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Impact Of Foreign Corrupt Practices
Act On U.S. Business

A GAOQ questionnaire survey of 250 compa-
nies randomly selected from the Fortune
1000 list of te largest U.S. industrial firms
shows that the Foreign Corrupt Practices Act
has brought about efforts to strengthen cor-
porate codes of conduct and systems of inter-
nal accounting controls.

There is, however, extensive dissatisfaction
with the clarity of the act’s accounting pro-
visions. Controversy exists over whether the
provisions contain a materiality standard--a
threshold for financial disclosure that limits
management’s reporting responsibilities to
only material items. The GAO survey shows
that business believes compliance is unreason-
able without a materiality standard. The
act’s antibribery provisions have also been
criticized as being vague and ambiguous.
Further, companies believe they are suf-
fering a competitive disadvantage due to
the lack of an international antibribery !
agreement,

GAO recommends actions that the Congress
and appropriate Government agencies can
take to resolve issues caused by the act.
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To the President of the Senate and the
Speaker of the House of Representatives

The Foreign Corrupt Practices Act has brought about changes
in corporate codes of conduct and systems of internal account-
ing controls which should strengthen corporate accountability
over assets and reduce the occurrence of questionable corporate
activities. However, many companies believe the cost of com-
plying with the act exceeds the benefits derived. The act has
also been cited as causing U.S. companies to lose foreign
business.

The act's accounting provisions have been criticized as
being vague, and business believes that without a materiality
standard compliance is unreasonable. Ambiguities surrounding
the act's antibribery provisions have been cited as causing
U.S. companies to forego legitimate export opportunities.

Attempts to clarify the act's provisions are underway:
however, uncertainty continues and the materiality issue re-
mains unresolved.

We are recommending that the Congress amend the Foreign
Corrupt Practices Act to repeal the criminal penalties associ-
ated with violations of the accounting provisions. We are
also recommending certain actions for the Securities and Ex-
change Commission and the Attorney General to take to address
the business community's claims that the act is unclear and
unreasonable.

We are also sending copies of this report to the Director,
Office of Management and Budget; the Attorney General; the
Secretaries of Commerce and State; the U.S. Trade Represent-
ative; and the Chairman, Securities and Exchange Commission.

L]
Comptroller General
of the United States



COMPTROLLER GENERAL'S IMPACT OF FOREIGN CORRUPT
REPORT TO THE CONGRESS PRACTICES ACT CN U.S. BUSINESS

In response to widespread questionable corporate
payments, the Congress enacted the Foreign Corrupt
Practices Act in December 1977. The act's impact
is much broader than is suggested by its title.
The law, which makes offering payments to foreign
officials to obtain or influence business illegal,
also contains significant internal accounting con-
trol objectives and recordkeeping requirements.
The accounting provisions were enacted because the
Securities and Exchange Commission (SEC) had found
that millions of dollars had been inaccurately re-
corded in corporate books and records to facil-
itate bribery. The accounting provisions, which
are to operate in tandem with the antibribery pro-
visions, apply regardless of whether or not a com-
pany has overseas business.

The act's accounting and antibribery provisions
have generated substantial changes in corporate
activities. Overall, these changes should
strengthen the system of corporate accountability
and reduce the occurrence of questionable corporate
payments. However, about 55 percent of the com-
panies completing a GAO questionnaire believe ef-
forts to comply with the act's accounting provi-
sions have cost more than the benefits received.
In addition, more than 30 percent of the respon-
dents engaged in foreign business cited the anti-
bribery provisions as a cause of U.S. companies
losing foreign business.

The lack of clarity of the accounting provisions
has created widespread dissatisfaction, and con-
troversy exists over whether the provisions contain
a materiality standard--a threshold for financial
disclosure which limits management's reporting
responsibilities to only material items. Business
believes that without a materiality standard, ex-
pecting compliance is unreasonable. The antibrib-
ery provisions have also been criticized as being
vague and ambiguous. These ambiguities have been
cited as a possible cause of U.S. businesses for-
going legitimate export opportunities. Further,
companies believe they are suffering a competitive
disadvantage without an international antibribery
agreement.
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derived is due, in part, to uncertainty over what
constitutes compliance. The provisions are subjec-
tive and can therefore be interpreted differently.
Guidance provided by the accounting profession and,
in particular, recent guidance by SEC should alle-
viate some of the confusion. (See pp. 20-25.)

Compounding the uncertainty is the controversy over
whether the accounting provisions incliude a mate-
riality standard. An American Bar Association
committee guide to the act indicates that a mate-
riality standard exists, while SEC has stated

that a "reasonableness" standard governs. Irre-
spective of whether a materiality standard exists,
it is widely held by the business community that
without a materiality standard, unnecessary compli-
ance costs are incurred.

GAO believes that SEC, to help companies avoid
unnecessary compliance costs, should provide busi-
ness with further guidance on the factors and cri-
teria that will be considered in assessing reason-
ableness. However, GAO believes that because the
act addresses the subject of corporate accounta-
bility over assets, the traditional standard of
materiality related to the disclosure of financial
information is not appropriate. SEC must elicit
the views of and work closely with business and
the accounting profession in determining what
additional guidance is needed and the format of
the guidance. (See pp. 25-31.)

Further, the accounting provisions call for man-
agement judgment covering diverse and oftentimes
complex recordkeeping and internal control systems.
The provisions, even with additional guidance from
SEC on compliance, will still, by their nature,
require highly subjective determinations. GAO views
the fear of criminal reprisals for accounting errors
and control weaknesses that are not related to im-
proper payments as a reason that companies incur
unnecessary compliance costs and believes that

the criminal penalties should be repealed.

(see pp. 31-33.)

ISSUES SURROUNDING THE
ANTIBRIBERY PROVISTIONS

The antibribery provisions have alsc been crit-
icized as being ambiguous about what constitutes
compliance. In particular, companies that have
reported a decrease in overseas business as a
result of the act are highly critical of the
clarity of the antibribery provisions. These



constitutes compliance with the antibribery
provisions, alternative ways of addressing the
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RECOMMENDATIONS TC THE CONGRESS

GAC recommends that the Congress amend the Foreign
Corrupt Practices Act to repeal the criminal penal-
ties associated with the act's accounting provi-
sions. Enforcement of the accounting provisions'
recordkeeping standards and internal control ob-
jectives would be through SEC civil action. How-
ever, there is still the matter of those flagrant
abuses that gave rise to the act, such as the
maintenance of off-books slush funds. To insure
that adequate deterrents to these types of abuses
exist, GAO recommends that the Congress consider
legislation to establish criminal penalties for
the knowing and willful falsification of corpor-
ate books and records.

GAO also recommends that the Congress closely mon-
itor the status of U.S. efforts to reach an inter-
national antibribery agreement, and that the Con-
gress urge the President to pursue the negotiation
of such an agreement. GAO further recommends that

the Congress hold hearings to address problems
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visions of the act. ({See pp. 35 and 48.)

RE

GAO recommends that the Chairman of SEC--with input
from the Departments of Justice and Commerce, the
corporate community, and the accounting profession--
provide guidance to business on the factors and
criteria that will be considered in assessing rea-
sonableness. This guidance could take the form of
hypothetical situations or actual examples, or

could specify actions that would be indicative of
reasonable action to comply with the accounting
provisions. SEC should find ocut the areas in which
business needs further guidance and should seek its
comments before finalizing the guidance. Manage-
ment Jjudgment will remain of prime importance, but
business should have a better awareness of what
reasonableness means to SEC.
GAO also recommends that, because of the importance
of the act and of the uncertainty and controversy
surrounding the accounting provisions, the Chairman
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on efforts to provide additional guidance by
June 30, 1981. (See p. 35.)
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CHAPTER 1

PERSPECTIVE

Beginning in 1973--as a result of the work of the Office of
the Watergate Special Prosecutor--the Securities and Exchange Com-
mission (SEC) became aware of a pattern of conduct involving the
use of corporate funds for illegal domestic political contributions.
Subsequent SEC investigations and enforcement actions revealed
that instances of undisclosed questicnable or illegal corporate pay-
ments, both domestic and foreign, were widespread.

SEC announced a program in 1975 whereby companies could
voluntarily disclose questionable activities. Under this pro-
gram more than 450 corporations admitted making questionable or
illegal payments exceeding $300 million.

PASSAGE OF THE FOREIGN CORRUPT PRACTICES ACT

The disclosures of widespread corporate bribery of foreign
officials initiated the congressional action which eventually
resulted in the December 19, 1977, passage of the Foreign Cor-
rupt Practices Act of 1977 (Public Law 95-213--title I}. Reports
that accompanied the House and Senate versions of the act clearly
indicated that the Congress perceived corporate bribes to foreign
officials as (1) unethical, (2} unnecessary to the successful
conduct of business, and (3) harmful to our relations with foreign
governments.

In addition to addressing the bribery issue, the Congress
also responded to SEC's recommendation that legislation be enacted
that would enhance the accuracy o©f corporate books and records
and strengthen corporate systems of internal accounting control.
These legislative changes were intended to operate in tandem
with the act's other provisions to deter corporate bribery.

SEC found that millions of dollars had been inaccurately

recorded in corporate books and records to facilitate making
bribes. The falsification of these records was known to corporate
employees and often to top management.

REQUIREMENTS OF THE ACT

The Foreign Corrupt Practices Act is a significant and
far-reaching law requlating the conduct of American business
in foreign countries. However, it covers a much broader area
than is suggested by its title. The act is not limited to com—
panies doing business abroad, nor is it restricted to corrupt
payments. It contains significant internal accounting control

objectives and recordkeeping requirements that go beyond corrupt
foreign payments.

The act contains two important segments: (1) an antibrib-
ery prohibition and (2) standards for maintaining records and



The recordkeeping standard requires that a company's books,
records, and accounts, in reasonable detail, accurately and
fairly reflect its transactions and the disposition of its
assets. The internal accounting control provision requires that
a company's system of internal accounting controls be sufficient
to provide reasonable assurances that certain control objectives
are met.

SEC registrants and any person authorized to control the
direction, management, and policies of a corporation who willfully
violate the accounting provisions are subject to the general
penalties imposed by the Securities Exchange Act of 1934. These
penalties include a fine of up to $10,000 and imprisonment for
up to 5 years, or depending upon the circumstances, a violation
may result in an SEC civil enforcement action.

SHARED RESPONSIBILITY FOR ENFORCEMENT

SEC and the Department of Justice share responsibility for
enforcing the act. SEC is responsible for conducting investiga-
tions of SEC registrants suspected of violating the antibribery
and accounting provisions. SEC can bring civil actions against
these violators and/or refer them to Justice for criminal prose-
cution. Justice is also responsible for proceeding civilly and
criminally against domestic concerns alleged to have violated
the antibribery provisions.

OBJECTIVES, SCOPE, AND METHODOLOGY

We initiated this review to obtain the data we believe the
Congress needs to assess the implementation and impact of the
Foreign Corrupt Practices Act. We used survey and statistical
sampling techniques to obtain information from the corporate
community. We also interviewed officials of the accounting pro-
fession, the legal profession, business and public interest
groups, and cognizant Federal agencies.

Corporate survey and sampling methodology

Our basis for all sampling was Fortune's list of the 1,000
largest industrial firms. We randomly selected 125 companies from
Fortune's list of the 500 largest U.S. industrial firms and 125
companies from its list of the 500 second largest firms. In 1978,
sales for the top 500 firms ranged from $379 million to $63 billion.
Sales for the second 500 firms ranged from $110 million to $379
million. The statistical certainty of the sample is such that
there is a 95 in a 100 chance that projections of the sampling
results to the universe will not be off by more than 7 percent.



In addition, we reviewed articles and publications dealing with
the Foreign Corrupt Practices Act, including a study of internal
control in U.S. corporations conducted for the Financial Execu-
tives Research Foundation.

We discussed the enforcement of the act with SEC and Justice
officials and examined documentation relating to enforcement
activities. We also interviewed officials from the Overseas Pri-
vate Investment Corporation and from the Departments of Commerce,
the Treasury, and State regarding the clarity of the act's provi-
sions and the act's impact on U.S. corporate foreign sales. We
also reviewed the February 1980 repcrt of the White House task
force on export disincentives, the September 1980 report prepared
by the Department of Commerce and Office of the U.S. Trade Rep-
resentative on export promotion functions and potential export
disincentives and the December 1980 report by the President's
Export Council. These reports discuss the impact and problems
related to the act. We also reviewed the status of United
Nations efforts to promulgate an international antibribery
agreement.

Because of corporate perceptions that the act had more adver-
sely affected the overseas business of U.S. aircraft and construc-
tion companies, we also conducted a limited survey of leading
companies in these industries. The survey results are discussed
separately and not in conjunction with the results of our sampling
of Fortune's top 1,000 industrials.



Corporate codes address many areas

Corporate codes of conduct cover many areas of employee
behavior. Our questionnaire, however, was limited to areas spe-
cifically addressed by the act which cover

—-—-questionable practices, improprieties, or negligence in
using corporate funds and

~-responsibilities for complete and accurate transaction
reporting.

About 90 percent of our respondents reported that they have
written codes addressing these areas. Examples of conduct ad-
dressed by these codes follow.

Percent of respondents
with codes addressing
Type of conduct the conduct

Using corporate funds for
political contributions 96

Making questicnable or improper
foreign payments 94

Failing to record financial
transactions 91

Making false entries on company
books or records 90

Failing to secure proper
authorization for transactions 83

For companies responding that they had written codes, no
significant differences existed between those in the top 500 in-
dustrials and those in the second 500 as to the codes' contents.
However, 13 percent of the respondents from the second 500 reported
they had no written codes compared with only 1 percent of the
respondents from the top 500 firms.

Written codes of conduct are not new to the corporate com-
munity. One major manufacturing firm, for instance, has had a
code for more than 40 years. However, our questionnaire responses
showed that the act has made companies more aware of the impor-
tance of and their responsibility for developing corporate pol-
icies and standards for conducting business.



Changes made in codes
before the act was passed

In addition to the widespread changes in corporate codes
of conduct resulting from the act, substantial changes were made
in the 4 years before the act's passage. During this prior
period, questionable corporate payments and practices were
frequently revealed.

More than 50 percent of our respondents reported making
changes in their codes during this turbulent period; 25 percent
did not find it necessary to make any further changes as a result
of the act. Important changes were most frequently made in the
following areas:

--Questionable or improper foreign payments.

--Domestic or foreign bribes.

-—-Use of corporate funds for political contributions.

SUBSTANTIAL CHANGES IN INTERNAL ACCOUNTING
CONTROL SYSTEMS HAVE OCCURRED

Internal accounting controls constitute the plan of organi-
zation and all the methods and procedures dealing with the safe-
guarding of assets and the reliability of financial records.
Effective systems of internal accounting control are an important
requisite of good corporate management. With passage of the act,
this requisite became a legal requirement causing most companies
to review and change their audit and control procedures and
practices.

Almost all the guestionnaire respondents reported that the
act has caused them to review the adequacy of their audit and
control procedures and practices. More than 75 percent of these
respondents reported making changes. Extensive changes were made
in the following areas:

—-—Documenting internal accounting control.
—--Testing internal accounting control systems.
--Strengthening internal audit.

--Performing special reviews to identify areas where cer-
tain types of policy violations are likely to occur.

In addition, in the last few years, the use of audit committees
to strengthen the system of corporate accountability has grown
phenomenally.



being followed and assists in improving and developing internal
accounting control systems.

Over 20 percent of the respondents said that to a moderate or
a great extent, they have increased their internal audit staffs’
(1) responsibility, (2} size, (3) training, and (4) independence
from management.

These changes were confirmed by officials of the public
accounting firms we visited. One official, for example, stated
that since the act, many companies have expanded their recruitment
of accounting graduates. The increased opportunities for internal
auditors prompted the Wall Street Journal to refer to the Foreign
Corrupt Practices Act as the "Internal Auditor Full Employment
Act of 1977." Not only are more internal auditors being hired,
but their corporate stature-—-particularly that of directors of
internal audit~-is changing. The public accounting officials
contacted stated that many companies view their directors of in-
ternal audit as key management members.

Both the accounting profession and SEC have stressed the
importance of an effective internal audit as a means of comply-
ing with the act. For instance, one accounting firm recommended
that management, in evaluating internal accounting control, deter-
mine whether its internal auditors are properly trained and orga-
nized to monitor compliance with the act's provisions. The SEC
Chairman belijeves that internal accounting control is an area
where the depth and breadth of an internal auditor’'s knowledge
should not be rivaled by anyone inside or ocutside the company.

The Financial Executives Research Foundation research study
confirmed the increased importance of internal audit. Its study
concluded that the act has made internal auditors more visible
and influential in a company. The study revealed that, in recent
years, most companies have increased their internal audit staffs
at a faster rate than the company's real growth and that no reduc-
tion in the growth of internal audit is expected.

Greater use of special reviews

Our corporate respondents reported that because of the act
more speclial reviews or investigations have been conducted to
identify areas or situations where certain types of violations
covered by the act are likely to occur. These reviews are per-
formed in addition to normal audits. For instance, a company
may have its internal and/or independent auditors perform a spe-
cial study of the system of internal accounting controls to
determine if any weaknesses exist and how they may affect the
company's financial records and the safeguarding of assets.

About 55 percent of the respondents reported that since the
act they have conducted special reviews to identify areas or
situations where gquestionable or improper foreign payments and/or



THE COST OF COMPLYING WITH THE ACT'S
ACCOUNTING PROVISIONS IS PERCEIVED
TO EXCEED BENEFITS

As discussed above, corporate systems of internal accoynting
control have undergone extensive change. In many cases, however,
these compliance efforts were perceived as costing more than the
benefits received.

About 55 percent of the questionnaire respondents reported
that their compliance efforts have resulted in costs that exceeded
the benefits. The remaining 45 percent did not believe this to
be the case. For the respondents who reported that the costs in-
curred exceeded the benefits, the extent of the cost burden varied
as follows:

-=50 percent believed the burden has increased their ac-
counting and auditing costs by 11 to 35 percent.

--22 percent reported that the burden has increased their
accounting and auditing costs more than 35 percent.

--28 percent estimated the cost burden at less than 11
percent.

In their study of internal contrel, the Financial Executives
Research Foundation researchers also found that companies per-—
ceived certain changes as cost burdens. According to the study
report, executives believe that their compliance programs often
involve significant costs with noncommensurate benefits in terms
of improved controls and recordkeeping. One such change was
the increased emphasis on the documentation of internal account-—
ing control systems. The foundation study noted that some corpo-
rate officials believed that the increased documentation was a
paper-gathering exercise to serve as a defense against SEC in-
quiries.

In part, the perception that there is a cost burden may be
due to the subjectivity inherent in determining what constitutes
compliance with the act and to the limitations in performing a
cost-benefit analysis. The legislative history of the act states
that management nust estimate and evaluate the costs and benefits
of compliance efforts. Cost-benefit analysis, however, is not a
precise science. Reasonable individuals with good judgment and
intentions can differ in their opinions. However, if that differ-
ence in opinion is with SEC, a company could be vulnerable to
an enforcement proceeding.

In their study of internal controls, the Financial Execu-
tives Research Foundation researchers found that an cbjective
measure of either costs or benefits is rarely feasible. The study
noted that this poses a dilemma to executives in deciding upon
a strategy for complying with the act. The study concluded that

11



Business' perception of tne
act's impact on overseas sales

Although the majority of our questionnaire respondents
reported that the act has had little or no effect on their over-
seas business, more than 30 percent of our respondents engaged
in foreign business reported they had lost overseas business as
a result of the act. In additicn, over 60 percent reported that,
assuming all other conditions were similar, American companies
could not successfully compete abroad against foreign competitors
that were bribing.

Almost all the respondents that reported decreases in busi-
ness stated that the act had discouraged foreign buyers and agents
from doing business with their firms. In some countries, the use
of foreign agents is a recomnmended practice; in other countries,
it is necessary. About 45 percent of the respondents that re-
ported lost business stated that the act has limited the number
of countries in which they do business. The impact on overseas
business was felt more by respondents from the top 500 companies.
Whereas 25 percent of the respondents from the second 500 reported
decreases in business, about 42 percent of the top 500 respondents
reported losses.

How much the act can affect a company's overseas sales is
influenced by many factors, including:

--The country in which the company conducts its business.
--The type of product or service it sells.

--The identity of the purchasers (government versus non-
government).

—-The business practices of its competitors.
--The honesty of foreign government officials.

--Whether or not the company previocusly made guestionable
payments to obtain foreign business.

Our respondents believed that companies in the construction
and aircraft industries were more likely to be adversely affected
by the act. Because of these perceptions, we sent additional
questicnnaires to a number of leading companies in these indus-
tries. The response rate of these two samples was slightly lower
than that of our overall sample; 13 of 20 aircraft companies and
15 of 25 construction firms responded. However, those responding
supported the perception that the aircraft and construction indus-
tries have been significantly affected by the act; 54 percent

reported that the act had adversely affected their overseas
business.



In February 1980, SEC requested public comment concerning
the impact of the act's antibribery provisions and any impedi-
ments they present to legitimate foreign business. 1In its release
asking for comment, SEC emphasized that it had no empirical evi-
dence concerning the actual impact of the act on business. Al-
though our corporate sample showed that more than 30 percent of
the respondents engaged in foreign business had lost business
overseas as a result of the act, SEC received only 14 replies.
However, the majority of SEC's respondents indicated that the
act's ambiguities were causing U.S. firms to forgo foreign
business.

Further complicating quantification of the act's impact is
that American exports have increased since the act, even in those
areas where the White House task force reported that the act has
had a significantly negative impact. A Department of Commerce
official, however, stated that increased exports were due to other
factors, such as the dollar devaluation, which made American goods
cheaper to foreign buyers. The official added that the export
increase would have been significantly greater if it were not
for the Foreign Corrupt Practices Act.

As discussed above, the act is viewed as only one of many
export disincentives. The task force, in considering 14 disincen-
tives, could not isolate and measure the impact of individual
ones. However, the perception is important--American companies
believe that the act puts them at a competitive disadvantage
overseas.

CONCLUSIONS

The Foreign Corrupt Practices Act has resulted in widespread
and important changes in corporate codes of conduct and systems
of internal accounting control. Overall, these changes should
strengthen the system of corporate accountability and thereby
reduce the number of questionable corporate payments and
practices.

However, not all these changes are perceived as being bene-
ficial. Many corporate officials believe that the costs incurred
to comply with the act's accounting provisions exceed the bene-
fits received. The act is also perceived as having caused some
U.S. companies, particularly companies in the aircraft and con-
struction industries, to lose business overseas.

The cost burden associated with the accounting provisions
is due in part to uncertainty over what constitutes compliance.
Affecting this uncertainty 1is the controversy over whether the
provisions contain a materiality standard--a threshold for finan-
cial disclosure which limits management's reporting responsibili-
ties to only material items. Both these issues are discussed in
detail in chapter 3.
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CHAPTER 3

CONTROVERSY AND CONFUSION OVER

THE ACT'S ACCOUNTING PROVISTONS

Since their enactment, the act's accounting provisions have
been steeped in controversy and confusiocn. The business community
has criticized them as being too vague to provide guidance on
how sophisticated an accounting system must be to comply. 1In
addition, SEC and an American Bar Asscciation (ABA) committee
disagree on whether the provisions contain a materiality standard--
a threshold for financial disclosure which limits management's
reporting responsibilities to only material items. The ABA com-
nmittee indicates that the act does contain a materiality standard;
SEC says that a "reasonableness" standard governs. Without a
materiality standard, compliance is perceived by business as too
costly.

Although using familiar accounting terms, the act's account-
ing provisions are inherently subjective and can be interpreted
differently. Guidance provided by the accounting profession and
SEC, however, should alleviate some of the uncertainty; especially
a recent policy statement by SEC on the accounting provisions.

Irrespective of whether a materiality standard exists, the
business comnunity at large believes that one is needed. To help
companies avoid unnecessary compliance costs, we believe that SEC
should provide further guidance to business on the factors and
criteria that will be considered in assessing reasonableness.
However, given the intent of the act's accounting provisions to
improve corporate accountability over assets, we believe the tra-
ditional standard of materiality related to financial disclosure
is not appropriate. SEC must elicit the views of and work closely
with both the corporate community and the accounting profession
in determining what additional guidance is needed and in deter-
mining the format of the guidance.

Another reason that companies are incurring unnecessary com-
pliance costs is their apprehension over the potential application
of criminal penalties to what are essentially intended to be man-
agement judgments covering diverse and oftentimes complex record-
keeping and internal control systems. These are highly subjective
determinations, even with the additional guidance we call for SEC
to develop. We believe that the Congress should repeal the criminal
sanctions associated with the accounting provisions to ensure that
business can better work toward cost-effective conpliance.



what constitutes compliance. Although the act uses familiar ac-
counting and auditing terms, critics emphasize that it lacks
objective criteria for determining whether a recordkeeping or
internal contrcl deficiency is a violation. Much confusion
exists over terms such as "reasonable assurances" and "in reason-
able detail." Coupled with the lack of a materiality standard,
which is discussed on pages 25 to 31, business perceives the act
to be too costly.

The accounting profession and SEC have provided some guidance
to companies on how to comply with the accounting provisions, which
should alleviate some of the uncertainty. An element of uncertainty,

however, will probably always exist due to the inherent subjectivity
of accounting terms.

The accounting provisions
have been criticized as unclear

There is extensive dissatisfaction with the clarity of these
provisions. Our corporate sample, leading public accounting
firms, and the previcusly mentioned Financial Executives Research
Foundation study all give the provisions low marks for clarity.

Over 30 percent of our questionnaire respondents rated the
recordkeeping provision as inadequate, and over 50 percent rated
the concept of "reasonable assurance"” as inadequate.

The respondents indicated that greater specificity is needed.
One respondent commented that the accounting provisions are stated
in very broad terms which are difficult to apply to specific sit-
uations. Another commented that the provisions are very subjec-
tive; there is no method for determining what is a sufficient
system of internal accounting control and no general consensus
on the definition of "reasonable assurance."

The leading public accounting firms reported similar views.
They were concerned that the act provides no guidance on what
constitutes a violation of the accounting provisions. One firm
commented that deciding whether a company's recordkeeping is
accurate and reflects matters fairly, or whether a system of
internal accounting controls provides reasonable assurances, in-
volves complexities and uncertainties that make it difficult,
if not impossible, to determine whether a company has complied
with the act. Another firm was concerned that because of the
absence of standards for determining compliance, management’s
view of how accurate its records need to be may differ signifi-
cantly from the degree of accuracy the act may require. Many
firms were critical of the fact that although the "reasonable
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In August 1980, the AICPA issued its Statement on Auditing Stand-
ards, No. 30 entitled "Reporting on Internal Accounting Control."
This new standard describes the procedures that should be applied
in connection with various audit engagements to report on internal
accounting controls—--including publicly expressing an cpinion on
a client's overall internal accounting control system. The account-
ant's opinion does not indicate whether the company is in ccmpli-
ance with the act's accounting provisions because the AICPA be-
lieves that determining such compliance is a legal matter.

Statement on Auditing Standards, No. 30 includes a materiality
standard; whereas as discussed on pages 27 and 28 SEC believes

the act includes a reasonableness standard. However, the AICPA indi-
cates that the accountant's opinion may be helpful to management

in evaluating the company's compliance. Also, an expert on audit-
ing practices has been gquoted as saying that the new standard

will provide momentum by taking away the auditors' argument that
they do not have guidelines for evaluating and reporting on inter-
nal controls.

To further diminish the uncertainty, on January 13, 1981,
SEC's Chairman, in a speech before an AICPA conference, delivered
a pelicy statement on the act's accounting provisions. This state-
ment was issued 5 weeks after SEC received for comment our draft
report which showed the seriousness of the controversy and the
confusion in the business community over what constitutes com-
pliance with the accounting provisions. The SEC Chairman stated
that the anxieties created by the act among individuals of utmost
good faith have been, in his experience, without equal. He said
that uncertainty about those provisions can have a debilitating
effect on the activities of those who seek to comply with the law
and acknowledged that business may have incurred excessive costs
in attempting to assure compliance with the act.

The Chairman indicated SEC's sensitivity to the concerns of
business and provided an analysis of the act's provisions, addres-
sing certain characteristics which SEC will consider in assessing
compliance. For instance, the Chairman said that inadvertent
recordkeeping mistakes will not result in SEC enforcement action.
He also said that a company will not be subject to an injunction
for falsifying its books and records where management, broadly
defined, is not aware of such an action and could not reasonably
have known cof it. The Chairman reemphasized SEC's position
that the reasconable standard applies. He added that a company
need not always select the best or the most effective control
measure but that the one selected must be reasonable under all
circumstances. He said that the accounting provisions' principle
objective is to reach incidents of knowing or reckless conduct.
He expected that the courts will issue injunctions only when
there is a reasonable likelihood that the misconduct will be
repeated. In SEC's view this IlIikelihood does not exist when the
conduct in guestion is inadvertent.

23



impossible to enumerate specific controls that would answer every
question and meet all the needs of every company.

CONTROVERSY OVER THE EXISTENCE OF
A MATERIALITY STANDARD ADDS TC UNCERTAINTY

Increasing the uncertainty over what constitutes compliance
is the controversy over whether the act's accounting provisions
include a materiality standard. An American Bar Association com-
mittee's guide to the provisions indicates that the act contains
a materiality standard; SEC says that a "reasonableness" standard
governs.

Irrespective of whether a materiality standard exists, it
is widely held that one is needed. Over 70 percent of our ques-
tionnaire respondents and all the accounting officials contacted
believe that without a materiality standard, the amount and kind
of effort required to comply with the accounting provisions is
unclear.

SEC should provide further guidance to business on the factors
and criteria that will be considered in assessing reasonableness
so that companies can avoid unnecessary compliance costs. However,
given the subject of the act's accounting provisions--improving
corporate accountability over assets--the traditional standard
of materiality related to financial disclosure is inappropriate.
Therefore, SEC must elicit the views and work closely with the
corporate community and the accounting profession, in determining
what additional guidance is needed and the format of the guidance.

The traditional concept of materiality

This concept has long been considered a fundamental part of
the financial accounting and reporting process. A materiality
standard is imbedded in the securities laws, reflecting their
primary objective of investor protection. By requiring full and
fair disclosure of material information concerning publicly of-
fered securities, investors are better able to make informed in-
vestment decisions.

Although materiality is a widely recognized term and some
gquantitative guides exist, an explicit standard of what consti-
tutes materiality has yet to be formulated. Numerous factors are
often considered in making materiality decisions affecting finan-
cial reporting, many of which are intuitive and involve profes-
sional judgment. However, broad definitions of "materiality,"
as well as gquantitative guides for specific items, do exist.
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these provisions, (2) their vagueness, (3) the complete lack of
interpretative guidelines or experience with them, (4) the tech-
nical character of the field, and (5) the peculiar, almost
accidental, character of their legislative origilns.

The guide indicated that the act contained the traditional
standard of materiality related to financial disclosures., The
guide concluded that a company would not be in compliance with
the "accurate books and records" provision if it could not pre-
pare, from its books and records, financial statements that in
all material respects conform with appropriate generally accepted
accounting principles.

With respect to the act's internal accounting control re-
quirements, the guide stated that an implied violation of these
requirements would arise 1f a company's system of internal ac-
counting control did not provide reasonable assurance that mate~-
rial irregularities or material errors in financial statements
either would be prevented or would be detected and corrected
promptly by employees in the normal course of business.

SEC believes no materiality
standard exists

In contrast to ABA's position, SEC has stated that neither
the "accurate books and records™ provision nor the internal ac-
counting control provision includes a materiality standard, but
instead contains a "reasonableness" standard.

In a February 1979 release, SEC emphasized that the "accurate
books and records" provision is qualified by the phrase "in rea-
sonable detail" rather than by the concept of materiality. 1In
discussing comments on a proposed rule concerning this provision,
SEC said that limiting the rule's application to material falsi-
fications of corporate books would unduly narrow its scope. SEC
also said that the act does not require perfection, but that
books, records, and accounts should be kept in reasonable detail
to accurately and fairly reflect the transactions and dispositions
of assets. SEC pointed to the legislative history of the act to
support its position.
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act, no practical system of internal control can assure manage-—
ment that prohibited practices will not occur, however small the
amounts involwved.

The public accounting firms we contacted also emphasized the
need for a materiality standard. In response to the previously
mentioned SEC-proposed rule requiring management to report on
its system of internal accounting control--a requirement some

see as a statement of compliance with the act--public accounting
firms commented that:

—--The inapplicability of a materiality standard creates the
potential for limitless compliance costs and places the
burden upon auditors, who lack the legal authority, to
establish the parameters or criteria that SEC declines
to set.

—--Materiality is necessarily a factor in many cost-benefit
decisions.

—--Materiality is implicit in a cost-benefit test determina-
tion involving internal accounting controls.

The Financial Executives Institute, in its response to the
proposed rule, stated that SEC's decision to specifically deny
the use of a materiality standard in assessing internal account-
ing contreol is a major problem and should be reconsidered. The
Institute believed the absence of a materiality threshold
substantially enlarges the scope of effort and makes literal
compliance virtually impossible. It further commented that
reasonable assurance as a concept distinguished from materiality
is a novel approach and is not well understood. In this regard,
the previously mentioned AICPA Statement on Auditing Standards,
No. 30 includes a materiality standard.

GAO's analysis of the need
for a materiality standard

We believe that without guidance on the factors and criteria
to be considered in assessing compliance against a reasonable stan-
dard, business may incur unnecessary compliance costs. To avoid
the potential of noncompliance and possible enforcement action,
companies may go to greater extremes in keeping books and
establishing controls than the Congress intended. The act's
legislative history indicates that the Congress did not intend
to require companies to have perfect books and perfect systems
of internal accounting control. Instead, the legislative
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the SEC Chairman's policy statement. For instance, he said that
inadvertent recordkeeping mistakes will not result in SEC enforce-
ment actions. He also said that a company will not be subject to
SEC enforcement action for falsifying its books and records where
management, broadly defined, is not aware of and could not reason-
ably have known of such an incident. The Chairman's statement,
however, did not specify the actions that would be indicative of
compliance or discuss the factors and criteria that recordkeeping
and internal contrcol systems must meet.

To guide compliance SEC should provide a better awareness of
what it perceives to be "reasonable." We do not intend that SEC
promulgate requirements that may be burdensome or unrealistic.

We do not believe that companies want an overly detailed checklist
of actions that dictate how they must design their recordkeeping
and internal control systems. The act's legislative history ex-
pressly calls for management judgment in developing systems of
recordkeeping and internal control.

The staff of SEC presently issues guidance covering a wide
range of accounting matters. This guidance includes specific
examples of how various transactions can be handled and is in-
tended to assist in the implementation of the Federal securities
laws. The Federal Government also has standards for certain types
of transactions. For example, Federal agencies are authorized
by law to use statistical sampling in examining voucher payments
of less than $300. Certain property can be excluded from being
capitalized when the value does not exceed $300.

SEC should find out the areas in which the business community
needs further guidance. Initially, it could do this by asking
business for its views on what additional guidance is needed to
comply with the reasonableness standard and what form this guidance
should take. For instance, this guidance could take the form
of hypothetical situations, actual examples, or interpretations,
or could specify actions that would be indicative of reasonable
action to comply with the accounting provisions. Management judg-
ment will remain of primary importance, but business will be better
aware of what SEC perceives constitutes compliance.

CRIMINAL PENALTIES ASSOCIATED WITH THE
ACCOUNTING PROVISIONS SHOULD BE REPEALED

Ancther reason companies may be incurring excessive compliance
costs is their apprehension over the potential application of criminal
penalties to what are essentially intended to be management judgments
over recordkeeping and internal control systems. The accounting
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and perhaps criminal liability, as a result of technical and in-
significant errors. He also stated that anxieties created by

the act may have led business to develop overly burdensome compli-
ance systems which extend beyond what is needed for sound manage-
ment or intended by the act.

In commenting on our report, SEC stated that a criminal pro-
secution would be recommended to the Justice Department for viola-
tion of the act's accounting provisions only in the most egre-
gious cases. In addition, SEC stressed that in the 3 years since
the act was passed, it has yet to recommend criminal prosecution.
Further, SEC pointed out that, in the six civil injunctive actions
brought to date under the accounting provisions, there were also
other violations of securities laws involved.

We strongly support the expressed intent of the act that
business maintain accurate records and adequate systems of inter-
nal controls. However, we do not believe criminal penalties
should be associated except for the most serious viclations, such
as the type of flagrant abuses that gave rise to the passage of
the accounting provisions. Such abuses could best be addressed
through new legislation which could expressly establish criminal
penalties only in cases of flagrant abuse.

The existing criminal penalties attached to the accounting
provisions should be repealed. This should substantially allevi-
ate the business community'’'s apprehension over the exposure to
criminal liability for minor irregularities or control weaknesses
of the accounting provisions. The Congress should consider legis-
lation to establish criminal penalties for the khowing and will-
ful falsification of corporate books and records. This would
cover situations where corporate books and records were falsified

for the purpose of aiding in or concealing the misuse of corporate
assets.

LEGISLATION HAS BEEN INTRODUCED TO RESCLVE
CONFUSION OVER THE ACCOUNTING PROVISICNS

Bills (H.R. 7479 and S. 2763) 1/ were introduced in the last
session of the Congress to amend these provisions. We anticipate
that these bills will be reintroduced in the near future. Sup-
porters of these bills believe that although the act -serves a
legitimate, ethical need, it has inadvertently created unneces-
sary constraints because of the unclear nature of compliance.

The bills propose that the traditional materiality standard
in terms of financial reporting be incorporated in the accounting
provisions to make the act consistent with accounting requirements
of the securities laws and to aveoid unnecessary cost burdens.

l/ We sent comments on H.R. 7479 to the Chairman, House Committee
on Interstate and Foreign Commerce (B-199500, Sept. 19, 1980).
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subjective determinations. We view the fear of criminal reprisals
for errors and control weaknesses that are not related to improper
payments as a reason that companies may incur unnecessary compliance
costs, and we, therefore, believe that the criminal penalties

should be repealed.

RECOMMENDATIONS TO THE CONGRESS

We recommend that the Congress amend the Foreign Corrupt
Practices Act to repeal the criminal penalties associated with
the act's accounting provisions. Enforcement of the accounting
provisions' recordkeeping standards and internal contrcl objec-
tives would be through SEC civil action. However, those flagrant
types of abuses that gave rise to the act, such as the mainten-~
ance of off-books slush funds, are still a matter of concern.

To insure that adequate deterrents to these types of abuses exist,
we recommend that the Congress consider legislation to establish
criminal penalties for the knowing and willful falsification of
corporate books and records. We also recommend that the Congress
hold hearings to address propblems with the accounting as well as
as the antibribery provisions of the act.

RECOMMENDATIONS TO SEC

We recommend that the Chairman of SEC, with input from Jus-
tice, Commerce, the corporate community, and the accounting profes-
sion, provide to business guidance on the factors and criteria that
will be considered in assessing reasonableness. This guidance could
take the form of hypothetical situations or actual examples, or
could specify actions that would be indicative of reasonable action
to comply with the accounting provisions. SEC should find out the
areas in which business needs further guidance and should seek
the comments of business before finalizing the guidance. Management
judgment will remain of prime importance, but business should
have a better awareness of what reasonableness means to SEC.

Because of the importance of the act and the controversy and
uncertainty surrounding the accounting provisions, close congres-
sional oversight is needed. Therefore, we also recommend that the
Chairman report on efforts to provide guidance on compliance no
later than June 30, 1981, to the Chairmen, Senate Committee on
Banking, Housing, and Urban Affairs and House Committee on
Energy and Foreign Commerce.
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CHAPTER 4

ISSUES SURROUNDING THE ACT'S

ANTIBRIBERY PROVISIONS

As with the accounting provisions, there is also confusion
over what constitutes compliance with the act's antibribery pro-
visions particularly by companies whose business has been adversely
affected by the act. Ambiquities in these provisions have been
cited as possibly causing U.S. companies to forgo legitimate export
opportunities.

The majority of our corporate sample perceives that an inter-
national antibribery agreement would strengthen American com-
panies' competitive position in foreign markets. No other nation
has antibribery prohibitions similar to the Foreign Corrupt Practices
Act.

To clarify the ambiguities in the act, the Justice Depart-
ment implemented a program to provide advance guidance. However,
this program, which has been used only nominally by businesses,
has been criticized by some business and governmental officials
as inadequate. The program has yet to effectively address the
uncertainty and it is doubtful it will. We believe other alter-
natives are needed if the ambigquities are to be cleared up, and
we offer several options.

Also, efforts since 1976 to reach an international anti-
bribery prohibition have not been successful. The United States
has recently mounted a new effort to negotiate an international
agreement outside the United Nations, but the State Department
is not optimistic that an effective agreement can be put into
effect any time soon.

THE ACT'S ANTIBRIBERY PROVISIONS

The act's antibribery provisions prohibit both SEC regis-—
trants and domestic concerns from corruptly offering or giving
anything of value to

--a foreign official, including any person acting
in an official capacity for a foreign government;

--a foreign political party or party official; or
-—a candidate for foreign political office.
The prohibition relates to offers or payments that are corruptly

made to influence these officials in order to help a registrant

or domestic concern obtain or retain business or to direct business
to any person.
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lawyers believe the "reason to know" standard increases the poten-
tjial liability of a company for the acts of affiliated third par-
ties, even though the company cannot fully monitor or control their
activities.

This provision was cited as the area of greatest concern to
business in a September 1980 report on export promotion functions
and potential export disincentives prepared by the Department of
Commerce and the Office of the U.S. Trade Representative. Accord-
ing to the report, the provision suggests that a company would
be found to have reason to know when it ignored red flags. "Red
flags" were defined as indications that would lead a reasonable
person to believe that an agent was making a prohibited payment.
Some companies and their attorneys are concerned that in countries
where bribery of government cfficials is commonplace, reason to
know will be presumed in all cases.

The report further stated that companies are uncertain about
the extent to which they can insulate themselves from liability
for the corrupt activities of agents by instituting control pro-
cedures designed to insure compliance with the act. The report
added that many companies are concerned that they may be liable
if bribery occurs even after they have instituted reasonable,
prudent safeguards. According to the report, the effects of these
ambiguities manifest themselves in various ways. It pointed out

that discussions with the private sector had revealed instances
when U.S. companies

--withdrew from joint ventures for fear they later could
be held responsible for the acts of their foreign partners,

——incurred substantial legal and investigative costs to
check the backgrounds of their sales agents abroad,

--could not obtain the services of effective sales agents,

--lost contracts simply because of the time needed to inves-
tigate sales agents and institute safeguards,

--—withdrew from existing markets, and
--declined to enter new markets.

Definition of "foreign official"”

The act defines a "foreign official" as any officer or em-
ployee of a foreign government or one of its departments, agen-
cies, or instrumentalities, or any person acting in an official
capacity for or on behalf of such government or department,
agency, or instrumentality. The term "foreign official" excludes
any employee whose duties are essentially ministerial or clerical.
The distinction is important because facilitating payments to the
latter officials are not prohibited.
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prohibited, while a small payment to expedite processing of a
customs form is prohibited if made to a more senior official.

Extortion versus bribery

Another area of uncertainty expressed by some businessmen
we contacted concerns what they perceive as the fine line between
extortion and bribery. This fine line was also cited in the
export report prepared by Commerce and the Office of the U.S.
Trade Representative.

The legislative history indicates that payments made as a
result of threats of criminal violence to a company's plant are
allowed on the grounds of extortion. For example, the Senate com-
mittee report states that a payment made to an official to keep
an o0il rig from being blown up should not be held to be made with
any corrupt purposes.

However, some businessmen question whether economic extortion
is covered. For example, does the act exempt payments made as
a result of threats that are primarily economic, such as threats
of expropriation or threats to cut off o0il supplies?

THE DEPARTMENT OF JUSTICE GUIDANCE PROGRAM
TO REDUCE UNCERTAINTY

President Carter expressed concern over the potential effect
of the act's alleged ambiguities in September 1978--only 9 months
after its passage. He stated that the act should not be viewed
as an impediment to the conduct of legitimate business activities
abroad. He hoped that business would not forgo legitimate export
opportunities because of uncertainty about the application of
the act. To reduce this uncertainty, he directed the Department
of Justice to give the business community guidance concerning
its enforcement intentions under the act.

On March 24, 1980--18 months after the President's directive--
the Department of Justice implemented its long-awaited guidance
program. Justice believes the program's review procedure will
provide a mechanism for businessmen and attorneys to seek guidance
about the meaning and application of the antibribery provisions.

The program has yet to effectively address the ambiguities,
and it is doubtful it will. Its format has been criticized by
some governmental and business officials, and it has been used
only nominally by the business community. As of January 1981,
only five companies had requested a review.

How the program works

The guidance program, entitled the "Foreign Corrupt Practices
Act Review Procedure,” allows a company to seek guidance on con-
templated foreign transactions. The procedure is modeled after
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The U.S. Chamber of Commerce has also criticized the Justice
program. The Chamber, commenting on export disincentives, has
stated that given the stringent requirements of the review proce-
dures and the lack of protection from government investigation,
it appears unlikely that companies will use the program. The
Chamber of Commerce further stated that of the options for guidance
under the program proposed by Commerce, Justice selected the one
least onerous for itself, which was the least worthwhile for the
business community.

The September 1980 report on exports, prepared by Commerce
and the Office of the U.S. Trade Representative, stated that bus-
inessmen are not optimistic that the review procedure will prove
very useful because:

--The Justice response will ordinarily come after the
business decision must be made.

--Foreign agents will often be reluctant to give the
information needed by Justice to evaluate the proposed
transaction.

--Confidential information in letters might be disclosed.

--The mere fact that they have sought guidance will become
known and cause adverse publicity.

The report also pointed out that business believes the precedential
value of the review letters is limited because Justice's statement
of enforcement intentions will apply only to the particular trans-
actions under review. The report further stated that it will take
a number of years before a sufficiently broad range of issues

will have been addressed under the procedure to provide useful
guidance.

Another criticism of the program has been the lack of SEC
participation. Both the National Governors Association and the
White House task force studying export disincentives expressed
concern that the review procedure would not bind SEC from taking
enforcement action. As previously noted, SEC and Justice share
responsibilities for enforcing compliance with the antibribery
provisions by SEC-registered companies. SEC, which is an inde-
pendent requlatory agency, had declined Justice's invitation to
join in the review. Therefore, business has been concerned that
SEC could initiate an investigation and file a civil action against
a registrant even though that company had obtained a review letter
stating that Justice had no intention of seeking enforcement action.

The Director of SEC's Enforcement Division strongly opposed
offering guidelines to the business community and has been quoted
as saying that
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—-Unify enforcement of the antibribery provisions in Justice,
leaving jurisdiction over the accounting provisions with
SEC.

--Clarify the ambiguities in the law.

--Require Justice to issue guidelines using hypothetical
cases, where appropriate, that could clearly and com-
prehensively guide U.S. firms as to the interpreta-
tion which Justice is placing on the act for purposes
of enforcement and criminal prosecution. This will be
in addition to Justice's current review procedure.

--Provide that convictions for criminal violations may be
made only with sufficient proof that the violations were
committed with willful intent.

Further information regarding the review procedure should
be available scoon. President Carter directed the Attorney
General and the Secretary of Commerce to review the effectiveness
of the procedure after it has been in effect for 1 year. The
President further directed them to report by March 1, 1981,
on the results of the review and any recommendations that may
be necessary to clear up any ambiguities in the act. In that
regard, Justice and Commerce requested the public to comment by
February 16, 1981, on the effectiveness of the review procedure.
Justice and Conmmerce received only five comments—--four of which
specifically addressed the review procedure. All four of these
cormments were critical of the effectiveness of the review proce-
dure. For example, one company commented that "the review pro-
cedure is ineffective" and it "probably cannot be made workable."

AN INTERNATIONAL ANTIBRIBERY
AGREEMENT IS NEEDED

Compounding the perceived ambiguities in the act's antibri-
bery provisions is the lack of an international antibribery agree-
ment. The President and the Congress both recognized that success
in reducing bribery of foreign officials by all businesses, U.S.
and non-U.S. alike, is contingent on strong international efforts.
Although efforts have been in process for more than 4 years, the
United Nations has proved unable to achieve an international anti-
bribery agreement.

Without an effective international ban against bribery, a
competitive advantage could be given to non-U.S. firms. No other
nation has antibribery prohibitions similar to the act. If for-
eign businesses are not restricted by similar antibribery provi-
sions, they could continue to make questionable payments to
foreign officials. Over 50 percent of our questionnaire respon-
dents believe an international agreement would strengthen
American companies' competitive position abroad. As discussed
in chapter 2, they reported that, assuming all other conditions
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act. Unlike Justice's recently developed review procedures,

all documents submitted by issuers and domestic concerns would

be exempt from disclosure under the Freedom of Information Act
and either returned or destroyed. This would encourage issuers
and domestic concerns to submit inquiries without worrying wheth-
er the information would be publicly disclosed.

Also, courtesy items, marketing education, or expenses
related to the demonstration or explanation of products would
not be considered bribes under the bills. The present act does
not have these exclusions. Additionally, any payments, which
are congidered lawful in the foreign country in which they are
made, would not be prohibited under the bills.

Further, the bills would express the sense of the Congress
that the President should pursue the negotiation of bilateral and
multilateral agreements with other nations tc establish standards
of conduct for internaticnal business practices.

These bills address our concern that alternative ways of
providing guidance are needed to resolve the ambiguities in the
antibribery provisions. Also, we fully support the sponsors'
call for the Congress to urge negotiation of an international
antibribery agreement.

We believe the problem of dual enforcement of the provisions
by Justice and SEC could be addressed by requiring SEC to partici-
pate with Justice in any guidance program and to be bound by the
guidance provided business. The elimination of SEC's enforcement
authority, however, is a matter for the Congress to decide.
Whether other countries' laws will be the basis for determining

if a foreign payment is lawful is also a matter for the Congress
to decide.

CONCLUSIONS

Uncertainty about what constitutes compliance with the anti-
bribery provisions may have caused U.S. businesses to forgo le-
gitimate export opportunities. Companies, particularly those
which have reported a decrease in overseas business, have signi-
ficiant problems interpreting the antibribery provisions. A
Justice guidance program has yet to alleviate this uncertainty,
and it is doubtful it will in its present format. The program
has been criticized by some Government officials as inadequate
and has been used only nominally by business.

The act is an expression of congressional policy, and rigor-
ously defined and completely unambiguous requirements may be im-
practical and could provide a roadmap for corporate bribery. On
the other hand, companies, whether registered with SEC or domestic
concerns under Department of Justice jurisdiction, should be sub-
ject to clear and consistent demands by the Government agencies
responsible for enforcing the act.
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——-the definition of "foreign official,"

--the responsibility of a company for the actions of foreign
agents and officials,

--making facilitating payments, and
—-—corrupt versus noncorrupt payments.

Because of the importance of the act and the questions and
concerns about the antibribery provisions, close congressional
oversight is needed. We therefore also recommend that the At-
torney General and the Chairman of SEC report no later than
June 30, 1981, to the Chairmen of the Senate Committee on
Banking, Housing, and Urban Affairs and the House Committee
on Energy and Commerce on alternative ways to address the
antibribery ambiguities.

AGENCY COMMENTS AND QUR EVALUATION

Both SEC and Justice disagree with our recommendation that
they develop alternative ways to address the antibribery pro-
visions. They contend that our statistics suggest that
ambiguities in the act are not a significant problem. In addi-
ticn, Justice believes that until it, along with Commerce, con-—
pletes its examination of the effectiveness of the Justice
Foreign Corrupt Practices Act Review Program, our conclusions
are premature. In its reply, the State Department indicated
that it supports our recommended option to offer legislative
proposals to amend the act to reduce the ambiguities. The
Commerce Department, although seemingly supporting our report, did
not expressly address our recommendations. Appendicies IV to
VII show the agency comments and our detailed evaluation where
it is appropriate.

We disagree with SEC's and Justice's contention that ambi-
gulties in the antibribery provisions are not a significant prob-
lem. Our review shows that a serious problem exists concerning
the clarity of the provisions. A signficiant percentage of
our gquestionnaire respondents, particularly respondents who
reported lost overseas business as a result of the act, rated the
clarity of these provisions as less than adequate. For example,
over 55 percent of the respondents who reported lost business
rated the clarity of the "reasons to know" provision as inade-
quate or very inadequate, and another 18 percent rated the clar-
ity as only marginally adequate. This provision was also severely
criticized in the September 1980 report on exports prepared by
Commerce and the Office of the U.S. Trade Representative.

We also do not agree with Justice's contention that our
conclusions are premature. The Foreign Corrupt Practices Act has
been in effect for more than 3 years. Concern over the clarity
of the act's antibribery provisions has been expressed during
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APPENDIX I APPENDIX I

SURVEY RESULTS

This appendix shows how the 185 corporations that responded
to the survey answered each question. The percentage to the right
of the question alternatives show the percent or proportion of
companies answering the question that chose that particular alter-
native. 1In some cases guestions were preceded by a filter ques-
tion that screened out a proportion or percent of the population.
The reader is cautioned to account for these filter guestions
when comparing the results of responses to specific guestions back
to the statistics cited in the body of the report. Because there
are instances where the respondent could choose more than one
alternative, the sum of the percentages for each alternative need
not necessarily total 100 percent. Also, in guestions where the
respondent was asked to write in an amount (e.g., the number of
years), the average or mean of reported amounts is presented. In
matrix-type questions, the percentage of respondents choosing a
particular alternative are typed within the appropriate matrix

box or row-column space.
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APPENDIX I APPENDIX I

4. Which employee groups have been informed of your policies for handling each of the improprieties listed below? (Check ail
applicable columns 1-6 or check 7 nor applicable for each row.)
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1. Questionable or improper foreign payments 7% 23 25 75 53 47
2. Domestic or foreign bribes 80 20 25 75 59 48
3. Gwing expensive gifts 83 {17 | 27 73 |42 58
4. Using corporate funds for political contributions 81 19 29 1 46 54
5. Misuse or mismanagement of cash pools or funds 37 22 23 77 34 67
6. Failing to record financial transactions 76 24 25 75 18 62
7. Fajling to secure proper authonzations for transactions 74 26 25 75 | 18 62
8. Failing to assure for the security of all company assets 73 27 22 78 46 54
9. Failing to assure for the proper utilization of alt com-
pany assets 74 26 22 78 39 61
10. Making false entries on company books or records
e pany 25125 | 23 77 133 67%

5. What proportion, if any, of those subject to the policies listed below are required to acknowledge in writing that they have re-
ceived and read, or will comply with the policies: (Check one.)
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i 2 3 4 5
1. Questionable or improper foreign payments 11% 26 3 11 49
2. Domestic or foreign bribes 11 27 3 11 48
3. Giving expensive gifts 19 24 3 9 46
4. Using corporate funds for political coninbutions 15 24 3 10 49
5. Misuse or mismanagement of cash pools or funds 11 26 2 11 50
6. Failing to record financial transactions 14 27 2 10 47
7. Failing to secure proper authorizations for transactions 20 26 2 9 43
8. Failing to assure for the security of all company assets 16 29 9 9 43
9. Failing to assure for the proper utilization of all company assets 15 27 3 a 47

10. Making false entries on company books or records 13 76 3 11 48
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APPENDIX I APPENDIX I

12. Again, if yes to 10, and if applicable, what was the nature 14, 1f yes to 13, what policy areas were changed and how
of these changes (¢.g., new policies were 1ssued to cover extensive were these changes? (Check the columns show-
a type of violation that had not been previously addres- ing the area and the extent of the changes.)

sed, more people were required to acknowledge in writing,
stricter codes of discipline were applied, etc.)? (Check ail

o
]
that apply.) ) §,,
u '
2o [3)
1 D Policies were rewritten to be more 84,27 5;‘.‘ s ¥
specific or to expand scope o F sF
§¢/ 88
2. D Policies were issued to cover type(s) 47.5 =y |/ £=2
of violation that had not been pre- n S
viously addressed
. I Questionable or
3 More people were informed 67.3 improper foreign
aymenis <
4 People were informed more often 34.7 pay 49.3%1 50.7
2 Domestic or
Peaple were required to acknowledge 35.4 forei ;
n bribes
In wnting more often oreign brt 45,2 34.8

3 Giving expen-

6. Procedures tor communicating 60.4
sive gifts
policies were made more (ormat & 60.9 39.1
. . 4 Using corporate
7. Mare attention was given to the 54.5 Sing corpor

funds for polit-

procedures for informing people wcal contributions 50.9 491

0 0 0 0oog

More effort was put into the develop- 16.8
ment and use of visual aids, presenta-
tions, and media material for com-

> Misuse or misman-
agement of cash
pools or funds

municating policies 63.2 36,8
. . t. Failing to record
9. D Maore severe disciplinary measures 13.9 financglal t:ansf
were adopted for code violations actions 67.5 32.9)
10 D Other (specify) 9.9 7 Failing to secure
proper authoriza-
tions for transactions 79.3 20.7
8 Fauing to assure
for the securnity of
13. Were your corporate policies or codes of conduct cover- all company assets 30.8 19.9)
ing questionable practices, improprieties, etc., in the use - .
of corporate funds and transaction reporting changed 9 Failing to assure
during the 4-.year period prior to the enactment of the for the proper
Foreign Corrupt Practices Act in December 19777 utibzation of ail
. company assets A
1. D Yes (¢continue) 50.9 aL.8 18.

10. Making false
entries on ¢company o

books or records 63.3 31.7]

2. [[] No (goto 16) 49.1%
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19. Consider those payment transactions made to agents who
are foreign during your last fiscal year. About what
proportion, if any, of these payments were reviewed by
internal audit? (Check one.)

49 3%
1. D A small portion, if any (less than about 15%)

2. [ A quarter (from about 15% to 35%) 13,5
3. [ A half (from about 36% to 65%) 7.4
4 [T Three-fourths (from about 66% to 85%) 4.7
5. D All or almost all (more than 85%) 25,0

20 To what echelon of responsibility does the head of
internal audit directly report? (Check one or more.)

1. D The comptroiler 30.7

2 [[] The chief financial officer (if other 42.5
than the comptrolier)

3 [] The president 1.2

4, D The Board of Directors or its Audit 453.6
Committee

5 D Other (specify) 19.6

APPENDIX 1

21. Does the Board of Directors have an audit commttee?

| D Yes (continue) 97.3%

ZDNO

22. 1f yes to 21, how many people are on the audit committee
and how many are independent of management?

(go to 23) 2.7

1 Number on audit committee Jmean 3.7

2. Number independent of management mean 3.6

23. Were your audit and control functions, staffing and/or
procedures reviewed or compared with the provisions
and requirements of the Foreign Corrupt Practices Act
of 19777

1 D Yes (continue) 35.7

2 [JNe

24, 1f yes, did this review cause any revisions or increases
in the activities of your audit and control functions,
staffing, procedures, or documentation?

(g0 to 26) 4.3

1. D Yes (continue) 80.7

2 [ No (201026 19.3

25 Agamn, as a result of this review, to what extent, if at all, have you made the following changes? (Check one column for each row.)

& > Y Q\ _'\og
¥ \.“'& \'& ~ @oﬁ. Qas. & d*\ ’5’\.? e'?\
& & 3 SIS ES S0 o
L@ SfEF SR FSEFSEES S
1 2 3 4 5 6
1. More clearly specified the division and echelon responsibie for 7
maintaining an adequate accounting and control system 32.9 22.9122.1 |13.6 |8.8
2. Increased the number of special review audits or investigations 14 .4 23.2 1 26.1 |11.6 [4.3
3. Increased the routine testing of accounting or controlsystems  lo9 5 | 26 6| 28.8 18.7 [5.0
4. Increased the amount of internal accounting control
documentation 3.3 | 16.9129.6|23.2 [26.8
5. Increased the auditing of paymenis to foreign agents 48.7 19560 23,3 1111 1y
6. Increased the size of the internal audit staff 0.3 19.4121.6 }12.2 |6.5
7. Increased the responsibility of the internal audit staff 26.1 | 26.1 1 26.1 | 15.9 |5.8
8. Increased the traming of the internai audit staff 30.7 | 33.6)24.1 ] 7.3 la.s
9. Increased the independence from management of the internal
audit staff 58.3 | 12.9]14.4 ! 9.4 |5.0
10. Increased the independence from management of the Board
of Directors or its Audit Committee ’8.0 6.8 9.1 5.3 10.8
11. Increased the number of Audit Committee members who 1.5 .
are independent of management 910 3.8 ' 1.5 2.3
12. Increased the size of the Audit Committee 91.7 .50 1.51 0.8 J1.5%
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29

30.

31

32

If yes to 28, to what extent, if at all, did this nonbenefit
cost burden increase the costs of your accounting and
auditing activities? (Check one.)

27.8%
l. D To little or no extent (about 10% or less)
2. D To some extent (from about 11% to 35%) 49.5

3. D To a modearate extent (from about 36% to 1ég%@)

4, D To a great extent (from about 66% to QO%)A,I.

5 I:] To a very great extent (more than 90%) 5.2

What effect, if any, has the Foreign Corrupt Practices
Act had on the ease with which your company 1s able to
recrutt board members? (Check one.)

1. D Easier to recruit board members

2. D No effect on recruiting board members  91.8
3. D More difficult to recruit hoard members 8.2

What effect, 1f any, has the Foreign Corrupt Practices

Act had on the cost of your directors’ and officers’
hability insurance? (Check one.)

1. D Decreased the cost 0.6
2 D No effect on the cost 84.4
3. D fncreased the cost 15.0

What effect, 1if any, has the Foreign Corrupt Practices
Act had on the amount of time your directors spend on
company affairs? (Check one.)

1. D Substantial decrease in time 0.6
2. [] stight or minor decrease in time 1.7
3. D No change in time 31.7
4, D Slight or minor increase in time 57.2
5 D Substantial increase in time 8.9

Iv.

33.

34.

35,

36.
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YOUR OPINIONS ABOUT THE IMPACT OF THE FOR-
EIGN CORRUPT PRACTICES ACT

[n your opmion, to what extent, if at ali, has the Foreign
Corrupt Practices Act affected your total overseas busi-
ness? (Check one.)

] D A great mncrease 1n business

2 D A moderate increase in business

3 D Somewhat of an increase 1n business

4 D Little or no effect on business 67,7
3 D Somewhat of a decrease in business 19.6
6 [:] A moderate decrease in business 12.0
7 I:] A great decrease in business 0.6

To what extent, if at all, has the Act discouraged foreign
buyers or agents from doing business with your firm?
(Check one )

t [] To uttle or no extent 12.4
2 D To some extent 14.7
3 D To a moderate extent 10.6
4 D To a substantial or great extent 2.4

[

D To a very great extent

Has the Act limited the number of countries in which
your company does business?

1 D Yes 11.4
2 ] Neo 88.6

If yes. please indicate the number of countries in which
you no longer do business.

i

20.0
> 23 55.0
3 -5 25.0%

4 D 6 or maore
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43, To what extent, if at all, do you believe an international
agreement against bribery would strengthen American
companies’ competitive position abroad? (Check one.)

1. D To little or no extent 38 .4%
2. D To some extent 33.3
3. D To a moderate extent 17.0
4. D To a great extent 10.1
5. D To a very great exient 1.3
6 D No opinion

APPENDIX T

45. Do you feel that the Foreign Corrupt Practices Act has
been effective in reducing questionable foreign payments
by American companies? (Check one.)

v Yes 21.87%

2. D Probably yes 54.7
3 [ undecided 18.3
4 D Probably no 3.9

s ] No 1.1

44 If to little or no extent, please explain why you think an international agreement would not be effective in strengthenung Ameri-

cah companies’ competitive position abroad?

ADDITIONAL COMMENT

46 If you have additional mformation which you feel 1s relevant to any of the preceding questions, or if you have comments about
questions we should have asked but did not, please feel free to express your views below.

OPTIONAL INFORMATION

47. We would like to determine whether size is an important consideration in assessing impact of the Foreign Corrupt Practices Act.
If you care to, would you mind giving us a general idea of your company’s 1978 sales volume? (Check one.)

1. ] s1 billion or more 27.0
2. [] $400-5999 mullion 29.3

3. ] $250-8399 mulkon 20.7%

4. 7] $150-$249 miilion 16.7
5. [[] Below $150 million 6.3%
Thank you
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against participation. The sample screen was necessary because
of the changes that had occurred between the time the universe
was developed and the execution of the study and because of the
great difficulty in sorting out these types of cases from the
universe in advance of the sampling and data collection opera-
tions.

VALIDATING THE QUESTIONNAIRE RESULTS

In the validation study we visited 27 companies. During
these visits, we interviewed the company officials and reviewed
documentation and records considered necessary to assess the
credibility of the respondents' answers on all objective question-
naire questions. On the opinion questions, the respondents were
asked to reconsider their initial views and explain inconsisten-
cies. In every case, almost all the corporate questionnaire re-
sponses were found to be consistent with the auditers' findings.
The validation visits were conducted under a pledge of confiden-
tiality, and all the validation data was recorded as an anonymous
response. No company can be identified from the data collected
in this study.

Statistical tests indicated almost ro difference between
the responses of the validation sample and of the sample respond-
ing to mailed self-administered questionnaires. The two samples
were compared on their responses to 191 items. A statistically
significant difference was found in only five of these items,
and in each case the actual value of this difference was rela-
tively small. 1/ Alsc there was no difference between the non-
response rate of the mail and of the validation samples. Hence
the results of the study were based on tre pooled responses of
both the validation and mail respondents,

CALCULATING THE EFFECTIVE UNIVERSE
AND SAMPLE SIZE

The universe was Fortune's 1977 list of the 1,000 largest
(by sales volume} U.S. industrials. As previously mentioned,
this list contained a small portion of inappropriate cases which,

1/0n question 26, 85 percent of the validation sample and 60 per-
cent of the mail sample increased theitr audit and control func-
tions during the 4 year period before the enactment of the
Foreign Corrupt Practices Act in Decemter 1977. For guestion
27, the mail sample respondents had a slightly greater tendency
to increase the number of special audits, as well as the audit
payments to foreign agents, than the respondents in the valida-
tion sample. Similarly, for question 37, the mail respondents
had a little more trouble than the validation respondents with
the wording of the act's provisions on contributions to poli-
tical parties. However, the converse was true on the issue of
materiality.
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QUESTIONNAIRE RESPONDENTS BY INDUSTRY CLASSIFICATION

Industry category Number of respondents

Food 22

Metal manufacturing 21

Electronics—--household appliances 14

Machinery--farm, office, mining, and industrial 11

Metal products 11

Chemicals 11

Work products~-furniture, paper, fiber, and
lumber

Measuring, scientific, and photographic
equipment

Metalworking and special industry machinery

Petroleum refining

Motor vehicle transportation

Office equipment, including computers

Publishing and printing

Glass, concrete, abrasives, and gypsum

Rubber, plastics, and leather products

Textile and vinyl flooring

herospace

Mining and crude ©il production

Musical instruments, toys, and sporting goods

Shipbuilding and railroad transportation
equipment

Wholesale trade-~farm products and raw materials

Apparel

Laundries and drycleaning plants

Real estate--subdividers, developers, and
builders

Tobacco

Wholesale trade-—miscellaneous

—
[aw)

Ipaw+~ R W D B OO O~ =] -] 0 e

a/185

a/These figures do not include respondents from the additional
25 construction and 20 aircraft companies which we separately
sanpled. (See p. 15.)
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the enactment of the FCPA, to make important changes in their audit and in-
ternal accounting control functions, and in their codes of conduct, despite
the fact that a large nuwber had already made changes in these areas in the
four years prior to enactment of the statute. The data suggest that in the
absence of the statute serious deficiencies would have remained uncorrected.
The data also indicate that the bribery prchibitions of the Act have been
effective in reducing corporate bribery of foreign officials and that these
results have been achieved without serious losses of overseas business.

The draft report correctly points out that the FCPA has been the sub-
ject of controversy in the three years since the statute was enacted., It
also notes allegations of same persons that key temms of the Act are arbiqu~
ous and confusing and recamends consideration of possible steps that could
be taken to alleviate the concerns that have been expressed. In this corr
text, the Commission recognizes that implementation and interpretation of
the FCPA involves the consideration of several difficult issues. In addi~
tion, although the Camission has a number of reservations about the dis-
cussion set forth in the draft report, it welcames the campletion of the
GAO’s draft report because it has provided the occasion for the Commission
to address important issues concerning the FCPA, arnd assisted the Commis—
sion in clarifying its own views, in light of the survey data.

Although our caments are rather lengthy, we believe that the GAO will
find our views constructive and helpful. Our camments seek to put the
Act and its legislative history in perspective, to explain why many of the
criticisms of the Act are either misplaced or exaggerated and to emphasize
the importance of going beyond the assertions of saume persons that the Act
is confusing and ambiguwous to an analysis of competing policy considerations
ard an effort to recorncile these campeting considerations in a manner that
is consistent with the purposes of the Act. In addition, our camments con-
cerning the draft report eludicate the Caomission's position with respect
to important points in a manner that we hope will lead to a greater under—
standing of the impact and meaning of the Act. In this context, we believe
it would be useful for the GAC to include a more detailed assessment of the
merits and shortcanings of the criticisme that have been leveled at the Act
in order to assist the Corgress in evaluating the important issues that
exist concerning the FCPA.

Our camnents are set forth below with respect to each of the four
chapters in the GAC's draft report. Please note, however, that any changes
made in response to our comments may also have to be made at appropriate
places in other portions of the draft, as well as in the cover sumary and
the digest.

Chapter 1: PERSPECTIVE

A. Reasons for Enactment of the Bribery Prohibitions of the FCPA

We can well uderstand the desire for relative brevity in the report,
and we are of course aware of the length nf this response. PBut a more de-
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B. Reasons for Enactment of the Accounting Provisions

In the context of the reasons for enactment of the accounting provi-
sions, the draft merely irdicates that the Camission "found that millions
of dollars were inaccurately recorded in corporate books and records." It
does not adequately reflect why the Camnission and the Congress thought it
was important to enact the accounting provisions.

It should be noted at the outset that the acoounting provisions were
intended largely as a self-requlatory measure. The Commission's Re-
port on Questicnable and Illegal Corporate Payments and Practices, which
recamended the enactment of the accounting provisions to the Congress,
reflects that the primary thrust of the Comission's actions in the area
of guestionable payments was "to restore the efficacy of the system of
corporate accountability and to encourage the boards of directors to exer-
cise their authority to deal with the issuve."” 6/

In detailing the Comnission's findings with respect to the corporate
payments cases that had came to its attention during the previous three
years, the Camission's Report concluded:

The almost universal characteristic of the cases re-
viewed to date by the Commission has been the apparent
frustration of our system of corporate accountability
which has been designed to assure that there is pro-
per acocounting of the use of corporate funds and that
docunents filed with the Comission ard circulated to
shareholders do not omit or misrepresent material
facts. 7/

The "most devastating disclosure" resulting from the Cammission's in~
guiry was the extent to which same campanies had falsified their books and
records, in many cases with the knowledge of top management. 8/ The Com-
mission's Report also found a number of other disturbing practices associ-
ated with the making of questionable or illegal payments, including the
"accumilation of funds outside the nomal channels of financial account—
ability, placed at the discretion of one or a very small nunber of cor-
porate executives not required to account for experditures fram the furd,"
the use of "non-functional subsidiaries and secret bank accounts" and the
use of various methods of "laurdering" or otherwise disguising the source

6/ Senate Camittee on Banking, Housing and Urban Affairs, Report of the
Securities and Exchange Camission on Questionable and Illegal Corpor—
ate Payments and Practices, 95th Corg., lst Sess. (1976) (hereinafter
referred to as "the Commission's Report"”) at b.

7/ 1d. at a (amgphasis added).

8/ 1d. at 58 and a.
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more effective system of corporate acoountability, rather than the sole pur-
pose that those provisions were intended to achieve. Statements (see page 2
of the draft report) to the effect that accounting provisions are "far-
reaching, " much broader” than the title of the FCPA suggests, and neither
"limited to campanies doing business abroad, nor * * * restricted to corrupt

payments" appear to overlook the corcern for improving oorporate account-
ability.

Without the perspective provided by the analysis set forth in the Com-
mission's report and in the legislative history of the FCPA, a reader unfamil-
iar with those sources might draw the erronecus conclusion that perhaps the
Congress failed to understand the implications of what it was doing when it
adopted provisions prescribing "internal accounting control cbjectives and
recordkeeping requirements that go beyond corrupt foreign payments" (id.}

Nor would such a reader have a sufficient haris for urderstanding vhy the
statute was enacted arvl the goals that it i« intended to achieve.

(GAO COMMENTS: Although brief in comparison to SEC's lengthy discussion
of the act's legislative history and congressional intent, chapter 1 of
our report coupled with information on pages 13, 14 and 20, provide report

readers the necessary overview to undevstand the issues discussed in the
report. )

C. Undue Emphasis Upon Potential Criminal Liability

Chapter I also evidences a preoccuption with the fact that a viola-
tion of the FCPA could, in an appropriate case, result in a criminal prose—
cution. For example, the draft report states (page 3) that criminal penal-
ties for violation of the accounting provisions would result in "a fine of
up to $10,000 and imprisorment up to 5 years" (emphasis added). The report
then adds (p. 3) that, "[d]epending on the circumstances, a violation could
also result in a SEC civil enforcement action" seeking equitable relief
(emphasis added). This suggests that criminal prosecution will be the
principal method of enforceament of the accounting provisions when, in fact,
it is the civil injunctive action that is the principal mode of enforcement.
A criminal prosecution would be recamended to the Justice Department for
violation of the accounting provisions only in the most serious and egre-
gious cases. In addition, even if a prosecution should be camenced by the
Department, the question of penalties would depend upon the outcame of a
trial (if a "not guilty" plea is entered) ard the determination by a fed-
eral district judge as to what penalty is Aarpropriate, after the trial, and
after a finding of a "willful" violation.

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

brought six injunctive actions to enforce the accounting provisions in the
three years since the FCPA was enacted. In contrast, no criminal cases have
been recamended to the Justice Department to enforce those provisions.
Nor does the draft report describe the circumstances that caused the Com-
mission to seek equitable relief in the courts. 1In each case, the viola-
tions were of a serious nature and we are not aware of any criticism that
those actions were in any way inappropriate

ool
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“[wle would expect that the courts will issue injunctions only when
there is a reasonable likelihood that the misconduct would be re-
peated. In the context of the accounting provisions, that showing
is not likely to be possible when the corduct in question is inad-
vertent."

In the context of civil injunctive actions, but not criminal prosecutions,
Chairmman Williams also declared, as a statement of the Camission's policy,
that "[i]f a violation was comitted by a low level employee, without the
knowledge of top management, with an adequate system of internal control,
and with appropriate corrective action taken by the issuer, we do not be-
lieve that any action against the campany would be called for." Like im~
advertent corduct, such unauthorized violations by low-level employees
would not generally support a showing that the issuer qua issuer will re-
peat the conduct in the future. An injunction against the issuer would
therefore be inappropriate.

(GACO COMMENTS: We do not believe that a "policy statement” of a
regulatory agency, such as SEC, that can be readily changed by future
Commissioners, is sufficient guidance. The development of adequate
records and internal controls requires that business be provided
with consistent direction by SEC. Such guidance should be form-—
alized and included in SEC's regulations. We do believe, however,
that the SEC policy statement, delivered by Chairman Williams in a
January 13, 1981, speech-—about 30 days after SEC received our draft
report——clearly indicates that SEC can be more specific in telling
business how to comply with the act's accounting provisions. 'This
policy statement is discussed on page 23 of our report.)

The draft report also gives undue emphasis to potential criminal lia-
bility under the bribery provisions. It notes that the "potential penal-
ties for violating the antibribery provisions are severe" and further notes
that, in addition to the penalties described above in the context of the
accounting provisions, the FCPA provides that "SEC registrants and domes-
tic concerns * * * can be fined up to 1 million." The draft report fails
to mention that the Camission has comenced only one injunctive action to
enforce the bribery prohibitions in the three years since the statute was
enacted. In addition, the Justice Department has brought one civil injunc-
tive action, and one action that had both civil and criminal aspects, to
enforce the bribery prohibitions. 15/ Thus, contrary to the impression
suggested by the draft report, a criminal prosecution does not autcmatic—
ally result whenever the Oommission or the Justice Department discovers a
viclation of the bribery prohibitions.

15/ See Securities Exchange Act Release No. 17099 (Aug. 28, 1980); 45 Fed.
Reg. 59001 (Sept. 5, 1980).
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13, 1981, speech when he stated that "“the anxieties created by the
Foreign Corrupt Practices Act—anong men and waren of utiost good
faith~-have been, in ny experience, without equal."

Also, concerning the criticisms that a materiality standard should

be incorporated in the accounting provisions, we concluded--and our
conclusion was supported by SEC—that such a standard by itself is
inappropriate given the act's intent. SKC, in its caments, states
that our position was an aspect of the act that many critics have
overlooked. SEC further stated that our analysis of why such a stand-

ard is inappropriate is the kind of useful analysis and balance that
is needed by the Congress.)

Moreover, most of these criticisms are anonymous. Although we recog-
nize that same persons may be reluctant to speak about corporate bribery in
a public manner as a result of the "sensitivity” of the subject (see pages
16 and 19 of the draft report), this does not alter the fact that anonymous
coments are neither as credible nor as probative as the empirical data the
GAO received in response to its guestionnaire. For example, Representative
Bob Eckhardt, one of the principal sponsors of the FCPA, equinasimed.the im-
portance of having critics of the FCPA speak with candor and a willumgx?ess
to make their position public and open, so that the Congress can make its
own evaluation of the facts. 16/ During a hearing before the Subcamittee
on Oversight and Investigations of the House Camittee on Interstate and
Foreign Commerce, 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 campany name and the details of the transaction not be re-
vealed." 17/ Congressman Eckhardt resporded:

“I must say that ultimately the persuasiveness of the infor-
mation will be reflected upon by the failure to be able to
identify the source of the infommation * * *. That sort of

thing would not be given much weight by anybody probing a
factual question." 18/

16/ Hearing before the Subcammittee on Oversight and Investigations of
the House Camittee on Interstate and Foreign Cammerce, Serial No.
9-56, 96th Corg., lst Sess. (1979} at 21.

17/ 1d. at 23.

18/ 1d. at 24.
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Similar findings were made with respect to the effect that the FCPA
has had in the area of corporate cocdes of conduct. Nearly all of the re-
spondents — 98% —- reviewed their codes of comduct or campared them with
the requirements of the FCPA. In addition, 63.4% of the respondents made
changes or revisions as a result of that review. These figures seem parti-
cularly noteworthy in view of the survey data reflecting that 50% of the re-
spondents had already made changes in their codes of corduct in the four-year
period prior to enactment of the FCPA, and 25% did mot find further charges
to be necessary after the law became effective. Moreover, the changes that
were made since the enactment of the FCPA were characterized by the respon-
dents as "important" rather than "minor" in the following areas: question-
able or improper foreign payments (40.5%); misuse or mismanagement of cash
pools or finds (45.2%); failure to record transactions (53.6%); failure to
secure proper authorization for transactions (50%); failure to assure the
security of campany assets (47.1%); failure to assure proper utilizaticon of
company assets (46.3%); and the making of false entries on campany books
ard records (47.5%). The fact that such large percentages of the respond-
ing campanies found it necessary or desirable to make "important" changes
in these areas provides strong evidence that the accounting provisions have
caused issuers to address possible serious deficiencies in their systems
of internal accounting controls.

(n the other hand, despite the "reasonable assurances" limitation in
the intemal accounting 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
of the respondents (56.4%) believed the costs of campliance with the account-
ing provisions had exceeded the resulting 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
benefits, 27.3% (15.4% of the universe of respordents) viewed the perceived
excess costs as marginal (in the rarge of 10% or less). 'Thus, 59% of the
respondents reported that there were either no excessive costs or an excess
of 102 or less. Approximately 28% of the respondents estimated excess
costs at between 11% and 35%, which the GAO questionnaire characterized as
less than a "moderate” amount. In sumary, approximately 87% viewed
the excess costs as less than a "mcderate” amount (excess costs 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 "[cJost~benefit analysis * * * [implicit in
the "reasonable assurances" limitation] is not an exact science” and suggests
that the perception of excessive costs "may be due to the subjectivity in-
herent in detemmining what constitutes campliance with the Act and to the
limitations in performing a cost-benefit analysis."” The draft report then
refers to a recent study prepared by the Financial Executives Research Four—
dation, which found that an objective 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 non-
campl iance.
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respect to the deficiencies that they discovered. In addition, it should be
roted that improved systems of internal accounting controls should serve to

reduce the costs of the annual audit of the finarcial statements of issuvers,
because the auditors will be able to place greater reliance on such systems

than they did prior to enactment of the FCPA.

(GAO COMMENTS: SEC officials advised us that they did not have

any hard data supporting their assertion that a large portion of
the costs incurred may be in the nature of one-time, start-up costs.
Systems of internal accounting control are dynamic in nature and
are constantly changing to adapt to the business environment. The
costs of updating, maintaining, and monitoring systems of internal
control, which can be quite high, are continuing, not cne-time
expenses. )

Moreover, it should be apparent, after three years of experience, that
the Camission will not, as same have feared, use the accounting provisions
as a basis for taking enforcement action against public campanies, no matter
how trivial or insignificant an infraction might be. As moted above, only
six injunctive actions have been filed, and one administrative proceeding
instituted, in the three years since the FCPA was enacted.

Under these circumstances, the fact that only two out of five respom-
dents reported more than a marginal excess of costs, is a strong indica-
tion that the "reasonable assurances" standard is not as ambiguous and con-
fusing as sane have suggested. In fact, an argunent could be made that the
additional experience has either eliminated, or will largely eliminate, the
problem experienced by those respondents who did report excess costs of
more than a marginal amount at same point in the last three years.

Even if there may be same excess costs on the basis of the calculation
performed by an issver for its own purposes, it should be recognized that
the "benefits" to the nation in the form of more reliable disclosure to in-
vestors, improved accountability, greater confidence in the capital market
systan and the deterrence of bribery and cotHer improper corduct are impor-
tant considerations. To the extent "excess costs" may be of a marginal na-
ture, these "benefits" might be viewed by the Congress as justifying same
degree of "excess costs".

(GAO COMMENTS: We do not believe that SFEC's prior enforcement
record will completely alleviate business fears about how the ac~
counting provisions might be applied in the future. For example,
an official of the American Institute of Certified Public Account—
ants, commenting on Chairman Williams' January 13, 1981, speech
which emphasized SEC's enforcement policy, stated that it sounds
as if it is the benevolence of the enforcers that is being offered.
He further commented that any institution that depends on the
benevolence of those in charge will always have cause to WOorry,

and he called for more explicit quidelines fram SEC.
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that between 248 and 396 companies in the Fortune 1000 could
have lost business. In addition, SEC fails to mention the
results of our surveys of leading companies in the aircraft and
construction industries. In that survey more than half of the
respondents indicated that the act has caused them to lose bus-—
iness. This finding is significant and deserves close attention
by the Congress.)

These fiqures seem particularly significant in view of the fact that the
GAO questionnaire merely asked for "your opinion, to what extent, if at all”®
the FCPA has "affected your total cwerseas business,” an approach that might
be expected to result in an exaggeration of the amount of business lost. In
short, the data appears to provide a strorng confirmation of the view, expressed
by proponents of the FCPA prior to its enactment, that corporate bribery is
generally unnecessary in order to obtain, retain or direct business to U.S.

companies.

Another finding that appears to be particularly significant concerns
the clarity of the bribery prohibitions. These provisions have been criti-
cized in many quarters as ambiguwous and confusing, and these criticisms
are repeated in the draft report despite survey data that suggests an opposite
conclusion. For example, a total of 79.5% of the respondents indicated that
the clarity of the bribery prohibitions was either "adequate” or “more than
adequate.” In contrast, only 8.8% expressed the view that the clarity of the
bribery prohibitions was either “"inadequate" or "very inadequate." 23/

23/ The remaimder, about 11.7%, characterized the bribery hibitions
as of “marginal clarity." e

Other responses to the same question reflect a greater degree of
concern about certain aspects of the bribery prohibitions, but these
also represent a minority view. Only 19.3% described the provision
concerning facilitating payments as "inadequate" or "very inadequate,"
while 58.5% reported that the same provisions were "adequate" or "more
than adequate.". Similarly, only 23.5% stated that the clarity of
El:le Act concerning questionable payments by subsidiaries was either
madegn;ate"' or "very inadequate," but 57.8% stated that the provisions
were e:'Lther ‘adequate” or "more than adequate.”" The greatest difficulty
was evxc?ent with respect to a cawpany’'s responsibility for the actions
of.forelgn agents, but even in this area, only 36.9% believed the
brmery provisions were "inadequate" or "very inadequate," while
45.3% indicated that the same provisions were "adequate" or “more
than adequate."
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standard, there are no standards to guide campanies in camplying with the
Act and no limitations on potential liability, and, thus (c¢) overlock the
fact that the "in reasonable detail" and “reasonable assurances” standards,
although new and unfamiliar, serve both to provide guidance as to what must
be done to camply with the Act and to limit liability.

In addition to its failure to present analysis of which criticisms
have merit and which do not, the draft does not present analysis of the
meaning and function of the "in reasonable detail" and "reasonable assur-
ances" standards so that the Congress will have a basis for urderstanding
these terms and for assessing the degree of merit vhich criticisms of those
starndards may have and whether proposed changes, such as the inclusion of
a "materiality" standard, would be consistent with the purposes of the Act.
The draft report alsc fails to delve below the surface of the criticisms
and point out that the underlying concern is not really "what constitutes
canpliance," as the draft report suggests, but rather an understandable
desire, with which we have some sympathy, for assurances that entities and
inmdividuals will not be held liable for inadvertent or insignificant imr
fractions, or merely for proceeding in accordance with a judgment within
reason with which the Commission may subsequently differ.

(GAO COMMENTS: We disagree with SEC's contention that we criti-
cize the accounting provisions without analyzing their merits.

Our analysis and conclusions regarding the accounting provisions
in chapter 3 point out just the opposite. We also disagree with
SEC's assertion that we do not present an analysis of the terms
"in reasonable detail" and "reasonable assurance." Also SEC's
distinction between concern over compliance and business desires
to avoid legal liability is not valid. The two factors are
related—concern over canpliance resulted in excess costs being
incurred to avoid legal liability. Certainly, given the potential
penalties facing violators, liability is an important considera-—
tion. However, companies are also concerned about what they per-
ceive as excessive costs incurred to camply with what they per-—
ceive as unclear and unreasonable provisions. Recognizing this
relationship and the inherent subjectivity and clarity problems
surrounding the accounting provisions, our final report reccmmends
that SEC provide guidance to the business cammnity on the factors
and criteria that will be taken into account in assessing reason-
ableness. This guidance could take the form of hypothetical situ—
ations or actual examples, or could specify actions that would

be indicative of reasonable action to comply with the accounting
provisions. In addition, we are alsc recammending that the Con-
gress remove the criminal penalties associated with the act's
accounting provisions.)

We recognize that there are certain problems in interpreting the FCPA.
These prcblems require careful and judicious consideration. The GAD's re~
port will probably play a key role in the deliberations of the Congress con-
cerning the FCPA. We are concerned, however, that frequent repetition of
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It appears that many critics of the accounting provisions erroneously
view this situation as an anamaly and fail to understand that such application
of general standards of law to factual situations is not unusual in the law.

In addition, such persons tend to overlook an important distinction. To the
extent that they are concerned about potential liability based upon such an
after-the-fact assessment of all relevant circumstances, the source of the lack
of certainty they perceive is not necessarily in the language of the accountimg
provisions; rather it lies in the fundamental fact -~ which is not limited to
the FCPA — that general standards of law must be applied to particular sets of
facts and circumstances. 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 campliance” 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 campany to file an anmamal
report no later than April 15, canpliance is effected by filing the report on
or before that date. In contrast, "what constitutes campliance" with the internal
acoounting controls requirement will necessarily depend on an evaluation of all of
the facts and circumstances relevant to each reporting company. As the Senate
Report states with respect to the internal accounting controls requirement:

“The size of the business, diversity of operations, degree of
centralization of financial and operating management, amount
of contact by top managanent with day-to-day operations, and
mumerous other circumstances are factors which management must
consider in establishing and maintaining an intermal account-
ing controls system." 26/

Although the Commission is sensitive to the concerns of members of the
business canmmmnity who must implement the law, and agrees that there should
be workable standards to guide them in their efforts, it is impossible, urr
der these circumstances, for the Camission to satisfy the desire of scame
for "precise" and “definite" guidance (see pages 32-33). The question of
"what constitutes campliance" can only be answered with respect to each in-
dividuwml campany subject to the Act. From this perspective, it would clear-
ly be impractical to tell each issuer "what constitutes compliance."

(GAC COMMENTS: Our report does not call for SEC to individ-
ually tell each issuer how to comply with the act. We also
did not say that guidance must cover "every possible action.™
The SEC Chairman's January 13, 1981, speech on SEC's enforce-
ment policy is an example of the type of guidance necessary
and is a step in the right direction. However, broadly
telling business how the current SEC Commissioners will en-
force the act is not enough to guide compliarxce efforts.
Fully recognizing that the degree of specificity will be a
subjective decision, the recommendations in our final report
have been clarified to call for SEC to provide additional
guidance coupled with the removal of ¢riminal penalties.)

26/ S. Rep. No. 95-114, supra at 8.
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integrity of corporate controls rests on management and the board of direc-
tors." 28/ He added that the accounting provisions, in large measure, re-
cite "a business truism":

"Cbviously, it would be impossible to conduct an enterprise
of any size without keeping records — accurate records —
and without making provisions to ensure that assets are not
misappropriated and that the venture operates in accordance
with management's instructions rather than each employee's
individual whims." 29/

He placed the accounting provisions in perspective, noting that they re-
quire '"business ventures funded by the investing public" to install record-
keeping and control procedures which would appear necessary "as a matter
of effective management * * *." 30/

As discussed more fully below with respect to the "reasonable assur-
ances" starndard, the statute now provides corporate officials with broad discre-
tion to decide how their campanies will camply with the Act and measures the
exercise of that discretion with reference to what a reasonable and prudent
person would do under the same or similar circumstances. 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 terms. And the alter—
native is to take those decisions away fram corporate officials through Com-
mission prescriptions of how each campany should corduct its internal affairs
— an approach that we believe is unwise, unworkable and inconsistent with
the purposes of the Act.

C. The "in reasonable detail” and "reasonable assurances" standards

Although the draft report emphasizes the alleged "confusion and contro-
versy" concerning the accounting provisions, it tends to blur the distinctions
between the recordkeeping requirament and the internal accounting controls
provision (see pages 22 and 31). If the draft report is to be useful to
Corgress, or persons who are unfamiliar with the FCPA or the reasons why
the accounting provisions were enacted, it is important that the report
reflect why the two provisions were enacted in their present fom. As
presently drafted, the report repeatedly states criticisms that the "in
reasonable detail"” and "reasonable assurances" stardards are confusing and
ambiguous, but does not attempt to explain what they are intended to accom
plish and why they are different. Nor does the draft point out that the
relevant policy considerations are very different in evalwmating possible
changes with respect to these two provisions.

28/ "Implementation of the Foreign Corrupt Practices Act: An Inter-
section of Law and Management," an address to the Section of Busi-

ness, Banking and Corporation Law of the American Bar Association,
Dallas, Texas (Auqust 14, 1979).

29/ 1a.

3/ 1a.
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At the time the accounting provisions were being considered in the Comr-
gress, same members ¢f the business cammmity conterded that a standard of
accuracy in recording transactions would require an unrealistic degree of
precision. In response to these concerns, the Conference Camittee added
the "in reasonable detail” qualification to make clear that transactions
may be recorded "in confomity with accepted methods of recording econamic
events * * * " 32/

Accordingly, the general rule is that the transaction must be recorded,
as Section 320.38 of S.A.S. I states, "at the amount at which it occurs.”
It is only if the campany or its accountants have an "accepted" basis for
amploying sane method of recording a transaction that permmits it to be re-
corded at an amownt other than the precise amount at which it occurred, that
there may be a question as to how it should be recorded. 33/ For these reasons,
the assertion of one accounting firm that "there are no standards to assist
in detemining campliance with the accounting provisions" is wholly without
foundation, as is the statement that "management’'s view of how accurate their
records need to be may differ significantly fram the degree of accuracy the
Act may require” (see page 24). In short, if a transaction is effected at
a particular amount, the presumption is that it should be recorded at that
figure, rather than at a greater or smaller amount.

(GAO COMMENTS: Corporations should, of course, record transactions
in the proper amount. However, it must be recognized that accounting
transactions are subject to human error when entries are made in

the bocks and records. Alsco, various accounts, such as bad debt
expenses and depreciation, are based on estimates and not on precise
amounts. In this regard, Statement on Auditing Standards No. l--on
which the act's accounting provisions are essentially based—allows
for errors and estimates by including the use of a materiality standard
in assessing the effect of any imperfection in the accounting process.
Further, the Congress made it clear in the legislative history of the
act that it was not expecting perfect books and records. Instead, it
is the lack of clarity that is a concern of business.)

Irdeed, the problem with the recordkeeping requirement may be that it
is too clear. On its face, the recordkeeping provision appears to make
issuers liable for inaccuracies, regardless of whether they are the result
of an inadvertent transposition of two numbers, involve an insignificant
amount, or could not reasonably have been prevented by the issuer and senior
corporate officials. Therefore, criticisms of the recordkeeping provision
have terded to take the position that there should be scame mimimm thresh-
old amount, below which a transaction could permissibly be recorded at an
amount other than that at which it occurs, whether or not there is any basis

32/ H. R. Rep. No. 95-831, 95th Cong., lst Sess. (1977) at 10.

33/ For example, to the extent a de minimus exemption is recognized
and “accepted" in the context of recording econamic events, al-

though not in absolute, quantitative terms, it would be permis-
sible under the recordkeeping requirement.
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(GAO COMMENTS: SEC's interpretation of our call for additional guidance
is overly narrow. Our draft report made it clear that any falsification
without regard to the amount or person involved could be a violation

of the act's accounting provisions. However, as discussed earlier, to
insure that our position is understood, we have clarified our report
and revised the language of our recommendations. We are recommending
that SEC provide guidance on the factors and criteria that can be used
to determine if a business is complying with the reasonableness standard
of the act's accounting provisions.)

As we have noted, the real concern in this area is the fear that in-
advertent or insignificant infractions will lead to a finding that campanies
or imdividuals have violated the recordkeeping requirement ard a reluctance
to trust that the Commission will exercise its prosecutorial discretion in
a reasonable and prudent manner so that such a situation never arises. In
our judgment, however, any response to these concerns —- whether legisla-
tive or administrative — should begin by maintaining the integrity of the
principle that transactions should be accurately recorded in the issuer's
system of accounting records. This is a different issue than the question
of whether issuers should be held liable for violative corduct — an area
that Chairman Williams addressed in his speech before the AICPA (see page

7, supra).
2. The '"Reascnable Assurances" Standard

The internal accounting controls provision requires issuers to "devise
and maintain a system of internal accounting controls sufficient to provide
reasonable assurances that * * *" certain statutory objectives are met (em-
phasis added}. This provision, in contrast to the recordkeeping requirement,
is addressed primarily to the issuer and its management ard to their design
and maintenance of a system of internal accounting controls. In this con-
text, corporate managers are responsible for devising and maintaining a
system of internal accounting controls that provides reasonable assurances,
among other things, that "transactions are recorded as necessary (I) to per-
mit preparation of financial statements in conformity with generally accepted
accounting principles or any other criteria applicable to such statements,
and (II) to maintain accountability for assets"; however, because this pro-
vision is addressed to the exercise of management's discretion in devising
arnd maintaining a system that will achieve these objectives and the other
cbjectives set forth in the statute, 36/ as distinguished fram the entry of
specific transactions in the campany's books and records, the Congress em-
ployved a different standard than that contained in the recordkeeping require-
ment — the "reasonable assurances" standard.

36/ The other objectives include the provision of reasonable assurances
that "transactions are executed in accordance with management's general
or specific authorization"; that “access to assets is pemmitted only
in accordance with * * *" such authorizations; and that “the recorded
accountability for assets is campared with the existing assets at

reasonable intervals and appropriate action is taken with respect
to any differences." 91
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and would intrude upon management's prerogative to detemine what internal
accounting controls may be appropriate for their campany, and whether such
ocontrols will be cost-effective.

For example, certain changes in a canpany'’'s code of corduct may be appro-
priate for same issuers and not for others. Increased routine testing may
be appropriate for some issuers, but not be needed by others. It would be
wnwise to require every issuer to implement such charges in response to a
goverrment prescription of "what constitutes campliance”; that would surely
entail excess costs for campanies that do not need such measures.

(GAC COMMENTS: We agree that government prescription of what each
individual campany must do to camply would be wholly impractical
and would intrude upon management's prercgative to determine

what internal accounting controls may be appropriate for their
campany. We have clarified our final report in calling for SEC

to issue guidance to business on the factors or criteria that
should be taken into account in assessing reasonableness. The SEC
Chairman's January 13, 1981, statements on how SEC will enforce the
act is a step in the right direction. However, he did not go far
enough in providing the guidance the companies need.)

Under these circumstances, it is the Camnission's position, as stated
by Chaimman Williams in his recent address to the AICPA, that "considerable
deference properly should be afforded to the campany's reasonable business
judgments in this area” {emphasis in original). Chaiman Williams added
that “the selection and implementation of particular control procedures,
so long as they are reasonable under the circumstances, remain management
prerogatives and responsibilities.” 38/

38/ He pointed out that this standard is not satisfied if a company's
leadership, while making ncminal gestures with respect to monitor-
ing and evalwating the adequacy of the campany's records and inter-
nal accounting ocontrols systems, abdicates its responsibilities to
foster integrity among those who operate the system:

"Regardless of how technically sound an issuer's contrals
are, or how impressive they appear on paper, it is ur
likely that control cbjectives will be met in the absence
of a supportive envirorment. In the last analysis, the
key to an adequate 'control ervirorment' is an approach
on the part of the board ard top management which makes
clear what is expected, and that conformity to these
expectations will be rewarded while breaches will be
punished."
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such control procedures would be cost-effective; and (d) the risk of loss
is so significant in relation to the costs of the change that it would be
unreasonable for a corporate official to refrain from implementing the
change involved. If management makes a good faith judgment reasonable un-
der the circumstances that the available control procedures would not be
cost-effective, it is not required to adopt the change irnvolved. In addi-
tion, even if a potential change is determined to be marginally cost-
effective, or the relative costs and benefits of the charge cannot be de-
termined with precision, the Congress adopted a standard that accords a
measure of discretion to corporate officials as to whether the charge
should be implemented.

Under these circumstances, there should be no excess costs associated
with the devising and maintaining of an internal accounting control system
since the Act only requires changes that are, by definition, clearly cost~
effective. Moreover, because management has discretion even with respect
to potential changes that are cost-effective, there should be no occasion
for incurring "excess costs” as a result of a fear of roncampliance merely
because management's estimate of relative costs and benefits is approximately
equal, or cannot be determined with precision. 39/

(GAO COMMENTS: We disagree with SEC's analysis of the effec-
tiveness of management's cost-benefit determinations to

avoid incurring excess costs, and we note that SEC offered

no factual support for its view that most cost-benefit judg-
ments will usually fall "clearly" into either the more than
or less than category. As pointed out in our report, cost-
benefit analysis——a crucial part of the accounting prov-
isions—is not a precise science. Reasonable individuals
with good judgment and intentions can differ in their
opinions. For example, in its study of internal control, the
Financial Executives Research Foundation found that an objec-
tive measure of either costs or benefits is rarely feasible.
The study noted that with this degree of uncertainty about
costs and benefits, managers who are averse to the risk of
failing to comply will probably invest more heavily in
controls than they normally would for business purposes. In
addition, the difficulties of performing a cost-benefit analy-
sis are substantially complicated if campanies must not only
determine the value of guantitative benefits, such as reducing
the exposure to the theft of assets, but also cqualitative ben-
efits, such as the reputation of the company.)

39/ One exception to this may be in the area of increased documenta~
tion. For example, the draft report reflects the belief of sane
corporate officials “that the increased docunentation was a paper
gathering exercise to serve as a defense against SEC inquiries"

(page 15). However, this view overlooks the fact that the process of
documentation provides a discipline to the exercise of manage-
ment's discretion in addition to providing a basis for demon-
strating that management deteminations were reasonable in a
Commission injuiry. It may be that the "benefit" inherent in

the discipline was overlooked.
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Moreover, the question is confusing because it assumes that "material-
ity" is somehow relevant to the present text of the accounting provisions,
despite the fact that the Corgress intended that a materiality standard
should have no place in the recordkeeping and internal accounting controls
requirements. The Congress declined to incorporate a "materiality" limita—
tion in the lanquage of the accounting provisions and instead employed the
"in reasonable detail" and "reasonable assurances" standards.

(GAO COMMENTS: SEC failed to consider that the results of
question 37 must be considered in conjunction with question
38, which allowed corporations to further camment on certain
of their responses. Although approximately 30 percent of

the respondents cited the absence of a materiality standard

as the reason for a clarification change, this figure excluded
those campanies whe made more general remarks concerning need-
ed changes. Interspersed with both these questions are re-
marks that campliance with the accounting provisions is
unreasonable. To highlight this data, we have made clarify-
ing changes to our report.)

As Chaipman Williams noted in his recent address concerning the Act,
the Corgress "“was correct" in rejecting a materiality standard because
“[ilnternal accownting controls are not only concerned with misconduct that
is material to investors, but also with a great deal of conduct that is not."
Chaiman williams alsoc pointed out that

"materiality, while appropriate as a threshold standard to
determine the necessity for disclosure to investors, is totally
inadeguate as a standard for an internal control system. It
is too narrow — and thus too insensitive — an index. For a
particular expenditure to be material in the context of a
public corporation's financial statements * * * it would need
to be, in many instances, in the millions of dollars. Such a
threshold, of course, would not be a realistic stamdard. Pro-
cedures designed only to uncover deficiencies in amounts
material for financial statement purposes would be useless

for internal control purposes. Systems which tolerated amis-
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 experditures, slush funds, and
questionable payments that alarmed the public and caused Con-
gress to act, it should be remembered, were in most instances
of far lesser magnitude than that which would constitute
financial statement materiality."

Under these circumstances, it is not surprising that 77% of the respor—
dents gave an "inadequate" or "very inadequate" answer to the question. The
statute was never intended to "explain" what is expected of issuers in terms
of the materiality concept.
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contain a materiality standard" (emphasis added), it fails to appreciate that
there has been a persistent theme among critics that the accountmg 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 Congress did include such a standard. On the other hand, although
‘the Congress expl:.c:ltly rejected the inclusion of a materiality standard in
the present law, it is plain that the critics generally agree that the
accounting provisions should contain such a standard.

(GAO COMMENTS: As discussed previously, it is an overstatement
for SEC to contend that Congress explicitly rejected the con-
cept of a materiality statement. We found no evidence in the
legislative history that Congress substantively considered and
explicitly rejected a materiality standard.)

We recognize, as noted above, that the recordkeeping requirement, on
its face, makes an issuer responsible for any infraction of the standard of
accuracy, regardless of whether the amount irwvolved is very low, or whether
the infraction resulted fram an inadvertent error that the issuver could not
have prevented. Similarly, with respect to the internal accounting controls
requirement, the draft report reflects that critics are concerned (see page
15) with the fact that cost-benefit analysis "is not a precise science,”
that "[rleasonable individuals with good judigment and intentions can differ
in their opinions" and that a mere “"difference in opinion * * * with the SEC"
could render a canpany vulnerable to enforcement action. These expressions
of concern must be viewed, however, in light of the fact that it is unlikely
that the Commission would take enforcement action under such circumstances,
and that none of the Camission's past enforcement actions have involved such
circunstances. These concerns should alsc be considered in light of the
Camission's enforcement policies, as stated in Chaiman Williams' address
to the AICPA.

(GAO COMMENTS: As previously mentioned we do not agree with
SEC's assertion that the prevailing accounting requirements
must be viewed in light of the current enforcement policies
and prior enforcement record. As SEC recognizes, the record-
keeping requirement, on its face, makes an issuer responsible
for any infraction of the standard of accuracy regardless of
whether the amount involved is very low, or whether the in-~
fraction resulted from an inadvertent error that the issuer
could not have prevented. Given this severe interpretation
of what the provision requires, we question whether it is
reasonable to expect companies to rely on SEC's enforcement
benevolence. )

29



APPENDIX IV APPENDIX 1V

There is a good potential. in this idea. 42/ There may also be other
mitigating standards that could be used to limit liability in a manner con-
sistent with the purposes of the Act. However, by emphasizing what appears
to be an arithmetical approach or calling for detailed thresholds, we be-
lieve the recammendations of the draft report are unduly narrow. We sup-
rort the concept that, to the extent it can be demonstrated that there are
problems with the terms of the Act that need to be corrected, standards
that are both workable and more urderstandable should be considered.

Finally, to the extent that the GAC draft proposes that the Com-
mission develop new standards "with input fram Justice, the corporate com-
mmnity and the acocounting profess:.on * * *" (page 35), we agree that the
Comission should seek the views of these and all interested parties.
Ebwever, we believe this should be done within the context of the Commis-
sion's normal administrative procedures of soliciting comment from the en-

t}lée A‘c:gnnmlty affected by interpretive views expressed by the agency under

Chapter 4: ISSUES SURROUNDING THE ANTIBRIBERY PROVISIONS

A. Genheral Camments

The GAO survey reflects that 79.5% of the respondents viewed the clar-
ity of the bribery provisions as either "adequate" or "more than adequate”
while only 8.8% expressed the view that the clarity of the provisions was
either "inadequate" "very inadequate". In addition, as we have earlier
sumarized, more than 76.5% stated that the Act "has" or "probably has"
been effective in reducing questionable overseas payments; only 5% asserted
that the Act “has not" or "probably has not" been effective.

Moreover, as we have already noted, 87.5% of the campanies that emr—
gaged 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 respordents reported a decrease in busi-
ness that could be characterized as "moderate" and only .6% of the resporr-
dents indicated that they had suffered a "great decrease" in business.
These findings are remarkable, particularly in view of the fact that the
GAO's questionnaire does not distinguish between losses of business that
resulted fram the clear prohibition of transactions that cannot be effec-
ted without bribery and those cases in which it is alleged that businesses
have refrained from emgaging in overseas transactions that might be legit-
imate as a result of "uncertainty" as to the meaning of the Act. If, as
appears prcbable, most of the "lost" business involved transactions that
are clearly prohibited by the bribery provisions, the remainder represent-
ing cases in which possibly legitimate export opportunities were lost as
a result of uncertainty must be very small.

42/ We are concerned, however, that the approach recamended in
the draft report would permit the falsification of corporate
records by persons below the level of "top" management, as

lorg as it was in an amount less than the aritlmetical thresh-
old it proposes.
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that same criticisms of the Act may be without merit, or exaggerated, amd
that only a relatively small portion of the business canmmity has exper-
ienced either difficulty in urderstanding the law or a significant loss of
business.

(GAC COMMENTS: SEC overlooks the significance of our ques-
tionnaire sample, which was based on a methodology allowing pro-
jection to the total universe of the 1000 top companies. Our
questionnaire showed that between 248 and 396 companies in the
top 1000 could have lost business. These results are signifi-
cant and should not be dismissed as a relatively small portion
of the business community. Further, in responding to our draft
report the Commerce Department said that in its experience, the
impact on smaller companies attempting to enter world markets
is even greater.)

In this context, the Commission, in February 1980, requested camments
concerning the impact and operation of the bribery prohibitions in order to
ascertain the extent to which criticians of the Act had substance and what
actions, if any, the Camission could take in response to these concerns. 43/
Only 14 camments were received despite the four-month camment period. As a
result, the Camission did not have enowgh information properly to evaluate
the concerns that were expressed by the camentators. 44/

In analyzing those caments, the Camission pointed out that
"the limited response appears inconsistent with published reports that
there is widespread concern and uncertainty on the part of public campanies
and same individumls as to the applicability of the bribery provisions to
particular transactions." 45/ The results of the GAD's survey provide
additional evidence that these concerns 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, unidentified and anonymous. This is particularly important in
view of the fact that the responses to the GAC questionnaire do not provide
data that supports the bulk of the analysis set forth in the draft report.
Except for the data noted above, the questionnaire was not designed to

elicit such infommation concerning the impact and implementation of the
bribery provisions.

43/ The Camission’'s request for coments and the public coments re-
ceived in response to that request are not mentioned in the draft
report; the draft merely refers to the Commission's statement, which
was made in response to scme of the camments, that it will not take
enforcament action in any case where an issuer seeks, and receives,
a favorable letter fram the Department of Justice under the Depart-
ment's FCPA Review Procedure prior to May 31, 198l.

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

45/ sSecurities Exchange Act Release No. 17099, supra.
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Again, it is difficult to conclude that this quote, which was
picked up by the news media, didn't adversely affect companies'’
desires to respond to the SEC request. SEC is incorrect in
stating that our report does not address its public comment
request. (See SEC footnote 43.)} Page 17 of our report discus-
ses this point.)

The primary source of the criticisms and analysis reflected in the
draft is a report that is improperly characterized (see page 38 and passim)
as "a September 1980 report of the President on export pramotion functions
and potential export disincentives * * *." The GAO draft owerlooks the
fact that, in submitting that report to the Congress, 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 sulmitting today my report on these matters along with the
full text of the camprehensive review, which was prepared by
the Secretary of Camerce and the U.S. Special Traie Represerr-
tative. Their detailed review, while not a statement of Admin-
istration policy, reflects an extensive carwvass of the views of
our exporting cammmity * * *." My report expresses this admin-
istration's policies" (emphasis added).

Thus, the President pointedly disassociated himself fram the more voluminous
report (hereinafter referred to as the Klutznick/Askew report) that the GAO
draft relies upon for the bulk of its backgrourd data and analysis. The
GAO should at least point out the distinction that the President made in
submitting the two reports to the Qorgress.

(GAO COMMENT'S: We have clarified our final report regarding
the two reports President Carter submitted to the Congress. It
should also be noted that the President referred to the review
of the Executive Branch Export Promotion Functions and Poten-
tial Export Disincentives as

"k * * the most comprehensive study of its kind ever

undertaken by the U.S. government. It contains a
considerable amount of information that must be weighted
and examined, and will serve as a solid basis for future
actions by the Federal government.")

The draft report recognizes (page 48) that "rigorously defined and cam-
pletely unarmbiquous requirenents may be impractical and oould provide a rcad-
map for corporate bribery." However, there is no discussion as to how the
desire for greater clarity oould be reconciled with the policy of the Con-
gress to eradicate corporate bribery of foreign officials. Moreover, neither
the draft report nor the critics whose views are reflected in the draft, have
proposad constructive suggestions for alternative formalations, which would
both satisfy the desire for greater clarity and yet be practical, consistent
with the purposes of the bribery prohibitions and flexible enocugh to deal
with the wide variety of transactions that must be encanpassed.
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{GAO COMMENTS: We fully understand the nature of the
administrative interpretations issued by the SEC in response

to public inquiries. Although SEC could decline to respond

to questions concerning intent, it could, for example, issue
an interpretation on whether a payment being considered is a
facilitating payment, or clarify whether a person is considered
a foreign official under the act. In an October 1980 statement
concerning procedures for providing administrative inter-
pretations, SEC noted that issuing administrative interpret-
ations of a specific law, rule or regulation in the context

of a factual situation has been found to be an excellent
practice. We agree since such interpretations provide a
current statement of the SEC staff's views and are closely
followed by many companies, menbers of the legal profession
and other interested parties. Issuing administrative inter-
pretations could resolve same of the confusion over compliance
with the act's antibribery provisions.)

C. The GAD's Recammendations

The draft report states a concern (page 47) "that alternative ways of
providing gquidance are needed to resolve the ambiguities in the Act's anti-
bribery provisions."” BAs noted above, the draft assumes, without an inde-
perdent analysis by the GAO, that the criticisms expressed by sane anony-
mous members of the business canmmity with respect to the bribery prohibi-
tions accurately reflect the existence of "ambiguities" in those provisions
and that those "ambiguities" are so serious that an administrative or leg-
islative response is required. The GAO draft makes this assumption despite
the fact that 79.5% of the respordents to its questionnaire rated the clar-
ity of the bribery prohibitions as adequate or more than adequate, while
only 8.8% of the respordents (approximately 17 respordents out of 185)
rated those provisions as inadequate or very inadequate. These facts and
the fact that any business "lost" as a result of uncertainty must be very
amall are, inexplicably, mentioned nowhere in the draft report.

Nevertheless, the GAO proposes to recamend (page 49) that the Commis-
sion and the Justice Department "[o]ffer legislative proposals to reduce
the ambiguities.” This seems premature in view of the lack of credible
and verifiable data as to the need for such legislation. In fact, the
questionnaire data points to the conclusion that the alleged ambiquities
are not as serious as sane had supposed. Moreover, as roted above, neither
the GAO draft nor the critics whose criticisms are repesated have made
specific suggestions for changes that would both provide greater clarity
and be consistent with the purposes that the Corgress sought to achieve in
adopting the bribery prohibitions.

The draft report also recammends (page 49) that the Commission and the
Justice Department "[plrovide additional guidance to the business cammmnity
through the use of hypotheticals.” Although the draft report notes that "some
goverrment agencies and 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 concerns that have been expressed with
respect to the bribery prohibitions result, for the most part, from the
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U.S. Department of Justice

JAN 27 1981

GAO note: Page numbers in this appendix refer
to the draft report and may not
correspond to this final report.

Mr. william J. Anderson

Director

General Government Division

United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Anderson:

This letter is in response to your reguest to the Attorney
General for the comments of the Department of Justice
(Department) on your draft report entitled "The Foreign
Corrupt Practices Act."

The General Accounting Office (GAO) states that the purpose
of their study was "to obtain the basic data we believe the
Congress needs to assess the implementation and impact of
the Foreign Corrupt Practices Act." The draft report
concludes that (1) there is "extensive dissatisfaction” with
the clarity of the accounting provisions contained in
Section 102 of the Foreign Corrupt Practices Act (Act), (2)
the foreign antibribery provisions contained in Sections 103
and 104 of the Act "have also been criticized as being vague
and ambiguous”, and (3) companies believe themselves to be
at a "competitive disadvantage" in the absence of an inter-
national antibribery agreement. The GAO draft report
further recommends that (1) the Securities and Exchange
Commission (SEC) "develop a clear detailed standard" advis-
ing publicly held corporations of the degree of precision
required in their recordkeeping under Section 102, and (2)
the SEC and Justice "jointly develop alternatives to address
the ambiguities surrounding the act's antibribery provisions.”

In its organization, the report distinguishes between the

two quite different portions of the Act, which are the
domestic recordkeeping provisions of Section 102 and the
foreign antibribery provisions of Sections 103 and 104.

Since the SEC, which shares enforcement responsibility for
the Act with the Department of Justice, will provide comments
on the report's discussion of Section 102, the Department's
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Much of our draft report is based on the results of our ques-
tionnaire survey of Fortune's 1000 industrials. Wwhere appro-~
priate, we have cited the results of other studies. These
additional results, which we believe are pertinent, were in
part used to complement and more importantly used to further
validate the results of the corporate questiomnaire. It is
common practice to test the validity and credibility of study
findings through comparison of data gathered from different
survey methods and source groups.

We disagree with Justice's contention that our conclusions

are premature. The Foreign Corrupt Practices Act has been in
effect for more than 3 years. Concern over the clarity of the
act's antibribery provisions has been expressed during vir-
tually the entire period., For example, in September 1978,
only 9 months after the act's passage, the President indicated
that he was hopeful that business would not forgo legitimate
export opportunities because of uncertainty about the applica-
tion of the act. To address this uncertainty, the President
directed Justice to provide the business community with
quidance concerning its enforcement intentions under the act.
Unfortunately, the Justice review procedure was not implemented
until almost 18 months after the Presidential directive. This
review procedure has been criticized by some government. agen—
cies and members of the business commnity as inadequate. In
addition although our survey results show that serious ambi-
guities exist, only five companies have used the review pro-
cedure since its inception in March 1980.)

The GAO Survey

The conclusions of the draft report which relate to the
antibribery provisions of the Act are troublesome, in part

for the reason that the underlying survey is deficient in
several crucial respects. Not only does the data generated

by the survey fail to support the conclusions drawn by the
draft report, but also the survey itself was fatally deficient
in that the questions it contained ignored certain important
distinctions which will be discussed later in these comments.
In addition, the survey was not directed to a representative
sample of the companies affected by the antibribery provisions
of the Act.

The results of the survey are striking. Although the draft
report cites the survey data to support the view that there

are ambiguities in the Act which cause an unnecessary and
substantial loss of foreign trade, those same survey statistics,
in fact, provide evidence that such fears are unwarranted.

For example, in question 33 of the survey, corporations were
asked their opinion regarding the effect of the Act on their
total overseas business. In response, a total of 87.3

percent of the companies acknowledged that the Act had
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2. The survey was limited to publicly held corporations,
thus excluding from review a major and important segment of
the American export and import community, i.e., the
privately held companies, ranging from the smallest
exporters to some which are multi-billion dollar
enterprises and all of which are covered by the antibribery
provisions as "domestic concerns" (Section 104).4/

3. By randomly choosing for the survey some 250 companies
out of the 1,000 largest industrial companies listed
by Fortune magazine (see report Appendix II), the GAO
built into its results some additional and unnecessary
distortions. Not all of the 1,000 largest industrial
companies are involved in any substantial way in the
export or import markets and that may have distorted the
survey results. Moreover, the Fortune list of the
1,000 largest industrial companies fails to include
publicly held American companies which are very active
in overseas markets because they are not considered to
be "industrial" corporations. These include, for
example, transportation companies, retail firms,
computer software companies, engineering and
architectual firms, as well as construction
companies.

(GAO COMMENTS: In stating that only 12 questions deal with
the antibribery provisions, Justice disregards questions

in Part I of the questionnaire covering corporate policies
and questions in Part II covering corporate audit and control
procedures, which relate to the antibribery provisions.

We disagree with Justice that our random sample of 250 compan-—
ies of the Fortune 1,000 industrials was inappropriate.

These campanies, approximately 80 percent of which conduct
business overseas and which cover a wide range of industries,
(see app. III) will give the Congress a good picture of

the act's impact. It should be noted that the report that
accompanied the House version of the act highlighted the im—
portance of the Fortune 500 (our sample included the top 1,000)
by indicating the need for the legislation. In this report,
the House Committee on Interstate and Foreign Commerce stated
that

4/ Appendix II of the draft report indicates that responses
from companies which were no longer publicly owned were
excluded from the survey results. If the focus of the

survey had been limited solely to the recordkeeping provisions
of the Act (since Section 102 applies, in effect, only to
publicly held companies) such a limitation would have been
reasonable.
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losses due to uncertainty about the application of the Act
as contrasted to losses of the type clearly intended by the
Congress when it enacted the statute.

With the exception of one half of question 37, none of the
twelve questions in the survey which deal with the antibribery
provisions of the Act focus on this important distinction.
Moreover, even guestion 37 has serious deficiencies in that,
inter alia, it asks about "the adequacy with which

you feel the text [of the Act] clearly explains" what is
required to comply with the Act (emphasis added). This type
of question ignores the realities of law and business
practice. The clarity of a complex criminal statute cannot
be fairly tested only by an examination of the text of the
statute. There are always terms of art used in drafting
such legislation which have significance for lawyers,
courts, and the Congress which would not be apparent to a
lay person by simply reading the language of the statute.5/

(GRO COMMENTS: We disagree with Justice that the act's ambiguities
and lost business were not adequately addressed by our questionnaire.
A comparison of the responses to question 33 which covers how the act
affected a company's overseas business to the responses to question
37 which deals with the clarity of the antibribery provisions clearly
points out that companies reporting a decrease in business were much
more critical of the clarity of the antibribery provisions than
canpanies not experiencing a decrease.

For example, althouch 32 percent of the respondents indicated
that they suffered a decrease in business they represented

—48 percent of the respondents who rated the
clarity of the facilitating payments requirement
as inadequate or very inadequate.

—--48 percent of the respondents who rated the clarity of
the questionable payment by foreign subsidiaries as
inadequate or very inadequate.

5/ It is interesting to note that, notwithstanding the
complexity of the statute, the answers to subparts 5 through
9 of question 37 (which deals with the antibribery provisions
of the Act) indicate that as to some matters (subparts 5 and
7) more than 90 percent of the respondent companies found
the statute to be adequate on its face. Even as to the more
complex issue of corporate criminal liability for the acts
of an agent (subpart 8), application of which is largely
controlled by existing case authority, more than 60 percent
of the respondent companies found the statute to be adequate
on its face.
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The discussion of the business views contained in the

review was substantially based on individual anecdotal
reports by businessmen. While many individual anecdotes

were deleted from the final version of the review, the final
version was nonetheless premised upon them. It was clear
that a number of the anecdotally reported business losses

did not occur because of uncertainty as to whether the Act
would be violated, but for the reason that the transaction,
if it had proceeded, would be in clear violation of the Act
and thus was the very kind of transaction that Congress
intended to prohibit when it enacted the statute. This was
the primary reason that the Department could not and did not
concur in the discussion contained in that review of business
views. It was not at all clear that this anecdotal evidence
supported the conclusions that were drawn that particular
provisions of the Act were ambiguous and that ambiguity was
causing losses of foreign business unintended by the Congress.
The evidence remains unclear and thus, for the same reasons,
the use of that material throughout the GAO draft report as

a basis for GAOQ's present conclusions is guestionable.

(GAO COMMENTS: Although the report prepared by the Department
of Commerce and the Office of the U.S. Trade Representative was
cited in our report, it was not the sole basis for our con-
clusions. Our conclusion concerning the act's anmbiguities is
based, in large part, on our questionnaire results.)

The FCPA Review Procedure

In response to ceoncerns in the business and legal communities
regarding perceived ambiguities in the Act, the Department
formulated the Foreign Corrupt Practices Act (FCPA)} Review
Procedure in March 1980. The Review Procedure provides a
means for individuals and corporations to submit a description
of a prospective transaction to the Department which, after
review, then advises the requestor whether an enforcement
action will be taken if the transaction proceeds. Although
only five review requests have been received, each of the
four responses which have been publicly released thus far
have dealt with significant areas of current concern about
the Act.6/

6/ It is interesting to note that when the SEC solicited
public comments regarding, inter alia, perceived ambigquities
in the Act, only fourteen comments were received. After
establishing an unusual new program such as the FCPA Review
Procedure in order to assist in reducing perceived ambiguity,
the Department has received only five review requests. With
all of its defects, GAO's survey suggests that the vast
majority of companies do not have problems with the Act,
leave alone with ambiguities in the Act. Some might suggest
that the American business community is having less of a
problem with ambiguities of the Act than others would have
one believe.
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(GAO COMMENTS: Contrary to Justice's perception, a signifi-
cant percentage of ocur questionnaire respondents perceive the
antibribery provisions to be ambiguous. For example, more than
35 percent of the respondents rated the provision concerning a
company's responsibility for the actions of foreign agents—-a
key provision—as inadequate or very inadequate. Another

17 percent of the respondents rated the clarity of the pro-
vision as of marginal adequacy.

In addition, as previously highlighted in cur comments, com-
panies that indicated they have lost business were more likely
to rate the clarity of the antibribery provisions as inadequate
or very inadequate.)

As the President's Report to Congress in September 1980
noted, the Departments of Justice and Commerce will, in the
near future, jointly examine the effectiveness of the FCPA
Review Procedure. Until such time as this joint review has
been completed, conclusions such as those drawn by GAQO in
its draft report are premature.

(GARO COMMENTS: We disagree with Justice that our conclusions
regarding the Justice Review Procedure are premature. As dis-
cussed previously the program has received substantial criti-
cism from the business commnity and has been only nominally
used. Pages 42 to 43 of our report discuss specific problems
with the program on which we based ocur conclusions.

In this regard, Justice and Commerce announced in the Jan-
uary 28, 1981, edition of the Federal Register that they are
seeking camnents from the public regarding the effectiveness
and the usefulness of the review procedure in reducing uncer-
tainties about the meaning of any of the antibribery provi-
sions. How effective this data collection and subsequent
evaluation will be remains to be seen. Business views re-
garding the effectiveness of the review procedures were pre-
viously solicited. As discussed in our report, the September
1980 report prepared by the Department of Commerce and the
Office of the U.S., Trade Representative reported a nunber of
reasons that businessmen do not perceive the review procedure
to be useful.)

In our judgment, a new GAC survey, conducted before the
issuance of a final report and directed to a representative
group of respondents, would be appropriate. The guestionnaire
should contain sharply drawn guestions designed to discover

if there are, in fact, serious perceived ambiguities in the
Act and, if so, in which provisicns. The Department of
Justice is, of course, ready to provide whatever assistance
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February 3, 1981

Mr. D. L. Scantlebury
Division Director and
Chief Accountant
U. S. General Accounting Office
Washington, D. C. 20548

Dear Mr. Scantlebury:

This is in reply to your letter of December 8, 1980,
requesting comments on the draft report entitled
“"Foreign Corrupt Practices Act."

We have reviewed the enciocsed comments of the Under
Secretary for International Trade and believe they
are responsive to the matters discussed in the
report.

Sincerely,

r@deric A. m, Jr.
ctiing Inspector General

i

Encliosure
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Commerce staff have & number of sgpecific comments on the draft GO
report. Some of the comments inwlve issues that are not covered in
the draft report, but which the GAD may want to address in the final
report. The comments are grouwped by the accounting provisions and the
corrupt payments provisions of the FCPA.

Accounting Provisions

1. The accounting provisions of the FCPA apply to “issuers," a term
including companies that have sSecurities registered pursuant to
section 12, or tha: report pursuant to section 15(d), of the
Securities FExchange Act. ‘There is some question whether the
accounting provisions apply to wholly or partially-owned domestic
and foreign subsidiaries. The Securities and Exchange Commissin
(SEC) has taken the position that subsidiaries are cowvered
(subsidiaries over 50 percent owned are covered; those 20-50
percent owned are also cowred unless the issuer can demonstrate
lack of control). However, the American Bar Association (ARA)
Guide to Section 13(b)(2) states that subsidiaries generally are
not covered. 'The ABA Guide adds that if a subsidiary's financial
statemert s are material to the issier's fimncial statements, then
the accounting provisiors probably apply to that subsidiary in
order to permit the Iissuer to ensure that its own fimancial
statements are prepared in conformity with generally accepced
account ing principles.

The Chafee bill (5.2763) resolves this question by providing that
with respect to subsidiaries which are 50% or less owned by an
issuer, the issuer's obligation under the accounting provisions is
to "...proceed in good faith to use its influence, to the extent
reasmable urder the issuer's circumstanoes,...to cause
transactions and dispositions of assets having a material effect on
the issuer's interest in the foreign controlled firm to be carried
out corsistent with the purposes of the accounting provisions.”
Since the meaning of the term “issuer™ affects the scope of the
accounting provisions, the GAO may wish to address this question in
its fimal report.
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6. Information in the President's report to Congress on export
disinerntives indicates that lost U.S. export opportunities
stemming from perceived ambiguities in the FCPA tend to be
concertrated in less cveloped countries — precisely those markets
which are majr growth areas for U.S. exports. A discussion of the
geographical impact of the Act would be useful, if it is possible
to do so from the available data.

7. The discussion of the survey results should clearly establish
whether, where, or to what extent respondents engage in overseas
business. Such a clarification would avoid understating the impact
of the FCPA by clearly identifying those responses fram companies
for which foreign operations are not significant in terms of
overall operatiors.

8. During the preparation of the President's report on export
disincentives, the business cammunity indicated that dual
enforcement of the bribery provisions of the FCPA by Justice and
SEC has created confusion and has led to a loss of legitimate
export s. The GAO reports «correctly points out that dual
enforcement was the intent of Congress, but it does not address the
uni ntended effects of the loss of legitimate exports. Since this
issue 1is of particular concern to exporters, GAC may want to
consider reviewing the matter of dual enforcement.
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=40 DRAFT REFORT: "THE FOREIGN Cr' . «1'T PACTICES ACT"

Following are the Department of State's comments and
reccmmended changes in the draft GAO report:

1. Page iv, paragraph 3 - Revisc second sentence to
read as follows:

"The Justice guidance program is voluntary in nature
but requires that participating companies submit a
detailed statement...foreign country."

2. Page v, paragraph 3 ~ Revise fourth sentence to
read as follows:

"The United States has recently mounted a new effort to
negotiate an international agreement outside the United
Nations, but the State Department is not optimistic
that an effective agreement can be put into effect any
time soon."

3. Page vi - We note that in the section on recommenda-
tions to the Attorney General and the Securities and Exchange
Commission (page 49), the GAO recommends legislative proposals
that would amend the Act's provisions. The State Department
supports this approach and recommends that these legislative
proposals be highlighted and summarized on page vi of the
Digest.

4. Page 36, paragraph 2 - Second sentence should be
revised to read as follows:

"No other nation has antibribery prohibitions similar...."

5. Page 36, paragraph 4 - Delete entire paragraph and
substitute proposed language contained in Comment 2. above.

6. Page 45, paragraph 4 - Second and third sentences
should be revised as follows:

Sentence 2 - Insert ", U.S. and non-U.S. alike," after
the word "businesses."

Sentence 3 - Substitute the feollowing language: "The
UN has proved unable to achieve an international anti-
bribery agreement."”

7. Page 46, paragraph 2 - In first sentence, substi-
tute "draft" for "write" and "illicit payments" for "corrupt
practices.”
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with the summit countries, and any other interested
States, on the commitment at Venice to seek to conclude
an agreement among the summit countries but open to all
with the objective of prohibiting illicit payments to
foreign government officials in international business
transaction."

8. Page 48, paragraph 5 - Substitute the following
words after "among" and before "may be possible, etc."”

“the U.S. and its principal economic industrialized
allies”

9. Page 49, paragraph 3 - Revise line 1 of paragragh 3
to read as follows:

"Under this option, Justice, the SEC, and other interested
agencies would offer legislative, etc...."

10. Page 4, paragraph 4 - The second sentence should
be revised to read as follows:

"We recommend that Justice, the SEC, and bther interested
agencies in consultation with the Congress propose
legislative reforms to improve the antibribery provisions
of the Act. Such consultation should principally

invelve the Chairmen of the Senate Committee on Banking,
Housing and Urban Affairs, and of the House Committee

on Interstate and Foreign Commerce, Subcommittees on

Oversight and Investigations; and on Consumer Protection
and Finance."c.

Sincerely,

o G o L8

Elinor G. Constable
Deputy Assistant Secretary for
International Finance and Development

(908010 129
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The remainder of page 46 should be deleted and the
following language substituted instead:

"State Department officials report that, although
the ECOSOC Committee completed its work on a largely
unbracketed draft agreement on illicit payments in the
spring of 1979, the ECOSOC and the UN General Assembly
have each failed two years in a row to take any action
to advance the long-standing U.S. initiative to conclude
an agreement on illicit payments. The summit countries
agreed at Venice in June 1980 to work in the UN toward
such an agreement, but if that effort faltered, to seek
to conclude an agreement amongst themselves but open to
all with the same objective. President Carter in his
September 1980 report to the Congress on export disin-
centives indicated the U.S. would make a further effort
in the fall 1980 General Assembly session to schedule a
conference to conclude an agreement. If the GA could
not agree, the President said he would agk the other
heads of government at the 1981 summit to direct the
prompt negotiation of such an agreement among the
summit nations but open to others.

At the 1980 GA session the U.S. held two rounds of
consultations in New York with the G-77, summit and
OECD countries seeking their support for the draft U.S.
resolution to convene a conference in the first half of
1981 to conclude an agreement on illicit payments. We
indicated the U.S. was prepared to consider the schedul-
ing_ of a separate conference on the code of conduct
later in 1981 but could not accept linkage of the two
matters. The G-77 remained firm in support of tight
linkage between the two conferences.

As no compromise was possible the U.S. delegation
make it clear to the UN Community after fruitless
consultations in New York that the U.S5. had come toc the
conclusion that it was not possible tc make further
progress on illicit payments in the Untied Nations at
this time. We believe that the good faith effort made
by U.S. in New York to find a compromise that would
permit a conference on illicit payments to proceed on
its own merits fulfills the U.S. commitment at Venice
to continue to work towards an agreement on illicit
payments in the United Nations until that effort
falters. Therefore, the U.S. intends to follow through
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DELPARTNMENTD b ~1 A
( mu[/lrr-H-r
Hashington, b oo 205240

iMr. J. Kenneth Fasick 1 o F
Director

International Division

U.S. General Accounting Office
Washington, D.C.

Dear ﬂ};’?Gsick:/ﬁ£¢~

I am replying to your letter of December 8, 1988, which for-
warded copies of the draft report: "The Foreign Corrupt
Practices Act"

The enclosed comments on this report were prepared by the
Deputy Assistant Secretary for Internatiopal Finance and
Development in the Bureau of Economic and Business Affairs.

We appreciate having had the opportunity to review and comment
on the draft report. If I may be of furthet assistance, I

trust you will let me know.

Sincerely,
Roger B. Feldman

Enclosure:
As stated

GAO note: Page numbers in this appendix refer
to the draft report and may not
correspond to this final report.
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2. The FCHA's qualifying lamguage in the accounting provisions, that
intermal accourting controls ke sufficient to provide "reasmable
assurances," established the concept that the cost of internal
controls should not exceed the benefits received. Yet the results
of the GAD survey indicate that the costs inwlved in compliance
efforts were perceived by most of the companies to exceed benefits
received. This suggests there may be some confusion over what
should be considered as costs and benefits. As part of GA's
recanmendation to the SEC to develop a more explicit standard for
complying with the accounting provisions, consideration should be
given to clarifying the nature or concept of costs and benefits
that are relevant to the balancing process.

3. There appears Lo be some controwversy as to the standard of
culpability that should apply in civil injunctive actions for
violations of the accounting provisions. The SEC has announced
that a negligence stardard shoald gowvern in  such cases.
(Securities Exchange Act Release No. 34-14478.) Some members of
the 31 assert that the legislative history of the FCPA does not
support that standard, and that a showing of "scienter™ owght to be
required to establish a violation of the accounting provisions.
The GAD report makes reference to the Chafee bill (S.2763), which
provides that liability under the accounting provisions would be
limited to knowingly falsifying company books and records and
intentionally wrongful maintenance of the intermal accounting
controls. The GAO may want to consider including a discussion of
the merits of limiting such liability for viclations of the
accounting provisions.

4., There 1is disagreement whether a private right of action is
available to anyone injured by violations of the FCPA, particularly
for violations of the accounting provisions. The SEC has stated
that the legislative history of the FCPA contemplates that private
rights of action could be implied for persons who are injured as
the result of unlawful bribery. The ABA Guide takes the position
that there is no support in the language or legislative history of
section 13(b) (2) for the imposition of such civil 1liability for
violations of the accounting provisions. The issue is an important
one, and the GAO should consider adding a discussion of this poi nt.

Corrupt Payments Provisions

5. The FCPA affects the exports of both small and large firms. The
GAO study is based on a sample of large corporations. In the
caurse of preparing the President's report on disincentiwes, the
Department received Iinformation from small and mediumsizd
compani es which indicated that the potential adverse effects o
their overseas operatiors (including forgoing exporting altogether)
were greater than those of larger firms. he important reason is
that smaller companies incur proportionately greater compliance
costs, e.g., le@l amd accaunting expenditures.
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- - | UNITED STATES DEPARTK.E'T GF COMMTPCE
-- : The Uncder Secrezary for Internationat Trad.

o Vi o Dl

JAN 27 1981

Mr. D. L. Scantlebury, Director

Division of Financial and General Management Studies
United States General Accounting Office

Washimgton, D.C. 20548

Dear Mr. Scantlebury:

Thank you for the opportunity to comment on the GAQ draft entitled, "The
Foreign Corrupt Practices Act: A look at Its Impact on Business.”

The President's Report to the Congress on Export Incentives and Potential
Disincentives directed the Department of Commerce to examine the Foreign
orrupt Practices Act Review Procedure and to develop recommendations for
improvement. Because the Department's work is not yet complete, we do not
now have positions on the specific recommentations outlined in vour
reporc. However, I ¢ note that the results of your study are in many
respacts congruent with thase of the President's Report.

For your information and consideration, I have attached specific comments
preparaed by Commerce staff. We look forward to working with the Congress
and the GAO staff in examining further the impact of this legislation on
exporters.

Sincerely,

e TS
Paul T. O'Day
Acting Under Segrgfary

Ehclosure
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may be necessary to conduct such a survey. Congress would
then be in a better position to draft legislative language
to eliminate the unintended effects of the Act.

It may be that there are serious perceived ambiguities in

the Act which are causing unintended losses of foreign

business. If such is the case, the Department will clearly
support amendment of the Act and provide any assistance

possible in that effort. Thus far, however, there is insufficient
evidence.

We appreciate the opportunity to comment on the draft report.
Should you desire any additional information, please feel
free to contact me.

Sincerely,
Kevin D. Rooney E?

Assistant Attorney Geheral
for Administration
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(GAO COMMENTS: Justice's Foreign Corrupt Practices Act Review
Procedure was implemented in response to a Presidential direc-
tive., BAs discussed previously, the President, in September
1978, directed the Attorney General to provide guldance

to the business commnity which would help reduce uncertainty
about the meaning and application of the act's antibribery pro-
visions. The President expressed concern over the potential
effect of the act's alleged anbiguities. He stated that

the act should not be viewed as an impediment to the conduct
of legitimate business abroad and hoped that business would
not forgo legitimate export opportunities because of uncert-
ainty about applying the act. However, it was not until
approximately 18 months after the President's directive that
Justice's review procedure became effective. As reported on
pages 42 to 43, the long awaited Justice program has received
substantial criticism and has only been nominally used by

the business cammunity. The program has not effectively
addressed the ambiguities and it is doubtful it will—

at least in its present format.)

For those who have participated, the FCPA Review Procedure

has been beneficial. We continue to be hopeful that the
business community will use the FCPA Review Procedure in

those instances when the application of the Act to a particular
transaction may not be clear.

Response to GAO Recommendations

Based on its survey and review of previous reports, GAO
recommends that Justice and the SEC jointly develop alternatives
to address the "antibribery ambiguities" and suggests

additional guidance through the publication of hypothetical
examples of permissible and non-permissible conduct under

the Act and/or "legislative proposals to reduce the ambiguities"
such as "[l] the definition of foreign ocfficials, [2] the
responsibility of a company for the actions of foreign

agents and officials, [3] the making of facilitating payments,
and [4] corrupt versus non-corrupt payments." The draft

report recommends that Justice and the SEC report to the
Chairmen of the Senate and House committees by no later than
April 30, 1981 on alternative ways to address the antibribery
ambiguities.

These unqualified and broad recommendations are unsupported
by the draft report. Close examination of the GAO survey
data certainly does not reveal any clear or convincing
evidence that the business community even perceives the Act
to be ambiguous. To the contrary, the statistics suggest
ambiguities are not a significant problem. 7/

7/ We have not, in our comments, addressed a number of
technical errors throughout the draft report with respect to
the Act and its application. We are prepared to review
these errors with your staff at an appropriate time.
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—47 percent of the respondents who rated the clarity of
the act's antibribery provision relating to a company's
responsibility for actions of a foreign aygeni as
inadequate or very inadequate,)

Earlier Studies of the Act

The importance of focusing on the difference between the
intended effect of the antibribery provisions and business
losses due to perceived ambiguities is further highlighted
by the lengthy review in the GAO draft report of the work of
the earlier White House task forces. For example, the
survey of foreign service posts that was conducted by the
State Department, and which is referred to at pages 18-19 of
the draft report, was reviewed as part of an interm task
force report to the President in February 1980. That survey
suffered from the same deficiency that GAO's survey does --
that is, it did not distinguish between losses due to
perceived ambiguities as constrasted to the Congressionally
intended effects of the Act. Its value to the task force,
for this reason, inter alia, was therefore severely diminished.

(GAO COMMENTS: As discussed above, our questionnaire
results show that companies that lost business were
more likely to rate the antibribery provisions as inade-
gquate than those who did not lose husiness.)

Much of the discussion of the antibribery provisions of the
Act contained in Chapter 4 of the GAO report summarizes
material which was attached to a Presidential Report to the
Congress in September 1980 made pursuant to Section 1110 (a)
of the Trade Agreements Act of 1979. Attached to that
Report was a review, prepared by the Secretary of Commerce
and the U.S. Trade Representative, of the views of various
segments of the business community regarding, among other things
the effect of the Act as a disincentive to American exports.
As the President indicated in his report, that review was
explicitly noted by the President as not representative of
the Administration's policy and, as the footnote on page 9-
1 of the review indicates, the Department did not concur in
the discussion contained in that review.

(GAO COMMENTS: President Carter referred to the review of the
Executive Branch Export Promotion Functions and Potential Ex-
port Disincentives as

"k * * the most comprehensive study of its kind

ever undertaken by the U.S. goverrment. It con-
tains a considerable amount of information that must
be weighted and examined, and will serve as a solid
basis for future actions by the Federal government.')
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"These corporations have included some of the larg-
est and most widely held public companies in the
United States: over 117 of them rank in the top
Fortune 500 industrials.”

As mentioned previously, Justice also failed to mention our

two additional surveys of the leading companies in the air-

craft and construction industries. Further, with regard to

the impact on smaller companies, the Commerce Department in

commenting on our draft report said that the adverse impact

of the act is even greater on these campanies, many of which
are trying to enter the world market or expand their foreign
sales.)

Aside from the defects in the survey which flow from

not questioning the right companies, the survey is also
defective because the wrong questions were asked of the
companies surveyed, at least insofar as the survey questions
related to the antibribery provisions of the aAct. All of
the White House task forces .on export disincentives which
reviewed the impact of the antibribery provisions on foreign
trade were extremely careful to draw a very important
distinction which is completely ignored@ by the GAO in its
survey. There are obviously certain foreign transactions
which the Congress fully intended to prevent when it enacted
the Foreign Corrupt Practices Act, that is, any transactions
which involve bribery of a foreign government official in
clear violation of the provisions of the Act. <Clearly,
Congress intended that American firms would forgo such
transactions and lose such sales if they could only be
effected by means of bribery in violation of the Act. As a
matter of public poclicy, the Congress made a judgment, by
enacting this statute, that economic losses stemming from
such lost business opportunities were appropriate. Absent a
repeal of the Act, which few, if any, commentators have
publicly advocated, such losses of business cannot and
should not be avoided.

The export disincentive which was of concern to the various

task forces whose work is reviewed in the GAO study is the
unwarranted losses of foreign business that may be occurring
because of perceived ambiguities in certain provisions of

the Act or uncertainty as to how the Act will be enforced.

The abandonment of a particular foreign transaction by an
American company because of an unjustified fear that to

proceed could involve a violation of the Act is the only

type of economic loss that is at issue. This is the distinction
with which the GAO survey does not adequately deal. For

example, question 33 asks the extent to which ". . . the
Foreign Corrupt Practices Act affected your total overseas
business." Not only does the question not focus on the

effect of the antibribery provisions as contrasted to the
recordkeeping provisions, but it does not ask about business
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"little or no effect" on overseas business or caused only
"somewhat of a decrease in business.”"2/ Although 12 percent of
the respondent companies claimed a "moderate" loss of

business, less than 1 percent of the companies claimed a

"great decrease in business" as a result of the Act. Similarly,
in response to question 34, more than 87 percent of the
companies participating in the survey indicated that foreign
buyers or agents have been discouraged by the Act from doing
business with the company "to little or no extent" or only

"to some extent."3/

(GRO COMMENTS: Justice has quoted the statistics in a
misleading way. Approximately 32 percent of the compan-

ies responding to our questionnaire reported that, as a
result of the act, they have lost overseas business.
Slightly less than 20 percent of the respondents character-
ized this loss as "somewhat of a decrease" while 12 percent
of the respondents reported they have experienced a moderate
loss of business. Less than 1 percent of the respondents
reported a great decrease in business.

In addition, Justice fails to mention the results of our sur-
vey of leading companies in the aircraft and construction
industries. As discussed on page 15, respondents to our ques-
tionnaire believed that campanies in the construction and air-
craft industries were more likely to be adversely affected by
the act. Because of these perceptions, we sent additional
questionnaires to a number of leading companies in these indus-
tries; 54 percent of the respondents reported that the act had
adversely affected their overseas business.)

Thus, the survey results seem to suggest that the antibribery
provisions have been much less a cause of loss of overseas
business than some commentators have stated and this report
has concluded. Frankly, however, we have serious doubts

about the wvalidity of the survey in drawing conclusions

about the antibribery provisions for several reasons:

1. As the survey guestionnaire indicates, the whole
survey process was heavily weighted toward a study
of the impact of the recordkeeping provisions of
the Act (34 of 46 questions}, and not the antibribery
provisions (12 of 46 questions).

2/ Given the fact that the survey had a margin of error of
plus or minus 7 percent, it is conceivable that more than
94 percent of the companies surveyed fell into this category.

3/ This figure could also be as high as 94 percent. See footnote
2 abave.
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comments will be confined to that portion of the report
which deals with the antibribery provisions of the Act.

The draft report relies substantially upon the results of a
survey conducted by the GAQ beginning in December 1979 and
upon various reports and reviews conducted by executive
branch agencies concerned with issues relating to trade
disincentives.l/

The Department's study of the GAO report has led it to
conclude that the survey is deficient and does not support
the proposition for which the survey is cited in the report.
Moreover, to the extent that the report relies on data
previously gathered by executive branch agencies, that data
is equally unreliable as a basis for supporting the report's
conclusions. Indeed, those conclusions are premature in
light of the anticipated joint study of the Review Procedure
by the Departments of Justice and Commerce.

(GAO COMMENTS: We disagree with Justice's claim that our
report does not provide the Congress with the basic data it
needs to assess the implementation and impact of the act.
The results of our questionnaire survey camplemented by the
results of our additional review work should be of signif-
icant value to the Congress in its future deliberations of
this controversial law. We believe the value of the GAO
study was best expressed by SEC in its comments on ocur draft
report:

"The campletion of the GAC study is an important
event. The GAO's survey of 250 industrial corpor-
ations establishes an empirical data base which
provides information that will assist the Commis-
sion, the Justice Department and the Congress in
assessing the impact and implementation of the
FCPA. BAs a result, the GAO's report constitutes
a significant contribution to discussions concern-
ing the impact and meaning of the Act.”

1/ These include a September 1978 report of a White House
Task Force on Export Disincentives; a February 1980 interim
report of a second White House Task Force on Export Disincen-
tives; and a Review prepared by the U.S. Trade Representative
and the Secretary of Commerce which summarized the views of
some members of the business community regarding the effect
of the Act as an export disincentive. This Review was
forwarded to the Congress by the President in connection

with his Report to the Congress in September 1980, pursuant
to Section 1110(a) of the Trade Agreements Act of 1979.

110



APPENDIX 1V APPENDIX IV

fact that the statutory standards require determinations as to a person's
state of mind — determinations that often require an evaluation of cir-
cunstantial evidence bearing on the question of intent. Hypothetical
analysis is not suited to such an evaluation and could easily be miscorn-
strued. Accordingly, it would not be appropriate for Justice and the Com-
mission to "be jointly bound by any such guidance" as the @O draft suggests
(page 49). Finally, ard perhaps most inmportant, it would be unwise for the
Oomnission to attempt to issue 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 issues and problems that
would not be immediately apparent in a hypothetical situation. This re-
sults in a more sound and judicious decisiormaking process.

(GAO COMMENTS: We disagree with SEC's perception that hypo—
theticals would be of limited value. Instead we believe well-
constructed hypotheticals could be of significant value in iden-
tifying the significant ambigquity problems. To assure that
these hypotheticals are well constructed, we recommend that the
Departments of Comnerce and State and the U.S. Trade Represen-—
tative be included in this process.

We disagree with SEC's contention that it would be inappro-
priate for Justice and SEC to be jointly bound by the same
guidance. SEC's position is inconsistent with its current
program to abide by Justice's review letters until May 1981.
More importantly, SEC's position is inconsistent with congres-
sional intent. For example, the report accompanying the House
version of the act indicated that Justice and SEC have devel-
oped a close working relationship which should continue as they
enforce this law. As stated in our report, we strongly believe
that companies should be subject to clear and consistent demands
by the Government agencies responsible for enforcing the act.)
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(GAO COMMENTS: We disagree with SEC's assertion that we do not
discuss how the desire for greater clarity could be reconciled
with congressional policy. We believe that the ambiguities high-
lighted on pages 38 to 41 could be reduced through implementation
of our recamnendations. We reject the argument that clearing up
existing ambiguities-—which, in part, may have caused U.S. busi-
ness to forgo legitimate export opportunities—-would not be con-
sistent with the act the Congress passed. Further, the Congress
expected that SEC and the Department of Justice would work closely
to carry out the provisions of the act. Although Justice developed
a program to assist businesses, SEC has only agreed to be bound
by Justice's opinion until May 1981.)

B. The Relationship Between the Commission and the
Justice Department's FCPA Review Procedure

Because the FCPA Review Procedure is a program of the Department of
Jusice, we do not have detailed caments concerning the portion of the
draft report that discusses the review procedure. However, the reference
at page 42 to the Camission's position "that it will not take enforce-
ment action against any campany that receives a favorable Justice review
letter" urder that Procedure should be qualified to make clear that it ap-
plies only to review letters issued prior to May 31, 1981. As the report
subsequently rmotes, the Comnission will review its position, prior to that
date, to determine vwhat, if any, further action it should take.

The draft report is inaccurate in asserting that Comission participa—

Iv

tion in the FCPA review procedure "would have been in line with SEC's current
policy of issuing administrative interpretations of laws and regulations when
requested by interested parties" (page 44). ‘'The draft report fails to under-

stand the nature of the adninistrative interpretations that the Camission
does issue. These interpretations are provided to assist persons and enti-
ties in camplying with provisions that, unlike the antifraud provisions and
the bribery prohibitions, are of a technical and regulatory nature. In
contrast, Sections 103 and 104 of the FCPA proscribe the making of any pay-
ment or gift "corruptly”" to a foreign official, political party, or candi-
date for foreign political office in order to assist in dbtaining, retain-
ing, or directing business to any person. The determination of whether

or not a person subject to those provisions intends to make a payment or
gift "corruptly" will often reguire an evaluation of circumstantial evi-
dence to detemmine whether the person making the payment or gift did so
with a "corrupt purpose.” Accordingly, the nature of the inquiry differs
significantly fram that irvolved in providing interpretations of regula
tory statutes or rules that do not turn on the question of intent, or in
issuing "no-action" letters in the context of such provisions — a methad
that the Commission has long employed to provide guidance to the public.
Urder these circumstances, it appears that questions concerning the motive
or intent of those engaging in conduct which appears to came 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
ypon intention.
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(GAO COMMENTS: We believe that our questionnaire results show
a significant percentage of companies who believe the act's
antibribery provisions are not clear. For exarple, more than
35 percent of the respondents rated the provision concerning a
canpany 's responsibility for actions of foreign agents-—-a key
provision—as inadequate or very inadequate. Another 17 per-
cent of the respondents rated the clarity of the provision as
of marginal adequacy. Also, as previously stated companies in-
dicating that they have lost business are more likely to rate
the clarity of antibribery provisicns as inadequate or very in-
adequate.

We believe that the low response rate SEC received was
substantially influenced by a nurber of factors unrelated
to the ambiguity problem, including

—=the timing of SEC's request for public comments;

-——SEC's refusal to participate in Justice's Business
Review Program; and

—a prior published quote, reportedly made by the Director
of SEC's Enforcement Division, which strongly criti-
cized business' need for guidelines to reduce the ambi-
guities.

SEC's release that requested public camments appeared in the
February 26, 1980, Federal Register--about one month before

the start of Justice's Business Review Procedure. Therefore,
for much of the 4 months the comment period was open, the Jus—
tice Business Review Procedure was in operation. This raises
some question about SEC's timing in announcing the program. It
is not surprising now that business had a program which sup-
posedly would address any ambiguities that there was no need
to expend corporate funds to assist SEC to ascertain the extent
to which criticisms of the act had substance.

In addition to what appears to be poor timing, SEC had, before
issuing the release to the public, refused Justice's request to
participate in the Foreign Corrupt Practices Act Review Procedure.
What effect this refusal had on the public's motivation to re-
spord to SEC's request is hard to assess. However, it is logical
to conclude that it had some effect.

Another factor that may have had an impact on the low response
rate concerns a published quote reportedly made by the
Director of SEC's Enforcement Division. The Director

had been quoted as saying that

"We do not have guidelines for rapists, muggers and
emrbezzlers, and I do not think we need guidelines for
corporations who want to bribe foreign officials.”
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(GAO COMMENTS: SEC has distorted the results of our question-
naire. Approximately 32 percent of those responding to our
questionnaire reported that, as a result of the act, they lost
business overseas. Approximately 20 percent of the respondents
characterized this loss as "somewhat of a decrease," not a

"minor" decrease as stated by SEC. SEC also fails to mention

the results of our surveys of leading campanies in the aircraft
and construction industries in which more than 50 percent of those
responding indicated that the act has caused them to experience

a loss in business. We believe that these percentages are signif-
icant and deserve close attention by the Congress. We strongly
question SEC's assertion that most of the lost business reported
above involved transactions that are clearly prohibited by the
bribery provisions. We are unaware of any SEC, or for that matter
any study, that supports, or would lead SEC to reach, such a con-
clusion. In fact, our questionnaire responses show that at least in
part the lost business is due to the ambiguities in the antibribery
provisions. A comparison of the results of question 33, which asks
how the act has affected a company's total overseas business——to
the results of question 37, which deals with the clarity of the
antibribery provisions-—shows that companies that reported a
decrease in business were much more critical of the clarity of

the antibribery provisions than companies who didn't experience a
decrease. For example, while 32 percent of the respondents indi-
cated they suffered a decrease in business, these respondents
represented

—more than 48 percent of the respondents rating the clarity
of the facilitating payments requirement as inadequate or
very inadecuate.

—48 percent of the respondents rating the clarity of the ques—
tiocnable payment by foreign subsidiaries as inadequate or
very inadequate.

—47 percent of the respondents who rated the clarity of the
act's antibribery provision relating to a company's responsi-
bility for actions of a foreign agent as inadequate or very
inadequate.)

Despite the survey data reflecting that the bribery provisions have
been effective in achieving the purposes the Congress sought to achieve,
and are not as ambiguous as same have swggested, the draft report deals ex-
clusively with allegations that confusion exists "over what constitutes cam
pliance with the Act's * * *" prohibitions against bribery (see page 36). The
draft report adds, despite the survey data noted above, that these alleged
ambiguities "have been cited as possibly causing U.S. campanies to forego
legitimate export opportunities."

As in the case of the accounting provisions, the draft report repeats
these criticisms, as if they should be accepted at face value, without
an irdependent analysis of whether they actually have merit. For examnple,
there is no analysis of the implications of the survey data noted above.
The empirical data campiled in response to the GAO's questionnaire indicate
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E. The GAD Recammendation Concerning the Acocounting Provisions

The GAO draft recamernds that the Camission, "with input fram Justice,
the corporate cammmity and the accounting profession, develop an explicit
stardard or stardards * * * which clearly tells canpanies the degree of pre-
cision needed to comply with the Act's accounting provisions (page 35). The
report adds, "[tlhis clear detailed standard should contain definite thresh-
olds for campliance."

Although we have pointed out instances where we believe the draft re-
port is not supported by the record of the Camission's enforcement actions
in administering the FCPA, or by the results of the GAO survey on which the
draft report is based, and identified a nuwber of considerations that are
often overlooked by critics, the Comission can acknowledge that at least
same of the concerns that have been expressed have a degree of merit. 2
nunber of these concerns were reccgnized, for example, in Chairman Williams'
statement of the Camnission's policies before the AICPA.

With respect to the recammendations in the GAO's draft, which appear
to be made within the framework of the existing law, we are not sure what
is intended when the draft report calls for a clear definite quantitative
threshold that will “clearly tell campanies the degree of precision needed
to camply with the Act's accounting provisions" (page 35). First, it should
be noted that the differences in the two accounting provisions require dif-
ferent standards adapted to the purposes of each section. In addition,
the recamnerdation appears to contemplate some kind of an arithlmetical stan-
dard that could be inconsistent with the principle of maintaining account-
ability for assets and too rigid and inflexible to be practicably applied,
given the vast differences in the circumstances of the issuers subject to
the accounting provisions.

For example, in the context of the recordkeeping provision, does a
“clear definite quantitative" threshold mean that transactions may be recorded
at an amount that differs by 5%, 10% or even 25% from the amount at which
it occurred, or is GAO suggesting that the Camission propose that transactions
below some arbitrary figure such as $10, $100, $1,000 or $10,000 need not
be accurately recorded? With respect to the internal accounting controls re-
quirement, is the GAO suggesting an across-the-board rule that canpanies may
disregard the risk of loss of cash or other assets as long as it is below same
arbitrary figure such as $500, $5,000, $25,000 or more? If this is not what
is contenplated, precisely what does the draft report suggest?

In this context, the GAO recognizes that a “materiality” standard could
establish "a benchmark below which questionable corporate practices may be
exempt” {page 33). Accordingly, the GAO reccammends (id.) that:

"qualitative characteristics in addition to quantitative thresh-
olds be developed. An example would be a requirement that all

intentional actions by top corporate management are material
regardless of the dollar amownt.”



APPENDIX IV APPENDIX IV

(GAC COMMENTS: There is a difference of opinion between SEC
and the ABA committee guilde as to whether a materiality
standard is included in the act's accounting provisions.
Irrespective of whether such a standard exists, it is an
overstatement for SEC to contend that Congress explicitly
rejected the concept of a materiality statement. We found
no evidence in the legislative history that Congress sub-
stantively considered and explicitly rejected a materiality
standard.)

Similar problems exist with the assertion (page 27) that "“all of the
accounting officials we contacted believe that without a materiality stan-
dard it is unclear as to the effort required to comply with the Act's account-
ing provisions."” The draft report subsequently reflects (page 31) that
the “public accounting firms we contacted" made their camments in response
to a Comission rule proposal — a proposal that was subsequently withdrawn
~— which would have required each issuer to issue an annual statement to
shareholders concerning its system of internal accounting controls, together
with an auditor's report on management's statement. Placed in the context
of that rule proposal, these statements appear to reflect a concern that,
“{t]he inapplicability of a materiality standard [ to management's represen-
tation] creates the potential for limitless campliance costs, placing the
burden on the auditors * * *." Moreover, the draft report sumnarizes the
accomntant's caments as stating, "[i]t is wwealistic for the SEC to require
management to represent that reasonable assurance, without regards to mater—
jality has been achieved" (emphasis added). 'These statements make clear that
the accountants' comments in question are directed, not to campliance with
the language of the accounting provisions, but instead to perceived problems
that issvers and auditors would have in camplying with the Cammission's rule
proposal. As a result, it appears inaccurate to state "all of the accountirg
officials we contacted" believe that a materiality standard "is needed" to
provide guidance as to campliarnce with the Act.

(GAO COMMENTS: Although comments to an SFC release were

used to highlight the public accounting firms' positions,

the statement in our report that "without a materiality
standard it is unclear as to the effort required to comply
with the act's accounting provisions” was based on the
results of GAO contacts with 11 large public accounting
firms. In addition, SEC's response implies that its rule pro-
posal was not related to the act's accounting provisions,
although the proposal specifically mentioned that the act had
heightened business's concern over internal control system
reliapility. In our view, comments in response to the SEC
proposal indicated, among other things, concern over compliance
with the act's internal control provisions.)

Although the draft GAO report is correct in noting (see page 21) that
the principle area of controversy has been over “"whether the provisions
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D. The Issue of Materiality

The draft report notes the criticisms of some members of the bus:;iness
cammity that campliance with the internal accounting contrals requirement
will be too costly in the absence of a materiality stardard (see page 21).
However, the absence of a materiality standard in the internal acoounting
controls requirement does not mean, as same persons apparently assume (see
page 31), that a system of internal accounting controls is required to pro-
vide absolute assurances 'that prohibited practices will not occur, however
minor in amount.” This should be apparent fram the discussion set forth
above. Such a system would not be cost-effective. In addition, the Comr
gress explicitly recagnized that no system of internal accounting con-
trols is expected to be perfect. 40/ Similarly, the Commission has made
clear that the provision does not require "a fail-safe accounting control
system” without regard to the costs involved. 41/

The concerns expressed with respect to the "reasonable assurances"
standard, like those voiced with respect to the recordkeeping requirement,
ultimately reflect a concern for the liability consequences of a failure to
conply. To a certain extent, these concerns reflect a lack of familiarity
with the reasonable assurances standard and the fact that the "state of the
art" with respect to cost-benefit analysis is undergoing change and develop~
ment. They overlook the fact that the statute accords management a broad
range of discretion and that persons and entities will not be held liable
unless they have exceeded the bourds of that discretion.

(GAO COMMENTS: We disagree with SEC's statement that these
concerms ultimately reflect concern about the liability
consequences for a failure to comply. As we stated previously,
given the potential penalties facing violators, certainly that
is an important consideration. However, it should be noted
that campanies are also concerned because of the costs,
excessive in many cases, needed to cauply with what they
perceive as unclear provisions. We recognized this concern

in recommending that the Congress remove the criminal
penalties for violation of the act's accounting provisions.)

The draft report asserts {(page 27) that 70% of the respordents to the GAO
questiomnaire held the view that a materiality standard "is needed" to tell
issuers what degree of "effort" is required to record transactions accurately
ard devise and maintain an adequate system of internal accowunting controls.
This statement is not consistent with the data the GAO received in response
to the questionnaire. Question 37 asked respondents, among other things, whe-
ther the text of the accounting provisions “clearly explains what is expected
fram your company in order to be in campliance" with respect to the "issue of

materjality” (emphasis added); it did not ask whether compliance would be
unreasonable without such a standard.

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

41/ See Securities Exchange Act Release No. 15772, supra.
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In the Camnission's view, as stated by (hairman Williams in his address
to the BAICPA:

"The test of a campany's control system is not whether occasional
failings can occur. Those will happen in the most ideally managed
canpany. But, an adecuate system of internal controls means that,
when such breaches do arise, they will be isoclated rather than
systemic, and they will be subject to a reasonable likelihood of
being uncovered in a timely manner and then renedied pramptly.
Barring, of course, the participation or camplicity of senior
campany officials in the deed, when discovery and correction
expeditiously follow, no failing in the coampany's internal
accounting system would have existed. To the contrary, routine
discovery and correction would evidence its effectiveness."

(GAO COMMENTS: We believe that this statement clearly points out
the difficulty business faces in complying with the act. The Chair-
man noted that regardless of how technically sound and documented
an internal control system is, the "last analysis" is keyed to
actions of the corporate board of directors and top management.

This is indeed a highly subjective judgment which clearly demon-—
strates vwhy more guidance is needed.)

(b) Cost-Benefit Judgments

There is an important consideration that is often overlocked by persons
who camplain 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
accounting control may exceed its anticipated benefits, the law does not re-
quire that such a precise point be detemined. The law merely requires a rea—
sonable determination that the costs would be more or less than the benefits
that may be anticipated. MWoreover, although precise deteminations will often
be impossible because of the judgments and estimates that are necessary, most
cost~benefit judgnents will usually fall clearly into either the "more than”
or "less than" category. It is only when the relative costs and benefits are
approximately equal that there may be a guestion as to whether a particular
change would be cost-effective; but in those sitwmtions, given the difficul-
ties in making a precise cost/benefit analysis, there is a measure of dis-
cretion accorded to management as to what actions, if any, should be taken.
Ard, unless management exceeds bourrds of a reasonable exercise of that dis-
cretion, there would nmot be a violation. That this should be the case is
consistent with the intent of the Corgress, noted above, that the internal
accounting controls provision should be a sel f~regulatory measure.

Accordingly, in our view, changes are required in a system of internal
accounting 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 authorization, or that transactions will not be re-
corded as necessary to prepare financial statements or to maintain account—
ability for assets, or that one of the other statutory objectives will mot
be met; (b) there are control procedures available which could be implemerr
ted in order to reduce the risk involved: (c¢) management determines that
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The draft report correctly notes {page 22) that the reasonable assurances
standard is intended to make clear that "the cost of internal control should
not exceed the benefits to be derived" fram such a system. The benefits
"consist of reductions in the risk of failing to achieve the objectives”
that the statute sets forth for a system of internal accounting contrals. 37/
Unfortunately, the draft report fails to recognize that this standard pro-
vides a standard of campliance that does include a quantitative threshold.

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

(GAO COMMENTS: We disagree with SEC's contention that the reascnable
assurance standard, as presently defined, provides a standard of compl-
iance that includes a quantitative threshold. In his January 13, 1981,
speech, regarding the degree of exactitude required to camply with the
accounting provisions, Chairman Williams stated that the act in essence
provides a de minimus exemption, though not in quantitative terms.

He acknowledged that "many persons, however, have not been caumfortable
with such a fluid legal standard".)

(ontrary to the views expressed in the draft report ard by same members
of the business canmmity to the effect that the reasonable assurances stan
dard is unclear, the internal controls provision is explicit in two important
respects:

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

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

(a) Deference to Managerial Judgments

The statute and the legislation also make clear that corporate managers
are accorded a broad range of discretion as to the means by which these ex-
plicit mardates are to be carried out. There are salient reasons why this
is true which the draft report fails to acknowledge. First, subject to the
accounting provisions are appraximately 9,000 public companies which range
fram relatively small campanies with approximately one million dollars in
assets and 500 or more shareholders 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 issuers, it should be apparent that
“what constitutes campliance" may, and should, be different for each of the
canpanies subject to the accounting provisions. Goverment prescription of
what each individuwml campany must do to camply would be wholly impractical

37/ see Section 320.28 of SAS No. 1.
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for doing so in the accounting literature. Although this view has been .
voiced by critics of the Act, presumnably in an effort to limit possible lia~
bility for inadvertent or insignificant errors, it is important to mader—
stand the nature of the campeting policy considerations that are implicit
in such an approach. On one hand, the legislative history reflects the de-
sire of the Corngress to emphasize the fundamental principle that all trans-
actions and dispositions of assets should be accurately accounted for in a
canpany' s books and records — a principle that the statute refers to as

the maintenance of accountability for assets. On the other hand, there is
undoubtedly merit in the proposition that an inadvertent or insignificant
error does not require the government to "roll out the federal artillery"

in order to redress the problem. The critical question is how to reconcile
the latter proposition with the principle that all corporate transactions
should be accurately recorded in the campany's books and records without,

at the same time, corndoning the falsification of corporate books and records
or cother improper practices.

In this context, the draft report recognizes, correctly in our view,
that the use of a traditional materiality standard as a quantitative threshold
would establish "a benchmark below which questionable practices [with respect
to the recording of transactions] may be exempt" and "could weaken the present
intent of the accounting provisions to enhance corporate accountability over
assets" (page 34). 1@/ Howewver, the draft report then recamends that the Com-
mission "develop" an "explicit standard" (see page 35) that will prescribe "lower
quantitative thresholds" 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 involves an amount below that threshold figqure. Nor
does it contain any discussion as to how the concept of falsification below

a threshold amoumnt might be reconciled with the goal of maintaining account-
ability for assets. 35/

34/ Same have suggested that a "materiality” standard be used

~  as a quantitative threshold, but these persons have overlooked
the fact that "materiality"” is a standard 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 not "material" to irnvestors — i.e., one that a reasonable
investor would consider important in making a decision to buy,
sell or hold securities — the transaction would not have to be
recorded, in any manner, in the bocks ard records of an issuer.
As the GAO draft correctly points out, this could include trans—
actions invalving large amounts of corporate assets (see page 33).

35/ In its recamendations, the GAO draft does suggest, again without

T discussion, that there should be "a [qualitative] requirement that
all intentional falsifications by top corporate management * * *"
should constitute violations "regardless of the dollar amoumnt."
This formulation would permmit intentional falsifications by em-
ployees below the level of top management, as long as they were
below the threshold that the draft report recamerds.
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(GAO COMMENTS: We agree with SEC that it is important to note
the legislative history of the accounting provisions. Pages
20 and 29 of our report adequately discuss why the accounting
provisions were enacted in thelr present form.

We disagree with SEC's contention that the policy consider-

ations regarding the reasonable detail and reascnable assur—

ance provisions are very different. Both provisions are mod-
ified by the key term “reascnable." In addition, the relation-
ship of the accounting provisions should be noted. In his January
13, 1981, speech to the AICPA, Chairman Williams stated that the
recordkeeping provision is intimately related to the requirement
for a system of internal accounting controls and that records that
are not relevant to accomplishing the cbjectives specified in the
statute for the system of internal control are not within the pur-
view of the accounting provisions.

Distinctions that do exist between the interrelated account-
ing requirements can, in our view, be recognized through SEC
quidance on the criteria and factors that will be taken into
account in assessing compliance. In this regard, Chairman
Williams' January 13, 1981, speech touched on certain consider-
ations relating to compliance with the recordkeeping violations.
These include involving top management in the violation and the
corrective actions taken after a violation is uncovered.)

1. "In reasonable detail"

In order to understand the "in reasonable detail" standard, it must
first be understood that it deals with the recording of individual corpor--
ate transactions and dispositions of assets. The recording requirement is
addressed to the issuer and the employees of the issuer who are responsi-
blg for entering transactions on the books and records of the campany. In
t1?1§ context, although there are concerns of substance with respect to lia-
bility for a failure to camply, claims of confusion as to "what constitites
campliance"” appear to have little merit.

The recordkeeping reguirement requires issuvers to "make and keep books,
records, and accounts, which, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the issuer” (em-
phasis added). With respect to claims of a lack of "clarity," the statute,
in essence merely requires that transactions be accurately recorded. As
the authoritative auditing literature points out, transactions should be

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

31/ Statement on Auditing Standards No. 1, Section 320.38.
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Alternatively, same mambers of the business cammmity have expressed
a desire for "guidance" in the form of a checklist of actions that could be
taken to camply with the internal accounting controls requirement. Such a
checklist would be of limited value, however, because it would have to be
canprehensive in order to cover every possible action that might be neces-
sary. Even aside from the difficulty of drafting such a camprehensive list,
many actions would inevitably be listed that would be appropriate for some
issuers, but inappropriate for other issuers facing different situations.
Moreover, an issuer would not necessarily be required to take any action on
the list in order to camply with the Act. Accordingly, an issuer that
viewed such a checklist as a quide to "what constitutes campliance" might
incur excess costs by taking actions that are neither appropriate under
facts and circumstances of that issuer, nor required by the "reasonable
assurances" standard. 27/

(GAO COMMENTS: We agree with SEC that developing a detailed
checklist of actions that could be used to comply with the
act's internal accounting control requirement would be diff-
icult to draft and may be of limited value. However, as dis-
cussed previously, we are not calling for such an effort. We
have clarified our final report to call for SEC to provide
guidance to business on the factors and criteria that will be
taken into account in assessing reasonableness.)

The mere fact that prescribed actions were taken would not necessar-
ily result in campliance; one would alsc have to consider how an action
was carried out in order to assure that it reflects the kind of action
that would be expected of a reascnable and prudent corporate official and
does not in fact elevate form over substance. Thus, in the final analysis,
corporate officials will still have to exercise discretion and judgment as
to what actions are appropriate with respect to their campany, no matter
what "guidance" may be provided as to campliance with the accounting pro-
visions.

Another important consideration, which many critics of the FCPA fail
to urderstand, is that the accounting provisions are, in a very real sense,
intended to be a self-regulatory measure. The Congress anticipated that
the Camuission would leave the initial judgments as to what actions are
appropriate to the management of reporting campanies. The Commission is
expected to intervene only in those limited instances in which it has rea-
son to believe that a campany's management has deviated fram the nomm of
reasonable ard prudent comduct. In this context, the Chaimman of the Com-
mission, Harold M. Williams, has stated his view that the accounting pro-
visions are designed "to reduce the need to imnvoke the processes of the
federal bureaucracy by making clear that primary responsibility for the

_2_7/ The reasonable assurances standard is discussed infra.
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criticiams of the accounting provisions, without any corresponding evalu-
ation of the merits and shortcomings of such criticisms, may be mislead-
ing by not providing a sufficient basis for the Congress to separate those
criticisms that have merit from 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 consistent with the multiple purposes of the statute and what are not,
possible amendments to the accounting provisions may be perceived by the
business canmmity as more confusing and burdensame than the existing law.

The issue of materiality provides one illustration of this important
point. As the draft report notes (page 21), sane marbers of the business
cammnity perceive campliance with the accounting provisions as being too
costly in the absence of a materiality standard and bills have been intro-
duced in the Congress that would add a "materiality” standard. But the
GAD's draft report also recognizes (pages 31-34) that such a change could
"establish a benchimark below which questionable corporate practices may be
exanpt” (page 33) and "could weaken the present intent of the accounting
provisions to enhance corporate accountability over assets" -- an aspect
of the Act that many critics have overlocked. This is the kind of useful
analysis and balance that is needed if the Congress is to be able to sort
out which proposed charges in the law may be appropriate, and which are
not consistent with the purposes that an earlier Congress sought to achieve
in adopting the accounting provisions.

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

As noted above, the draft report asserts that "[t]he business commm—
ity has criticized the accounting provisions as being "too vague to provide
guidance on how sorhisticated an accounting system needs to be to consti-
tute campliance"” (page 21). The draft also states that "critics emphasize
that * * * [the Act] lacks objective criteria for determining whether a
recordkeeping or internal control deficiency is a violation" (page 23). The
GAO apparently agrees with these criticisms (see pages 21 and 23) and inde-
pendently asserts that the "accounting provisions are inherently subjective
and can be interpreted differently" (page 21; see pages 26~27 and 35).

The discussion in the draft report does not consider the fact that the
“in reasonable detail” and "reasonable assurances" standards, like the
"materiality"” and "negligence" standards applicable in other areas of the
law, are considered “dbjective" standards. These standards are considered
"objective" in the law because a court faced with detemmining whether a
violation has occurred must look, not to the subjective state of mind of
an irdividual deferdant, but to an cbjective standard — whether the defen-
dant failed to act as a reasonable and prudent person would have acted un
der the same or similar circumstances. In addition, each of these standards
necessarily requires that any finding of violation be based upon an assess—
ment of all of the relevant facts and circumstarces ~— after conduct at
issue has cccurred — to determine if it measures up to that standard.
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{GAO COMMENTS: By quoting only selected responses regarding the
clarity of the bribery provisions, SEC significantly understates

the problem. Question 37 contains five segments dealing with the
antibribery provisions. SEC chose to quote the one that received

the lowest adverse rating. For example, SEC failed to note that
more than 35 percent of the respondents rated the provision concern-
ing a company's responsibility for actions of foreign agents--a key
provision--as inadequate or very inadequate. Another 17 percent of
the respondents rated the clarity of the provision as of marginal
adequacy. In addition, our final report (see p. 38) shows that com-
panies indicating they have lost business were more likely to rate
the clarity of antibribery provisions as inadequate or very inade-
quate.)

Chapter 3: COONTROVERSY AND OONFUSION OVER THE ACT'S ACOOUNTING PROVISIONS

A, Introduction

The draft report asserts that the "accounting provisions have been steeped
in controversy and confusion" and states that "[t]he business cammnity has
criticized the provisions as being too vague to provide guidance on how sophis-
ticated an accounting system needs to be to constitute campliance" (page 21). 24/
It alleges that "[tlhere is muxch confusion over temms such as "reascnable
assurances" and "in reasonable detail” and that the accounting provisions
must be given "low marks on clarity" (page 23). 1In addition, it asserts
that the "accounting provisions are "inherently subjective * * *" (page 21)
and lack "objective criteria for detemmining whether a recordkeeping or in-
ternal control deficiency is a violation" (page 23). Finally, the draft
report states that, absent a materiality stamdard, "campliance with the
1():‘0VisiOns is perceived by the business cammmity as being too costly"

page 21).

Unfortunately, the GAO draft repeats these criticisms, 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
opinions, the Congress should be made aware that many critics have tended to:
(a) overlook 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 campanies will be able to prepare reliable
financial statements in accordance with generally accepted accounting prim-
ciples; 25/ (b) mistakenly assume that, in the absence of a materiality

24/ The draft report overspeaks when it refers to the "business cammmr
ity". We suggest that the report be qualified to reflect that scme,

rather than all, members of the business camunity have expressed
such sentiments.

25/ An illustration of this overlooked point is the ARA Guide to the
accounting provisions which is often referred to in the draft re-
port. The draft report does not even mention this fundamental
shortcaming in the ARA Guide's reasoning and analysis.
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We disagree with SEC's conclusion that the cost burden statistics
developed from cur questiornnaire indicate that the reasonable assur-
ance standard is not ambiguous and confusing as some have suggested.
The statistics clearly show that the majority of the corporate commun-—
ity is incurring costs that exceed the benefits derived despite SEC's
contention that the reasonable assurances limitation makes it "clear"
that the costs of internal accounting controls are not required to
exceed the benefits. Also, the legislative history shows that the Con-
gress believed compliance with the accounting provisions would not
result in costs which exceeded the benefits derived.)

B. The Bribery Prchibitions

The GAO's draft report also provides empirical evidence that the bri-
bery provisions have been a striking success. For example, 76.5% of the
resporndents stated that the Act "has" or "probably has" been effective in
reducing questionable corporate payments abroad. Only 5% asserted that
the Act "has not," or "has probably not," been effective.

Although there have been widespread assertions that the FCPA has
caused American companies to lose business, the GAO report notes that these
claims "are rot supported by hard verifiable data.” The GAD's survey data
(but not its report) indicates that, while there has been some lost busi-
ness, this has been a much less serious problem than many have assumed.
Indeed, less than one percent reported any serious loss of business. Near-
ly 68% of the respordents that engage in overseas business reported 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
included, the GAO survey indicates that 87.5% of the respordents either
experienced no loss in business, or only a minor decrease in business.
Inexplicably, this point 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” and less than 1% of the respondents indicated
that they had suffered a "great decrease" in business. 22/

(GAC COMMENTS: SEC has quoted the statistics from our ques-—
tionnaire in a way that could be misleading. About 32 per-
cent of the respondents reported that, as a result of the
act, they have experienced a decrease in overseas business.
Approximately 20 percent of the respondents characterized
this loss as "somewhat of a decrease”--not a "minor"” de-
crease as reported by SEC. Moreover, results of the ques-
tionnaire sample can be statistically projected, showing

22/ Since the draft report does not reflect the number of respondents
that did have foreign business, we are unable to determine the num
ber of these respordents as campared with the universe of 185 re-
spordents to the questionnaire. For example, the .6% experiencing
a "great" decrease in business could mean that anywhere from one to
eleven campanies experienced such a decrease.
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Although it may be true that same corporate officials did expend more
than was cost—effective in the initial period of uncertainty after the en
actment of the statute, the GAO's data indicates that this was not a seri-
ous problem for three out of five of the respondents surveyed. Moreover, it
has now been three years since the FCPA was enacted. During that period nur
erous articles have been written concerning the subject of internal account-
ing controls and guides have been prepared by accounting firms to assist
reporting companies in camplying with the temms of the accounting provisions.
The Commission has also provided guidance as to how the accounting pro-
visions should be interpreted and implemented 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 course of an
audit or the preparation of a document for filing with the Commission. 21/

(GAO COMMENTS: We based our couciusisn about the cost burden

of the act on wur questionnaire results. As SEC points out, 56.4
percent. of our respondents believed] that the cost of conpliance
exceeded the vesulting benefits tr, their corporations. Since our
guestionnaire results are statistioatly valid and can be projected,
this means that about 564 companiss in the Fortune 1000 list share
this perceptior.. Moreover, as we previously stated, many busi-
nesses have incuwired excessive coguliance costs because of uncer—
tainty over what constitutes congpl.ance with the act's accounting
provisions voupled with the resulting criminal penalties. While
the act's accounting provisions have heen the source of much dis-—
cussion and interest in the business commnity, SEC has not
provided the regulatory guidance that business needs to comply
with the act.)

In addition, canpanies have had three years of experience in making the
judgments and estimates contemplated by the Act. Given the state of the
art with respect to the meking of cost-benefit judgments concerning internal
acoounting controls at the time the FCPA was enacted, and the fact that a
certain degree of canfusion was to be anticipated in implementing a new law,
it is not surprising that there may have been same costs that have proved
to be excessive. It should 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 incwired in cormducting camprehensive reviews
of their internal accounting control systems and taking corrective action with

20/ See Securities Exchange Act Release No. 15772 (Apr. 30, 1979);
44 Fed. Reg. 26702 (May 4, 1979) ard Securities Exchange Act Re-
lease No. 16877 (Jan. 9, 1980); 45 ¥ed. Reg. 40134 (June 13, 1980).

21/ See Securities rxcharge Act Release te.. 15570 (Feb. 15, 1979);
44 Fed. Reg. 1094 (Feb:. 23, 197%) ‘hese rules are not discussed
in the draft rejort.
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(GAO COMMENTS: Our information was developed primarily from
personal interviews and through our gquestionnaire. To obtain
candid and complete responses, we did use certain procedures
to assure confidentiality of our questionnaire respondents.
However, as discussed on page 4 and in appendix II, our
questionnaire was validated by visiting 27 companies apd.
completing the questionnaire in person. During this visit
auditors interviewed company officials and reviewed documen~
tation considered necessary to assess the credibility of the
questionnaire responses. Statistical tests indicated no differ-
ences between the validation sample and the self-administered,
mailed questionnaire.)

Chapter 2: THE ACT'S IMPACT ON CORPORATE ACTIVITIES

Although Chapter 2 of the draft report reflects that the FCPA has had
a substantial impact on corporate corduct, the draft does not adequately
emrhasize the extent to which the FCPA has been a positive force. In addi-
tion, the chapter eamphasizes perceptions that the cost of camplying with
the accounting provisions exceed the benefits and that the Act has had an
adverse impact upon 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 small proportion of the campanies surveyed. Under
these circumstances, we have set forth our own analysis of the survey data
below in order to assist the GAQ in understanding our position.

A. The Accounting Provisions

The data campiled in response to the GAO questionaire indicates that
the accounting provisions have been a success in pramoting the objectives
that the Congress sought to achieve in enacting those provisions. For
example, 95.7% of the respordents reviewed their audit and internal acoount-
ing control functions or campared them with the requirements of the FCPA,
after the statute was enacted. Moreover, 80.7% of these respondents made
changes as a result of that review. 19/ These findings seem to be particu—
larly significant in view of the fact that 64.9% of the respondents had
already revised or increased their audit and internal accounting control
functions, or made related changes, in the four-year period prior to enact—
ment of the FCPA. Taken together, the findings seem to indicate that four
out of five issuers found it necessary to make improvements in their audit
and internal accounting control functions in order to provide reasonable
assurances that the statutory objectives are met.

19/ A total of 78.6% of the respordents reported that they had increased
the amount of their internal accounting control documentation to a
"moderate,” "great” or “very great extent." In addition, 52.5% i~
creased routine testing of their internal accounting control systems
to a "moderate,” “great" or "very great extent."
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D. Use of Anonymmous Comments That Are Not Part of the BEmpirical Data
Base Acquired in Response to the GAO's Questionnaire and Limited
Suppleanental Survey

The draft report appears to be based, in large measure, upon information
derived fram sources other than the responses to the questionnaire and the
GAO's limited supplemental survey of leading companies in the aircraft and
construction imustries. To the extent the data received in response to the
questionnaire is based on accepted survey and statistical sampling tech-
niques, together with a audit of 27 of the respondents to assess the cred-
ibility of their responses, the GAO Report provides empirical data that has
a credible basis. Unfortunately, this empirical data is mixed together
with anonymous camnents received fram public accounting firms, professional
accounting an auditing organizations, professional legal associations, "cog-
nizant business and public interest groups” and certain goverrment officials
that do not have responsibility for administering or enforcing the FCPA.
Because these camnents are often stated in conclusory terms, it cannot always
be determmined what the reasons for those camnents are, whether those reasons
have merit or whether they may be based upon faulty premises. Moreover,
the draft report tends to include negative camnents from such sources with—
out any apparent effort on the GAO's part to evalimte whether the reasons
have merit, or vwhether the statements repeated in the draft are credible.

(GAO COMMENTS: Contrary to SEC's perception, much of the draft
report data is based on the results of our questiconnaire survey
of the Fortune 1000--a survey that is statistically valid. (See
pp. 4 to 5 and app 11.} Where appropriate, we alsc obtained
information, generally throudh structured interviews, from
leading public accounting firms; professional accounting and
auditing organizations; business associations; legal associations;
and certain government officials, including officials from SEC,
and Departmnents of Justice, Comwerce, and State. In addition, we
cited the pertinent results of the Financial Executives Research
Foundation's comprehensive study of internal control in U.S.
corporations.

In all cases, the source of the data is clearly identified. In
addition, the data is not, as SEC alleges, "mixed together™ but
rather is used to camplement and augment the results of the cor-
porate questionnaire. It is common practice to test the validity
and credibility of study findings by camparing data gathered through
different survey methods and from different source groups.

We disagree with SEC's contention that our report criticizes the
accounting provisions without analyzing of the merits. For example,
after discussing in chapter 3 c¢riticisms that the accounting provi-
sions are too vague, we point out the efforts to diminish the
uncertainty and address the problems remaining. Our conclusion that
guidance provided by the accounting profession and SEC should allev-
iate some of the uncertainty should in no way reduce our message
that the accounting provisions have resulted in widespread uncer-—
tainty. The SFC Chairman hiwself recognized this in his January

-~



APPENDIX IV APPENDIX IV

(GAO COMMENTS: We disagree with SEC's contention that the report
overly emphasizes criminal liability. As SEC itself points out,

the report addresses both the potential civil and criminal penalties.
Although SEC has yet to make a recommendation to Justice for criminal
prosecution under the act, its enforcement strateqgy or track record
should not be used to dismiss what could face potential violators.

In discussions with members of the business community, the threat of
possible criminal prosecution is perceived as a real threat, not an
imaginary one. Our final report recognizes the relationship of the
potential criminal penalties and the inherent subjectivity and clarity
problems with the accounting provisions. Therefore, we have included a
recommendation to the Congress to repeal the criminal penalties assoc-
iated with the act's accounting provisions. We have included SEC's
enforcement record in our final report.)

Morecver, even in the context of civil injunctive actions, many of the
fears reflected in the draft report with respect to the possible enforce-
ment of the accounting provisions are misplaced. The Camnission's Chairman,
Harold M. Williams recently gave an address to a meeting of the American Im-
stitute of Certified Public Accountants (“AICPA"), which was entitled "The
Accounting Provisions of the Foreign Corrupt Practices Act: An Analysis.” 14/
In that address, he stated the Comission's policy — with the concurrence
of all of the other Camissioners — concerning Camission actions to en-
force the accounting provisions. After pointing out that the Cammission
has considered the camencement of enforcement actions "prudently and with
camon sense,” he noted that

“the Cammission has not sought out violations of the accounting pro-
visions for their own sake; indeed, we have not chosen to bring a
single case under these provisions that did not also involve other
violations of law. The Camission, instead, places its greatest
enphasis on encouraging an envirorment in which the private sector
can meet its responsibilities in camplying with the Act meaningfully
ard creatively.”

Toward the end of the address, Chairman Williams indicated that the Commis-
sion's efforts have been directed toward encouraging

"public companies to develop innovative records and oontrol systems,
to modify and improve them as circumstances change, and to correct
recordkeeping errors when they occur without a chilling fear of
penalty or inference that a violation of the Act is involved."

Chairman Williams also pointed out that the principal abjective of the
acocounting provisions is to prevent knowing or reckless conduct; and he
alluded to the fact that the courts must find that there is a reasonable
likelihood that a defendant will engage in viclative conduct in the future
before injunctive relief is appropriate:

14/ The address was delivered on January 13, 1981, in Washington, D.C.
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of funds used for such payments or the purposes for which they were dis-
bursed. 9/

In brief, the Comission reported that its experience in uncovering
questionable and illegal payments had revealed a breakdown in the system
of corporate accountability, which was a matter of concern irrespective
of any bribery or questionable payments. 10/ As the Camission's Report
pointed out:

A fundamental tenet of the recordkeeping system of
American canpanies is the notion of corporate account-
ability. It seems clear that investors are entitled
to rely on the implicit representations that corpor-
ations will account for their firds properly and will
not “launder" or otherwise channel funds out of or
omit to include such funds in the accounting system
so0 that there are no checks possible on how much of
the corporation's funds are being expended or whether
in fact those furds are expended in the manner manage-
ment later claims. 11/

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

Whatever their origin, the Camnission 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 and truthful books and
records. The integrity of corporate books and records
is essential to the entire reporting system administer-
ed by the Camnission. 13/

While it is true that the accounting provisions “were intended to oper-
ate in tandem with" the bribery prohibitions of the FCPA to deter corporate
bribery, the deterrence of such bribery was intended to be a result of a

9/ 1d. at 23-24.
10/ 1d. at b.
11/ 14. at 58.
12/ 1d. at 49-50.

13/ Id.
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tailed background explanation is necessary, in our view, for a proper under-
starding of the issues dealt with in the draft report. There is, for example,
only a single sentence concerning the reasons for enactment of the bribery
provisions, which states that '"the Congress perceived corporate bribery as

(1) unethical, (2) unnecessary to the successful conduct of business, and

(3) harmful to our relations with foreign goverrments.” There is no attempt
to provide an appreciation of the costs for the nation and American business
that the Congress viewed as resulting fram corporate bribery.

The legislative history reflects that a primary concern of Corgress
was the fact that cornupt payments to foreign officials had caused serious
damage to American foreign relations in critical areas of the world. The
House Report pointed out that revelations of corporate bribery "shook the
Goverrment of Japan to its political fourdations and gave opponents of
close ties between the United States and Japan an effective weapon with
which to drive a wedge between the two nations." 1/ In addition, the House
Report observed that, in Italy, alleged payments to officials of the Italian
Goverrment "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 NATO alliance as well." 2/ The Senate Re-
port voiced similar concerns and rnoted, "The image of American democracy
abroad has been tarnished." 3/

The Corgress also determined that bribery of foreign officials could
seriously injure the long-range interests of American business. For ex-
ample, the Senate Report on the FCPA concluded that "[cJorporate bribery
of foreign officials * * * affects the very stability of overseas business,"
and is a practice that "is fundamentally destructive" of the basic tenet
of our free market system — the principle that campetition 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 bribery
of foreign officials, the House Report added that the exposure of corpo-
rate bribery can damage a campany'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 overlooked in discussions of
the bribery prohibitions.

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

2/ 1a.

3/ See S. Rep. No. 95-114, 95th Oong., lst Sess. 3 (1977).
4/ H.R. Rep. No. 95-640, supra at 4-5.

5/ 14.
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v
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D C 20543
OFFICE OF THE January 23, 1981
GENERAL COUNSEL.
EPORN UM a
/ ! -
TO: Bl Scantlebun }';} 1‘{ ,pﬁ/
Th Cenercd Acoo miing Offlae ‘ TN
~ ii \
A Y
FROM: Ralph Ferrara, Gonr- 1 Counsel )
The Sccurities mel FBxchange Comisston
(AN note : Paee sumbers in th:s abvoentix refer to the
TNTRODUCTICN drafi reonort and mav not correspond to this

final report.)

The Securities ard Exchange Conmission has authorized me to transmit
to you its views with respect to the draft report of the General Account-
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 campletion of the GAO study is an important event. The GAO's
survey of 250 industrial corporations establishes an empirical data base
which provides information that will assist the Commission, the Justice
Department and the Corgress in assessing the impact and implementation of
the FCPA. As a result, the GAO's report constitutes a significant contri-
bution to discussions concerning the impeact and meaning of the Act.

We realize there is- a widespread peiception that the FCPA is causing
difficulties for American business. 'To the extent that campanies no longer
may pay bribes to foreign officials in order to cbtain or retain business,
or hide such payments in “off-the-books" slush funds, these results are
anong the principal intended purposes of the Act. To the extent that there
may be other problems that are uninterxdei, however, the Camnission agrees
that they should be remedied so that businessmen who wish to conduct their
business in accordance with the requirements of the Act can camply with
the law without encountering undue burdens. What is striking about the
data on which the draft report is based is the fact that the ampirical evi-
dence does mot support the widespread perceptions of difficulties. If the
data are reliable (and there may be scme questions as to that), the rhetoric
concerning anbiguities and difficulties does not appear consistent with the
reality. As a result, the controversy surroundirng the FCPA may well be a
case in which conventional wisdan lacks a basis in hard fact. Nevertheless,
the Cammission wishes to make clear that it stands ready to support reason-
able proposals for assisting the business cammmity, in a manner consistent
with the intended purposes of the law, 1n camplying with the requirements
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 FCPA has been
a reamarkable success and that many campanies felt it necessary, in light of
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if selected, were screened from the sample. Projections based
on the proportion of cases screened from the sample show the
actual or effective size of the universe to be 942 cases. The
survey was based on 185, or 75 percent, of the 247 sample cases
that had answered the questicnnaire after two followup contacts.

CALCULATING THE NONRESPONSE RATE
AND SAMPLING ERROR

For the companies that returned the questionnaire, the
average question or item nonresponse rate estimate was 3.4 percent
+ 0.7 percent at the 95-percent confidence of interval. The item
nonresponse rate ranged from 0 tc 23 percent. The highest non-
response rate was oObserved in question 15, which we asked corpora-
tions to provide detailed information on events that occurred
7 years ago. To account for this and the fact that we stratified
the sample for analysis purposes, we adjusted the size of this
samnple from 185 to 177. Calculations based on the sample and
universe adjustments show the effective or actual sampling error
to be + 7.4 percent at the 95-percent level of confidence.

Statistical comparison between the respondent and nonrespond-
ent groups showed that neither size nor type of industry was a
factor in not responding. We did not try to further survey the
nonrespondent population (25 percent) beyond two followup con-
tacts.

We believe that the results of this study can be projected
to the entire population. However, if one were to take the most
conservative position and limit the projections to the 75 percent
of the population that responded, the effective sampling error
would decrease to + 4 percent,.
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TECHNICAL DESCRIPTION OF GAQ'S SURVEY
AND SAMPLING METHODOLOGY

This appendix contains a detailed technical description
of our survey and sampling procedures, augmenting the summary
description in chapter 1. It covers pretesting of the question-
naire, selection of the sample, validation of the questionnaire
results, calculation of the effective universe and sample size,
and calculation of the nonresponse rate and sampling error.

PRETESTING THE QUESTIONNAIRE

Before its use, the gquestionnaire was tested at five New
York area corporations selected at random from the study sample.
In the first phase of the pretest, the corporate officials com-
pleted the questicnnaire as if they had received it in the mail.
A GAO observer noted unobtrusively the time it took to complete
each guestion as well as any difficulties experienced. During
the second phase, a standardized procedure was used to elicit
the corporate officials' descriptions of the various difficulties
and considerations encountered as they completed each item,

In addition to the pretest, a consultant, who is a nationally
recognized expert in the area covered by our survey, reviewed
the guestionnaire.

Based on the results of the pretest and the consultant's
review, we revised the questionnaire so that all gquestions were
(1} relevant, (2) easy to understand, and (3) relatively free of

design flaws that could introduce bias or error into the study
results.

The responses to the questionnaire obtained during the
pretest were not included in our final report. However, the
pretest responses do support the overall guestionnaire results.

SELECTING THE SAMPLE

The sample was drawn as a stratified random sample from a
list of the first and second 500 largest industrials in America.
Each strata contained 125 companies. Forty companies were
selected at random from the sample for the validation study. The
validation process did not affect the questionnaire reporting;
hence the validation cases were not excluded from the initial
sanple of 250 cases. Thirteen appropriate selections were
screened out of the sample and replaced with another random selec-
tion, and the sample universe adjusted accordingly. Three in-
appropriate cases which had inadvertently passed through the
initial screening were deleted later. These were not replaced
because the study was well underway; hence the final sample was
247. The screening excluded companies that had gone bankrupt
or merged or had been taken over or were no longer publicly owned.
It also excluded those corporations that had expressed policies
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37. Consider the requirements listed below as they are des-

38

cribed in the Foreign Corrupt Practices Act. Rate each
particular requirements description as to tﬁg adequacy
with which you feel the text clearly ¢xplaing what is

expected from your company in order to be in compli-
ance. (Check one column for each row.)

= 5. o K
L LI I 5} 5
L -~ 19 ] 3
=3/ 3 /53 &/ ¢
¢S/ F/55) 7 [2F
T/ 7 g5 E fF
1 2 3 4 5
}. The maintenance 2
of accurate books
and records 4.6145.213.7116.0R0.0

2. The maintenance
of a sufficient sys-
tem of mnternal
accounting con-
trols 5.4(30.4920.1(21.8P5.3

3, The proviston of
reasonable assur-

ance 0.6 24.419,3]23.432.2
4. The 1ssue of

materiality 13.9.9.2]22.054.9
5 The prohibitions

against foreign

bribery 11.14%8.411.715.31 3.5
6. Facilitating

payments 3.555.0022.200.5 1 8.8

7. Questionable pay-
ment by foreign

ribsidiarios 6.9451.818.204.1] 9.4

8. Your company’s P

responsibility for 2
actions of foreign 4.840,5{17.900.8 6.1

agents

9. Contubution to
foreign political 7.4
parties .

Z
67.415.4 4,11 5.3

If you checked marginal or inadequate for any of the
above requirements listed in question 37, please comment
on the needed clanfication changes. Attach an additional
sheet 1f you need more space.

38.

39.

40

41

42.
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(Continued: Comments on needed clarification.)

Do your company’s policies prohibit facilitating payments
(“*grease payments”)?

LDYes
Z.DNO

{f yes, was this prohibition issued because of the Foreign
Corrupt Practices Act antibribery provision?

I_D Yes
2.1 No 82.0

Without the use of questionable payments, can American
companies effectively compete against others abroad who
are bribing? Assume that all other conditions are similar
(Check one.)

1. D Yes 2.8
2. D Probably yes 11.2
3. E] Undecided 23.3

4. D Probably no 40.2

S,DNO

If no or probably no, please list some of the major indus-
tries which might be affected?

49.4%

50.6

18.0

22.3%
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26. Were your audit and control functions, staffing procedures, or documentation revised or increased during the 4-year period prior
to the enactment of the Foreign Corrupt Practices Act in December 19777

1. D Yes (continue}

2. [} No (g0t 28)

64.,1%

35.9

27. If yes, to what extent, if at all, have you made the following changes? (Check one column for each row )

ol
:v g S
o~ & ~ N & L
s/ e S /& /8558
F&/ 95 o5 ﬁﬁf v F 3’5
CESIFf S /o4 /FF
1 2 3 4 5 6
I. More clearly specified the dwision and echelon responsible for o
maintawmning an adequate accounting and conirol system 36 é 26.3120.2 13,2 1.5
2 Increased the number of special review audits or investigations 27 41220 1274 |15.9 71
3 Increased the routine testing of accounting or control systems 8.8 22.3132.1 {20.5 6.3
4. Increased the amount of internal accounting control
documentation 27.0]27.0025.2 113.9 [ 7.0
5 Increased the auditing of payments to foreign agents 48.5] 19.6117.5 110.3 41
6 Incceased the size of the internal audit staff 1691 23.7130.7 115.8 14,9
7. lncredsed th sitbility of the internal audit staff
credsed the respon ity o m a i s Z&,l 28.6 18.8 17.9 10.7
8 Inc dthet { the wnternal audit statf
nerease e training of the nternal audit sta 2031 26.6 ] 20.2 115.5 7.3
9 Increased the mmdependence from management of the nternal
audit staff 53.7) 22.2010.2 ]12.0 | 1.9
10 Increased the mc:pendence from management of the Board
of Directors or its Audit Committee 64.8 3.3 8.3 J12.0 6.5
['1. increased the number of Audit Committee members whe
are independent of management 69.4] 6.351 3.7 7.4 113.0
-y
[2 TIncreased the size of the Audit Committee 713.1) 2.81 3.7 6.5 113.9

HI. THE FOREIGN CORRUPT PRACTICES ACT AND THE BURDEN OF COMPLIANCE

28. Your company’s efforts to comply with the Foreign Corrupt Practices Act may have resulted in changes to your management
and accountability systems which, in the long run, will benefit your company, However, there may have been ot her cost burdens
associated with your rompliance efforts which did not yield such benefits. The question 1s: Did your compliance efforts result in
costs that were greater than the value of the henefit received”

1. D Yes (continue) 56.4

2. (] No (go to 30) 43.6%

58



APPENDIX I

. Agam, if yes to 13, and if applicable, what was the nature

of these changes (e.g., new policies were issued to cover
a type of violation that had not been previously addres-
sed, more peopie were required to acknowledge in writing,
stricter codes of discipline were applied, etc.)? (Check all
that apply.)

l. D Policies were rewtitten to be more 78.0%
specific or to expand scope

2. [::[ Policies were issued to cover type(s) 63.5%
of violation that had not been pre-
viously addressed

3. D More people were informed 67.1

4, D People were informed more often 42.7

5. D People were required to acknowledge 57.3
In writing more often

6. D Praocedures for communicating 58.5
policies were made more formal
7. [:] More attention was given to the 46.3

procedures for informung people

20

E] More effort was put into the develop- 13.4
ment and use of visual aids, presenta-
tions, and media materizl for com-
municating policies

9. D More severe disciplinary measures 12.2
were adopted for code viclations

10. D Other {(spectfy) 4.9

IL

6.

17.
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THE FOREIGN CORRUPT PRACTICES ACT AND
YOUR AUDIT OR CONTROL PROCEDURES

Since the passage of the Foreign Corrupt Practices Act,
has your corporation conducted special reviews to iden:
Liit:'y areas or situations where each of the following types
of policy violations are likely to occur? Note: “Special
reviews” are reviews conducted n addition to normal
internal audit coverage. (Check one column for each

row.)
&£
5
a3
v £
SN
1 2 3
1. Questionable or improp-
er foreign payments 63 4%| 36.6
2. Domestic or foreign
bribes 60.1 | 39.9
3 Giving expensive gifts 44.6 1 35.4
4. Using corporate funds
for political contribu-
tions 48.8 ] 51.2
5. Misuse or mismanage-
ment of cash pools or
funds 50,6 49.4
6. Failing to record finan-
cial transactions 49.4 )1 50.6
7. Failing to secure proper
authorizations for trans-
actions 54,2 45.8
8. Failing to assure for the
security of all company
assats 47.5 52.5‘
9 Failing to assure for the
proper utilization of ail
company assets 43.0) 1.9
10. Making false entries on -
company books or *
records 51.2) 48.4

!)oes your company have a program for routinely test-
ing the adequacy of your internal accounting control
system?

1. DYes 96.%

2. [ no 3.8

. Does your company's annual report cite management’s

responsibility for preparing financial statements and does
it describe the system of internal accounting conirols?
{Check yes or no for each statement.}

Yes No
1. Report cites management's
responsibility for financial
staternents 27.2172.8

2. Report describes system
for internal accounting
controls

16.8]83.2%
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. How does your management communicate your cor-

porate policies on questionable practices, improprieties,
etc,, in the use of corporate funds and transaction re-
porting? (Check all that apply.)

1. D Required as part of the orientation 33.3%
procedure

2. D Briefings or presentations 43.0

3 D Memos or notices 86.7

4. D Other (spectfy) 31.5

Does your management use prepared media material to
assist 1 these communications (e g., films, pamphlets,
etc.)?

1. D Yes {(continue) 45.1

2 [ ve

If yes, which type(s) of media matenals are used? {Check
all that appiy.)

1. [ Fums 9.5

2. D Viewgraphs or shdes 21.6

(gotod) 55.0

3 [ Fupeharts 8.1

4 D Pamphlets, flyers, booklets, handouts, 86.5
or newsletfers

5. D Other (specify) 9,

wr

. Were your corporate policies or codes of conduct cover-

ing questionable practices, improprieties, etc., reviewed
or compared with the provisions and requirements of the
Foreign Corrupt Practices Act of 19777

1. D Yes (continue)

ZADNO

98,2

(goto 13) 1.8

. If yes, did this review influence any changes or revisions

tn your codes of conduct or relevant potlicies? Include
changes 1n code or policy decumentation and communi-
cation procedures.

1. [] Yes (continue) 63.4

Z‘DNO

(go to 13) 36.6%

11
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If yes to 10, what policy areas were changed and how
extensive were these changes? (Check columns showing
the area and extent of the change.)

-
k)
20
Prd a7
o [ T,
G =y
&3 5 T
o8 e
el

1. Questionable or
improper foreign

payments 59.4%| 40.6

2. Domestic or

foreign bribes 64.6] 35.4

3. Giwving expen-

sive gifts 81.4| 18.8

4. Using corporate
funds for polit-
ical contributions

26.0

5. Misuse or misman-
agement of cash

pools or funds 45,2

6 Failing 1o record
financial trans-
actions

7. Failing to secure
proper authoriza-
tions for transactions

8. Failing to assure
for the security of
all company assets 52.9 47.1

9, Failing to assure
for the proper
utilization of all

company assets 53.7 46.3

10 Making false
entries on company
bocks or records 572.5

47.5%
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U.S. GENERAL ACCOUNTING OFFICE

SURVEY OF THE IMPACT ON BUSINESS
OF THE FOREIGN CORRUPT PRACTICES
ACT OF 1977

INSTRUCTIONS

The purpose of this questionnaire 1s {o assess the 1mpact
the Foreign Corrupt Practices Act has on the business com-
munity This law, enacted in December 1977, deals with over-
seas payments and the sufficiency and accuracy of accounting
records and centrols. This survey 15 being conducted by the
U.S. General Accounting Office, which 1s responsible for the
congressional oversight of all Federal expenditures and regula-
tory activities, Specifically we need the following information
What effect has this Act had on your codes of conduct,
accounting controls, and corporate oversight? What cost
burdens, if any, did your company experience in complying
with this Act? What impact has ttus Act had on the competi-
tive position of your company and other American com-
pames? And what requuements of this Act,if any, need to be
changed?

If the rght consultation 1s availlable, the form can be
completed mn about haif an hour Most of the questions can be
quickly answered either by checking boxes or by filling in
blanks. A few questions may require a short written answer.
We do not expect you to have to spend much time consulting
records or working up figures. The guestionnaire should be
answered by the Chairman of the Board or tus designee. How-
ever, the Chairman may wish to consult key staff familiar with
the company’s audit practices, codes of conduct, and person-
nel procedures, as well as someone famibar with the com-
pany’s overseas business,

To encourage frank and honest responses we have taken
the following steps. First, you were chosen as part of a sample
of 2350 selected at random trom a list of the Nation’s 1,000
largest industrial corporations. Second, the questionnalre 1s
anonymous. There 15 nothing 1n this form that can identify
how you or any other company responded. We ask only that
you mail back a posteard indicating that you have compieted
your guestionnaire. We need these vards returned so we can
remind those who do not answer We are asking for your help:
this 1s not a requirement.

Complete the questionnaire and mail it back m the self-
addressed, stamped enveiope within 10 days after receiving
this request. Also, do not forget to mail back the anclosed
posteard telling us that you have completed your guestion-
nalre. Do _not return the card in the envelope with the gues-
tionnaire. Thus card goes to a different address and no one can

associate the number on the card with your guestionnaire.

If you have any questions please call either Tom Bittman
i New York at (212) 2640742 or Ed Messinger at GAQ
Headquarters i Washington, D.C. at (202) 376-3023 They
will be standing by to provide assistance. Please help us We
¢an not assess the impact of this Act and report your views
and expenences to the Congress unless we hear from you.

Thank you for your ¢consideration.

D L. Scantiebury
Director, Financial and General
Management Studies Division
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THE FOREIGN CORRUPT PRACTICES ACT AND
YOUR CORPORATE POLICIES

Does your company have wrntten policies or codes of
conduct covering any of the followmng: questionable
practices, improprieties, or negligence in the use of
corporate funds and/or the responsibilities for complete
and accurate transaction reporting?

1 ] Yestgoto 3
2 D Na {answer 2, then go to 16)

89.2%

10.8

. If no, how do you provide guidance to your emplovees

in these areas” (Write your answer in the space below )

Which of the following types of conduct are addressed
by these policies? (Check all that apply )

1. D Questionable or improper foreign 33.9
payments

2 D Domestic or foreign bribes 33.4

3 D Giving expensive gifts 86.7

4 D Using corporate funds for political 93.8
contributions

5 D Misuse or mismanagement of cash 83.0
pools or funds

6 D Failing to record financial transactions 30.9

7. D Failing to secure proper authorizations 83.0
for transactions

8. D Failing to assure for the security of 79.4
all company assets

g D Failing to assure for the proper 72.1
utilization of all company assets

10 D Making false entries on company 89,

books or records



Virtually the entire period. For example, in September 1978,
only 9 months after the act's passage, President Carter indicated
that he was hopeful business would not forgo legitimate export
opportunities because of uncertainty about the application of

the act.

To address this uncertainty, the President directed Justice
to provide the business community with guidance concerning its
enforcement intentions under the act. Unfortunately, the
Justice review program was not implemented until almost 18 months
after the Presidential directive. This review program has
been criticized by some government agencies and members of the
business community as inadequate. Although our survey results
show that serious ambiguities exist, only five companies have
used the review procedure since its inception in March 1980.
Further, only five parties--four of which specifically ad-~
dressed the review program—--responded tc a request for public
comment on the effectiveness of the review procedures. The

four addressing the review procedure were highly critical of
the program.
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Because the Justice program has not effectively addressed
the uncertainty over what constitutes compliance with the anti-~
bribery provisions, alternative ways of addressing the ambiguities
should be developed. Because of the shared enforcement responsi-
bility, the formulation of any additional guidance should be a
joint Justice-SEC responsibility.

Also, a strong international agreement is needed. Although
progress in this area has been slow, at least some type of inter-
national antibribery ban among the United States and its princi-
pal economic industrial allies may be possible in the near future.
The United States should continue to take the lead in this effort.

RECOMMENDATIONS TO THE CONGRESS

We recommend that the Congress closely monitor the status of
U.S. efforts to reach an international antibribery agreement and
that the Congress urge the President to actively pursue such an
agreement.

RECOMMENDATIONS TO THE DEPARTMENT OF
JUSTICE AND SEC

We recommend that the Attorney General and the Chairman of
SEC, with 1input from the Departments of Commerce and State,
the U.S. Trade Representative, and the business community
develop alternatives to address the antibribery ambiguities.
Because the issues are complex, we are offering the following
options.

I. Provide additional guidance to the business
community through the use of hypothetical situations

Under this option, guidance would be provided on the anti-
bribery provisions through the use of hypothetical situations.
This method has been recommended by some Government agencies and
corporate officials as the preferable way to provide guidance to
the business community. We believe that Justice, Jjointly with
SEC and with input from others, including Departments of Commerce
and State, the U.S. Trade Representative, and the business
community, should be able to prepare hypothetical cases. Both
Justice and SEC should be bound by any such guidance.

and/or

IT. Offer legislative proposals
to reduce the ambiguities

Under this option, the Justice Department, SEC, and other
interested agencies would offer legislative proposals which would
amend the act to more explicitly define the antibribery provisions
and could cover concepts such as
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were similar, American companies could not successfully compete
abroad against foreign competitors that were bribing. Recent
news articles indicate that some foreign competitors are bribing
foreign cofficials--in some cases, blatantly.

International attempts to ban bribery have been in progress
since August 1976, when the United Nations Economic and Social
Council adopted a resolution calling for a working group of repre-
sentatives from 18 nations to draft an international treaty on
illicit payments. State Department officials told us that the
council's work group developed a draft agreement in the spring of
1979. They noted, however, that the United Nations General
Assembly has failed to adopt any agreement on illicit payments.
These officials said that resolution of the U.N. agreement is
hindered by the fact that G-77 nations of the United Naticns be-
lieve the illicit payments agreement should be coupled with an
international code of conduct.

At a June 1980 economic summit in Venice, seven industrial
nations--including the United States--reaffirmed support for the
U.N. effort but decided to undertake independent action if U.N.
efforts were delayed. According to State Department officials,
the United States has made a good faith effort to obtain an
U. N. agreement since the economic summit, but a compromise
on the linkage factor could not be worked out. Current plans
call for the United States to proceed with obtaining an agree-
ment in accord with the decision reached at the Venice econo-
mic summit. The State Department is not optimistic that an
effective agreement can be put into effect in the near future.

LEGISLATION IS BEING CONSIDERED
TO CLARIFY THE ANTIBRIBERY PROVISIONS

Bills (H.R. 7479 and S.2763) to amend the antibribery
provisions were introduced during the last session of Congress
and we anticipate that they will be reintroduced in the near
future. Supporters of these proposals believe that the act has
caused unnecessary confusion for business as to the scope of
legitimate overseas business activities.

The bills would eliminate SEC's authority to enforce the
antibribery provisions and give this responsibility solely to
Justice. The bill would also require Justice to issue compli-
ance guidelines that would describe specific types of conduct
that it considers to be in compliance with the act, as well as
precautionary procedures that would insure compliance.

Justice would also be required to establish a review pro-

cedure for responding to specific inquiries about whether pro-
posed actions or transactions would be in compliance with the
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"We do not have guidelines for rapists, muggers and
embezzlers, and I do not think we need guidelines for
corporations who want to bribe foreign officials."

However, reports accompanying Senate and House versions
of the act recognized the necessity of close cooperation between
SEC and Justice in deciding whether enforcement action would be
taken. For example, the House report stated that traditionally
there has been a close working relationship between Justice and
SEC and it fully expects such cocoperation will continue in en-
forcing the act.

Also, participation with Justice would have been consistent
with SEC's current policy of issuing administrative interpreta-
tions of laws and regulations when requested by interested par-
ties. 1In 19279, SEC issued over 2,000 interpretative letters as
a result of public requests. Thelr purpose was to help resolve
legal qguestions as they related to a specific set of facts so
that individuals would be aided in complying with securities
laws.

On August 28, 1980, SEC announced that it would accept Jus=-
tice's statement of enforcement intention for contemplated trans-
actions under the act. SEC was faced with continuing criticism
of its decision not to participate and, as discussed on page 46,
was also faced with possible congressional action to eliminate
its role in antibribery enforcement. Also, SEC recognized that
it would be difficult to take enforcement action in cases when
Justice had told a company that it would not take action.

Although still not participating in the formulation of
Justice's advance rulings, SEC stated that it would not prosecute
corporations for transactions that had received Justice clearance
before May 31, 198l1. However, SEC has reserved the right to
independently determine the need for enforcement action irrespec-
tive of Justice's guidance. SEC said that its new position is
effective until May 31, 1981, at which time it will evaluate the
experience of the Justice program. It will then decide whether
to continue its present policy, directly participate with Justice
in the program, or take some other action.

In December 1980, the President's Export Council made recom-
mendations which addressed both the Justice review procedures and
the antibribery provisions. The Council was directed by the
President to serve as a national advisory body on matters relat-
ing to the U.S. export trade. In its report to the President,
the Council cited the results of the September 1980 export report
prepared by Commerce and the Office of the U.S. Trade Representa-
tive, including the business community's criticisms of the review
program. The report then made the following recommendations:
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the business review procedure used by Justice's Antitrust
Division.

The review procedure reguires that a top company official
submit to Justice a detailed statement of all facts material to
a prospective transaction in a foreign country. Before the
transaction, Justice advises the company whether it would take
enforcement action under the act if the company proceeded with
the action. Justice attempts to respond within 30 days. Justice
officials believe that with an advanced ruling, the companies
will be in a position to decide whether to proceed, and uncer-
tainty about the act's application to the transaction should
be resolved.

Under the procedure, the enforcement intent is stated only
with regard to the act's antibribery provisions. The procedure
is not available for matters related to the accounting provisions.
Also, Justice's statement of enforcement intention is binding
only for the company submitting the request and only if underlying
facts remain unchanged. Only Justice is bound by the review state-
ment .

The Attorney General has agreed to prevent public disclosure
of confidential business information to the maximum extent pos-
sible. However, to provide guidance to the business and legal
communities, Justice's decision in each matter will be contained
in a public release which will generally describe the nature of
the transaction and Justice's enforcement decision.

In addition, Justice has issued a statement of its enforce-
ment priorities, identifying a number of factors that will in-
crease the likelihood of investigation or prosecution under the
antibribery provisions. For example, the probability of a Justice
enforcement action is greater if the prohibited payment is made
in a country where the only competitors are American companies
or where the payments are made to a foreign cabinet officer or
other official of high rank.

Will the program reduce uncertainty?

The program has not been effective in addressing the uncer-
tainty caused by the act's ambiguities. Since it began in March
1980, the program faced an uphill struggle. As of January 1981,
only five companies had reguested reviews.

The program's format has been criticized. 0Qfficials of the
Treasury and State Departments recommended that Justice issue
guidelines through the use of hypothetical situations rather than
ruling on a case-by-case basis. The use of hypothetical cases
had been previously recommended by the Department of Commerce
but rejected by Justice because Justice felt it lacked the exper-
ience needed to formulate such cases.
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This definition has been criticized as unclear. Lawyers
we contacted questioned whether employees of public corporations,
such as national airlines or nationalized companies, are consid-
ered foreign officials. Similar questions have surfaced in
countries--particularly developing countries--where there are
small and frequently closely related groups, including both busi-
ness and government relationships as well as families. Individ-
vals within these groups frequently move between the private and
public sectors, often without a clear distinction.

Corrupt payments

The act's requirement that a payment must be made "corruptly™
to violate the act has also caused uncertainty. Some critics
enmphasize that it is difficult to distinguish between corrupt
payments and routine entertainment and business gifts. For ex-
ample, does the act prohibit companies from furnishing foreign
officials with meals, transportation, entertainment, and promo-
tional gifts in connection with selling their products? Critics
charge that without a better definition, determining compliance
becomes subjective, causing uncertainty.

The previously cited September 1980 report on exports indi-
cated that, aside from facilitating payments, there is no specific
exception for entertainment or gifts. The report stated that
since the act's standard of something of value could encompass
lunch, theater tickets, and the like, businessmen are uncertain
whether these expenditures are permissible. In addition, the
report stated that businessmen are uncertain about the extent to
which the laws and social customs of the host country will be
taken into account in determining whether a gift was given or
entertainment was provided.

Facilitating payments

According to the act's legislative history, facilitating
payments are allowed to expedite action from government employees
whose duties are essentially ministerial or clerical. However,
as pointed out by one trade association, what is "ministerial
or clerical” to one person may not be to another. Uncertainty
as to the meaning of "facilitating payments" was confirmed by
our questionnaire respondents. About 38 percent rated the clarity
of this provision as ranging from marginally inadequate to very
inadequate. Again, companies who reported the act had decreased
their overseas business were much more critical of the provision's
clarity. Over 30 percent of these respondents rated the clarity
of this provision as inadequate or very inadequate, with another
25 percent rating the clarity as only marginally adequate.

The September 1980 report on exports also indicated that
businessmen are uncertain about facilitating payments. It stated
that the act's language raises the question of whether a large
corrupt payment to an official with ministerial duties is not
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The act also prohibits the offering or paying of anything
of value to any person, such as a foreign affiliate or an agent,
if it is known or if there is reason to know that all or part of
the payment will be used for prohibited actions. The act does
not prohibit facilitating payments. These payments--commonly
called "grease" payments-~-are made to merely move a matter or
decision not involving discretionary action. An example is a
payment made to expedite the processing of a customs document.

ANTIBRIBERY PROVISICONS HAVE
BEEN CRITICIZED AS UNCLEAR

Corporate and governmental officials have criticized the anti-
bribery provisions as being ambiguous about what constitutes com-
pliance. In particular, the clarity of the antibribery provisions
have been severely criticized by those questionnaire respondents
who reported that the act has decreased their overseas business.

Of the more than 30 percent of our respondents who reported that

the act caused a decrease in their overseas business, approxi-
mately 70 percent rated the clarity of at least one of the antibri-
bery provisions as inadeguate or very inadequate. A general percep-
tion exists that because of these ambiguities, American companies
may have forgone legitimate business opportunities.

The ambiguities include confusion or uncertainty about:

--The degree of responsibility a company has for the actions
of its foreign agents and affiliates (the "reason to know"
provision).

--The definition of "foreign official.”

—--Whether a payment will be considered corrupt.

--Whether a payment to a foreign official is a bribe (illegal
under the act) or a facilitating payment (allowed under

the act.)

--Whether payments made in response to economic extortion
are bribes.

"Reason to know" provision

How does a company comply with the provision prohibiting
payments to a person if there is "reason to know" that these
payments will be used to bribe foreign officials? About 50 per-
cent of our questionnaire respondents rated the clarity of the
provisions as ranging from marginally inadequate to very inade-
quate. The clarity of the "reason to know" provision was of
particular concern to the respondents who reported that the act
had decreased their overseas business with over 50 percent rating
the clarity as inadequate or very inadequate, and an additional
18 percent rating the clarity as only marginally adequate. Some
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AGENCY COMMENTS AND OUR EVALUATION

SEC acknowledged that certain of the concerns raised in our
report have some merit. It welcomed the completion of our study
and said our report assisted in clarifying its own views in
light of the questionnaire results. As discussed previously,
the SEC Chairman on January 13, 198l--about 5 weeks after receiving
our draft report--made a policy statement on compliance with the
act's accounting provisions.

SEC said that our recommendation calling for additional
guidance on compliance with the accounting provisions appeared
to be made within the framework of the law, but was not sure
what exactly was intended by our recommendation. It perceived
that we were recommending an arithmetical standard that in its
view could be too rigid and inflexible to provide for proper
management judgment and may be inconsistent with the intent
of the act. SEC also commented extensively on the accounting
provisions in general and on compliance with the act raising
certain gquestions about our report.

SEC comments together with our evaluation are included in
appendix IV. To insure that our position is understood and in
light of the SEC Chairman's January 13, 1981, policy statement,
we have clarified our final report to recommend that SEC provide
guidance to business on the factors and criteria that will be
taken into account in assessing reasonableness. In addition, we
are also recommending that the Congress repeal criminal penalties
assocliated with the act's accounting provisions. SEC did not com-
ment on this recommendation since it was not included in our draft
report.
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Liability under the bills' accounting provisions would be limited
to (1) knowing falsification of company books and records and (2)
intentional attempts to circumvent the internal accounting controls.
The present act may make an issuer liable if its books are not kept
properly, irrespective of intent or knowledge.

We share the concern of the bills' sponsors that without
guidance on the factors and criteria that will be considered in
assessing reasonableness, business may incur unreasonable compliance
costs under the act's accounting provisions. However, application
of the traditional standard of materiality called for in these bills
and by the business community could weaken the present intent of
the accounting provisions to enhance corporate accountability over
assets. Also, in tying materiality to intent, the bills provide
that knowing falsification of company books and records involving
an immaterial amount in relation to a company's financial statements
would be permissible. For a large company, such transactions could
involve millions of dollars.

As discussed on page 30, given the present intent of the act's
accounting provisions, the adoption of the traditional standard
of materiality would, in our view, change the act's intent. This
presents a complex policy issue which the Congress should carefully
consider.

CONCLUSIONS

Charges that the act's accounting provisions are too vague
about what constitutes compliance have been numerous. Compound-
ing this is the controversy over whether the provisions should
include a materiality standard. The uncertainty of what consti-
tutes compliance should be diminished by guidance from the account-
ing profession and SEC. However, given the subjectivity inherent
in the act's reguirements and the virtual impossibility of devel-
oping guidelines on accounting and internal controls that can be
used across the board for all companies, an element of subijectivity
will always remain.

SEC needs to provide further guidance to business on the fac-
tors and criteria that will be considered in assessing compliance
with the act's accounting provisions so that companies can avoid
unnecessary compliance costs. However, as discussed previously,
the traditional standard of materiality related to financial dis-
closure is too broad given the congressional intent of the act's
accounting provisions to improve corporate accountability over
assets. Instead, SEC should elicit the views and work closely with
the corporate community and the accounting profession in deter-
mining what additional gqguidance is needed and in determining the
format of the guidance.

The accounting provisions call for management judgment cover-
ing diverse and oftentimes complex recordkeeping and internal
control systems. The provisions, even with additional guidance
from SEC on compliance, will, by their nature, still require highly
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provisions were designed to operate as a preventive measure--to
prevent the use of corporate assets for corrupt purposes. Sub-
jecting corporate management to potential criminal penalties for
noncompliance with essentially a preventive measure could be coun-
terproductive. We believe that the Congress should repeal the
criminal sanctions associated with the accounting provisions to
insure that business can work toward compliance in a cost—effective
and not a defensive manner.

As discussed previously, the legislative history calls for
management judgment covering diverse and oftentimes complex record-
keeping and internal control systems. These are highy subjective
determinations, even with the additional guidance we call for SEC
to develop. The Congress made clear that it saw the establish-
ment and maintenance of systems of internal control and accurate
books and records, which are interrelated, as a fundamental re-
sponsibility of management. It adopted current accounting liter-
ature, in particular the AICPA's Statement on Auditing Standards,
No. 1, and called for the accounting profession to use its profes-
sional judgment in evaluating the systems of internal control
maintained by companies.

However, as discussed previously, the AICPA developed the stan-
dards in Statement on Auditing Standards, No. 1 to provide broad
professicnal guidance in the independent auditor's study and eval-
uation of internal accounting control. The auditor's evaluation
is made for the limited purpose of serving as a basis for setting
the scope of the examination of financial statements. Further, the
SEC has held that the act does not adopt a materiality standard--a
standard recognized by the accounting profession and included in
Statement on Auditing Standards, No. 1. Instead, as discussed
previously, a reascnableness standard-—-a concept not well defined
for recordkeeping and internal control systems--is used. This
standard requires management to estimate the cost-benefits of
any steps to comply with the accounting provisions. However, as
also discussed previously, cost-benefit analysis is not a precise
sclience and it is rare that an objective measure, particularly
benefits, can be made. Business is, therefore, faced with a
dilemma--how far does it go in instituting controls? Our review
shows that business perceives that it has incurred unnecessary
compliance costs, in part, we believe, because of the fear of
criminal reprisals for minor irregularities of internal control
weaknesses.

Naturally, the possibility of criminal prosecution can be
unsettling for even the most confident and law-abiding corporate
executive. In his January 13, 1981, speech, the SEC Chairman
points out that the anxieties created by the act--among men and
women of utmost good faith--have been, in his experience, without
equal. The Chairman acknowledged that this consternation can
be attributed, in significant part, to the spectre which some
commentators have raised of exposure to SEC enforcement action,
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history emphasizes that management must observe a standard of
reasonableness in complying with the act's accounting provisions.

There is uncertainty and disagreement, however, over what is
meant by a "reasonableness" standard. For example, the ABA com-
mittee guide implies that a company would exercise reasonable care
if it complied with the accounting provisions in all material
aspects. However, as previously mentioned, SEC, the agency that
will enforce the provisions, disagrees and emphasizes that a rea-
sonableness standard governs.

We believe that applicaticn of the traditional standard of
materiality could weaken the intent of the accounting provisions
to enhance corporate accountability over assets. As discussed on
page 25, the traditional standard of materiality is geared to
determine what information should be disclosed to investors. The
application of the traditional standard of materiality would
create a minimum threshold that would allow major deficiencies in
accountability to occur. This could create problems since for
many large companies the minimum threshcld--below which errors
and intentional acts would be allowed--would be quite high.,

In addition, the standard of materiality is not appropriate
to standards or thresholds used by management, even before the
act, to assess the adequacy of internal accounting contrcl sys-
tems. For example, depending on the value of a company's assets,
a $1 million travel expense fraud may not be material in relation
to a company's financial statements but may be material in rela-
tion to travel expenses and management's control over them.

For these reasons, we believe that SEC should provide
guidance to the business community on the factors and criteria
that will be considered in assessing the reasonableness of com-
panies' compliance efforts. As discussed previously, the legis-
lative history of the act provides for flexibility and manage-
ment judgment and looks to the accounting profession to use
its professional judgment in evaluating companies' systems of
internal controls. Therefore, SEC must elicit the views and
work closely with the business community and accounting pro-
fession in determining what additional guidance is needed and
in determining the format of that guidance.

The SEC Chairman's January 13, 1981, policy statement
provided some guidance regarding compliance with the account-
ing provisions. Although this was an important first step
in addressing the concerns of the business community, we do not
believe it goes far enough in providing guidance. SEC should
specify the characteristics that it will apply in assessing
compliance. Some qualitative characteristics were covered in
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In a June 1980 release, SEC commented that the internal ac-
counting control provision requires "reasonable assurances" that
internal control objectives are met without regard to the tradi-
tional standard of materiality. SEC said that the concept of
"reasonable," as opposed to "absolute," assurance recognizes that
the cost of internal accounting control should not exceed the
benefits received. SEC also recognized that benefits, and in many
cases costs, are not likely to be precisely quantifiable and that
many decisions on reasonable assurance will necessarily depend
in part on estimates and judgments by management which are rea-~
sonable under the circumstances.

In the previously mentioned January 13, 1981, policy state-
ment, the SEC Chairman said that materiality, while appropriate
as a threshold standard to determine the necessity for disclosure
to investors, is totally inadequate as a standard for an internal
control system. He added that it is too narrow and thus too
insensitive an index and that procedures designed only to uncover
deficiencies in amounts material for financial statement purposes
would be useless for internal control purposes. He further stated
that systems that tolerate omissions or errors of many thousands
or even millions of dollars would not represent, by an accepted
standard, adequate records and controls. The Chairman stated
that reasonableness, rather than materiality, is the appropriate
test and allows flexibility in responding to particular facts and
circumstances.

Should the accounting provisions
contain a materiality standard?

One of the most important questions facing the Congress
about the act is whether it should be amended to expressly include
a materiality standard. It is widely held in the business com-
munity that one is needed. Corporate and accounting officials
emphasized that the cost of complying with the provisions is un-
reasonable without a materiality standard.

We believe the traditional standard of materiality related
to financial disclosure is inappropriate given the intent of
the act. Instead, SEC should provide further guidance to busi-
ness on the factors and criteria that should be considered in
assessing reasonableness so that companies can avoid unneces-
sary compliance costs.

The business community believes
a materiality standard is needed

Over 70 percent of our guestionnaire respondents reported
that the issue of materiality is inadequately explained in the
act. For instance, respondents reported that although SEC has
maintained that materiality is not a factor with regard to the
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An AICPA committee studying auditors' responsibilities con-
cluded that materiality in accounting is essentially an economic
concept designed to reconcile the conflict between the almost
limitless detail confronting accountants and auditors, and users'
need for understandable information. In its May 1980 Statement
of Financial Accounting Concepts No. 2, the Financial Accounting
Standards Board defined "materiality" as

"* * * the magnitude of an omission or misstatement
of accounting information that, in the light of
surrounding circumstances, makes it probable that
the judgment of a reasonable person relying on
the information would have been changed or
influenced by the omissicon or misstatement.”

In the same statement, the Board provides examples of quantitative
materiality guidelines. These guidelines relate to specific sub-
jects,~-such as materiality for separate disclosure of items on

a company's balance sheet--whereby percentage criteria have been
established.

The leading court case concerning the meaning of materiality
in the context of the securities laws is the case of TSC Indus-
tries, Inc., v. Northway, Inc.--a case concerning the omission
of certain facts from a proxy statement. The Supreme Court held
that an omitted fact is material if there is a substantial likeli-
hood that a reasonable shareholder would consider it important
in deciding how to vote.

The above traditional concept of materiality 1s discussed
in terms of the financial information which must be disclosed
to an investor. The act's accounting provisions, however, address
a much broader issue—~-the subject of corporate accountability
over assets.

Disagreement over whether the accounting
provisions contain a materiality standard

There has been disagreement about whether the provisions
contain a materiality standard. An ABA committee guide indi-
cates such a standard exists, but SEC says no such standard is
implied; instead a reasonableness standard applies.

ABA's guide indicates a
materiality standard exists

In November 1978~-less than a year after the act was
passed--ABA's Committee on Corporate Law and Accounting published
a gulde to the act's accounting provisicns. The committee said
that the guide had been prepared because of (1) the importance of
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In addition, other accounting guidance that could help clarify
the act is contemplated. The Financial Executives Research Founda-
tion reported in a June 1980 press release that a study was underway
concerning the feasibility of establishing guidelines and criteria
by which corporate executives might judge the adequacy of their
control systems.

Some subjectivity will always exist

The above guidance could go a long way in assisting companies
in their efforts to comply with the accounting provisions. How-
ever, because an element of subjectivity is inherent in accounting
terminology, some uncertainty will probably always exist.
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of uncertainty is the act's use of auditing standards to define
the objectives of a corporate system of internal accounting con-
trol. These standards were originally developed to provide broad
professional guidance in the independent auditor's evaluation of
internal accounting caontrol, The evaluation is made for the
limited purpose of serving as a basis for setting the scope of
the examination of financial statements. Only those controls
on which the auditor intends to rely are tested. However, as re-—
ported by the previously mentioned AICPA committee, a company
must concern itself with all internal accounting controls and
identify and communicate objectives in more specific terms.

The Congress recognized the subjectivity of the accounting
provisions. The committee report accompanying the Senate version
of the act stated that management must exercise judgment in deter-
mining the steps to be taken and the cost to be incurred in assur-~
ing that the objectives expressed will be achieved. The report
stated that the size of the business, diversity of operatiocons,
degree of centralization of financial and operating management,
amount of contact by top management with day-to-day operations,
and numerous other circumstances are factors management must con-
sider in establishing and maintaining an internal accceunting
control system.

The Senate committee report called on the accounting profes-
sion to use its professional judgment in evaluating companies’
systems of internal control. The previously mentioned AICPA com-
mittee report also recognized that compliance with the accounting
provisions--particularly the internal accounting control provi-
sion--inherently calls for subjective decisions by management.
The committee felt that the wide range in the size of companies,
in their operating styles, in the complexity of their transac-
tions, in the diversity of their products and services, and in
the geographical dispersion of their operations clearly made it
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assurance" concept requires a cost-benefit determination, there
is not adequate guidance on how to determine costs and benefits.

The Financial Executives Research Foundation's study of
internal controls supported the above perceptions. The study
report stated that the meaning of the act's accounting terms will
probably be established only in the courts. The report added
that until the provisions are authoritatively interpreted, the
act will continue to place a nearly intolerable burden on com-
panies striving to comply.

Efforts to diminish uncertainty

The accounting profession and SEC have provided some guidance
to business regarding compliance with the act's accounting provi-
sions, in particular a recent policy statement of the SEC, which
should diminish some of the uncertainty.

The public accounting firms contacted have published guides
for corporate management to consider in designing programs and
action plans to comply with the accounting provisions. The
American Institute of Certified Public Accountants (AICPA) has
also provided guidance. In 1977--before the act--the AICPA
established a committee to develop criteria for evaluating in-
ternal accounting controls. In 1979, the committee issued its
final report, which included recommendations to help corporate
management appraise the effectiveness of its evaluation of in-
ternal accounting control. The committee believed the report
would be useful to management in considering whether its com-
panies are complying with the internal accounting control pro-
visions of the act.

In various public releases, SEC has alsc offered guidance
on steps management should consider in complying with the account-
ing provisions. For example, in a recent release SEC listed five
steps it considered necessary to determine whether a system of in-
ternal accounting control provides reasconable assurances that
the broad objectives of internal accounting controls are being
achieved.

Further, in a proposed rule promulgated in April 1979, SEC
called for corporate management and external auditors to make
statements on the adequacy of systems of internal accounting con-
trol. In May 1980, SEC announced that it would issue no rule
requiring management reporting for at least 3 vears, during which
time it would look to the accounting profession and business com-
munity to set their own standards for reporting on internal ac-
counting control.
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THE ACT'S ACCOUNTING PROVISIONS

The act's accounting provisions require SEC registrants to:

1. Make and keep books, records, and accounts which, in
reasonable detail, accurately and fairly reflect trans-
actions and dispositions of assets.

2. Devise and maintain a system of internal accounting con-
trols sufticient to provide reasonable assurances that

-—transactions are executed in accordance with manage-
ment's general or specific authorization;

--transactions are recorded as necessary to permit
preparation of financial statements in conformity with
generally accepted accounting principles, or any other
applicable criteria, and to maintain accountability
for assets;

—--access to assets is permitted only in accordance with
management's general or specific authorization; and

-—the recorded accountability for assets is compared
with the existing assets at reasonable intervals and
appropriate action is taken with respect to any dif-
ferences.

The Congress adopted the "in reasonable detail" qualifica-
tion because of concern that the recordkeeping requirements, if
unqualified, might connote an unreasonable degree of precision.
The House and Senate conference committee reported that the "in
reasonable detail" provision requires that transactions be re-
corded in conformity with accepted methods of recording economic
events and should effectively prevent off-the-books slush funds
and payment of bribes.

The Congress also recognized that no system of internal
accounting control is perfect. The legislative history of the
act shows that in adopting the concept of "reasonable assurance,"
the Conygress recognized that the cost of internal control should
not exceed the benefits derived. The report of the Senate Com—
mittee on Banking, Housing, and Urban Affairs also recognized
the need for management to use its judgment in evaluating the
cost~benefit relationships of its compliance efforts.

CONFUSION OVER WHAT CONSTITUTES COMPLIANCE

Accounting, legal, and corporate officials have criticized
the act's accounting provisions as being too vague concerning
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The perception that the act's antibribery provisions have
caused American firms to lose overseas business is difficult,
if not impossible, to quantify or support because many factors
influence overseas sales. However, as discussed in detail in
chapter 4, some of the lost business may be due to U.S. companies
forgoing legitimate export opportunities because of ambiguities
in the act's provisions and suffering a competitive disadvantage
due to the lack of an international antibribery agreement.
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The loss of business by construction companies was
reiterated in a recent Wall Street Journal article which implied
that the firms hardest hit were large international construction
companies dealing mainly with foreign governments or government-
run industries. According to the article, some construction com-
panies have stated that in certain countries, it is impossible
even to get on the bidding lists without paying what amounts to
an entry fee to a local agent who has good connections with the
government in power. What impact this has had is hard to tell.
However, industry statistics show that in 1977, the United States
ranked fourth in worldwide construction and industrial project
activity; in 1979, the United States ranked seventh. Further,
one construction firm has alleged that it lost a $40 million
overseas contract because its foreign competitor made a payment
to a foreign official.

In February 1980, a White House task force also reported
that the act has adversely affected overseas business. The task
force recently completed a study of 14 export disincentives--one
of which was the Foreign Corrupt Practices Act. Task Force par-
ticipants included representatives from the Departments of State,
the Treasury, Defense, Justice, Commerce, and Labor; the Office
of Management and Budget; and the Council of Economic Advisors.
Other participants were the representatives of the Special Repre-
sentative for Trade Negotiations, the Assistant to the President
for Domestic Affairs and Policy, and the Assistant to the Presi-
dent for National Security Affairs. The task force requested
State Department Foreign Service officials in 45 countries to
supply opinions and data on the impact of the act.

The task force found that 15 posts (33 percent) perceived
the act as having a negative impact on exports—--7 posts perceived
the act as having a significant adverse impact. The remaining
30 posts perceived the act as having no negative impact. The 15
posts that perceived that the act had an adverse impact were in
less developed countries. According to the Department of Com-
merce, it is these less developed countries that are major growth
areas for U.S. exports.

Impact on overseas business
cannot be quantified

Claims that U.S. companies have lost sales, however, are
difficult, if not impossible, to substantiate and quantify because
of the sensitivity of the bribery subject and the numerous factors
affecting overseas business. Very few companies have publicly
come forward and disclosed instances of sales lost as a result of
the act. Companies may be reluctant to do this, even if promised
confidentiality, because it could be construed as an admission
that the company made illegal or guestionable payments before the
act. Further, the company could incur the wrath of the foreign
country in question.
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with the degree of uncertainty about costs and benefits, man-
agers who are averse to the risk of failing to comply will pro-
bably invest more heavily in controls than they normally would
for business purposes.

THE ACT IS PERCEIVED AS ADVERSELY AFFECTING
U.S. OVERSEAS BUSINESS

As with the accounting provisions, the antibribery provisions
may have created a cost burden. More than 30 percent of the ques-
tionnaire respondents engaged in foreign business said they had
lost overseas business as a result of the act. 1In addition, over
60 percent perceived that-—assuming all other conditions were
similar-~Awmerican companies could not successfully compete against
other companies abroad that were bribing.

These beliefs are neither supported nor rejected by hard
verifiable data. Attempts to quantify the act's impact have had
only limited success. Due to the sensitivity of the foreign
bribery issue and the complexities inherent in international
trade, conclusive evidence of the act's impact on U.S. foreign
business may never be forthcoming. However, the perceptions by
themselves are important.

The act's adverse impact on U.S. corporate foreign sales
has been attributed to a number of factors. In particular, busi-
ness has charged that American companies are forgoing legitimate
export opportunities because certain aspects of the act's anti-
bribery provisions are ambiguous. In addition, the lack of an
international antibribery agreement may be giving foreign competi-
tors an advantage in international markets.

Throughout its deliberations on the act, the Congress was
inundated with statements that corporate bribery to obtain over-
seas business was unnecessary. Then Secretary of the Treasury
Blumenthal, testifying before one congressional committee, stated
that

"Paying bribes * * * is simply not necessary to the
successful conduct of business in the United States
or overseas. My own experience as Chairman of the
Bendix Corp. was that it was not necessary to pay
bribes to have a successful export sales program ."

Other governmental officials held similar views. Then
SEC Chairman Hills stated that in every industry in which com-
panies were bribing, other companies of equal size in that
industry proclaimed that they saw no need to engage in such
practices. Then Secretary of Commerce Richardson was guoted
as saying that, in a number of instances, payments were made
not to outcompete foreign competitors but rather to gain an
edge over other U.S. manufacturers.
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domestic or foreign bribes are likely to occur. More than 30
percent reported that they have increased the number of special
reviews or investigations to a moderate or a great extent.

Extensive use of audit committees

Audit committees—-—a key component in the corporate account-
ability system—-~have evolved over the last few years. The number
of companies which have such committees has grown, and the inde-
pendence of the audit committee members and committee roles has
been expanded. These changes were brought about largely by reve-
lations of prior guestionable corporate activities—--the same
activities that resulted in the act's passage.

An audit committee is composed of various members of a com-
pany's board of directors. The committee provides the auditors
an opportunity for direct communication with the board, thereby
strengthening their independence and objectivity. The committee
meets with the auditors to discuss matters pertaining to a partic-
ular audit and to the company's accounting policies and internal
controls in general.

The number of companies having audit committees has grown
phenomenally. Almost all our questionnaire respondents reported
that their boards of directors have audit committees. Similar
results have been disclosed by other recent surveys. However,
audit committees have not always been that popular. In 1967, one
major public accounting firm survey indicated that only 18 per-
cent of its clients listed on the New York Stock Exchange had
audit committees. In 1973, a followup study by this firm showed
the percentage had jumped to 66 percent. Also, almost all our
questionnaire respondents reported that their audit committees
were composed entirely of directors who were independent of man-
agement.

The New York Stock Exchange announced in January 1977 that
all domestic companies with common stock listed on the exchange
had to establish, by June 30, 1978, audit committees composed
solely of directors independent of management. Although the
American Stock Exchange does not have a similar reguirement, it
has adopted a recommendation that all companies listed on the
exchange establish such committees.

The role of the audit committee has also undergone change.
As a result of questionable corporate payments, some committees
have become involved in monitoring compliance with their com-
panies' codes of conduct. In addition, their interest in moni-

toring the effectiveness of internal accounting controls has
increased.
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Increased internal control documentation

Internal acccunting control documentation-—-the written
description of existing controls and management's evaluations of
these controls—-has been extensively increased as a result of the
act. Over 60 percent of the respondents reported that they have
increased the amount of control documentation to a moderate or a
great extent.

The increases in documentation were the most extensive con-
trol changes reported. The Financial Executives Research Founda-
tion, in its study of internal control in U.S. corporations, also
found that the act resulted in increased documentation.

This is not surprising since documentation was stressed by
SEC and the accounting profession as an essential part of a com—
pany's program to comply with the act. SEC has taken the posi-
tion that control is enhanced by written policies and procedures,
formalized channels of reporting, and written descriptions of
authority and responsibility. Further, SEC has stated that docu-
mentation of control objectives and existing controls may often
be necessary to perform an effective review of a system of in-
ternal accounting control.

Routine testing of controls is extensive

The act requires companies not only to design but to also
maintain sufficient systems of internal accounting control.
Therefore, testing the adequacy of existing controls is important.

Over 95 percent of the questionnaire respondents reported
they have programs for routinely testing the adequacy of their
internal accounting control systems. Further, almost 40 percent
reported that as a result of the act, they had increased routine

testing of accounting or control systems to a moderate or a great
extent.

SEC believes that effective, ongoing evaluations of internal
accounting control systems may often result in determining what
improvements are needed and how they should be implemented. The
accounting profession also believes that continuous monitoring
of internal accounting controls is essential for determining
whether the controls function properly and are still appropriate.

Strengthening internal audit

The act also has resulted in companies significantly in-
creasing the importance and size of their internal audit staffs.
Internal auditors are an integral part of an internal control
system and can play a key role in evaluating whether a company
is complying with the act's provisions. A strong internal audit
function provides greater assurance that management policies are
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The act has influenced companies to
make important changes in codes

About 30 percent of the respondents reported that they made
at least one important policy change in their codes. Changes in
the following policy areas were most frequently cited:

--Making questionable or improper foreign payments.
~-Failing to record financial transactions.
~-Making false entries in company books or records.

Improper conduct in these three areas provided the major impetus
for the act's passage.

The specific types of changes that our respondents made
as a result of the act varied greatly. For example, over half
rewrote their policies to be more specific or to expand the scope.
However, only 8 percent adopted more severe disciplinary measures
for code vicolations. Other changes and the percentage of respond-
ents who reported making them follow.

Percent of respondents
making this change in
Type of change made response to the act

More employees were informed
of corporate policies. 41

Procedures for communicating
policies were made more formal. 37

Employvees were required to acknowledge
in writing more often that they had
read or would comply with the policies. 34

Policies were issued to cover type(s)
of viclations that had not been
previously addressed. 29

A company's size did not substantially affect the act's
impact on corporate codes. Only a slightly higher percentage
of top 500 respondents than second 500 respondents reported that
the act influenced changes in their codes.

Quantifying the impact that the above changes in codes will
have in reducing questionable foreign payments is difficult, if
not impossible. However, more than 70 percent of the respondents
believe that the act has effectively reduced such payments by
U.S. companies.



CHAPTER 2

THE ACT'S IMPACT ON CORPORATE ACTIVITIES

The Foreign Corrupt Practices Act has substantially affected
corporate activities. Our sampling of 250 of the Nation's 1,000
largest industrial firms showed that the act has brought about
widespread efforts to strengthen corporate codes of conduct and
systems of internal accounting control. These changes, however,
have not been without costs. Many corporate officials believe
that the costs of complying with the act have exceeded the bene-
fits derived. Further, the act has been cited as a cause of U.S.
firms losing foreign business.

This chapter highlights the baseline data we developed con-
cerning this significant law's impact on

--codes of conduct,

--systems of internal accounting control,

--the cost cof compliance, and

--overseas business.
Most of the data was gathered through a questionnaire survey of
the above 250 firms; however, where appropriate we have included

information from other sources.

CORPORATE CODES OF CONDUCT
HAVE BEEN GREATLY AFFECTED

Written codes of conduct are policies defining the standards
of acceptable business conduct for corporate employees. Ninety-
eight percent of our questionnaire respondents reviewed their
policies to see 1f they were adequate in light of the act's
requirements.

Over 60 percent of the respondents reported that these re-
views had resulted in changes not only in what the policies said,
but also in how they were communicated. Also, more than 50 per-
cent reported making changes during the turbulent 4-year period
before passage of the act; 25 percent did not find it necessary
to make any further changes as a result of the act.

What effect the changes in the codes will have in reducing
questionable payments is difficult to determine. However, more
than 70 percent of the respondents believed that the act has ef-
fectively reduced questicnable foreign payments by U.S. companies.



With the assistance of an expert in the design of
questionnaires and a consultant with nationally recognized ac-
counting expertise, we designed a corporate questionnaire which
addressed the act's relationship to the following four areas:

--Corporate policies and/or codes of conduct.
--Corporate systems of accountability.

--Cost burdens, if any, incurred by management to comply
with the act.

—-Corporate opinions regarding the (1) act's effect on U.S.
corporate foreign sales, (2) clarity of the act's provi-
sions, (3) potential effectiveness of an international
antibribery agreement, and (4) perceived effectiveness of
the act in reducing guestionable payments.

Most of ocur questionnaire survey was conducted by mail.
The guestionnaire was self-administered, and the data collection
process allowed companies to remain anonymous. However, to deter-
mine the validity of responses to our mailed questiocnnaires, we
visited 27 companies picked at random from our sample to admin-
ister the questionnaire in person and to review documentation
considered necessary to assess the credibility of the respondents'
answers to certain objective questions. Statistically, the re-
sponses obtained during these visits compared favorably with the
responses obtained from the mailed guestionnaires, thereby sup-
porting the results of our mailed questionnaires.

A copy of our questionnaire, including a summary of the corpo-
rate responses to each gquestion, 1s contained in appendix I. Appen-
dix II describes our survey and sampling procedures in more detail.

Scope of review

Using standardized questionnaires, we sclicited informa-
tion regarding the act's impact on corporate activities from
the above-mentioned 250 corporations. ©One hundred eighty-five, or
about 75 percent, of these companies responded. The respondents
covered a wide range of industries as shown by the list in
appendix III.

We also discussed the act's impact with representatives from
--the leading public accounting firms,

--professional accounting and auditing organizations,
~--professional legal associations, and

-—-cognizant business and public interest groups.



objectives for systems of internal accounting control. The
antibribery provision applies to SEC registrants and domestic
concerns, as well as to officers, directors, employees, or agents
acting on behalf of such companies. The accounting standards apply
only to SEC registrants. "SEC registrants" are defined as all U.S.
companies that have a class of securities registered with SEC and/or
file reports with SEC under the Securities Exchange Act of 1934.

A "domestic concern" is defined as (1) any U.S. citizen, national,
or resident or (2) any business entity (other than an SEC reg-
istrant) that either has its principal place of business in the
United States or is organized under the laws of any U.S5. State,
territory, commonwealth, or possession.

Antibribery provisions

The act prohibits both SEC registrants and domestic concerns
from corruptly offering or giving anything of value to

-—-a foreign official, including any person acting in an
official capacity for a foreign government;

—-a foreign political party official or political party; or
-—a candidate for foreign political office.

The above prohibitions relate to offers or payments made to influ-
ence these officials in order to help a registrant or domestic
concern obtain or retain business or direct business to any person.

The act also prohibits the offering or paying of anything of
value to any person if it is known or if there is reason to know
that all or part of the payment will be used for the above prohib-
ited actions. This provision covers situations when intermediaries,
such as foreign affiliates or agents, are used to channel payoffs
to foreign officials.

The potential penalties for violating the antibribery provi-
sions are severe. SEC registrants and domestic concerns (other
than an individual) can be fined up to $1 million. Individuals
who are domestic concerns and any officer, director, or stockholder
who acts on behalf of a registrant or domestic concern and who
willfully violates the law can be fined up to $10,000 and im-
prisoned for not more than 5 years. The law prohibits companies
from directly or indirectly paying a fine imposed on an individual.

Accounting provisions

These provisions, which apply only to SEC registrants,
contain requirements for recordkeeping and internal accounting
controls. They were adopted in response to SEC and congressional
discoveries that foreign bribery was accomplished mainly by (1)
off-the-books slush funds and (2) transactions inaccurately
recorded on a firm's books.
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RECOMMENDATIONS TO THE DEPARTMENT OF JUSTICE
AND THE SECURITIES AND EXCHANGE COMMISSION

GAO further recommends that the Attorney General
and the Chairman of SEC, with input from other
interested agencies, jointly develop alternative
ways to address the ambiguities in the antibrib-
ery provisions. GAO offers several options to
consider.

GAO also recommends that, because of the questions
and concerns surrounding the antibribery provi-
sions, these alternatives be reported to the cog-
nizant congressional committees by June 30, 1981.
(See p. 48.)

AGENCY COMMENTS

SEC stressed the positive impact of the act. SEC
commented that GAO's questionnaire survey estab-
lishes an empirical data base which provides infor-
mation that will assist in assessing the impact and
implementation of the act. SEC said that GAO's
report, which it called a significant contribution,
helped in clarifying its own views. SEC also said
that it stands ready to assist business in comply-
ing with the act. It said that GAO's recommenda-
tion calling for additional guidance on compliance
with the accounting provisions appeared to be
within the framework of the law, but was not sure
exactly what was intended and expressed concern

the recommendaticon could be too rigid and inflex-
ible to provide for proper management judgment.

To ensure that its position is understood, GAQ

has clarified this recommendation. (See app. IV.)

SEC disagreed with GAO's recommendations regarding
the antibribery provisions as did the Justice
Department which also challenged the guestionnaire
survey. GAC stands behind the statistical validity
of its questionnaire survey and the feasibility of
its recommendations to address business concern
with the clarity of the antibribery provisions.
(See app. V.) The State Department agreed with
GAQO's recommendations calling for alternative ways
to address the ambiguities in the antibribery pro-
visions. (See app. VII.) The Commerce Department,
although seemingly supporting the report, did not
expressly address GAO's recommendations. (See

app. VI.)

The recommendation calling for decriminalization
of the accounting provisions was not included in
GAO's draft report and, therefore, not addressed
by the agencies commenting.



ambiguities have been cited as a possible cause

of U.S. businesses forgoing legitimate export op-
portunities. For example, companies are unsure
about the degree of their responsibility for ques-
tionable payments made by their foreign agents in
cases when the companies believe they have insti-
tuted reasocnable safeguards. (See pp. 38-41.)

Because of concern that U.S. businesses were for-
going legitimate export opportunities, President
Carter directed the Justice Department to provide
guidance to the business community regarding
enforcement priorities under the antibribery pro-
visions. The Justice guidance program was imple-
mented in March 1980--18 months after the Presi-
dent's directive. The program, which is voluntary
in nature, regquires that a company submit a detailed
statement of all facts material to a prospective
transaction in a foreign country. Justice then ad-
vises whether it would take enforcement action
under the act if the company proceeded with the
transaction. (See pp. 41-42.)

The program has yet to effectively address the
ambiguities in the antibribery provisions, and it
is doubtful it will. To date, only a few companies
have reguested opinions, and the program faces an
uphill struggle. The program has been criticized
by some Government and business community officials
for not establishing guidelines thrcugh the use of
hypothetical situations. In addition, some offi-
cials believe it should be a joint Justice-SEC
program, since these organizations share enforce-
ment responsibility for the antibribery provisions.
Although SEC refused to participate, it recently
announced that it would abide by Justice's enforce-
ment intentions until at least May 31, 1981. (See
pp. 42-45.)

Also affecting business perception of the act is
the lack of an international antibribery agreement.
Over 60 percent of the questionnaire respondents
reported that, assuming all other conditions were
similar, American companies cannot successfully
compete abroad against foreign competitors that are
bribing. Efforts since 1976 to reach an interna-
tional antibribery agreement have been unsuccessful.
The United States has recently intensified its
efforts, and an international ban by seven indus-
trialized nations may be obtained in the near
future. (See pp. 45-46.)

GAO believes that because the Justice program has
not effectively addressed the uncertainty over what
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THE ACT HAS SUBSTANTIALLY
AFFECTED CORPORATE ACTIVITIES

A GAO questionnaire survey of 250 companies ran-
domly selected from the Fortune 1000 (75 percent
responded) shows that the act has brought about
efforts to strengthen corporate codes of conduct
and systems of internal accounting control.

Codes of conduct--the policies that define the
standards of business conduct for employees--have
undergone significant change. About 60 percent

of the questionnaire respondents stated that the
act has influenced changes in their codes' con-
tents as well as in how they are communicated to
employees. Important changes were frequently re-
ported in the pelicy areas related to guestionable
or improper foreign payments. (See pp. 6-9.)

The act has also caused almost all respondents to
review the adequacy of their systems of internal
accounting control; more than 75 percent reported
making changes. Extensive changes have been made
in documenting and testing internal accounting
control systems and in strengthening internal
auditing. (See pp. 9-12.)

These changes have not been without cost. About

55 percent of the respondents reported that their
efforts to comply with the act have resulted in
costs that were greater than the benefits received.
About half these respondents believed that the cost
burden increased their accounting and auditing
costs by 11 to 35 percent. (See pp. 13-14.)

Further, more than 30 percent of the respondents
engaged in foreign business reported they had lost
overseas business as a result of the act. Aircraft
and construction companies were particularly hard
hit, with over 50 percent of aircraft and construc-
tion companies reporting, in a separate question-
naire survey, that they had lost overseas business.
This belief is neither supported nor rejected by
hard verifiable data. Due to the sensitivity of
the foreign bribery issue and the numerous factors
affecting overseas business, conclusive evidence
may never be forthcoming. However, the perception
by itself is important. (See pp. 14-17.)

CONFUSION AND CONTROVERSY OVER
THE ACT'S ACCOUNTING PROVISIONS

Business perception that the accounting provisions
have resulted in costs greater than the benefits
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