated into all consultants' or agents®
agreements, Including a covenant by each
consultant or agent that he will comply with
all applicable laws, that periodic reports
concerning his activities will be furnished
to the company, and that he will enter into
ne undisclesed relationships.

{4) The adoption of a policy prohibiting retention
of a government official as a representative
of the company absent a clearly legal basis
for doing so under applicable laws and unless
prior Board approval has been obtained.

{5) Recommendation of policies regarding other
corporate matters, incloding the formalizatien
of procedures to insure against viclation of
cenflict of interest laws, against improprieties
in providing corporate hospitality to government
officials, and to assure compliance with federal
procurement regulations.

{6} Identification of certain institutional shortw
comings as subjects for Beard action to correct
a corporste atmospheres which permitted the
practices discussed.
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Adoption of a new policy requiring periodic
changes in the company's outside auditors
as zn added safeguard Iin the audit process.
The-company had had the same independent
auditors for over 35 vears. The Committes
did not find any breach of duty by the
auditer in fulfilling its responsibility teo

-econduct its audits in accord with appropriate

standards.

The following is a description of the facts set
forth in the Commission's complaints ih cases that
have not yet resulted, or in one case will not result,
in the production of reports similar to those previously

analyzed. .
%

Braniff Airways, Inc:

the complaint, naming Braniff Alrways,
Inc., Braniff International Corporation and three
officers of Braniff Airways as defendants, charged
the maintenance of a secret Ffund of corporate assets
in excess of $%00,000, which was used in connegtion
with an illegal political contribution and secret
payments to travel agents iIn Latin &merica im :
contravention of the Fedeval Aviation Act, foreign
law and International Air Transport Assoclation resolu-
rions. Among other things, it was also alleged that
certain of the defendants disbursed $40,000 in corporate
funds to a Panama corporation closely held by a
regional vice president of Braniff Alrways as an alleged
bona Ffide expense, when in fact this payment was a
venicie for conversion of corporate assets into cash
ko be used for pnlawful political purposes.



General Tire & Rubber Corporation:

The Commission alleged that a "giush fund®
had been establiszhed by General Tire and its
subsidiaries in order to obtain favorable
treatment by c<ertain foreign governments. In
addizion, the complaint alleged that through
purported salary increases and bonuges corporate
funds were diverted for political purposes., In
the hggregate, several million dollars were used
for these and similar undisclosed corporate
activities., The allegations are described in
more detail at pages 5-6 of this report.

Ealvex, Incs

The Commission charged defalcations of corporate ag-
ets by senjor officers who allegedly submitted duplicate
expense vouchers and received kickbacks that were not
reported to the company. Following litigation, an
order of permanent injunction was entered.
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Lockheed Alrcraft Corporations

The Commission complaint named Lockheed, the Chair-
man of the Board of Directors from 1967 until
February, 1978, and the Presgident of the company

from 1967 until October, 1975, In particuliar, the
Commission alieged that secret payments of at least
$25 miliion (at times in cash) had been made to
foreign government officials for the purpose of
assisting Lockheed in procuring and maintaining
contracts- with foreign government customers, and

in expediting permits necessary to perform existing
contracts. Amony other things, it was alleged that
the defendants disguised these secret payments on
Lockheed's books and records by utilizing, or causing
to he utilized, false accounting entries, cash and
“bearer™ drafts payable directly to foreiygn government
officials, nominees and conduits for payments to
government officials and other artifices and schemes.
As a resylt of thelr activities, at least §750,000
was not expended for the purpose indicated on the
books and records of Lockheed and its subsidiaries

‘and was deposited instead in a secret Swiss bank

aceount, and an additional $25 million was expended
in secret payments to foreign officials., In addition,
the Commission alleged that over $200 million was
disbursed to consultaents and commisgsion agents withe
out adequate records and controls to insure that
the services actually were rendered. The practices
were alleged to have resulted in the £iling of
inaccurate financial statements with the Commission
with respect to the income, cost and expenges of

the company.

Bissouri Publie Service Company:

The Commission alleged that the defendants utilized
corperate money for illegal political purposes. In
particular, the Commission alleged that corporate
funds were diverted by means of certain employeses’ secret

agreement to coniribute a percentage of their monthly salaries

to a nonprofit c¢iub, which would in turn make the contri-
butions. In excess of $67,000 wag alleged to have been
diverted from the company's system of aﬁcountapllity.



Sanitas Service Corporation:

The Commission alleged that the defendants caused
Sanitas to enter inte an agreement designed to disguise
otherwise secret cash payments for illegal political
purposes, bribes, kilck-backs and cther similar payments.
- Through this contractual relationship the defendants

funneled in excess of §1.2 million out of the corpora-
rion's system of finazncial accountability, some
indeterminate portion of which was converted by one

of the defendants for his personal use. In order
further to disguise and effectuate such payments, the
defendants submitted fictitious invoices and authorized
the payment of corporate assets to wholly-owned subsi-
‘dlaries.

United Brands Companys:

The Commission-alleged that United Brands deposited
$1.25 million in the Swiss bank accounts of designated
foreign government officials and agreed to pay an
additional $1.25 miilion at a later date, provided the
company received certain preferential export tax
considerations. {These matters are reported in sub-
stantially the same manner in United Brands filing
that is analyzed in Exhibit A}, ’

Waste Management, Inc:

The Commission alleged that a secret fund of approxi~
mately $36,000 was used by the defendants for political
contributions and other purposes, some of which were
illegal, The Commission further alleged that the corpo-
ration and the defendants failed to maintain adeguate
accountabil ity such that its auditors were unable
to verify disbursements.

Exhibit ¢

Proposed Statement on Auditing Standards: Iliegal Acts by Client

EXPOSURE DRAFT

PROPOSED STATEMENT ON AUDITING
STANDARDS: ILLEGAL ACTS BY CLIENTS

~ APRIL 30, 1976

bsued by the Auditing Standards Executive Committes of the
Americon Institute of Cortified Public Accountunts
For Comment From Persons Interested in Auditing and Reporting

Comments should be recelved by July 30; 1976, and addressed fo
Auditing Standards Division, File Ref. No. 3620 )
AICPA, 1211 Avenue of the Americas, New Ya.rit,-ﬂ.{\ 10036



AmericanInstitute of Certified PublicAccountants
1215 Avmear of U Amencas New Yok Mew Yok 10038 312 4754200

April 30, 1976

To Practice Offives of CPA Flrms; Hembers of
Couticsl, Technical Committaes Chairmen; State
Soqlety and Chapter Presidents, Directars and
tomzittee Chairmen; Organisations Concerned
With Hegulatery, Supervisery op Other Publie
pigglesure of Financial Activities; Farsons
Fuoo Have Requested (oplen:

An expesurs draft of a propossd Statement on Auditing $tandards entitled
*Illagal Acts by Cifsnts® accempanies this letter. The exposurs
periscd hes besn sxtendsd in racognition of the lmpertancs af this issue.

This propossd Statsment does nat sontain specific procedures to detec;l

an illegal act by a clieat, Ar sxamipation in accerdanse with 3enerah t
aseepted auditing standards cannot be expectad to provids assurance th&
$liegal acts will be getected. This iimitation 15 vongldered in anet ;r e
propesed Statemant entitled *rre Independant Auditer’s Regpenslbdility For
Detaction of Erraors and Irregularitlss® alse isaued for coment today.

The propesad Statement does speaify that the auditer ghauld ke aware

af the poessibility that 1llegal actls may have eccurred that may have nat
a material sffect on the financial statements. 1t furtier reguires %
shotild an suditor becoms awers of a possible iilegal act he should
portorm additional precedurss ¢ investigate the matter and, lf nagessary,
sonsult with legal counsel. The sxzpesurs draft also effers practical
suggestions im conmection with illegel mcts that do not appear to have

a material effset on the financial statemants.

Comments and suggestions on any aspect of the saclosed draft e‘zra squght

and will be sppreciated. They should e addressed to the Auditipg Standards
Divislon, ¥ile Ref. No. 3620, at the AICES in time to be receivad by -
fuiy 30, 1976. The suditing Standards Exseutive Committes will be particulariy
imterssted in thas reasoning underiying comments and suggestions.

Sincarely,

Y

John ¥, Mullarkey, Direatow
Auditing Standards:pivision

Konnas s

Kenpeth P, Jonnsoen, Chalrmen
suditing Standards Divisien

PROPOSED STATEMENT ON AUDITING STANDARDS

. This Statement provides puid.
anve for an independent azuditor
when acts that appear t0 him to be
illegal come to his attentlen during

an examinatlen of Bnancial stste.
4d ‘h 131

[LLEGAL ACTS BY CLIENTS

thal sotne acts by a client coming te
s attentien in the perfermance of
his examination might be illegal,
Mevertheless, the further remeved
such an act is from the events and

ments in with g ¥
govapted suditing standards, This
Seaterent slo discusses the extent
ef the attentios he shoudd give,
whet perferming stich an

tr Hods ily

specifically in financial statement

ol relates te the autherzation,
execution, and ing ef rang.
aetiens and acrountability fer the
retated assets {see SAS Ne. I, seo-
Hons 320.27.40 and 32043..48).
The suditor’s review and tests of

i with {ntersal aconunt.

the jess Bhely 4 i that the anditor
may bf:come awars of the pet er

ton, i the passibility that such acts
may have pocarred. The types of
acts passed by thiz Seat 3
inelnde Hlegal pelitical centribu
tiens to a candidate in an electien
for » federal efice, bribes, and other
vislations of laws and regulations.

2, This Statement sets ferth
guidellnes for the é‘ﬁprepriate St
duct of an independent avuditor in
folfilling hiy ebligatien to report oo
financial staterments fo sccordance
with professions] standards (para.
graphs 413}, It also effers practioal
suggestions and guidance fer the
anditer in ¢onnection with ilegal
acks not having 2 material effect
en the fSuancial statemants {pars-
graphs 20 and 350

3. Ab examination made in ae.

ok 2 H- |
auditing stapdards cannat be ex.
pected to provide assurance that
ilfegal acty will be detested! In re.
porting en Boabcial statements, the

gnize its possible Hegality,

T

Brocadurss That Moy idestify
Hegel Acks

ing control procushares sod related
substantive tests may bring to hiy

transactiens bmproperly reconded
ay 9 amount, sccontuting peried, er
classification; er tramsactions not
recorded in a4 complete er Hmely

intain aco hility

4 The auditor'y inath
in dance with génerally ac
cepted auditing standards dees
wot ondinarily include procedures
specifically designed to detect §.
legal acts, In making such ap exami-
nakios, hewever, the auditer should
be- aware ef tho possibility that
itogal sots may have ocourmed that

- may have a material affect en the

fnancial staterments. If as 2 result

iz procedures the auditor be
Beves that ilegal acts may have
veenrred, he shewld perform addi
tonal procedures o investigate
those wmatters, imcloding consalts.
thar with leget counse] as necessary,
te obtain an understanding ef the
nature of the acts and their pos.
sible effects on the Boancial state
ments.

[+3
for assets. Such fransachions may
raise questiens sbeut the possibl
existence of an JHegal act.

T. Inmaking an examinatien, the
anditor ohtains evidential matter as
e the propeicty of the accounting
treatment of snd sopport Fer brans-
actiens and bataness, The proced.
urey prrformed to ebtain evidential
matter incinde obtaining an under
standing ef the transactions tested
and their business purpose. A frans-
action that appears to the auditor
to have a very unuscal er question.
able purpose may taise questiens
abont the possible existence of an
illegel act,

8. o making an examination, the
auditer ordivarily considers taws
d Jatlons that have a direct

5, The meditor's Instion

independent auditor helds himself
aut 35 ene who is proficient in ace
counting and auditing. Delermin.
ing whether an act i5 iHegal ks

‘umally beyend the pref

proced that are per
formed peimartly for other purposes,
but that may alse bing possible -
ingat acts to hiv sttention, Such pro.

competence of as auditer. The
auditor’s drefuing and experieuce,
bowever, ordinarily should provide
a reasonable basts for an awaroness

TSeo SAR No. XX, “The Endepandent
&udig‘;z Rmpnnﬂmdhiﬂly' For the Detee-
Hon rTors feregulaniten”™ pamme
greph 18 regurding the Meitetions of
- esination in ﬁm&m with

Ly

include evalustion of in.
ternal eontrol and relited tests of
tramsactions and bal { pasa
graphs 85}, and inguiries of man.
:ﬁmnt and others {paragraphs 9

8. Ecdlugtion of Internal Com.
trol and Reldted T'osts of Transer.
tions and Balances. The suditor's
In internal aecounting oon

5

a -
monstary effsct on the amounts
A iﬂ [ ind =™ -y

Ipowledge g:fﬁ‘whichd:s wit;‘ﬁn tho
oxpertise ef the auditor, For ex
araple, tax faws affect sooruals and
the ameuwt recoguized az an ex
pense in the pecounding period.
Also, applicable [aws er regulatiens
may affect the amount ef revenue
seerned  wider gevernmest con
macts.

& Inguiries of Management and
(thers. The anditors exwmination
sheuld include inguiries of the cbi-
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ent’s mansgement in comnecton
with the accounting for, and dis.
I cf, Toss cont L s znd

EXPOSUAE ORAFT

and damages, Other effects of &
violation tnat also should he con

refated communication with Tegad
counsel. The auditor should ale
igoird abgut the Jient's compli
anew with Taws snd regulations and
about the client’s procedures rele.
vant to the prevention gr detection
of iBegal acts, such a5 poliey direc
tives issued by the client and peri.
odic representations oblained by
the client From management at ap-
propriate levels of autherity com
cetping compliante with laws and
regulations, Possible ifegal ac
may come to the auditor's attention
through such inguiries. Far ex
ample, an auditor tmay lewn of an
investigation Yy a governmental
agetcy or enforcement procesdings
soncerning violations of laws with
raspect b occupational heslth and
safety, food and drug administre
Hon, securities, truth in lending,
envircamental protection, or price
fixing or other anti-trust prach

dered inchide Joss contingencies
that should be disclosed and ather
matters that should be disclosed fn
the Snsncigl statemnents {see pars.
graphs 13 and 1),

12 Loss conbingencies, such as
the threat of expropristion of zsyety,
enforced discontinuance of epera.
Hons in & foreign counfry, o poz-
sible litigation, may arise as a result
of an illegat ack. The anditors con-
sidetations for evalusting the ma-
teriality of these loss contingencd

atleged impact oo the integrity of
management, even though the
ameunts are not materisl o the &
nancisl statements® Determining
whether the client is requited by
policable laws and reguletions to
make such disclosure erdinarily re-
quires an opinion frem legal coun
sal.

Adlions by the Acditor Concarning
o Possible Hisgai Act

15. Because of the variety of
acts and ciroumstances that might
he encowntered, i Is pot practeabls

we smilar to those apglicable to
other loss contingeteies.?

13 The anditor should also
wvaluate the adeguacy of disclosure
of the potential effect of an Hlegal
a0t on the operations of the entity,
If 2 sgnifieant amount of revenue of
camnings & derived from bansac.
tons involving iHegal acts, or {F

1. H ono external evideace, such
a5 a geverninent agency fovesti

Hlegal acts create sigaificant urusual
risks iated with a it
kofr o ings, such

as the loss of a significant business
bationship, that intormation ordi-

gatlen or an enf tp d
g, eomes to the auditor's attention
or if there is no infk fon from

oarily showld be considered far dis-
g, m :he i, . oy .

the clients management o legal
eounsel drawing his attention to
such matters, the audltor's sxsraina:
ton cantot reasonably be expected
to detect the types of vivletions of
lawy and reguiations that are indi.
euted in paragraph 9. The laws and
tigns geverning hose matters
are highly spevialized asd p

34 In the case of certaly illegal
acts ngt baving a wmaterial effact on
the Enancial stutements, thers never-
theless may exist a material loss
contingency requiring disclosare in
the fnancial : of

mansgenent's failure to make are.
quired ponfinancial statement dis-

t provide spectfic puidance on the
stegs an anditor should consider
taking with respect to a possible
flogal act that comes fo his aten
tionr. The auditor should consider
the circumstances promptly; such
consideration may inclede secking
the advice of legal counsel or other
speciafists, The fmplications of a
possible Hegal act should be con-
sidered in relfation fo the intended
degree of reliance to be placed on
the internal socoating control and
the represontations of mwanagement,

8. After it has been determined
that an illegal act has ecomved, the
auditor should roport the cirowm-
stances to persounsd in the client’s
organization at a high enough level
of authority so that appropriate
action can be taken with respect
e
fa) adjustments or disclosures that

may be necessary in the dnan.
cis} statemeonts;

At 35
: ; A¥sa, “they, normally _relate-to, the. -

eperating aspects of an entity rather
than its foancial or ting as

1 For

statirmént Frclosvre of cerfaip i

fegal scts by mansgement, such as

pects.  Consequently, determinin
complisnes with such laws ang
reguistives s outside the profes
sirnal competence of independent
suditors.

Evolution of the Materiafity
of an jitaget Act

igtion for ilfegal compaign con-
wibptions, may be decessary %
phy with the regui ts of a
gulatory agesey b of their

Y Ganeraly phed ing gt
phes for the fimaneial acvounting for and
reprting of fosy conbngencies are cune

1 iarshixun:nt ol ?iimncﬁi <‘Ac-

by disgl

syect on 2 more tmely basis;
and

{c} consideration of appropriate

remnedinl actions to be taken.
in some cireumstances, the only
appropriate persons of 2 suliciently
high Tevel of authosity to take neces.
sary action in the organization may
be the audit commdties or the board

gt i Nou

1i. In evainabing the iukity
of an filegal act coming to his at-
tention, the auditor showld i

*¥or wample, the SECH Sevwities Act
*‘Helnase Mo, 5468 requives that.. .. the

the movetary effects, if any, oo the
fnancial statemeiis of the brans

involved, including the re-
keted contingent monetary efects
of the violation. Centingent mone
tary efects inchude fnes, penalties,

o of 3 dem anwdnr it

of di

Wegrest Acks Raving o Materiod Efect

1Y, M the auditor concludes that
ans event whose efect, taken alone
or with similar events, is material

the B
o the cottest of & growy shatement
whers sharehdlders are being asked w0
vote for mssagetwent”

erly i bgr or disclosed

the fnancial statements, he would

in andhasmt‘bempicp»
it

k that may be re:.
quired in other documents is-

ordinnrily seed to qualify his opin-
w h 4

EXPOSURE DRAFT

becamse o
use of the departure frowm gt
erally accepted accounting princi.

ples {300 SAS No.
15473, % B paragraghs

iB. The anditor may conchude
that the effacts of an fllegal sct om
the Snancial statements aze not sas.
mie of reasonable estimation.
it 5 reasonably gossible, or
probable, that a loss contingancy
arising from: an ilegal act will be
resobved by a future event and the
amount of the patentia) loss cannot
be estimated, an uncertainty exists
for which the anditer should con.
sider the need to gualify his opinion
{se2 SAS No. 2, paragraphs 21.25).

19 In Instances, the apdi
tor may nuf¥he able fo determine
amounts associsted with an
event, takey aome or with similar
eventy, because of an inghility to
o}min sufficient competent sviden-
tial matter. For example, the sct
may hava been accompiished by
cireumventing the internal contrel

dooumented,  In  those siroume

beenuts of an Megal 20t not havin
iTMa! e&fct on the ﬂnanv:%]g

stances, the auditor should id

ity will be aj

Aaotai .

s f3
scope fmitaton {see SAS No. 3
parsgraghs 1.12).

the need to qualify his opinien or
ion ¥ of the

Cansiderstion of Other Hlegal Ads
2. The auditor's "cossiderats

fected by the folowing fnetors
fa} the sffects on his abﬁ%ty tor rely
: ' :

a ¥ repy
and (b} the possible effects of cowr
tmuing his amociation with the
client, meluding the appestance of
a losy of mdependence. In repch

of itlegal acty that come fo his at
tention that do net have a material
effect on the fnancinl statements
wilf normally be inflnenced by the
nature of the act and managements
actions once the matter i3 brought
o it attention, TF an legal act hag
come to his altention and be capnat
persuade the cHeat's board of dires.
tors or ity audit oommittes or other
aporoprinte levels within the or
ganization o give appropelate
consideration fo remedial action,
the auditor should consider with.
drawing from the currect engage.
ment or dissorfatleg himsel Pt

iag a decsion on withdrewsl or
dissociation, the auditor sheuld
it with legal i

Natiflcation of Gulsida Partios

21, Deciding whether there i5 2
need to notify outside partles of an
illegal aet 45 the responsipility of

7 In inayy case,
the auditor &5 wnder no fegal obliga.
ot tr netify outside parties. How-
over, if the auditor considers the
illegal act to be sufficiently serious
to warrant withdrawing frotwm the

any Fiture miatios;;hip with the
client. The anditor’s decision as te

t, he'should consuit his
Iepal counsel as to what other ac.
tion, if any, he should take.
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William Batgen

Bew York Stock Exchange, Inc.
i1 Wall Street

Hew York, #. ¥. 10003

Dear Mil:

I want to take thig 'opporl:unit}r to congratulate you ag.?i.n o6 FOur
yecent appointment and to wish you the best of luck. The ja§ is a
challenging ome, but ome I kmow you will f£ill with distinction. I speak
for all the members.of the Commission in saying that we look forwawd to
working with you on the many complex problems fac%ng the securities
industry today. I that wein, I would like to advise you of a subject
which Jim deedhsm amd I have discussed informally is the past, amd
ask for the bsnefit of your thoughts.

As you kmow, the Commission has for many years advccau:.ti that
publicly-held companies create audit committess, com;ws?d. of 1ndependei‘tz
directors, to work with outside suditors.*/ In our reviav of corporations
who have revealed questionable foreign and domestic paymests we have
found an alwost universal vse of amisleading finamcial records to concsal
such corporate practices fram putside auditors and director? and corporats
couasel. The existence of an audit committee that meeks pu.vate!:y‘ with the
outgide auditors to discuss the scope of the audit, gquestions arisimg during
the audit, including dispures with management, and that has access to the
vorporate finasmeial ioformacion, is an important part of our eff?:t ]
maintain the credibility of our system of corporsts seif regulatien,

I am sure you axe aware of the fact that the Auditing Stasdards
Bwecutive Committee of the 4.1.C.F.A., has circulsted an exposure drafr of

*f tn 1940, folliowiug the McXesson-Robhins inves‘zigatifm, the
- Commigsion urged the formation of sudic comitiens, conposad
uf non-oiltiver diracters, fo participats in srranging

éﬂrporate audits. In 1972, the Commission endorse§ the_
astablishuent of audit coumitises composad of outside directors
for ail publicliy-held companies to provide moxe effectu_re
compunications between independent actountants ar‘\d' out?mde
dirsctors, and thereby to safeguard further ti:e_mFagrxty

of covporate fimancial statements on which put_}ilc investors
rely. In 1974, in smending its rules oo require dlsc}?sure

in proxy statewents of the stistence ox absence of audir
committees, the Commission reiterated its support.

William Battes, Chairman
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4 new auditing standard which, If adopred, would reguire asuditors to
bring anmy questionavle payments that they may find to the attention
of a level of management Wigh enough for corrective steps to be
bakes. If gquestionable payments by top managemeut are discovered,
sueh an approach will, of course, be enhanced if an sudit committee
is in existence.

Addirionally, there has baen considerable recent comment asbout
steps that can be taken o make the wole of the board of .directors
more peaningful. BSome major corporations have already rakem steps
to restructure their bosxds so that a majority comsists of outside
directors. Indeed, the Cheirman of Commecticut General has recently
writlen us abour actions taken by that corporation to creste & hoard
conaisting only of ocutside directors asd the chief exacutive officer,
Khile wanhave 0o firm notion about the optimum relationship between
outside and inside directors, we do believe it is & scbiecr of conw
siderable importance.

Finally, many thoughtful commentators zud wany major law firms
have ecome to the comclusion that rhe effectivencss of rhe board of
of directors and independent counsel is eshanced when the erirical
aspects of the two functions sre kepht separate. this, of course,
raises the question of whether members of law firme which have the
responsibility of advising the corporation, imcluding the board,
should alec serve as members of that board of directors.

The importance of maintaining the truly independent character
of the boaxdas of directors of our larger corporations has been illustrated
by the Commission’s recent enforcement actions im rhe area of quastiocnable
or illegal co:porate payments. Significantly, in some of these cased
20 aydit committes existed, In the others, with a single exception,
4udit committees were either omiy operated during s portion of the
time when the questionable payments were alleged to have been made,
or not wholly independent of management. Accoxdingly, the wesolution
of these acticas typieally has involved the estsblishment of a comzitten.
comprised of independent members of the board of directors im order
to conduet a full investigation, utilizing independent legal couamsel
and outside mditors to conduct the necessary detailed inquiriss.
The thoroughness and vigor with which these commitrees have condutted
their investigations demoustrates the importance of establishing entirely
independent audit committees as permanent, rather than extraordinary,
woxporate organs and escouraging the Bosrd to rely on independent counsel,
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With these thought: In mind, we have bees considering various
approachas bto increase the likelibood that largex public corporvations
will establish audit committees composed of outside directors, that
they will taie further steps to make the role of the bosxd of directors

more meaningful, amd that corporate boards will deal with independent counsel.

Ope particularly promising approach o accomplist these goals would be for
the Exchange to awend its policies and practices. &s the Company Manual
points out, the Exchange's listing agreement constitutes a code of
performance to which companies commit when listisg their securities

on the Exchange. When the listivg agreement was first imstituted im

1899, the Exchange took the lead din the field of finsucial disclosure

by reguiring regular finmancisl reports from listed companies; subsequentiy,
independant public accountants were required.

The Exchange’s listiog policies have expanded in scope over the
years, Specifically, the Bxchange has long wwrged the desirability of
including outside directors on corporate bhosrds and specifically charging
them witn ensuring full disclosure of corporate affairs. Im its 1973
White Paper on finsncial reporting, the Exchange recommended that audit
coummitbtees, preferably comprised etclusively of outside directors, be
formed. This vecommendation represented a reaffirmation of a principle
first raised by the Exchange in 1940.

In keeping with this traditiom, the Exchange now could take the
lead in this area by appropriately revising its listiog policies, thus
providiug a practical means of effecting these important objectives without
increasing direct goverument regulatiom. The ebjectives are sound in
priueipie and, if implemented, they would sigeificantly advance the
public interest.

We would wery much appreciate receiving your views on whether
the New York Stock Exchange would find it approprizte to alter its
listing policies aloog the limes discussed sbove. We are semsitive to
the fact that, to the extent the Exchange’s listing policies impose
burdens which corporations might otherwise avoid, the attractiveness
of listing on the Exchange wmay be diminisHed. But, at the same time,
the Exchange has fregquently recognized that {r could wrovide a,,:ectwe
ieadership where its ilafsiatives wers comsistent with developments
in public policy i the #flelds of corporatien finance, mapagement,
stockholder relations and accounting, and receot sumveys suggest that
perhaps two—-thirds of NYSE listed companies already have 1&depeadent
audit committees.

William Batten, Chairman
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We look forward to receiving the benefit of your views, particularly
as to what Commission action, if any, in this area would be useful, We
would be plessed to weer with you to discuss these matters further,

Sincerely,

oS -

derick ¥, Hills
Chairman




