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TC: The Commission w
FRCM: Paul Gonson ‘{’ ;
Eolicitor

f

Frederick B. Wade ?g w
Senior Spaecial Coumsel

RE: The Qommission's Oommetits in Response to the GRO Draft Report
Concerming the FCPA

We have revised the Comnission's ccmments with respect to the GRO's
draft report corcesning the FOPA in accordance with the instructions the
Comission gave us on Morday, January 19, 1981, and transmitted those
caments to the GAO earlier today. A copy of the coments is attached
for the Commission's information.

Late Monday afternoon, we received a letter from Phillip B. Heymann,
the Assistant Attormey General for the Criminal Divisioh of the Justice
Department, which sets forth the Department's views with respect to the
discussion of the bribery prohibitions contained in the draft which the
Commission considered Monday morning. A copy of Mr, Heymann's letter is
also attached, As the Coamission directad, we have made charges in response
to the Department's concerns and have been advised by a representative of
the Department that the Department's oconcerns have been satisfied. In
addition, although the Department's caments will not discuss the
accounting provisions, the Department's representative has indicated that
he does not obiject to the views the Comniscion expresses with respect to
those provisions.



SECURITIES AND EXCHANGE COMMISSION
WasHINGToN, DO, 20549

CIFFICE F THE JELI'“}EHI"'," 23‘ 1981
GERER AL COUNSEL
MEFDRANT M
TO: D- L. Scantlebury

The General accoumnting Office

FROM: Ralph Feorrara, General wrsel
The Securities and Exchange Commission

INTRODUCTION

The Securities and Exchange Commiasion has auvthorized me to transmit
to you its views with respect to the draft report of the General Acocumt-
ing Office ("GAO") concerning the implementation and impact of the Foreign
Corrupt Practices Act ("FCPA"). We respectfully request that you transmit
this memorandun together with your report to the Congress.

The complation of the GRO study is an important event. The GAQ's
survey of 250 industrial corporations establishes an empirical data base
which provides information that will assist the Commissicon, the Justice
Department amnd the (ongress 1n assessing the impact and implanentation of
the FUPFA. As a result, the GAD's report oonstitutes a significant contri-
buaticn to discussions comceming the impact and meaning of the Act.

We realize there is a widespread perception that the FCPA is causing
difficulties for American business. To the extent that companies no longer
may pay bribes to foreign officials in order to obtain or retain business,
or hide such payments in "off-the-bocks" slugh funds, these results are
amorg the principal intended purposes of the Act. To the sxtent that there
may be other problems that are unintended, however, the Conmission agrees
that they should be ranedied so that businessmen who wish to corduct their
business in accordance with the requirements of the Act can camply with
the law without enpoountering urdoe burdens. What is striking about the
data on which the draft report is based is the fact that the ampirical evi-
dence does not support the widespread perceptions of difficulties. If the
data are reliable {and there may be some guestions as to that), the rhetoric
concerning ambiquities and difficulties does not appear consistent with the
reality. As a result, the controversy suwrounding the FCPA may well be a
case in which conventional wisdem lacks a basis in hard fact. Nevertheless,
the Commission wishes to make clear that it stands ready to support reasomn
able proposals for assisting the business commumnity, in & manner consistent
with the intended purposes of the law, in complying with the requiranents
of the Act.

Although new legislation often has rough edges that can only be polished
by the forces of time and practical experience, the results of the GAO sur-
vey are quite positive. The survey data indicates that the FOPA has been
a remarkable success and that many coapanies felt it necessary, in light of
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the enactment of the FCPA, to make important charges in their auwdit and in-
ternal accounting control functions, and in their codes of corduct, despite
the fact that a large momber had already made changes in these areas in the
four years prior to enactment of the statute. The data suggest that in the
absance of the statute serious deficiencies would have remzined uncorrected.
The data alse indicate that the bribery prohibitions of the Act have been
effective in reducing corporate bribery of foreign officials ard that these
results have been achieved without serious losses of overseas business.

The draft report correctly points out that the FCPR has been the sub-
ject of controversy in the three years since the statute was enacted. It
alsc notes allegations of some persons that key terms of the Act are awbigue-
ous and confusing and recamends consideration of possible steps that could
be taken to alleviate the concerns that have been expressed. In thie con-
text, the Oomission recognizes that implementation and interpretaticn of
the FCPA imvolves the consideration of several difficult issves. In addi-
tion, although the Oommission has a4 number of reservations abot the dis-
cussion set forth in the dreft report, it welcones the oampletion of the
GRC's draft report because it has prowvided the occasion for the Commission
to address important issuwes corncerning the PCPA, and assisted the Covmis-
sicn in clarifying its own views, in light of the survey data.

Althowgh our coments are rather lengthy, we balisve that the GAD will
fird ouar views cohstructive and helpful. Our comments seek to put the
Act and its legisiative history in perspective, to explain why many of the
criticisms of the Act are either misplaced or exaggerated and to smphasize
the importance of going beyond the aaserticns of sone persons that the Act
is confusing and ambiguous to an analysis of coameting policy considerations
and an effort to reconcile these coampeting considerations in a manner that
iz consistent with the purposes of the Act. In addition, our camments com
cerning the draft report eludicate the Camission's positicn with respect
to important points in a manner that we hope will lead to a greater under-
stamding of the impact and meaning of the Act. In this context, we believe
it would be wsefin]l for the GAQ to include a more detailed assesmrent of the
merits and shortoomimgs of the criticisms that have been levelad at the Act
in order to azsist the Congrese in evaluating the important issves that
exiast moncerning the FCEA L '

Our comments are sek forth below with respect o each of the four
chapters in the GAO's draft report. Flease note, however, that any charges
made in response to cur comments may Also have to be made at appropriate
pPlaces io other portions of the draft, as well as in the cover sumary and
the digest.

Chapter 1: PERSPECTIVE

A. EReasons for Enactment of the Bribery Frohibitions of the FCFA

We can well understand the desire for relative brevity in the report,
and we are of course aware of the lenath of this response. But a more de-
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tailed backgrourd explanation is necessary, in our view, for a proper under-
standing Of the issves dealt with in the draft report. There is, for example,
arlly a single sentence concerning the reasons for enactment of the bribery
provisions, which states that "the Congress perceived corporate bribery as

{1} wnethical, (2} wnnecessary to the successful conduct of business, and

(3) harmful to our relations with foreign goverrments.” There is no attempt
to priwide an appreciation of the costs for the nation and American business
that the Corngress viewsd as resulting from corpcrate bribery.

The legislative history reflects that a primary concern of Oorgress
was the fact that corrupt payments to foreign officials had caused seriows
damage to American foreign relations in critical areas of the world. The
House Report pointed out that revelations of corporate bribery "shook the
Gorreroment of Japan to its political foumdations and gave opponents of
cloze ties between the United States and Japan an effective weapon with
vhich to drive g wedge between the two nations." 1/ In addition, the House
Report observed that, in Italy, alleged payments to officials of the Italian
Governmment “eroded public support for that Goverrment and jeopardized U.S,
foreign policy, not only with respect to Italy and the Mediterranean area,
but with respect to the entire MATO alliance as well." 2/ The Senate Re-
port woiced similar concerns and noted, "The image of American democracy
sbrosd has been tarnished.” 3/

The Congress also determined that bribery of foreign officials could
sericusly injure the long-ramge interests of American business. For ex-
ample, the Senate Report on the FCPA concluded that “[clorporate bribery
of foreign officials * * * affects the very stability of owerseas business,”
and is a practice that "is fundamentally destructive" of the basic tenet
of our free market system -— the principle that competition for sales
"should take place on the basis of price, quality and service.” 4/ The
House Report expressed similar concerns. Moreover, with respect to the
direct costs that American businesses might incur as a result of pribery
of foreign officials, the House Report added that the exposure of corpo—
rate bribery can damage a2 company's image, lead to costly lawsuits, cause
the cancellation of contracts and result in the expropriation of valuable
overseas assets. 5/ These costs are often overlocked in discussions of
the bribery prohibitions.

1/ H.R. Rep. 95-640, 95th Cong., 1st Sess. 5 (1977},

2/ 1d.

3/ See 5. Rep. No. 9%-114, %5th Oong., lst Sess. 3 {1977).
4/ H.R. Rep- Mo. 95640, supra at 4-5.

5/ 14.
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B. FReasons for Enactment of the Accounting Frovisions

In the context of the reasons for enactment of the acoounting provi-
gicns, the draft merely indicates that the Commigsion "fourd that millions
of dellars were ipaccurately recorded in corporate books and records.” It
does ot adequately reflect why the Comission and the Qongress thought it
was important to enact the accounting provisions.

It should be noted at the outset that the acommting provisions were
intended largely as a self-regulatory measure. The Comnission's Re—
port on Questionable and Illegal Corporate Payments and Practices, which
recommended the enactment of the accoumting provisions to the Jorgress,
reflects that the primary thrust of the Camission's actions in the area
of questionable payments wats "to restore the efficacy of the system of
rorporate accountabitity and to encourage the boards of directors to exer—
cige their authority to deal with the issve." &/

In detailing the Commission's findings with respect to the corporate
payments cases that had came to its attention during the previous three
vears, the Commission's Report conclided:

The almost wniversal characteristic of the cases re—
viewed to date by the Comnission has been the apparent
frustration of ocur system of corporate acoountability
which has been designed to asgure that there is pro-
per acconting of the use of corporate funds and that
docunents filed with the Cormission and circolated to
sharelolders do ot omit or misrepresent material
facts. 7/

The "most devastating disclosure” reculting from the Commissicon's in-
gquiry waz the extent to vhich sawe companies had faleified their bocks and
records, in many cases with the knowledge of top menagement. 8/ The Com-
migsion's Report also found a number of other disturbing practices associ-
ated with the making of guesticnable ar illegal payments, including the
"accumdation of funds outside the nomal channels of financial acoount—
ability, placed at the discretion of one or a very small nunber of cor-
porate executives not required to account for experditures from the fund,”
the use of "romr funectional subsidiaries and secret bank accoumts” and the
use of varicus methods of “laundering” or ctherwise disquising the source

&/ Senate Camittee on Banking, Housing and Urban Affairs, Report of the
Securities and Excharge Cormission on Questicnable and Illegal Corpoi-
ate Paymente and Practices, 95th Oong., lat Sess. (1976) (hereinafter
referred to as @ the Cormisgion's Report”) at b.

7/ Id. at a (emphasis added).

8/ 1Id. at 58 and a.
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of funds used for such payments or the purposes for which they were die-
wrsed, 9/

In brief, the Cormission reported that ites experience in uncovering
questionable and illegal payments had rewvealed a breakiown in the system
of corporate accountability, which was a matter of concern irrespective
of any bribery or questicnable payments. 10/ As the Commission's Report
rointed ouat:

A Findamenital tenet Of the recordkeeping system of
Anerican companies is the notion of corporate acocount-
ability. It seema clear that investores are entitled
to rely on the implicit representations that oorpor-
aticns will acocount for their furxds properly and will
ot "lauwrder” or otherwise channel funds out of or
cmit to include such firds in the acoounting system
50 that there are no checks possible on how mxch of
the corporation’'s fimds are being expended or whether
in fact those furds are expended in the manner manage—
ment later claims. 11/

The Cammission was concerned because questionable and illejal corpor-
ate pawnents, and the related practices associated with such payments, had
"cast doubt on the integrity and reliability of the corporate bocks and
records which age the very foundation of the disclosure system established
by the federal securities laws.” 12/ Accordingly, the Report stated:

Whatever their origin, the Camission regards defects
in the system of corporate accountability to be matters
of serious concern. Implicit in the requirement to
file accurate financial statements is the requirement
that they be based on adequate ard trthfel bocks and
records. The integrity of corporate books and records
iz essential to the entire reporting system administer—
ed by the Commission. 13/

While it is true that the acocoumting provisions "were intended to oper-
ate in tardan with” the bribery prohibiticns of the FCPA to deter corporate
bribery, the deterrence of such bribery was intended to be a result of a

8/ 1d. at 23-24.
10/ 14d. at b.

11/ Id. at 58,

—_—

12/ 1d. at 49-50.

13/ 1d.
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more effective system of corporate accountability, rather than the sole pur-
pose that those provisions were interded to achieve., Statements (see page 2
of the draft report}! to the effect that acoounting provisions are “far—
reaching,” mxch broader" than the title of the FOPA swygests, and neither
"limited to companies doiryg business abroad, nor * * * restricted to corrupt
payments” appear to overlook the concermn for inmproving corporate acooumnt-
ability.

Without the perspective provided by the analysis set forth in the Com-
mission’'s report and in the legislative history of the PCPA, a reader unfamil-
iar with those sources might draw the erronecus conclusion that perhaps the
Congress failed to understand the inplications of what it was doirg when it
agdopted provisions prescribing "internal acoownting control cojectives amd
recorndkeeping requirements that go beyond corrupt foreign payments” (id.)

Bor would such a reader have a sufficient basis for understanding why the
statute was enacted and the goals that it is intended to achieve.

C. Umdue Emghasis Upon Potential Criminal Liability

Chapter I aiso evidences a precooypticn with the fact that a vicla-
tion of the FCPA could, in an appropriate case, result in a criminal prose-
cuticn. For example, the draft report states {page 3) that criminal penal-
ties for violation of the acocownting provisions would result in “a fine of
up to 510,000 and imprisorment up to 5 years" (emphasis added). The report
then adds (p. 3} that, "[dlepending on the cirewmstances, a viclation could
also result in a SEC civil enforcenent action” seeking equitable relief
{amhasis added). This suggests that criminal prosecution will be the
principal method of enforcement of the accounting prowisions when, in fact,
it is the civil injimctive action that is the principal mode of enforcement.
A criminal prosecution would be recammended to the Justice Department for
viclation of the acoounting provisions only in the most seriocus and egre-
gions cases. In additicn, even if a prosecution should be cormerced by the
Department, the question of penalties would depend upon the outcome of a
trial (if a “not guilty” plea is entered) ard the determination by a fed-
eral district judge as to what penalty is appropriate, after the trial, and
after a firding of a "willful" viclatiomn.

The draft report makes no mention of the fact that the Commission has

brought 5ix injunctive acticns to enforce the accounting provisions in the
three years since the FCPA was enarted. In contrast, no criminal cases have
been recamersied to the Justice Department to enforce those provisions.
Nor does the draft report describw the circunstances that caused the Come
mission to seek equitable relief in the courts. In each case, the vicla-
tions were of a serious nature and we are not aware of any criticism that
those actions were in any way inappropriate.

Moreover, even in the context of civil injunetive actions, many of the
fears reflected in the draft report with respect to the possible enforce-
ment of the accounting provisions are misplaced. The Commission's Chairman,
Harcld M. Williams recently gave an address b0 a meeting of the Anerican In-
stitute of Certified Public Acoountants ("ATICFA"}, which was entitled "The
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Acoounting Provisions of the Foreign Corrupt Practices Act: An Analysis.” 14/
In that address, he stated the Commission's policy — with the cocurrencs
of all of the cther Comissicners — conceming Comission actions to enr-
force the acoounting provisions., After pointing out that the Omxwmizsion

has oonsidered the camencement of enforceament acticns "prudently and with
camnon sense,” he noted that

“the Cammission has not sought out vioclations of the acoounting pro—
visions for their own sake; indeed, we have not chasen to bring a
single case uader these provisions that 4id mot also involve other
violations of law. The Camission, instead, places its greatest
emphasis on ehooraging an envivonment in which the private sector
can meet its responsibilities in complying with the Act meaningfully
arnd creatively."

Toward the end of the address, Chairman Williams indicated that the Oommis—
sion's efforts have been directed towand encouraging

"miblic campanies to develop innovative records and control systems,
to modify and improwve them as circunstances charge, and to oorrect
recorikeeping errcrs when they occur without a chilling fear of
renalty or inference that a viclation of the Aot is imvolved."

Chaiyman Williams alsc pointed out that the principal objective of the
acounting provisions is to prevent knowing or reckless conduct; and he
alluded to the fact that the courts must find that there is a reascnable
likelihoed that & defendant will engage in viclative conduct in the future
before injunctive relief is appropriates

"[(Wle would expect that the courts will issue injunctions only when
there is a reasonable likelihood that the miscordoct would be re-
peated. In the context of the accounting provisions, that showing
is not likely to be possible when the conduct in question is inad-
vertert. "

In the context of civil injunctive actions, but not oriminagl prosecutions,
Chairman Williams alsc declared, as a statement of the Comission's policy,
that "[i]lf a viclation was cammitted by a low level employee, without the
nowledge of top managanent, with an adequate systen of internal control,
and with appropriate corrective action taken by the issuver, we do not be-
liewe that any action against the comany would be called for." Like in-
advertent corduct, such wmauthorized violations by low-level amployess
would not generally support a showing that the issver gua issver will re-
peat the conduct in the futere., An injunction against the issuver would
therefore be inappropriate.

14/ The address was delivered on January 13, 1981, in Washington, D.C.
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The draft report also gives undue enphasis to potential eximinal lia-
kility under the bribery prowvisions. It notes that the "potential penal-
ties for violating the antibribery provisions are severe" and further motes
that, in addition to the penalties described above in the context of the
acoomting prewisicns, the PCPA provides that “SEC registrants and dames—
tic concetns * * * can be fined up to 1 million.” The draft report fails
to mention that the Oomuission has commenced only one injunctive action to
enforce the bribery prchibitions in the three years since the statute was
enacted. In addition, the Justice Department has brought one civil injunc-
tive action, ard one actioh that had both civil and criminal aspects, to
enforce the bribery prohtbitions. 15/ Thus, contrary to the impression
swggested by the draft report, a criminal prosecuticon does not automatic—
ally result whenever the Comission or the Justice Department discovers a
viclation of the bribery prohibitions.

D. Use of Aanonymous Corments That Are Hot Part of the Bmirical Data
Base Acquired in Responsze to the GAO's Questionnaire and Limited
Supplemental Survey

The draft report appears to be based, in large measure, upon information
derived fram sources other than the responses to the questiomnaire and the
GE0's limited supplemental suwrvey of leading companies in the aircraft and
construction irdustries. To the extent the data received in response to the
questiomnaire is based on accepted swrvey amdd statistical sampling tech
niques, together with a audit of 27 of the respordents to assess the craf
ibility of their responses, the GAD Report provides empirical data that has
a credible basis. Unfortunately, this empirical data is mixed together
with ancmymous comnents received fram public acoounting firms, professional
acooumting an avditing crganizations, professional legal associations, "oog-
nizant business and public interest groups” and certain government officials
that do not have responsibility for adninistering or enforcing the FCPA.
Because these cocoments are often stated in concluscry terms, it cannot always
be determined vhat the reasons for those caments are, wWhether those reasons
have merit or vhether they may be based upon faulty premises. Morscver,
the draft report temds to irnelude negative coments fram such sources withr
cut any apparent effort on the GAC's part to evaluate whether the reasons
have merit, or whether the statements repeated in the drzft are credible.

Morecwer, most of these criticisms are anommmous. Although we recog—
nize that some persons may be reluctant to spesk about corporate bribery in
a public manner as a result of the "sensitivity" of the subject (Bee pages
16 and 19 of the draft report}, this does pot alter the fact that anocnymous
comments are neither as credible nor as probative as the empirical data the
GAO received in response to its gquestionnaire. For example, Representative
Bch Eckhardt, one of the principal sponsors of the FCPA, emphasized the im-
portance of having critics of the FOPA speak with camior ard a willirgmess
to make their position public anpd open, so that the Congress can make its

15/ See Securities Fxchange Act Release No. 17099 {Ang. 28, 1980); 45 Fed.
Reg. 59001 {Sept. 5, 1980).
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own evaluation of the facts. 16/ During a hearing before the Subcomnittee
oh Oversight and Investigaticns of the House Oamittee on Interstate and
Foreign Camerce, the Chaimman of the White House Task Force on Export Dis-
incentives indicated that that group had received certain information about
the impact of the FCPA from many sources, including businesses which "insis-
ted that their company name and the details of the transaction not be re-
vealed.” 17/ Congressman Eckhardt resporded:

"I must say that ultimately the persumgiveness of the infor-
mation will be reflected upon by the failure to be @ble to
identify the sourve of the infommation * * *. That sort of
thing would not be given much weight by anybody probing a
factual question.” 18/

Chapter 2: THE ACT'S IMPACT CN CORPORATE ACTIVITIES

Although Chapter 2 of the draft report reflects that the FCPA has bad
a substantial impact on corporate corduct, the draft does not adecuately
enmphasize the extent to which the FCPA has been a positive forve. In addi-
ticm, the chapter emphasizes perceptions that the cost of comlying with
the accomnting provisions exceed the benefits and that the ket has had an
adverse impact upatl U.S. overseas business, despite the survey data which
indicate that these concerns may either be exaggerated or a matter of con-
cern to a relatively amall proporticn of the coampanies surveyed. Under
these circunmstances, we have set forth our cwn analysis of the survey data
below in order to assist the GAD in urderstanding our mositicn.

A, The Accounting Prowiszions

The data campiled in response to the GAQ questionaire imdicates that
the accowunting prowisions have been a success in promwting the objectives
that the Congress sought to achieve in enacting those provisions. For
exarple, 95.7% of the regpordents reviewsd their avdit and internal aooomt—
ing control fumctions or campared them with the requirements of the FCPA,
after the statute was ehacted. Morecver, B0.7% of these respondents made
changes ac a result of that review. 19/ These findings seem to be particu-

16/ Hearing before the Subcammittes on Oversight and Investigaticns of
the House Cammittee an Imterstate and Foreign Commerce, Serial Ho.
96-56, S6th Oong., lst Sese. (1979} at 21.

17/ Id. at 23,

18/ Id. at 24.

19/ A total of 78.6% of the respondents reported that they had increased
the amowmt of their intermal accownting oontrol documentation to a
"moderate," "great” or "very great extent." In addition, 52.5% im~
creazed routine testing of their internal acomnting oontrol systems
t> a "moderate,” “great” or "very great extent."
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larly significant in view of the fact that 64.9% of the respondents had
already revised or increased their auvdit ard interna! accounting contyol
functions, or made related changes, in the four-year period prior to enact-
ment of the FCPA. Taken together, the fipndings geom to indicate that four
out of five issuers foud it necessary to mzke impreowvements in their audit
ard intermal accounting controd finctions in order to provide reasonable
assurances that the statutory objectives are met.

Similar findings were made with respect to the effect that the FCPA
has had in the area of corporate oodes of conduct. MNearly all of the re-
spordents — 98% — reviewsd their codes of comduct or camared them with
the requirements of the PCPA. In addition, €3.4% of the respondents made
¢hanges or revisions as a result of that review., These figures seam parti-
cularly notewerthy in view of the survey data reflecting that 50t of the re-
spondents had already made changes in their codes of conduct in the four-year
pericd pricr to enacriment of the PCPA, and 25% did not find further changes
to be necessary after the law became effective. Moreower, the changes that
werg made since the enactment of the FCPA were characterized by the respomn
dents as "important” rather than "minor” in the following areas: question-
able or improper foreign payments (40.5%); misuse or mismanagement of cash
peols or finds (45.2%); failuve to record transactions {53.6%); fajlure to
secure proper authorization for transactions {50%): failure to assure the
security of comany assets {47.1%); failure to assure proper utilization of
oapany assets (46.3%); and the making of false entries on campany books
ard records (47.5%8). The fact that such large percentages of the respond—
irg campanies found it necessary or desirable to make "important” charges
in these areas prowides strong evidence that the accounting provisions have
caused issuers to address possible serious deficiencies in their systems
of internal acoounting controls.

(1 the other hard, despite the “reasonable assurances” limitation in
the internal acoounting controls requirement, which is designed to make
clear that the costs of internal accounting control are not required to ex—
ceed the benefits thereof, the survey reflects that slightly more than half
cof the respmﬂents {56.4%} believed the costs of compliance with the acooimt-
ing provisions had exceeded the resultlng benefits. The remainder (43.6%),
stated that the costs were not excessive. It should be noted, however, that
of the respordents indicating that the costs of campliance did exceed the
benefite, 27.3% (15,.4% of the wniverse of respordents) viewed the perceived
excess costs as marginal (in the ramge of 10% or less). Thus, 59% cof the
respordents reported that there were either o excessive coshs Or an eXcess
of 10% or less. Approximately 28% of the respordents estimated excess
costs at between 11% and 35%, which the GAD questionnaire characterized as
legs than a "moderate” amount. In sumary, approximately 87% viewed
the excess costs as less than a "moderate” amoint {excess coste of 36 to
65%}, while only 5% stated that excess costs were "great" or "very great"
(excess of more than 66%).

The draft report notes that "[clast-benefit analysis * * * [implicit in
the “reasonable assurances” limitation] is rot an exact science” and swggests
that the perception of excessive costs "may be due to the subjectivity in-
herent in detemining what constitutes compliance with the Act and to the
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limitations in performing a cost-benefit analysis." The draft report then
refers to a recent study prepared by the Financial Executives Research Fournr
dation, which found that an cbjective measure can rarely be made of costs

and benefits. As a result, the draft conclides that some corporate officials
may have expended more on internal accounting controls than they would nor-
mally have spent for business purposes in order to minimize the risk of nomr-
ol Lance .

Although it may be true that some corporate officials did expend more
than was cost—effective in the initial period of uncertainty after the err
actment of the statute, the GAD's data indicates that this was not a seri-
ous prcblem for three cut of five of the respondents asurveysd., Moreover, it
hag now been three years since the FOPA was enacted. During that pericd num
ernus articles have been written concerning the subject of internal acoomt-
ing controls ard guides have been prepared by acoounting firms to assist
reporting companies in complying with the temms of the acoounting prowisions.
The Cormmission has alse provided guidance as to how the acoounting pro-
visions should be interpreted and impiemented 20/ and has adopted rules
vhich prohibit the falsification of corporate books and records and the mak-
ing of false or misleading statements to an accountant in the cowrse of an
adit or the preparation of a document for f£iling with the Oommission. 21/

In addition, companies have had three years of experience in making the
Judgments and estimates conterplated by the Act. Given the state of the
art with respect to the mekirg of cost-henefit judgrents ooncerning internal
accounting controls at the time the FOBEA was enacted, and the fact that a
certain degree of confusion was to be anticipated in implementirg a new law,
it is not surprising that there may have been same costs that have proved
to be excessive. It ghould also be pointed out, however, that a large por-
tion of the costs incurred may be in the nature of one—time start-up costs,
such as those that many issuers incurred in conducting comprehensive reviews
of their intermal acoounting control systens and taking oorrective action with
respect to the deficiencies that they discovered. In addition, it shonld be
noted that improved systems of internal acoounting controls should serve to
raiuce the costs of the annual awxdit of the financial statements of issuers,
because the auwditors will be able to place greater reliance on such systems
than they did prior to enactment of the FCRA.

Moreover, it should be apparent, after three years of experience, that
the Commission will not, as sone have feared, use the acoounting provisicons
as a basis for taking enforcement action against public campanies, no matter

20/ Bee Securities Exchange Act Release No. 15772 (Apr. 30, 1979);
44 Fed. Reg. 26702 {May 4, 1979} ard Securities Exchange Aot Re—
lease No. 16877 (Jan. 9, 1980);: 45 Fed. Reg. 40134 {June 13, 1280).

21/ See Securities Exchange Act Releass No. 15570 (Feh. 15, 1979}
44 Ped. Reg. 10264 (Feb. 23, 1979). These rules are not discussaed
in the draft report.
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o trivial or insignificant an infraction might be. As moted above, only
six injimctive actions have been filed, and one adninistrative proceeding
instituted, in the thrée years since the FCPA was enacted.

Inder these circumstances, the fact that only two out of five respon-
dents reported more than a marginal excess of oosts, is a strong indica
tion that the "reasonable assturances" standard is not as ambiguous and con-
fusing as sume have suggested. In fact, an argiment oould be made that the
additional experience has either eliminated, or will largely eliminate, the
problen experierced by those respondents who did report excess costs of
more than a marginal amoumt at some point in the last three years.

Even if there may be =ome excess costs on the basis of the caleculation
perfomed by an issuwer for its own purposes, it should be recognized that
the "benefite" to the nation in the form of wore reliskle disclosure to in-
vestors, improved acoountability, greater confidence in the capital market
system and the deterrence of hribery and otller inproper conduct are impor-
tant considerations. 7o the extent “excess costs" may be of a marginal na
ture, these "benefits" might be viewed bry the Congress as just{fying same
degree of "excess costs".

B. Tha Bribery Prchibiticos

The GM)'s draft report also provides empirical evidence that the bri-
bery prewisions have been a striking success. For example, 76.5% of the
respordents stated that the Act “has” or "probably has" been effective in
raducing questionable ocorporate paywents abroad. Only 52 asserted that
the Act "has not,” or "has probably not,” been effective.

Although there have been widespread gssertions that the FCOPA has
caysed Anerican campanies to lose business, the GRO report notes that these
claims “are not supported by hard verifiable data.” The GA2's survey data
{but not ite report) indicates that, while there has been some lost busi-
nesa, this has been a much leszz serious problem than many have assumed.
Indeed, less than one percent reported any sericus loss of business. Near-
ly 68% of the respondents that engage in overseas business rerorted that
the bribery prohibitions have had little or no effect on such business.

In addition, if those reporting only a marginal decrease in business are
incliied, the GAC survey indicates that 87.5% of the resporidents either
experienced no loss in business, or only a minor decrease in business.
Inexplicably, this pint is not made in the draft report. In contrast,
only 12% of the respondents reported a decrease of business that could be
characterized as "moderate" an? less than 1% of the respordents indicated
that they had suffered a 'great decrease" in business. 22/

—

22/ Since the draft report does not reflect the muwber of respondents
that did have foreign business, we are unable to detemine the nur
ber of these respordents as compared with the universe of 183 re
spordents to the questionnaire., For example, the 0% experiencing
a "great” decrease in business could mean that anywhere from one to
el even companies experiencead surh a decraase.
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These fiqures seem particularly significant in view of the fact that the
GAD questicnnaire merely asked for "your opinion, to what extent, if at all”
the FCPA has "affected your total overseas business," an approach that might
ke expected to resuit in an exaggeration of the amwwmt of business lost. In
short, the data appears to provide a strong confirmation of the view, expressed
by proponents of the FCPA pricr to its enactment, that corporate bribery is
generally unnecessary in order to cotain, retain or direct business to U.5.
CCRpanies .

Another finding that appears to be particularly significant concerms
the clarity of the bribery prohibitions. These prcvisions have been criti-
cized in many quarters as ambiguow and confusing, and these criticiams
are repeated in the draft report despite survey data that suggests an opposite
conclusion. For exanple, a total of 7%.5% of the respondents indicated that
the clarity of the bribery prohibitions was either "adequate" or "more than
adeguate.” In contrast, only B.8% expressed the view that the clarity of the
bribery prohibiticns was either "inadequate" or "very inadequate.” 23/

Chapter 3: CONTROVERSY AND OONFUSION OWER THE ACT 'S ADOQXINTING PRNVISICNS

F. Introduction

The draft report asserts that the "accownting prowvisions have been steeped
in controwersy and confusion” ant states that "[t]he business camnity has
criticized the provisions as being too vague to provide guidarre on how sophis-
ticated an accoumting system needs to be to constitute compliance” (page 21). 24/

23/ The ramainder, about 11.7%, characterized the bribery prechibitions
as of "marginal clarity.®

Other responses o the zame guestion reflect a greater degree of
concern about certain aspects of the bribery prohibitions, but these
alss represent a minority view., Only 19.3% described the provision
concerning facilitating payments as “inadequate” or "veary inadecuate,”
while 58.5% reported that the same provisions were "adeguats” or "more
than adecquate." Similarly, only 23.5% stated that the clarity of

the Act concerning questionable payments by subsidiaries was either
"inadequate" cor "very inadequate," bot 57.8% stated that the prowvisicns
were either "adequate” or "more than adegquate.” The greatest difficulty
was evident with respect to & company’ s responsibility for the actions
of foreign agents, but even in this area, only J6.9% believal the
bribery provisions were "inadequate” or "very inadequate,” whiile

45.3% indicated that the same provisions were “adequate" or "more

than adequate.®

24/ The draft report overspeaks when it refers to the "business commar
ity". We suggest that the report be qualified to reflect that soame,
rather than all, menbers of the business commmity have expressed
such sentiments.



It alleges that “"[tlhere is much confusion over tems such as "reascnable
assuranwes” and "in reasoreble detail” and that the acoounting provisions
mist be given "low marks on clarity” (page 23). In addition, it asserts
that the "accounting provisions are "inherently subjective * * *" (page 21)
ard lack "objective criteria for detemnining whether a recordkeeping or im-
termnal control deficiency is a violation" (page 23}. Finally, the draft
report states that, absent a materiality standard, "compliance with the
?rw:l.séir}:s is perceived by the business camumity as being too costly"
page :

Unfortunately, the GAQ draft repeats these critigiams, as if they should
be accepted at face value, without pointing out that the criticisms have often
been based upon faulty premises. Although critics are entitled to their own
cpinions, the (ongress gshould be made aware that many critics have tended to:
{a) overlock the fact that the accounting provisions are intended to pramote
improved accountability for the use and disposition of corporate assets, as
well as to assure that reporting companies will be able to prepare reliable
financial statements in accordance with generally accepted accownting prio-
ciples; 25/ {b) mistakenly assume that, in the absence of a materiality
stardard, there are o stardards to guide oanmpanies in camplyirsg with the
Act and po limitations on potential lisbility, and, thus (c) overlock the
fact that the “in reaschable detail” and "reascnable assurances” standards,
although new and unfemil iar, serve both to prowide gojdance as to what must
be done to comply with the Act armd to limit liability.

In addition to its failure to present analysis of which eriticisms
have merit and which do not, the draft does mt present analysis of the
meaning and fimction of the "in reasonsble detail" and "reasonable assur-
ances"” stamdards so that the Congress will have a basis for mderstanding
these terms and for assessing the degree of merit which criticiams of those
stardards may have and whether proposed changes, such as the inclusion of
& "materiality” standard, would be consistent with the purposes of the Act.
The draft reprt also fails to delve below the surface of the coriticiams
and point out that the underlying ooncern is not really "what constitutes
compliance, " as the draft report suggests, but rather an umderstandable
desire, with which we have some sympathy, for assurances that entities and
irdividuals will not be held liable for inadvertent or insignificant in-
fractions, or merely for procesding in accordance with a judgment witluin
reagon with which the Comission may subsecuently differ.

We recognize that there are certain problems in interpreting the FCPA.
These problans require careful and judicious comsideration. The GAO's re—
port will probably play a key role in the deliberations of the Gongress con-
cerning the FCPA. We are conterngd, however, that frequent repetition of

25/ An illustration of thie overlecked point is the ARA Guide to the
acoomnting provisions which is often referred to in the draft re-
port. the draft report does not even mention this fundanental
shortooning in the ABA Guide's reasoning and analysis.
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criticisms of the acoounting provisions, without any corresponding evalu-
ation of the merits and shortoanings of such ceriticigns, may be mislead-
ing by ot providimg a sufflcient basis for the Corgress to separate those
criticisms that have merit fram those that do not. In addition, we are
concerned that unless the present Congress is fully apprised of the reasons
why the statute was enacted in its present form, and what kinds of changes
are oonsistent with the miltiple purposes of the statute amd what are not,
possible amendments to the accounting provisions may be perceived by the
business commnity as more oonfusing and burdensome than the existing law.

The issue of materiality provides one illustration of this important
print. As the draft report notes (page 21}, some menbers of the buainess
commnity perceive compliance with the accounting provisions as beirg oo
ostly in the absepce of a materiality standard and bills have been intro-
duced in the Comgress that would add a "materiality” standard. But the
GhO' s draft report alsc recognizes (pages 31-34) that suwch a charge could
"erstablish a benchmark below which aquesticnable corporate practices may be
exemprt" [page 33} and "could weaken the present intent of the accounting
provisions o enhance corporate accountability over assets" —— an aspect
of the Act that many critics have cwerlocked, This is the kind of useful
analysis and balance that iz neaded if the Oongress is to be abhle to sort
ot which proposed changes in the law may be appropriate, and which are
rot consistent with the purposes that an earlier (orgress sought to achieve
in adopting the acoomting provisions.

B. The Focus on What Constitutes Compliance Reflects a Fundamental
Misunderstanding of the Law

A5 noted above, the draft report asserts that "[tlne business comman-
ity has criticized the scoownting provisions as being “too vague to provide
guidance on how sophisticated an acooumting system needs to be to consti-
tute campliance” {page 21). The draft alsc states that "critics enphagize
that * * * [the Act) lacks cbjective criteria for determining whether a
recorikeeping or internal control deficiency is a violation™ (page 23). The
GAD apperently agrees with these criticisms (see pages 21 and 23) and inde-
perdently asserts that the “"acoounting provisions are inherently subjective
and cah he interpreted differently" (page 21; see pages 2627 and 35).

The discussion in the draft report does not consider the fact that the
"in reasonsble detail” and “reasonable assurances" standards, like the
"materiality" and "negligence" stardards applicable in other areas of the
law, are considered “chijective” standards. These standards are considered
‘obtective” in the law because a court faced with deteminirg whether a
viclation has ceourred must look, not to the subjective state of mind of
an irdividval deferdant, but to an chjective atandard — whether the defern-
dant failed to act as a reasonable and prudent person would have acted ur
der the same or similar cirowustances. In addition, each of these stardards
necessarily requires that any findivng of winlation be based upon an aseess
ment of all of the relevant facts and circumgtances — after conduct at
issue has ocouwrred — to determine if it measures up to that standard.
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It appears that many critics of the accounting provisions errcneously
view this situation as an ancmaly and fail to understand that such application
of general standarde of law to factual situations is ot ausual in the law.

In addition, such persons tend to overlock an important distinction. To the
extent that they are concerned about potential liability based uvpon soch an
after-the—fact asseasment of all relevant ciromstances, the source of the lack
of certainty they perceive is mot necessarily in the langquage of the accountirg
provisions: rather it lies in the fimxiamental fact — which is not limited to
the FCEA — that general standanis of law must be applied to particular sets of
facts and circunstances. As a result, there will always be a degree of uncer-
tainty as to potential liability in this area, just as there is in other areas
of the law.

The question of "what constitutes compliance” is usually asked with re-
spect to rather narrow and technical provisions which require specific actions
to be performed. For example, if a statute requires a comeny to file an annual
report no later than April 15, compliance is effected by filing the report on
or before that date. In contrast, “what constitutes compliance” with the internal
acoounting contrals requirement will neceszarily depend on an evaluation of all of
the facts and circumstances relevant to each reporting comany. As the Senate
Report states with respect to the internal acoounting controls requirement:

"“The size of the business, diversity of cperations, degree of
centralization of financial and operating management, amowunt
of contact by top management. with day-to-day operations, and
mumersus other ciroumstances are factors vhich managerent mast
consider in establishing and maintaining an internal acoont—
ing controls systen.” 26/

Al though the Camnission is sensitive to the concerns of menkers of the
buginess commmity who most inplement the law, and agrees that there should
be workable standards to guide them in their efforts, it is impossible, wr
der these circumstances, for the Comission to satiafy the desire of sone
for “precise” and "definite" guidance {see pages 32-33). The question of
"what constitutes campliance” can only be answered with respect to sach in-
dividml company subject to the Act. Franm this perspective, it would clear-
1y be impractical to tell each issusr '"what constitintes compliance.™

Alternatively, some members of the business commmity have expressed
a degire for "guidance" in the form of a checklist of actions that could be
taken toc canply with the internal accounting controls requirement. Such a
checklist would be of limited value, howevaer, becauvse it would have to be
corprehensive in onder to cowver svery possible action that might be neces-
gary. Even aside from the difficulty of drafting such a comprehensive list,
many actions would inevitably be listed that would be appropriate for some
issuers, but inappropriate for other issuers facing different situations.
Morecwver, an issver would not necessarily be required to take any acticon on

26/ 5. Rep. No. 9%5-114, supra at 8.
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the list in cmder to comply with the Act. Accordingly, an issuer that
viewsd such a checklist as a guide to "what constitutes campliance” might
ineur excess costs by taking actions that are neither appropriate under
facts and cireumstances of that issoer, nor required by the "reasonsble
assurances’ standard. 27/

The mere fact that prescribed actions were taken would not necessar-
ily result in compliance: one would alse have to consider how an action
was carried out in ormier to assure that it reflects the kind of action
that would be expected of a reasonable and prudent corporate official and
Aoes not in fact elevate form over subsgtance. Thus, in the final analysis,
corporate officials will still have to exercise diecretion and judgment as
to what actions are appropriate with respect to their company, no matter
what "guidance™ may be provided as to campliance with the socounting pro-
visions.

Arnother important consideration, which many critics of the PCPA fail
to understand, is that the acoownting provisions are, in a very real sense,
intended to be a self-requlatory measure. The Corgress anticipated that
the Commdssion would leave the inditial judgments as to what actiocng are
appropriate to the management of reporting companies., The (ormission is
expected to intervene only in those limited instances in vhich it has rea—
son to believe that a company's managenent has deviated fram the nomm of
reagopable and prudent cordoct. In this context, the Chaioman of the Oom-
mission, Harcld M. Williams, has atated his view that the accomting pro-
vigions are designed “to reduce the need to invoke the procesges of the
federal bureaucracy by making ¢lear that primary responsibility for the
integrity of corporate controls rests on management and the board of direc-
tors." 28/ He added that the acconting provisions, in large measure, re-
cite "a business truism's

"Chwviously, it would be impossible to corduct an enterprise
of any size without keeping recomds — accurate records —
and without making provisions to ensure that assets are not
micappropriated and that the ventuwre cperates in accormance
with managemenit's instructions rather than each employee’s
individual whims." 29/

te placed the accomnting provisions in perspective, noting that they re-
guire "bueiness ventures funded Dy the imvesting public” to install recond-

27/ The reasonable assurances standard is discussed infra.

28/ "Implementation of the Foreigrn Cornupt Practices Act: An Inter-
section of Law and Management,” an adiress to the Section of Pusi-
ness, Banking and Corporation Law of the American Bar Associaticn,
Dallas, Texas (Auwust 14, 1973},

29/ I8
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keepiry and control procedures which would appear necessary "as a matter
of effective management * * *," 30/

As discussed more fully below with respect to the “reasorable assur—
ances" etandard, the statute now provides corporate officials with broad discre-
tion to decide how their companies will camply with the Act and measures the
exercise of that discretion with reference to what a reascnable and prudent
rer=on would do under the same or similar circunstances. But it is this very
fact that makes it impossible for the Commission to answer the question of
"what constitutes campliance" in precise and detailed tems. and the alter-
native is to take those decisions away fran corporate officials through Oome
mission prescriptions of how each campany should comduct its internal affaire
— an approath that we believe 15 wwise, wworkable and inoonsistent with
the purposes of the Act.

€. The "in reascnable detail"™ and "reascnable assurances" standards

Altrough the draft report enphasizes the alleged "confusion and contro-
versy" concerning the accounting prowisions, it tends to blur the distinctions
between the recordkeeping requirament ard the internal acoounting oontrols
provision (see pages 22 and 31). If the draft report is to be useful to
Corngress, or persons who are wnfamiliar with the PCPA or the reascns why
the acoounting provisions were enacted, it is importent that the report
reflect why the two provisicns were enacted in their present fom. As
presently drafted, the report repeatedly states criticiems that the "in
reasmable detail” and "reasonasble assurances" standards are confusing ard
ambiguous, but does not attenpt to explain what they are intended to accam-
plish and why they are different. Mor does the draft point out that the
reievant policy considerations are very different in evalwating possible
changes with respect to these two provisions.

1. "In reaconable detail™

In order to mdierstand the "in ressonable detail” standard, it must
first be understood that it deals with the recomiing of individual corpor-«
ate transactions and dispositions of assets. The recording requirement is
addressed to the ilssuer and the enployees of the issuer who are responsi-
ble for entering transacticons on the booke and records of the campany. In
this context, although there are concermns of substance with respect to lia-
bility for a failure to camply, claims of confusion gs to “what constitutes
cormpliance” appear to have little merit.

The recordkeeping requirement requires issvers to “make and keep books,
records, and accounts, which, in reasonable detail, accurately and fairly
reflect tho transactions and dispositions of the aseets of the issuer” {em-
Fhasis added). With respect to claims of a lack of "clarity,” the statute,
in essence merely requires that transactions be accurately recorded. As

30/ 1d.
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the authoritative auditing literature points out, tramsactions should be

recorded "at the amounts and in the accounting periods in which they were
executed ard be classified in appropriate accowmnts." 31/

At the time the acooumtimg provisions were being considered in the Ton-
gress, same marbers of the business commmnity contended that a standard of
acouracy in recording transactions would require an unrealistic degree of
precision. In response to these oconcemns, the (onference Committes added
the “in reasonable detail" gqualification to make clear that transactions
may be recorded "in confomity with accepted methads of recording econcmic
events * * *." 32/

Aroordingly, the general rule is that the transaction must be recorded,
as Section 320,38 of 5.A.8. I states, "at the amunt at which it cocurs."
It is only if the comany or ite accountants have an “accepted" basis for
employing some method of recording a transaction that permits it to be re-
corded at an amount other than the precise amount at which it occurred, that
there may be a guestion as to how it should be recorded. 33/ For these reasons,
the agsertion of one accownmting f£irm that “there are no standards to assist
in detemining conpliance with the acommting provisions" is wholly without
foundation, as is the statement that "management's view of how acourate their
records need to be may differ sigonificantly frem the degree of accouracy the
Act may require" (see page 24}. In short, if a transaction is effected at
& particular anount, the presumption is that it should be recorded at that
figure, rather than at a greater or =maller amoumt.

Irdesd, the problem with the recondkeeping regurirement may be that it
iz too clear. On its face, the recordkeeping provision appears to make
issuers liable for inaccuracies, regandless of whether they are the result
of an inadvertent transrosition of two pumbers, involve an insignificant
anount, or could not reasonably have been prevented by the issuer ard senior
corporate officials. Therefora, criticisns of the recordkeeping provision
have tended to take the positicn that there should be sre miminum thresir-
cld amount, below which a transaction could pemmissibly be recorded at an
amount other than that at which it occurs, whether or not there is any basis
for doing so in the avcownting literature. Althowugh this view has been
voiced by critics of the Act, presunably in an effort to limit possible lia-
bility for inadvertent or insignificant errors, it is important to uxder-
starnd the natwre of the cageting policy considerations that are implicit
in such an approach. On one hand, the legislative history reflects the de

31/ Statement on Auditing Standards Mo. 1., Section 320.38.
32/ H. R. Rep. No. 95-831, 95th Comg., 1lst Sems, (1977) at 10.

33/ For example, to the extent a de minimis examption is recognized
and "accepted" in the context of recording economic events, al-

thowgh not in abeclute, quantitative terms, it would be permis-
giltle under the recordkesping requirament.
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sire of the (ongress to enphasize the furdamental principle that all trans-
actions and dispositions of assets should be accurately acoomnted for in a
corpany' 5 tooks and records —— a principle that the statute refers to as
the maintenance of acooumtability for assets. On the other hand, there is
undoubrtedly merit in the proposition that an inadvertent or insignificant
error does not require the govertment to “roll cut the federal artillery”
in order to redress the problem. The critical gquestion is how to reconcile
the latter propogition with the principle that all corporate transactions
should be accurately recorded in the company’ s books and records without,
at the same time, condoning the falsification of corporate books and records
or other improper practices.

In this context, the draft report recognizes, correctly in owur view,
that the use of a traditional materiality standard as a gquantitative threshold
would establish "a benchmark below which questionable practices [with respect
to the recording of transacticns] may be exempt" and "could weaken the present
intent of the acoounting provisions to enhance corporate accomtability over
assets" (page 34}. 34/ However, the draft report then recoemmerds that the Com-
mission "develop" an “explicit standard” {see page 35) that will prescribe "lower
quantitative threshclds” than the traditional standard of materiality. Except
for one rather brief statement (see page 33), the draft report fails to point
out that a quantitative threshold suggests that persons may falsify corporate
records, as long as it inwvolves an amount below that threshold fiqure. Nox
does it contain any discussion as to how the concept of falsification below
2 threshold amount might be reconciled with the goal of maintaining acoount-
ghility for assets., 35/

As we have noted, the real concern in this area is the fear that im
advertent or insignificant infractions will lead to a finding that companies

34/ Some have suggested that a “materiality” standard be used
agx a gquantitative threshold, but these persons have overlocked
the fact that "materiality” is a stardard for limiting liability
for inadequate disclosure to investors and is not a standard for
deciding the degree of precision necessary to record a transaction
accurately. If materiality was the standard, and a transaction
was ot "material" to investors — i.e., one that a reascnable
investor would consider important in making a decision to buy,
sell or hold securities — the transaction would rot have to be
recorded, in any manner, in the books and records of an issuer.
As the GAO draft correctly points out, this could inclwie trans-
actions inwvolving large amownts of corporate assets (see page 33).

35/ In its recommendaticons, the GAO draft does suggest, again without
discussion, that there should be "a [qualitative] requirement that
all intenticnal falsifications by top corporate management * * *"
shaould constitute vinlations "regardless of the dollar anoant."
This fonmlation would permit intentional falsifications by em
ployees belaw the level of top mahaganent, as lony as they wers
below the threshold that the draft report recamernds.
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or individuals have violated the recordkeeping requireament and a relwctance
to trust that the Comnission will exercise its prosecutorial disersticon in
a reasonable and prident manner so that such a situation never arises. In
our julgment, however, any response to these concermns -— vhether legisla
tive or administretive —- should begin by maintaining the integrity of the
principle that transacticns should be accurately recordsd in the issver's
system of aoo0omting records. This ig a different issove than the gquestion
of vhether issuers should be held liable for violative comiet — an area
that Chaiman Willians addressed in his speech before the AICPA (see page

7, supral.
2. The "Heasonable Apsurances” Standard

The internal acoomting controls prowision requires issuers to "devise
and maintain a system of internal accounting controls sufficient to provide
reascnable assurances that * * ** certain statitory cbjectives are met (em-
phasis added}. This provision, in contrast to the recondkeeping requirenent,
is adiressed primarily to the issuer and its management and to their design
ardd maintenance of a gystem of internal accounting controls. In this con-
tet, oorporate managers are responsible for devising and maintaining a
system of internal acocomnmting controls that provides reagonable assurances,
among other things, that "transactions are recorded as necessary {I) to per-
mit preparation of financial statements in conformity with generally accepted
accoumting principles or any other criteria applicable to such statements,
and (II] to maintain acoountability for assets"; however, because this pro-
vigion is addressed to the exercise of managenent's discreticon in dewising
ark]l maintaining a system that will achiove thecse cbhjectives and the other
cbjectives set forth in the statute, 36/ as distinguished frem the entry of
specific transactions in the company's books and records, the Congress em-
ployed a different standard than that contained in the recordkeeping require-
ment — the "reasonable asmpances" standard.

The draft report correctly motes {page 22) that the reascnable assurances
stardard is Intended to make clear that "the cost of intermal comtrol should
ot excesd the benefits to be derived" from suh a system. The benefits
"oonsist of reductions in the risk of failing to achieve the cbjectives”
that the statute sets forth for a system of internal accounting controls. 27/
nfortnately, the draft report fails to recoynirze that this standard pro-
vides a standard of compliance that does inclide a quantitative threchold.

In addition, the stardard also serves to limit the potential liability of
the issuer and senior corporate officials for possible infractions.

36/ The other objectives include the provision of reascnable assurances
that "transacticns are sxecuted in accordance with management's general
or specific authorization”: that "acvess to assets is permmittad only
in accordance with * * *" zsuch authorizations; and that "the recorded
accountability for assets is compared with the existing assets at
reagsonable intervals ard appropriate action is taken with respect
to any differences.”

37/ B5ee Section 320.28 of 8aS Ko. 1.
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dTntrary to the views expressed in the draft report and by some manbers
of the business commnity to the effect that the reasonabie assurances stan—
dard is unclear, the internal controls provision is explicit in two important
respects;

{1) it requires management to "devise and maintain" a system of
internal accounting controls designed to achieve the objec-
tives set forth in the statute; and

(2) in the course of carrying ouvt that mandate, management is
permitted to delimit its obligation by determining whether
existing or potential internal accounting contrals will be
cost-justified in terms of the benefits they may he expected
to produce.

{a) Deference to Managerial Judgments

The statute and the legislation also make clear that corporate managers
are accoried a broad range of discretion as to the means by which these ex-
plicit mandates are to be carried out. There are salient reascns why this
is true which the draft report fails to acknowledge. First, subject to the
acocounting provisions are approximately 9,000 public companies which rarsge
fram relatively small compenies with approximately one million dollars in
aseets and 500 or more shareholdere to the giant=sized corporations included
in Fortune's list of the 1,000 largest industrial firms. In view of the vast
differences in the circumstances of these isauers, it should be apparent that
"what constitites compliance" may, and should, be different for each of the
companies subject to the accounting provisions. Govermment prescription of
what each individwmal company must do to oanply woild be wholly impractical
and would intnade upon management's prercgative to detemmine what intermal
acooimting controls may be appropriate for their company, and whether such
controls will be cost-effective.

For example, certain charges in a comany's code of conduct may be appro-
mriate for some igsvers and not for others. Increased routine testing may
e apropriate for same issuvers, bngt not be needed by others. It would be
wnwise to require every issuer to implement suwch charges in response to a
goverTinent prescriprion of "what constitutes compl iance"; that would surely
entail excess costs for campanies that do not need such measures.

Under these circumstances, it is the Gammission’'s position, as stated
by (haiman Williams in his recent address to the AICFA, that "omsiderable
deference properly should be afforded o the cogpany's reasonable business
judgnents in this area™ {enphasis in original). Chaimman Williams added
that “the pelecticn and implementation of particular control procedures,

50 lorg as they are reasonable under the circunstances, ramain management
prerogatives and resgonsibilities.” 38/

38/ BHe pointed cut that this standard ig not satisfied if a camany's
leaderghip, while making reminal gestures with respect to monitor-

{ footnote continued)
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In the Comnissicn's view, as stated by Chaimman Williams in his address
to the ATCPA:

"The test of a canmany's control system is not whether occasional
failings can oocur.  Those will happen in the most ideally managed
campany. But, an adequate system of internal controls means that,
when such breaches do arise, they will be isclated rather than
systemic, and they will be subject to a reasonsble likelihood of
being uncovered in a timely manner ard then remedied promptly.
Barring, of course, the participation or camplicity of senior
canpany officials in the deed, when discovery and correction
expediticusly follow, no failing in the company's internal
accounting system would have existed., To the contrary, routine
discovery and correction would evidence its effectiveness.”

{b) Cost-Benefit Judgments

There is an Inportant consideration that is often overlocked by persons
who complain that the “reasonable assurances" standard lacks clarity. Al-
though it may be difficult, and often impossible, to make an objective deter-
mination as to the precise point at which the costs of a particular internal
accomnting control may exceed its anticipatad benefits, the law does bot re
quire that such a precise point be detemmined. The law merely requires a rea
songble determination that the costs would be more or less than the benefits
that may be anticipated. Moreover, although precise determinations will often
be impossible because of the judgments and estimates that are necessary, most
cost-benefit judgments will usually fall clearly into either the "more than”
or “less than" category., It is only when the relative costs ard benefits are
approimately equal that there may be & questicn as o whether a particular
charnge would be cost-effective: but in those situations, given the difficul-
ties in making a precise cost/benefit analysis, there is a measure of dis-
cretion accordad to management as to what actions, if any, should be taken.
An?, unless menaganent excesis bourds of a reaschable exertise of that dis—

38/ (footnote continued fram preceding page)

ing and evalumting the adequacy of the coampany's records and inter-
nal accownting controls systams, abdicates ite respriisibilities to
foster integrity among those who operate the system:

“Regardless of how technically sound an issuer's oontrols
are, Or how impressive they appear on paper, it is un
likely that control chjectives will be met in the absence
of a suprortive enwviroment. In the last analysis, the
key to an adequete 'control erviromment' is an approach
©n the part of the board and top managenent which makes
clear what i5 expected, and that conformity to these
expectations will be rewarded while breaches will be
punished. "
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cretion, there would oot be a viclation. That this should be the caze is
consistent with the intent of the Congress, noted above, that the intsrnal
accounting controls provigion should be a self-regqulatory measure.

Aocordingly, in our view, changes are required in a system of intemal
acoounting controls only if: (a} there is a deficiency in the system of in-
ternal accounting controls which produces a risk that transactions will be
effected without proper arrhorization, or that transactions will not be re-
corxded as necessary to prepare financial statements or to maintain account-
ahility for assets, or that one of the other statutory cbjectives will not
be met; (b} there are control procedures avallable vhich could be impl emerr
ted in omder to reduce the risk imvolved: [c} mansgemetit determines that
guch control procedures would be cost-effective; and {(d) the risk of loss
is g0 significant in relation to the costs of the charge that it would be
wmreasonable for a corporate official to refrain from implanenting the
change irveclved. If managanent makes a gocd faith judgment reasmnable -
der the circumstances that the available control proceduyres would not be
oost-effective, it is rnot required to adopt the change involved. In addi-
ticn, even if a potential change is determined to be marginally cost—
effective, or the relative costs ard benefits of the change carmot be de~
termined with precigion, the (ngress adopted a standard that accords a
measure of discretion to corporate officials as to whether the charge
eghould be implemenited.

Under these circumstances, there ghenld be no excess costs assocoiated
with the devising and maintaining of an internal accounting control system
since the Act only regquires changes that are, by definition, clearly cost-
effective. PMoreower, because managenent has discretion even with respect
to potential changes that are cost-effective, there ghould be no cccasion
for incwrring "excess costs” as a result of a fear of noncamliance merely
becaume managanent’s estimate of relative costs and benefits is approximately
equal, or canmot be detemmined with precision. 39/

.  The Issue of Materiality

The Araft report notes the criticisms of some marbers of the business
commnity that conpliance with the internal accouwnting contrals requirement
will be too costly in the absence of a materiality standard (see page 21).

39/ One exception to this may be in the area of increasad documenta-
tion. For exanple, the draft report reflects the belief of scne
corporate officials "that the increased dooumentation wvas a paper
gathering exerciee to gerve ag a defenge against S5EC inquiries”

{page 15). However, this view overlooks the fact that the process of
doowmentation provides a discipline to the etercise of manage-

ment' s discretion in addition to providing a basis for dancne
gtratirg that management determinations were reasonable in a
Comnission ingquiry. It may be that the "benefit” inherent in

the discipline was ocverlocked.
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However, the absence of a materiality standard in the internal aceounting
controls requirement does not mean, as some persons apparently assume (see
page 31), that a system of internal accounting controls is required to pro-
vide abhsolute assurances “that prohibited practices will not ocour, hosever
minor in amount.” This should be apparent fram the discussion set forth
above. Such a system would not be cost—-effective. In addition, the Con-
gress explicitly recogmized that no system of internal accounting core
trols is expected to be perfect. 40/ Similarly. the Commission has made
¢lear that the provision does not require "a fail-safe accounting control
gystem” without regard to the costs invalved. 41/

The concerns expressad with respect to the "reasonable assurances”
standard, like those voiced with respect to the reccordkesping requirement,
ultimately reflect a oorcern for the liability oonsequences of & failure to
camply. To a certain extent, these corncerns reflect a lack of familiarity
with the reasonable assurances stariard and the fact that the "=tate of the
art" with respect to cost-benefit analysis is undergoing change and develcop—
ment. They averlook the fact that the statute acoords management a broad
range of discreticn and that persons and entities will not be held liable
wiless they have exceeded the bourrie of that discretion.

The draft report asserts (page 27) that 70% of the respordents to the GAO
guestiomaire held the view that a materiality standard “is needed” to tell
issuers what degree of "effort” is required to record transactions accurately
and dewize and maintain an adequste system of intermal accounting controls.
This statement is not consistent with the data the GAD received in response
to the questionnaive. OQuestion 37 asked respordents, among other thirgs, whe
ther the text of the accomting provisions "clearly explains vwhat is expected
fram your campany in order to he in compliarce" with respect to the "issue of
materiality” {(emphasis added): it did not ask whether coampliance would be
ihreasonable without such a stardard.

Moreower, the question is confusing because it assumes that “material-
ity" is samehow relevant o the present text of the accounting proviaiobs,
despite the fact that the Corgress interded that a materiality standard
should have no place in the recondkeeping and intermal acomumting controls
remirements. The Congress declined to incorporats a "materiality” limita-
ticn in the language of the acommting provisions and instead employed the
"in reascnable detail” and “reasonable assurances' standards.

Az Chaimman Williams noted in his recent address concerning the Act,
the Comress "was correct” in rejecting a materiality standard because
“[ilnternal accounting controls are not only concermed with misconduct that
is material to investors, but also with a great deal! of conduct that iz not.”

40/ See S. Rep. No. 95-114, supra at 8.

41/ See Securities Excharnge Act Release Ho. 15772, supsa.
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Chairman Williams also printed out that

"materiality, while appropriate as a threshold standard to
detemine the necesaity for disrlosure to irwvestors, is totally
inadequate as & standand for an internal control system. It
is too narnmw — and thus too insensitive — an index. For a
particular expenditure to be material in the context of a
public corroration's financial statements * * * it would need
to be, in many instances, in the millions of dollare. Such a
threshold, of course, would not be a realistic standard. Pro-
cedires designed only to uncover deficiencies in amoumts
material for financial statement purposes would be useless

for internal contrcl purposes. Systems which tolerated omis-
sions or errors of many thousands or even millions of dollars
would not represent, by any accepted standard, adequate records
and controls. The off~book expenditures, slush funds, and
aqrstionable payments that alamed the public and cavsed Comr
gress to act, it shouald be remanbered, were in most instances
of far lesser magnitivie than that which would constitute
financial statement materiality."

Under these circimstances, it is not surprising that 77% of the respon—
dents gave an "inadequate” or "wery inadequate"” answer to the gquestion. The
etatute was never interrded to "explain" what is expected of issuers in terms
of the materiality corcept.

Similar problems exist with the assertion {page 27) that “atl of the
acoounting officials we contacted believe that without a materiality stamn-
dard it i5 unclear as to the effort required to comply with the Act's acoomt-
ing provisions." The draft report subsecuently reflects (page J1) that
the "public acconting firms we contacted” made their comments in response
to a Comission rule proposal -—— a proposal that was subsequently withdrawn
— which would have required each issuver to issue an anmml statement to
sharehclders concerning its system of intermal acommting controls, together
with an auditor's report on management's statement. Placad in the context
of that rule proposal, these stataments appear to reflect a concern that,
"[tIhe inapplicability of a materiality standard [to management’'s represen—
taticn] craates the potential for limitless compliance costs, placing the
burden on the anditors * * *." Moreower, the draft report summarizes the
accountant' s coments as stating, "[ilt is unrealistic for the SEC to recuire
managenent to represent that reasonable assurance, without regards to mater—
iality has been achieved" (arphasiz added). These statements make clear that
the accountants' camnents in question are directed, not to canpliance with
the lamguaqe of the acomting provisions, but instead to perceived prcblems
that issuers and awxiitors would have in camplying with the Commission's rule
proposal. As a result, it appears inaccurate to state "all of the acoowmting
officials we contacted” believe that a materiality standard "ie needed" to
provide guidance as to campliance with the Act.

Althoigh the draft GAO repert is correct in noting (see page 21} that
the principle area of controrersy has been over "whether the provisions
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contain a materiality standard” (emphasis added), it fails to appreciate that
there has beenh a persistent theme among critics that the acoconting pro-
visions could not mean what the statute says because there is no material-
ity standard, and that, as a result, those provisions should be interpreted
as if the ongress did include such a standard. On the other hand, although
the Congress explicitly rejocted the inclusion of a materiality standard in
the present law, it is plain that the critics generally agree that the
acoounting provizions should contain such a stamdard.

We recognize, as noted above, that the recondkeepirg requiranent, on
its face, makes an issver responsible for any infraction of the stardard of
acouracy, regardless of whether the amount involved is very low, or whether
the infraction resulted fram an inadvertent error that the issuer could not
have prevented., Similarly, with respect to the internal accounting contrxols
requirement, the draft report reflects that critics are concerned (see page
15) with the fact that cost-benefit analysis "is ot a precise science,”
that "[rleasonable individuals with good judgment and intentions can differ
in their opinions" and that a mere “difference in opinicon * * * with the SEC"
could render a company vulpersble to enforcement action. These expressions
of concern must be viewed, however, in light of the fact that it is unkikely
that the Oaomission would take enforcement action under such circunstances,
and that rone of the Qomission's past enforcament acticns have irwvolved such
circunstances. These concerms should alsy be considerad in light of the
Conmission' & enforcenent policies, as stated in Chaivman Williams' address
to the AICPA.

E. The GA2 Recommendation Concerning the dccounting Provisicns

The CGAC draft recamende that the Comission, "with inptt from Justice,
the corporate cammmnity and the accomnting profession, develop an explicit
stardard or standarmis * * * vhich clearly tells campanies the degree of pre-
cision needed to canply with the Aet's accounting provisions {page 35). The
report adds, "[tlhis clear detailed standand should contaln definite thresh-
clds for cowpliance.”

21though we have pointed out instances where we helieve the draft re-
rort is not supported by the record of the Caomission's enforcement actions
in administering the FCPAh, or by the results of the G0 survey on which the
draft report is based, and identified a number of amsiderations that are
often overlookesd by critics, the Commission can acknowledge that at least
scme of the concerns that have been expressed have a degree of merit., A
nunber of these concerns were recognized, for example, in Chairman Williams'
atatanent of the Commission's policies before the AICPA.

With respect to the recomendations in the GAO's dr=ft, which apoear
to be made within the framework of the existing law, we are ot sure what
is intepdsd when the draft report calls for a clear definite quantitative
threshold that will "clearly tell companies the degree of precision needed
5 camply with the Act's accounting provisions" (page 35). First, it should
be noted that the differences in the two acoounting prowisions reguire dif-
ferent standards adapted to the purposes of each section. In addition,
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the recammendation appears to contamplate sone kind of an arithmetical stan-
dard that could be inconsistent with the principle of maintaining acoount—
ability for assets and too rigid and inflexible to be practicably applied,
given the vast differences in the circunstances of the issvers subject to
the a2coomnting provisions.

For example, in the context of the recordkeeping prewision, does a
"clear definite quantitative" threshold mean that transactions may De recorded
at an amont that differs by 5%, 10% or even 25% from the amount at which
it occurred, or iz GAO suggesting that the Commission propose that transactions
below same arbitrary figure such as 510, $100, $1,000 or $10,000 need not
he amcurately recorded? With respect +o the internal acommting controls re-
quirenent, is the GBO sggesting an across—the—board rule that campanies may
diszregard the risk of loss of cash or other assets as long as it is below sone
arbitrary fiqure such as $500, $5,000, 525,000 or more? If this is not what
is contemplated, precisely what does the draft report suggest?

In this context, the GAO recognizes that a "materiality” standard ocwld
establish "a benchmark below which questionable corporate practices may be
exampt” (page 33). Accordingly, the GAO reccmmends (id.} that:

"mialitative characteristics in addition to quantitative thresh-
clds be developed. 2n example woulld be a requirement that all
intentional actions by top corporate management are material
regardless of the dallar anoont-"

There is a good potential in this idea. 42/ There may alsc be other
mitigating standards that could be used to limit lizbility in a manner conr-
fistent with the porposes of the Act. However, by emphasizing what appears
to be an arithmetical approach or calling for detalled thresholds, we be-
lieve the recomendations of the draft report are wmnduly narrcw. We sip-
port the concept thet, to the extent it can be denonstrated that there are
Breklans with the torms of the Act that need to be corracted, standards
that are both workable and more understardable shoutd be considered.

Finally, to the extent that the GAO draft proposes that the Com-
mission develop new standards "with inpuet from Justice, the ¢corporate com-
mmity and the accounting profession * * *" (page 35), we agree that the
Comission should seek the views of these and all interested parties.
However, we helieve this chould be done within the context of the Commis-
sion's nomal adninistrative procedures of soliciting camment from the en-
tire commnity affected by interpretive views expressed by the agency under
the Act.

42/ We are concerned, however, that the approach recamended in
the draft rerort would permit the falsification of corporate
records by persons below the level of “top" managenent, as
long as it was in an amownt less than the arittmetical throsh-
cld it proposes.
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Chepter 4: ISSUES SURPOUNDING THE ANTIBRIBERY PROWISIONS

A, General Comments

The GRO survey reflects that 79,.5% of the respordents viewed the clar-
ity of the bribery priwisions as either "adequate” or “more than adeguate”
while only 8.8% expressed the view that the clarity of the prowvisions was
either "inadequate” or "very inadequate". In addition, as we have earlier
sumarized, more than 76.5% stated that the Act "has" or "probebly has"
been effective in reducing questicnable werseas paynents: only 5% asserted
that the Art "has not" or "probably has not" been effective.

Morecver, as we have already noted, B7.5% of the conpanies that en—
gagad in foreign business reported that they had either experienced no de-
crease in business or only a minor decrease in business as a result of the
Act. In contrast, only 12% of the respondents reported a decrease in busi-
ness that oould be characterized as "mcderate” and only .6% of the respomr
dents Indicated that they had suffered a "great decrease” in business.
These firdings are reamarkable, particonlarly in view of the fact that the
GAO' 3 cuesticnnaire deoes not distinguish between losses of business that
resulted fram the clear prohibition of transactions that cannot be effec
tad without bribery and those cases in which it is alleged that businesses
have refrained from engaging in overseas transacticns that might be legit—
imate as a result of "uncertainty” as to the meaning of the Act. If, as
appears probable, most Of the "lost" business rvolved transactions that
are clearly prchibited by the bribery provisions, the ranainder represant—
ing cases in vhich posaibly legitimate export opportimities were lost as
a result of wncertainty must be very small.

Despite the survey data reflecting that the bribery provisions have
been effective in achieving the purposes the Corgress sought to achieve,
and are not as arbiguous as some have suggested, the draft report deals ex-—
clusively with allegations that confusion exists "over what constitites cam
pliance with the Act's * * *" grohibitions against bribery (see page 36). The
draft report adds, despite the survey data noted abvwe, that these alleged
ambriguities "have been clted as possibly causirg U.5. companies o forego
leqgitimate axport opportimities.”

As in the case of the acoomnting provisions, the draft report repeats
these ¢riticisms, as if they should be accepted at face valtue, without
an irflependent analysis of whether they actually have merit. For sxample,
there is no analysis of the inplicaticns of the survey data rnoted above.
The empirical data compiled in responge to the GAC's guestiomnaire indicate
that same criticisms of the Act may be without merit, or exaggerated, ard
that only a relatively small portion of the business commmnity has exper—

ienced either difficulty in onderstanding the law or a significant loss of
bixziness.

In this context, the Qomuission, in Febrmary 1980, requested oomments
concerning the impact ard operation of the bribery prohibitions in omer to
apcertain the extent to which criticisms of the Act had substance and what
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actions, if any, the Camission could take in response to these concerns. 43/
Only 14 comments were received despite the four-month camnent period. As a
result, the Commission did not have emough infommation properly to evaluate
the concerns that were expressed by the comentators. 44/

In analyzing those caments, the Camission pointed oot that
"the limited response appears inconsistent with published reports that
there is widespread concern and uncertainty on the part of public campanies
ard pome individuals as to the applicability of the bribery prowisions to
particular transactions." 45/ The results of the GAO's survey provide
additional evidence that these concerms may not be as serious as many
critics of the Act have supposed.

In addition, the criticisms of the Act the draft repeats are, for the
most part, wmidentified and anonymous. This is particelarly important in
view of the fact that the responses to the GAQ questionnaire do not prowide
data that supports the bulk of the analysis set forth in the draft report.
Except for the data noted above, the questiommaire was not desigmed to
elicit suwh informmation comcerning the impact and implewentation of the
bribery provisions.

The primary source of the criticisms and analysis reflected in the
draft is a report that iz improperly characterized (see page 38 apd passim)
as "a September 1980 report of the President on export promotion fumctions
ardd potential export disincentives * * *." The GAO draft overlooks the
fact that, in submitting that report to the (omgress, the President made
clear that he was submitting two reports and that the report relied upon
by the GAO does not reflect his views:

"I am submitting tcday my report on these matters along with the
full text of the comprehensive review, which was preparad by
the Secretary of Commerce ard the U.5. Special Trade Represern
tative. Their detailed review, while not a statement of Admin-
istreticon policy, reflects an extensive carvass of the views of
Oour exporting commmity * * %" My report expresses this adminm
istration's policies" (emphasis added) .

43/ The Comission's request for caments and the public comments re-
ceived in response to that recuest are not menticned in the draft
repcrt; the draft merely refers to the Comission’'s statement, which
was made in response to =cme of the coments, that it will not take
enforcenant action in any case where an issuer seeks, and receives,
a faverable letter from the Department of Justice under the Depart—
ment's FCPA Rewview Procedure prior to May 31, 1981.

44/ Securities Exchange Act Release No, 16953 (Feb. 21, 1980); 45 Fed.
Regy. 12574 (Feb. 26, 1280).

45/ Securities Exchange Act Release No. 17099, supra.
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Thus, the President pointedly disassociated himself fram the more voluminous
report (hereinafter referred to as the Klutznick/Askew report) that the GAD
draft relies upon for the bulk of its background data and analysis. The
GAD should at least point ot the distinetion that the President made in
aulmitting the two reports to the Congress.

The draft report reccgnizes {page 48) that "rigormously defined and cam
pletaly tnarbisuous requiremants may be impractical and could provide a moad-
nap for corporate bribery." However, there is no discussion as to how the
desire for greater clarity oould be reconciled with the policy of the -
gress to eradicate corporate bribery of foreign officials. Moreover, neither
the draft report nor the critics whose views are reflected in the draft, have
proposed constructive suggestions for alternative fommilations, which would
both satisfy the desire for greater clarity and yet be practical, consistent
with the purposes of the bribery prohibitions and flexible snough to deal
with the wide variety of transactions that must be enconpassed.

B. The Relationship Between the Camission and the
Justice Department' 5 FTFA Review Procedure

Becanse the FUPA Review Procedure is a program of the Department of
Jusice, we do ot have detailed coments concerning the portion of the
draft report that discisses the review procalure. However, the reference
at page 42 to the Commission's position "that it will mot take enforce-
ment action against any cangany that receives a favorable Justice review
letter" under that Procedure should be qualified to make clear that it ap-
plies only to review letters isasged prior to May 31, 1981. As the report
subsequently notes, the Cormission will review its position, prior to that
date, to determine what, if any, further action it should take.

The draft report is inaccuxate in asserting that Comission participa-
tion in the FCPA review procedure "would have been In line with SEC's current
palicy of issulpg administrative interpretations of laws and regqulations when
requested by interested parties" (page 44). The draft report fails to under—
ztard the nature of the adninistrative interpretations that the Caomission
does isswe. These interpretaticns are providad to assist persons and enti-
ties in camplying with provisions that, unlike the antifrasd provisions and
the bribery prohibitions, are of a technical and requlatory nature. In
contrast, Sections 103 and 104 of the PCPA proscribe the making of any pay-
ment or gift "oorruptly”' to a foreign official, political party, or candi-
date for foreign political office in onler to assist in dbtaining, retain-
irg, or directing business to any person. The determination of whether
or not a person subject o those provisions intends to make a paynent Or
gift "ocormptly” will often recuire an svaluation of circumstantial evi-
dence to determmine whether the person making the payment or gift did so
with a "corrupt purpose.” Accordingly, the nature of the inquiry differs
signaficantly from that irvelved in prowviding interpretaticns of regula-
tory statygtes or rules that do not turn on the question of intent, or in
issuing "no-action” lettere in the context of such provtizions — a method
that the Commission has lorg anployed to provide guidance wo the pablic.
Under these circunstances, it appears that questicns concerning the motive



or intent of those engaging in conduct which appears to conme within the

terms of the FCPA can best be resolved by corporate officials and their

professional advisers, who have access to all the relevant facts bearing
uron intention.

c. The GAD's Recommerdations

The draft report states a concern (page 47) "that alternative ways of
providing guidance are needed to resolve the ambiguities in the Act's anti-
bribery provisions.” As noted dbowe, the drait assumes, withot an inde-
perdent analysis by the @0, that the oriticisms expressed by some anomy-
mous manbers of the buginess cammity with respect to the bribery prohibi-
tions accurately reflect the existence of "arbiguities" in those provisions
and that those "ambiquities” are so serioe that an administrative or leg-
islative response is required. The GAOQ draft makes this assumption despite
the fact that 79.5% of the respondents to its questionnaire rated the clar-
ity of the bribery prohibitions as adequate or more than adequate, while
only 8.8% of the respondents {approximately 17 respomients out of 185)
rated those provisions as inadequate or very inadecquate. These facts and
the fact that any business "lost" as a result of uncertainty must be very
gnall are, inexplicably, menticned nowhere in the draft report.

Nevertheless, the GAC proposes to recammend (page 4%} that the Commis-
gion amd the Justice Department “"[o)ffer legislative proposals to reduce
the ambiguities.” This seems premature in view of the lack of ¢redible
and verifizble data as to the need for soch legislation. In fact, the
quest ionnaire data points to the conclusion that the alleged ambiguities
are not a5 sericus as sone had supposed. Moreover, as noted sbove, neither
the GAO draft nor the critics whose criticisms are repeated have ade
specific suggestions for changes that would both provide greater clavity
ard be consistent with the purposes that the Gongress sought to achieve in
adopting the bribery prohibiticns.

The draft report also recomerds (page 49) that the Commission and the
Justice Department "[pirovide additional guidance to the business commmity
through the use of hypotheticals.” Although the draft report notes that "some
goverment agencies an? corporate officials™ have expressed a desire for
"guidance” in the form of hypotheticals, such an approach would be of
little value. As noted above, the concermns that have been expressed with
respect to the bribery prohibitions result, for the most part, from the
fact that the statutory starmdards reguire detemminaticns as to a person's
state of mind -- determinations that often require an evaluation of cir-
cumstantial evidence bearing on the question of intent. Hypothetical
analysis is not suited to such an evaltation and could easily be miscon-
strued. Accordingly, it would ot be appropriate for Justice and the Comr
migsion to "be jointly bound by any such guidance” as the GhO draft suggests
{page 49). Finally, an? perhaps most important, it would be unwise for the
mmissicon to attempt to isswve interpretations in the context of hypothet-
icals; the discipline inherent in dealing with a concrete set of facts,
and with persons or entities who may express differing views as to proper
application of the law, often bring to light isswes and problems that
would not be immediately apparent in a hypothetical situvation. This re-
sulte in a more sound and judicious decisiormaking process.



U5, Department of Justice

Criminal Division

Office of the Asriten AHpeey Gemeral Woshington, [0.C. 20550

AN 16 198)

Aonorable Harold M. Williams
Chairman

Securities and Exchange Commission
500 North Capitol Etreet, N.W.
Washington, D.C. 2054%

Dear Mr. Chairman:

This Department is in the process of preparing our
formal comments on a recent draft Report by the General
Accounting Office entitled "The Foreign Corrupt Practices
Act.™ As part of that process, since our iwo agencies share
enforcement responsibility for the Foreign Corrupt Practices
Zct, our staffs exchanged drafts of the comments which each
had prepared opn those porticons of the GAD report which
relate to the antibribery provisions of the Act. I have had
the opportunity to review a draft of that portion of the
Commission's comments, and as a result T would like to
reguest that the Commission exercise its discretion to
delete the material contained on pages 28 to 33 of those
comments,

These pages which are of concern to us contain a
detarled legal analysis of five provisions of the FCRA,
Rlthough we agree with many peortions of that legal analysis,
we have serious reservaticons about other portions. 1In our
judgment the pages in gquestion, if formally approved by the
Commiassion and transmitted to the CAO, would effectively
constitute advisory copinions on some of the Act's most
important and controversial provisicons and could sericusly
undermine future criminal prosecutions under the antibribery
sections of the Act. Comments on a GAO report do not seem
to us to be the besat vehicle for either of our two agencias
tc provide guidance to the business community uander the Act.
The time pressures involved in responding to the GRO draft
Report are not conducive to the carefully reasoned resolution
af any differences that may exist between our two agencies

as to how to provide guidance and what the nature of that
guidance should be.,



Honorable Harold M. Williams
Fage ~ 2 =

If the Commizsion is now of the view that guidance to the
business community, in the form of opinions and interpretations
of the aAct, is warranted, our two agencies should immediately
initiate discussions about the form and content which such
guidance should take. The neceszary time could then be taken
to develop joint positions on the Act to the extent that is
appropriate.

I would anticipate that if, in the future, the Department
of Justice were to publish any interpretations of the anti-
brikery prowvisions of the Aot or were to recommend any changes
in these provisions of the act, it would do so only after
consultation with the Commissian,

Assistant™Attorney General
Criminal Divizion
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