The Foreign Corrupt
Practices Act

US legislation with global implications

The recent investigation into the UN Oil-for-Food Programme has highlighted
the need for multinational companies to be aware of the US Foreign Corrupt
Practices Act and the negative consequences that can result from failure to
comply with this legislation. Dick Thornburgh, Michael Missal, Edward
Fishman and Jonathan Young explain the key provisions of the Act and

outline steps that companies can take to promote compliance.

Inlate October 2005, the Independent Inquiry
Committee examining alleged corruption in
the United Nations Oil-for-Food Programme
(the Volcker Committee) concluded that more
than 2,000 companies from around the world
had paid the Saddam Hussein regime over
US$1.5 billion (about EUR1.26 billion) in ille-
gal “kickbacks” to obtain contracts to sell hu-
manitarian goods to Iraq. The companies im-
plicated in the final report issued by the Vol-
cker Committee (the Volcker Report) included
several well-known US and European multina-
tionals, including Daimler Chrysler, ABB,
Siemens, Eli Lilly and Eastman Kodak (see
box, The Volcker Report).

The companies named in the Volcker Report
now face more than negative publicity. Some of
the companies have received inquiries from the
US Department of Justice (DOJ) and the US Se-
curities and Exchange Commission (SEC)
about possible violations of the US Foreign
Corrupt Practices Act (FCPA). The FCPA pro-
hibits both US companies and their foreign af-
filiates, as well as foreign companies that issue
securities registered in the US, from making or
offering to make corrupt payments to foreign
government officials. It also requires those
companies to maintain accurate “books and
records” and to have a sufficient set of “internal
controls” to prevent corruption and other un-
ethical behaviour.

Incidents such as the above highlight the FCPA
risks faced by companies that conduct business
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in the global arena, while recent prosecutions
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and settlements strongly suggest that en-
forcement activity and penalties for
breach of the legislation are on the rise
and will only increase in the future. If the
necessary steps are not taken to promote
compliance with the FCPA, companies
and individuals can face serious penalties.

In view of these developments, this article:

m Details the recent rise in FCPA enforce-
ment activity.

m Explains the key provisions of the
FCPA.

m Outlines the steps companies can take
to minimise FCPA risks.

Therise in enforcement activity
The DOJ and the SEC have dramatically
increased their FCPA enforcement in the
last few years, which has resulted in nu-
merous settlements and significant penal-
ties. A criminal violation of the anti-
bribery provisions of the FCPA could re-
sult in prison terms of up to five years and
monetary penalties of up to US$100,000
(about EURS82,074.9) for individuals, and
fines of up to US$2 million (about
EUR1.64 million) for corporations, per
offence. In July 2005, two US business ex-
ecutives were sentenced to multi-year
prison terms for bribing Haitian officials
to reduce duties on imported rice. In the
same month, Swiss industrial giant ABB
Ltd agreed to pay US$10.5 million (about
EURS.6 million) in fines to the DO]J in ex-
change for a deferred prosecution agree-
ment on criminal FCPA charges.

In addition to significant monetary fines,
the potential civil penalties imposed on a
company for violation of the FCPA could
include disgorgement of all revenues
earned from the business associated with
the corrupt payment. Last year, US de-
fence consulting firm Titan Corp agreed
to pay the SEC over US$15 million (about
EUR12.3 million) in disgorgement and in-
terest penalties regarding illegal bribes to
government officials in Benin, Africa. The
SEC may also appoint an independent
compliance monitor to examine a com-
pany’s ongoing internal FCPA compli-
ance programme.

FCPA compliance and enforcement re-
mains a top priority for the DOJ and SEC,
as recent prosecutions, settled cases and
increased enforcement budgets make
clear. In addition, the DOJ and SEC rou-
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tinely co-operate and share information
ininvestigations and enforcement actions.
Given the US’s continued efforts to pres-
sure the Organisation for Economic Co-
operation and Development and other re-
gions to adopt and enforce anti-corrup-
tion legislation, as well as a heightened
focus on corporate governance in the
post-Enron era, the level of FCPA enforce-
ment activity will likely remain strong for
the foreseeable future.

The potential harm from an FCPA viola-
tion transcends government enforcement
activity. A recent high-profile merger be-
tween US defence contractors Lockheed
Martin and Titan Corp was aborted be-
cause of the discovery that Titan had
madeillegal payments to government offi-
cials in Africa. The discovery of an FCPA
violation also could lead to class action
litigation by US shareholders or wrongful
termination litigation by affected em-
ployees.

FCPA: key provisions

The FCPA was enacted in 1977 following
a series of admissions that large US com-
panies paid bribes to foreign government

In April 2004, United Nations Secretary-
General Kofi Annan announced the for-
mation of a high-level Independent In-
quiry Committee, now known as the Vol-
cker Committee (named after its
Chairman, former US Federal Reserve
Chairman Paul Volcker). The Committee
was appointed to conduct an inquiry into
allegations of impropriety in the opera-
tion and management of the UN Oil-for-
Food Programme.

The Committee’s final report (the Volcker
Report), published in October 2005, al-
leges that over 2,000 companies from
the chemical, pharmaceutical, food and
other global industries disguised pay-
ments to the lIragi regime through im-
proper service and transportation fees.
According to the report, these arrange-
ments enabled companies or their third-
party agents to obtain reimbursement for
kickbacks from the UN escrow account
that had been established to pay for hu-
manitarian goods. In other words, the Vol-
cker Report claims that these companies
used money from the UN programme it-
self to make illegal payments.

officials, politicians and political par-
ties.

The FCPA applies to US issuers, meaning;:

m Any US company and its foreign affili-
ates.

m Any foreign company issuing securities
registered with the SEC.

The FCPA has two primary components:
the anti-bribery provisions enforced by
the DOJ, and the “books and records”
and “internal controls” provisions en-
forced by the SEC.

Anti-bribery provisions

The FCPA prohibits US issuers and their
officers, directors, employees and agents
from offering “anything of value” to a for-
eign government official, foreign political
party or candidate for foreign office to in-
fluence an official act or secure an im-
proper advantage. An employee of a state-
owned corporation qualifies as a govern-
ment official under the FCPA.

The anti-bribery provisions contain an
exception for making small “facilitating
payments” to induce low-level foreign
government officials to perform ministe-
rial or routine acts. For example, paying a
small sum of money to a foreign customs
agent to expedite the paperwork neces-
sary to receive a shipment of imported
goods would most likely qualify as a “fa-
cilitating payment”. However, making
payments to influence a discretionary
function (such as awarding a contract for
supplying goods under the Oil-for-Food
Programme) most likely would not fall
within the exception.

Under the vicarious liability standard of
the anti-bribery provisions, a US issuer
may be liable for corrupt payments made
by foreign affiliates or third party agents if
the USissuer knew, or should have known,
of the “high probability” that such pay-
ments were made. This standard was en-
acted to prevent companies from adopt-
ing a “head in the sand” approach regard-
ing the activities of their foreign affiliates
and agents. The DOJ has identified a
number of “red flags” that may provide
sufficient notice to the US issuer of cor-
rupt conduct by its affiliates or agents (see
box, Red flags).

Accounting provisions
The FCPA’s accounting provisions gener-
ally require US issuers to maintain accu-
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rate “books and records” and to establish
and maintain an effective system of “in-
ternal controls” to account for transac-
tions and assets. These requirements are
designed to ensure the integrity and trans-
parency of financial information pre-
sented to the investing public and to pre-
vent foreign bribery and other improper
financial activity. The SEC is the primary
enforcer of these FCPA accounting provi-
sions.

The “books and records” provision re-
quires US issuers, and their foreign sub-
sidiaries and affiliates, to maintain
“books, records and accounts, which, in
reasonable detail, accurately and fairly re-
flect the transactions and dispositions of
the assets of the issuer.” The “internal
controls” provision requires US compa-
nies and US issuers to devise and maintain
a system of internal accounting controls
sufficient to provide reasonable assur-
ances that:

m Transactions are executed in accor-
dance with management’s general or spe-
cificauthorisation.

m Transactions are recorded as neces-
sary:

o to permit preparation of financial
statements in conformity with generally
accepted accounting principles or any
other criteria applicable to such state-
ments; and

o to maintain accountability for assets.

m  Access to assets is permitted only in ac-
cordance with management’s general or
specific authorisation.

m The recorded accountability for assets
is compared with the existing assets at rea-
sonable intervals and appropriate action
is taken with respect to any differences.

The US issuers covered by the above provi-
sions must ensure that their wholly-
owned subsidiaries comply with them.

In a case involving improper foreign pay-
ments, the SEC typically charges a com-
pany with violating both the “books and
records” provision and the “internal con-
trols” provision of the FCPA. The SEC
takes the position that the use of funds for
a purpose other than that recorded on its
books is sufficient to support a “books
and records” violation. In other words, an
improper payment to a foreign govern-

Red flags

ment official that is not described as a
“bribe” on a company’s books and
recordsis a violation (in the SEC’s view) of
the “books and records” provision. Based
on recent practice, the SEC usually finds
an “internal controls” violation if it has
concluded thata “books and records” vio-
lation occurred.

The SEC has emphasised that it will en-
force the FCPA accounting provisions
even when there is no jurisdictional basis
for an FCPA bribery case. In other words,
the SEC may find a books and records vio-
lation even where no one in the US was
aware of any misconduct and even where
there were no “red flags” that might have
alerted US personnel to misconduct. The
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SEC may find a books and records viola-
tion simply because a US issuer’s books
and records do not fairly and accurately
account for improper payments.

Minimising FCPA liability
Multinational companies can take several
steps to minimise their potential FCPA ex-
posure as they expand global operations
and increase contacts with foreign govern-
ments. Some of the more significant steps
include:

m Strengthening internal compliance
programmes. A robust and comprehen-
sive internal compliance programme is
the cornerstone of any strategy to min-
imise FCPA risk. An adequate compliance
programme must, at a minimum, include
the following components:

o a clearly defined corporate policy that
prohibits any employee or agent from
giving or offering to give anything of
value to a foreign government employee
or engaging in other conduct that could
violate the FCPA, unless specifically ap-
proved in advance by the company’s le-
gal counsel after full disclosure;

o an effective process by which the com-
pany’s FCPA policy is disseminated and
explained to all employees (and, where
appropriate, translated into foreign lan-
guages);

o an effective process by which all em-
ployees, or an expansively defined sub-
group of management, finance, sales
and all other employees that handle cash
or interact with third party customers,
agents or government officials, are re-
quired to provide annual certifications
of compliance with the company’s
FCPA policy;and

o periodic training and emphasis on the
requirements of the FCPA policy and as-
sociated controls and procedures, either
through internal meetings, external
trainers or web-based programmes.

m Internal audit testing of all business lo-
cations. It is not sufficient to have a com-
prehensive FCPA compliance policy with-
outadequate and frequent testing of its ef-
fectiveness. As a result, all companies
should endeavour to conduct full scope
audit work (through internal audit staff
or outside auditors) at all business loca-
tions within a specified time frame (for ex-
ample, no later than every three years).
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This audit work should include testing in
high-risk areas such as cash handling,
third-party agent transactions, customs
compliance and tax settlements. The au-
dit coverage schedule should be based on a
risk assessment that adequately consid-
ers, among other factors, any material
management or system changes, the rela-
tive size of the business unit, and the time
since thelastauditat thatlocation.

m Oversight of sales agents and other
consultants. The unsupervised use of
sales agents, tax consultants, lobbyists
and other third party consultants is a
breeding ground for potential FCPA prob-
lems. A company should require legal
counsel approval of any contracts or other
with
Company management should also per-

arrangements such consultants.
form thorough due diligence on these con-
sultants. In addition, consultants should
be required to abide by the company’s
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patrick & Lockhart Nicholson Graham LLP.
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FCPA policy and to indemnify the com-
pany for any breach of that covenant.

m Effective management and “tone at the
top”. One of the best tools for managing
FCPA risk is to have effective management
in place at the corporate and oversight lev-
els for any local subsidiary. In addition to
setting the proper tone about the impor-
tance of ethical conduct, good managers
often make frequent visits to local operat-
ing units and communicate directly with
local employees. This level of interaction
can facilitate the dissemination of com-
pany rules and policies and can encourage
early disclosure or detection of potential
FCPA problems.

m Sensitivity to business transactions in
command economies. Companies doing
business in areas where governments still
own or control many of the industrial
production facilities and public service in-

dustries should be particularly vigilant to
potential FCPA liability. Such high-risk
areas include China, India and most parts
of Africa and South America. US enforce-
ment agencies have made it clear that the
FCPA prohibits cash payments to employ-
ees of state-owned businesses (such as
payments made to doctors at state-owned
hospitals in China to induce them to buy
certain pharmaceuticals).

m Due diligence in M&A transactions. It
is common for companies to inherit FCPA
successor liability as a result of an M&A
FCPA liability
should be considered prominently in due

transaction. Potential
diligence activities, particularly when the
company to be acquired has multiple op-
erations in foreign locations. If a potential
FCPA issue is identified, experienced
FCPA counsel should be consulted about
the implications and the available options
regarding the proposed transaction, pub-
lic disclosure and dealings with the regu-
latory agencies.

m Swift and thorough response to possi-
ble FCPA violations. If a potential FCPA
violation comes to a company’s attention,
it should conduct a prompt and thorough
investigation to determine the nature of
that potential violation, the adequacy of
the controls in place to prevent such oc-
currences, and the steps necessary to rem-
edy control deficiencies. In certain cir-
cumstances it is preferable to have outside
counsel and forensic accountants conduct
such an investigation to maintain inde-
pendence from management. In addition,
experienced FCPA counsel should be con-
sulted about attorney-client privilege,
document preservation and other issues
thatarelikely to arise in the course of such
aninvestigation.

Counsel should also be consulted about
whether to make voluntary disclosure of
an FCPA violation to the US enforcement
agencies. This is typically a complex
strategic decision that involves various
considerations, including the impact on
public disclosure obligations and the risk
of third party litigation.
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