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Faculty Biographies
James M. Lord

James M. Lord is an assistant US attorney in Seattle. He is currently serving as the coordinator of
the corporate fraud task force and as a computer hacking and intellectual property attorney. In
these roles, Mr. Lord manages the multi-agency corporate fraud task force; overseeing and
directing corporate fraud, securities fraud, cybercrime, intellectual property, health care fraud,
and money laundering investigations and prosecutions; and conducting civil False Claims Act
investigations.

Mr. Lord has supervised and managed over 300 complex multi-agency investigations and
prosecutions; prosecuted over thirty federal cases resulting in jury trials and obtained convictions
in all but one of those cases; interviewed witnesses and analyzed voluminous business and
financial records in preparation for indictment and trial; provided legal guidance and training to
law enforcement; coordinated prosecutions with other United States Attorney’s Offices, the
Department of Justice, and foreign governments; and worked closely with foreign investigators,
prosecutors, and government officials in obtaining foreign evidence.

Mr. Lord also has experience as an associate attorney with Phillips, Hinchey & Reid in Atlanta,
where he represented corporations in construction litigation matters, including preparing and
filing complaints, motions, and other civil pleadings; propounding and responding to written
discovery; taking and defending depositions; participating in arbitrations and mediations; and
drafting commercial construction contracts.

Mr. Lord received a BA, cum laude, from Vanderbilt University and is a graduate of the
Vanderbilt University School of Law.

Michael P. McCloskey

Michael P. McCloskey is chair of the litigation practice with Foley & Lardner LLP in the firm’s
San Diego office. He is a partner in Foley’s securities litigation, enforcement, and regulation;
white-collar defense and corporate compliance; and general commercial litigation practices. Mr.
McCloskey’s practice focuses on complex commercial matters involving federal securities fraud,
state and federal derivative actions, and anticompetitive business practice claims. He defends
publicly traded corporations and their officers and directors before the SEC and in major
securities class actions. Mr. McCloskey also advises his clients on corporate governance
measures and best business practices to minimize litigation risk.

Mr. McCloskey retired as a colonel in the Marine Corps Reserves with 30 years of service.
Before his civilian practice, he spent six years prosecuting criminal cases and defending the
Department of Navy and the Secretary of the Navy in federal district courts and circuit courts of
appeal.

Mr. McCloskey received a BS, cum laude, from the University of Southern California and is a
graduate of McGeorge School of Law, University of the Pacific, where he was a staff writer and
managing editor for the Pacific Law Journal.
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Companies in Crisis:
Ethical Issues Faced hy
Boards and Their Counsel

Question #

m You are advised of significant misrepresentations in a prior
SEC filing. What do you say?
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Sarbanes-Oxley Act SEC Rule 205

= Adopted in 2002, it required the SEC to adopt, by
February 2003, rules requiring attorneys to
internally report material violation of securities laws

s SEC adopted SEC Rule 205 (17 C.ER. Part 205),
effective February 6, 2003

= In-house attorney who becomes aware of a material
violation of any federal or state securities law by his
employer or any of its officers, directors,
employees, or agents, has a duty to report such

violation to the Chief Legal Officer (CLO) or both the
CLO and the Chief Executive Officer (CEO)

SEC Rule 205 SEC Rule 205

m Attorneys working for publicly traded companies or

m CLO must conduct an investigation of allegation, or
their wholly-owned subsidiaries are subject to SEC
Rule 205

refer to a qualified legal compliance committee

s CLO must advise reporting attorney of determination
on legitimacy of allegation

30f22
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SEC Rule 205 SEC Rule 205

m If reporter is unsatisfied with response, he/she must

report allegation to the employer’s audit committee * Attorney who fails to comply with Rule 205 is

or its board of directors subject to civil penalties, and disciplinary

n If still unsatisfied, reporter must provide statement action by the SEC that can result in censure or
of reasons why he/she believes company has not . f right t tice bef the SEC
adequately responded to the allegation to the CLO, revocation or rignt to practice before the

CEO, or board

Confidentiality Ethical Rules
SEC Rule 205 Y
= Not a breach of client confidentiality to: e Traditionally, disclosure limited to:
— Use evidence of reporting in any investigation, proceeding _ . .
or litigation in which compliance with Rule 205 is in issue Preventing a Crlm? )
— Advise SEC of material violation if it is likely to cause — Death or substantial bodily harm

substantial injury to investors, or if company or employers

— Protect lawyer in claims by client or criminal
are engaging in perjury or fraud in an SEC investigation Y v

prosecutions

* Model rules amended to allow disclosure to
comply with “other law” or a court order

* Some states (e.g., CA, FL) have not expanded
exemption to include other compliance laws
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Question #2 SEC Rule 205

*  You lose your job after you are advised of significant misrepresentations : H
in a prior SEC filing and raise an objection under SEC Role 205. What do * Repo.rtlng attorney WhO belle\./es he/She .\NaS
you do? terminated because of reporting can notify

the company board of suspicion

Sarbanes-Oxley Act Other Claims for Retaliatory Discharge

* Provides a private cause of action to anyone « CA: recognizes general right of in-house
discharged, demoted, or otherwise impacted counsel to pursue claims for retaliatory
in their employment because of information discharge. General Dynamics Corp. v. Superior
provided to a federal regulator, law Court (San Bernardino), 7 Cal. 4th 1164 (1994)
enforcement office or to a supervisor. 18 + Other state courts — e.g., IL and TX —
U.S.C.§ 1514A disagree, finding a broad public policy

permitting client to discharge counsel with or
without cause
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Boards in Times of
Crisis and Uncertainty

Boards in Times of Crisis and Uncertainty

The financial markets and the financial well-being of companies around the
world have changed dramatically in the last few months
The financial crisis has spread beyond companies directly involved in sub-prime
mortgages, and directors may have heightened concerns about their duties,
role, and obligations in this rapidly changing world
— In-house counsel plays an important role in helping boards understand
their fiduciary obligations to the company and its shareholders
Even in the most uncertain of times, fundamentals of directorship continue to
apply
Directors must responsibly oversee company affairs and the business judgment
rule remains the standard for judicial review
— Itis the responsibility of the directors to oversee the affairs of the company
and it is management’s job to run the day-to-day business of the company
— The degree of vigilance may change depending on the circumstances

Informed. In-house. Indispensable.

The Business Judgment Rule

m The business judgment rule is a well-established standard of
judicial review to encourage innovation and risk-taking by the
board

s Under the business judgment rule, courts defer to the
decisions of disinterested directors, absent evidence, that
the directors did not act in good faith or were not reasonably
informed, or that there is no rational business purpose for
the decision that promotes the interests of the company or
its shareholders

m The business judgment rule is not a duty, but is a defense to a
claim of breach of duty

= In times of economic stress, directors must often make
difficult choices — these choices must be guided, at all times,
by their duties to the company and its shareholders

Loyalty

— Duty to give higher priority to corporate interests than to his
/her personal interests

— Conflict of Interest. Directors should identify all potential
conflicts that impair, or create the appearance of impairing,
the ability of a director to discharge his duty of loyalty to
shareholders
= a compensatory, financial, professional or business relationship,

or
» a significant social, personal or family tie

— Corporate Opportunity. Directors may not use their strategic
position for their own advantage to the exclusion or
detriment of the company they represent.

— Confidentiality. The duty to keep company information
confidential. Under the NYSE listing standards, listed
companies must address the duty of confidentiality in their
code of ethics.
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Good Faith

— Most likely not an independent duty, but is a “subsidiary
element” of the duty of loyalty

— The duty of good faith requires that directors act honestly,
in the best interest of the corporation, and in a manner
that is not knowingly unlawful or contrary to public policy

— Like a duty of care analysis, such review likely will focus on
the process by which the board reached the decision
under review

Care

— Directors must act diligently and with the level of due care
appropriate to the particular situation

— According to the American Bar Association's Corporate
Director's Handbook, directors should take the following
actions to meet their duty of care:

m committing time and regularly attending meetings
= being adequately informed
= relying on others in appropriate circumstances

Informed. In-house. Indispensable.

Candor

— DE courts have articulated a duty of candor that derives
from the duty of loyalty and the duty of care

— Calls on directors to disclose to their fellow directors and
the company’s shareholders all information that is
relevant to them that is relevant to the decision under
consideration

Board Focus in Times of Crisis and Uncertainty

During market uncertainty, there are five main areas on which
directors should focus their attention:

1) The state of the company’s business
2) The quality and depth of management
3) The company’s liquidity

4) The company'’s risk profile

5) Ethics and integrity
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#1—The State of the Company’s Business

m In crisis and uncertainty, it is important to assess and question the
sustainability and adaptability of the company’s business model

m Focus should be on making sure the board fully and completely
understands:

— How revenue is generated

— Operating costs — labor, costs of goods sold, and selling, general
and administrative expenses
— Business levers
— The company’s products, industry, and suppliers
— Competition
m The board with management should run various business scenarios
— Negative, flat and positive growth
Loss of key customers or suppliers
- M&A
— Sustained economic crisis
— Loss of financing/credit

#2—The Quality and Depth of Management

» The board has an obligation to make sure senior management has
experience, expertise, commitment, leadership ability, and depth
m Especially in times of crisis, the strength of the management is critical

m The board should feel confident that management is managing through
the crisis (not sticking its head in the sand)

— Rapid response
— Good judgment
— Communication with the board

» Adequate succession planning is a key function of the board

m Directors should be aware of information or decisions by management
that may be “red flags” or those that seem “odd”, inconsistent, or are
not supported by the facts and circumstances

— Remember Worldcom. The special committee found that the board
and its committees “did not function in a way that made it likely
that they would notice red flags” and “were distant and detached
from the workings of the company.”

Informed. In-house. Indispensable.

#3—Liquidity

» Liquidity is important in a crisis

m The board should assess the company’s current and projected cash flow
— Seasonality
— Forecast assumptions

s Management should actively monitor and manage the company’s cash,

and should report its cash management and investment policies to the
board (or the audit committee of the board)

— In light of recent events, it is critical for management to stay in
close contact with all financial institutions where cash is invested
and report such communications with the board

— The company’s investments should be closely monitored and should
be re-evaluated in light of the current economic environment

s The board should understand the company’s credit arrangements and
any existing financial covenants

— Is the company at risk of failing to meet financial obligations

#4—The Company’s Risk Profile

m The board should — whether director or through the audit
committee — review whether management has adopted and
implemented proper risk assessment and risk management
policies and procedures

s This risk assessment should be reviewed in light of the rapidly
changing financial markets

— New risks

= Are customers, suppliers, products at risk?

= What are the risks in a sustained economic down-turn
— Mitigation strategies

= Are there ways to mitigate or prevent a crisis

»  When reviewing the company’s risk matrix, it is important for

boards to question how the company calculates and identifies
risk

— Is management ignoring risks or under pricing risks?
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#5—Ethics and Integrity

= As a result of Sarbanes-Oxley’s mandate to the U.S.
Sentencing Commission, directors and senior executives
assume greater responsibilities to ensure the existence of
effective compliance and ethics programs. Directors and
officers must:

— Exercise due diligence to prevent and detect criminal

Informed. In-house. Indispensable.

m The board must insist on good governance practices,

transparency and an appropriate “tone at the top” where

management acts in accordance with the highest levels of

ethics and integrity

— The tone at the top shapes corporate culture and
permeates the company’s relationship with investors,
employees, customers, suppliers, and the community at
-large

— The CEO and senior management must be personally

conduct committed to high ethical standards, principles of fair
— Promote an organizational culture that encourages ethical dealing, full compliance with legal requirements and
conduct and a commitment to compliance with the law resistance to Wall Street pressures for short-term results

s Companies should assess their internal ethics compliance
program, communicate with the board on their program, and
should report violations of the Code of Ethics when
appropriate

s SEC rules require a code of ethics in public companies to be
a written standard that is "reasonably designed to deter When Etn.ca. lssuos
wrongdoing and to promote:
— Honest and ethical conduct, including the ethical handling I.Oall tn E\'On “0.‘0

of actual or apparent conflicts of interest between

personal and professional relationships sal'lﬂlls l‘l‘ﬂblﬂms

— Full, fair, accurate, timely and understandable disclosure
in reports and documents that a registrant files with, or
submits to, the Commission and in other public
communications made by the registrant
Compliance with applicable governmental laws, rules, and
*Nothing in this PowerPoint presentation should be construed as the official position of the U.S. Department of
Justice, but rather reflects the personal views of the speaker

regulations
Accountability for adherence to the code
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The President’s Corporate Fraud
Task Force (““CFTF”’)

s Established in July 2002 to investigate corporate fraud
matters

s Members include the Deputy Attorney General, several U.S.
Attorneys, and the heads of various departments and
commissions

s The CFTF has brought charges for accounting fraud, insider
trading, market manipulation, wire fraud, the FCPA, money
laundering, and obstruction of justice

s Since 2002, the CFTF has obtained over 1200 corporate
fraud convictions

What Can Company Do to Keep from Becoming Focus
of CFTF?

s Have a culture committed to ethics and compliance with the
law

— Tone must be set at the top

m Make business decisions consistent with a corporate culture
of ethics and compliance

s Develop, implement, and maintain an effective and robust
compliance program

Informed. In-house. Indispensable.

What Constitutes an Effective Compliance Program?

m Corporate culture encourages ethical conduct

s Chief Compliance Officer (CCO) reports to Board
m CCO has sufficient authority and resources

m Executives and directors ensure effectiveness

» Due diligence to prevent and detect violations

m Effective training

= Anonymous reporting and no retaliation

= Periodic evaluation and modifications

Role of Executives in Compliance

s Be a good role model

m Foster a culture of compliance
m Insist on compliance

m Actively support the program
s Implement the program fully
s Adequately fund the program
s Keep Board apprised
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Role of Directors in Compliance

s Directors owe “duty of good faith” to corporation in
oversight of program (In re Caremark)

s Board should define the scope of the program
s Board should approve key policies and procedures

s Board should require periodic reporting on compliance
matters

DOJ’s Corporate Prosecution Principles

m In evaluating a compliance program, the critical factors examined
by DOJ include:

— Whether adequate corporate governance mechanisms exist to
effectively detect or prevent misconduct

» Whether the Directors exercise independent review over
proposed actions rather than unquestioningly ratifying
officers’ recommendations

m Whether internal audit functions are conducted at a level
sufficient to ensure their independence and accuracy

m Whether there is an information/reporting system reasonably
designed to provide management and directors with
sufficient timely and accurate information to reach an
informed decision

Informed. In-house. Indispensable.

Corporate Prosecution Principles (continued)

— Whether a program is adequately designed for maximum
effectiveness in preventing/detecting wrongdoing

— Whether management is enforcing the program or is tacitly
encouraging/pressuring employees to engage in misconduct to
achieve business objectives

— Whether the corporation has a staff sufficient to audit,
document, analyze, and utilize the results of the corporation’s
compliance efforts

— Whether the corporation’s employees are adequately informed
about the program and convinced of the corporation’s
commitment to it

What Should a Company do if it Discovers a Violation
or if the CFTF Knocks on its Door?

m Engage in a rapid fire response

= Initiate an internal investigation

m Strongly consider self-reporting the violation

s Contact the DOJ attorney assigned to investigation

m Offer full and complete cooperation

= At a minimum, cooperation should include:
— Disclosing all relevant facts
— Producing all non-privileged documents
— Making key witnesses available
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Obstructing the Investigation

s Purporting to cooperate, while in reality impeding the
investigation is worse than not cooperating at all

» Examples of obstructive conduct:

— Overbroad or frivolous assertions of the attorney client or
work product privileges

— Directions to employees not to cooperate
— Misleading presentations or submissions
— Failure to disclose illegal conduct known to company

Conclusion
= No matter what the issue, always act ethically and consistent
with a culture of compliance

m As Warren Buffet said: “It takes 20 years to build a reputation
and five minutes to ruin it”

= Nothing is worth damagin% ?{OU( reputation or, worse yet,
jeopardizing your financial livelihood and your liberty

= Rather than just meeting the lowest compliance bar, strive
toward best practices

m The GC, CCO, and the Directors are the gatekeepers responsible
for ensuring that this higher standard is met

Informed. In-house. Indispensable.

LESSONS
LEARNED

THE

HARD
WAY

Ten Flags of Possible
Financial Mismanagement
and Fraud

BY DeEeoraH M. House
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“History is a guide to navigation
in perilous times.”

—Davip McCuLLOCH,
AUTHOR AND HISTORIAN

“Those who cannot remember the
past are condemned to repeat it.”

—GEORGE SANTAYANA,
AUTHOR AND PHILOSOPHER

AS CHIEF LEGAL OFFICERS (CLOs) watch the
corporate financial debacles that ushered in this century and
continue today, a silent prayer can nearly be heard: “Please.
Not here. Not on my watch.” For a very small few, such a
request is about not getting caught. But for the vast major-
ity, it is probably wishful thinking, closely linked to a silent
admission that they do not really understand the CFO’s
complicated, green-eyeshade world.

Unquestionably, today’s in-house counsel must have a
greater knowledge of the accounting rules that affect the
company. As Stasia Kelly, ACC board member, general
counsel of American International Group, Inc., and former
general counsel of MCI, Sears, and Fannie Mae advises: “Ten
years ago, | would read an earnings release and trust that the
CFO and the accounting folks knew what they were doing.
Now, I make sure that I understand all the accounting items
in the release, and I ask the questions: Are the one-time
events truly one-time events? Are the reserve releases appro-
priate? Is there an earnings management issue?”

This advice is well taken. However, the need for new
expertise does not necessarily mean a return to school to
acquire an accounting degree. There is much to be learned
from examining history, including the publicly available
reports of major corporate financial disasters (Independent
Reports). ? Lessons taken from these experiences instruct us
on how to navigate in these perilous times and avoid repeat-
ing the past. Find out how to flag the activities that will alert

us to potential dangerous waters ahead.?

Informed. In-house. Indispensable.

The Stakes Are Too High

Wait a minute, you say. Don't in-house coun-
sel already have enough on their plate? Must we
have accounting expertise as well? Shouldn’t
accounting be keft 10 the accountants? Won't
increased knowledge subject me to increased
lzability? The answers 10 these questions, respec-
tivedy, arc:

1. You bet!

2, Afraid so.

5. No, it’s like leaving war solely 10 the gener-
als; scary to comtemplate.

4. Perhaps, but it will also give you an op-
portunity to significantly decrease your liability
by addressing these issues. The ostrich approach
simply does not work well,

When a company goes under for financial
mismanagement or fraud, or even if it survives,
the human toll is significant, For a significant number of
sharchokders—many of whom are employees—retirement
nest eggs disappear, college savings collapse, and mort-
goges go unpaid. Employees who have absolutely nothing
to do with the financial misdeeds suffer the boss of their
jobs or disruptive relocations, and humiliation by associa-
tion. Those who may or may not have responsibility are the
subject of extensive regulatory inquiry and may even be
prosecuted,

The company itself fares no better, Even if it does
not completely collapse, the practical impact of financial
mismanagement—for good or for bad, deserved or un-
deserved—may be extreme. The corporation’s reputation
takes a nosedive. The stock plummets and languishes.
Managers are replaced in droves, Internal reorganizations
run rampant. A severe brain drain occurs as faulted and
faulthess long-time employees—involuntarily or volun-
tarily—Ileave the company for greener pastures, An army of
independent investigators descends, and the sky is darkened
with consultants who recalculate the company’s numbers
and redo its policies and systems. All of them bill by the
hour in amounts that shock and cause a severe drain on the
corporate treasury,

Time previously spemt by employees actually doing the
work of the company is now focused on responding 1o in-

igators, regulators, ¢ |} plaintiffs, and prosecu-

tors, For some, standing around the water cooler contem-
plating the company’s gloomy outlook may become the
favorite pastime. Other employees ruin their health and/or
their home life working 24/7 10 pull the company back up
by its tattered bootstraps.

In-house counsel are not immune 10 any of this, as they

100 are sharcholders and employees. For some,
the price has been even higher, Their reputa.
tions are besmirched and they suddenly may find
themselves in the deponent chair it the deposi-
tion table,

In-house Counsel Have Much to Contribute

The good news is that in-house counsel are
well situated 10 address important aspects of
many accounting matters,

* We are often abke to see the big picture by
having a vantage point that defies tradi-
tional corporate silos,

*  Many of the factors underlying improper
financial management belong to both the
legal and the accounting workds (e.g.,
what constitutes materiality, whether a
conflict of interest exists, or whether risk
has passed in a sale of assets),

The CLO continues 10 play a significam role in corpo-
rate compliance, acting cither as the chief compliance
officer (CCO), as supervisor for the CCO, or as counsel
10 the compliance function. This is important because
establishing and mai a corporate culture com-
mitted to ¢ ¢, providing compliance training
and monitoring for compliance—tasks often spear-
headed by the CCO—are essential to avoiding inancial
mismanagement and fraud,

The CLO often manages or participates in relationships
relevant to proper financial management, including
imeraction with the SEC, other regulators, awditors,
and the board’s audit committee.

Many transactions used as the 10ols to perpetrate ac-
counting fraud cannot be accomplished without the
participation or acquicscence of in-house counsel (e.g.,
establishing special-purpose entitics that are used to
move debt off the balance sheet). Where these transac-
tions are structured and papered by outside counsel,
in-house counsel are likely to be managing and consult-
ing with them.

In-house counsel understand how to establish rules,
processes, and systems, combined with the overall cor-
porate knowledge that helps assure compliance. In the
post-Sarbanes workd, these are essential talents,
Because in-house counsel regularly deal with the
ambiguities attendant to interpreting and applying the
Law, they may have a greater level of comfort raising
questions about accounting concepts that also are not
black and white.

To date, the roke played by lawyers has gotten some bad
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A company that does not have a culture committed to compliance
just “talks the talk,” itdoesn't “walk the walk.”

As Stephen Cutler, former director of the SECs Divie
300 of Enforcement, observed, *We have scen too many
lawyers who twisted themselves into pretzels o accommeo.
date the wishes of company management and failed 10 insist
that their company comply with the lw.”

Perhaps this image coukd be transformed for the better
if, s lawyer and statesman Elilw Root suggested, in-house
counsel would tell their clients “they are damned fools and
should stop.™ Granted the message shoukd be defivered a
Tintle more diplomatically, but certainly 1 the same effect
1 requtired, And required it may be—if your company is
engaging in activitics that may set the soene for or actually
constitute financial mismanagement or frand,

The Ten Flags

An examination of the Independent Reports reveals that

panies who are alleged 10 have engaged in fi tal
mismanagement and/or frawd evidence multiples of the fol-
lowing attributes in their operations and activities, Spotting
one or more of these characteristics is certainly not determi-
native of possible mi or fraud, 1 , they
do serve as warning flags lhn should cause you to be alert.

] « The company does not have a culture committed
to cthical conduct and compliance with the law,

The US Semtencing Commission was created in 1983 for
the purpose of developing sentencing guidelines (Guide-
lines) to assure that comparable misconduct by similar
offenders received similar setences. Organizations are
ghven a sentencing credin if they have an effective ethics and

be defined ax the shared set of norms and beliefs that
guide individual and onganizational behavior. These

noems and beliefs are shaped by the leadership of the
ovganization, are aften expressed ax shared values or
guiding peinciples, and are reinforced by mmnn sys-

tems and procedures throughout the org

Companies thot allegedly engage in financial misman-
sgement o fraud do not have an sppropriste corporate
tulure.'ﬂmcwldhcwndmcdbyllrlu:kdnn open

eking envi ¥ g that mpltms do ot
have opportunities to ralse Issuies of concern and do not
feel free to do so; emplovess justifiably fear retalistion, and

Tiation s tok 1. Ancther attribute is the uncven
application of the company’s standards and procedures
among the rank.and-file employees and senfor management.
E ives at these companics may enter into transactions
and use corporate assets in o way that conflicts with the
company's best interests, violates its standards of conduct,
and generoushy lines their own pockets.

Another common attribute cited in the Independent Re-
ports are arrogant CEOs (and CFOs) who portray 8 sense
of entithensent and tend 1w “reign” rather than peeside over
the company s activities, who engage in strategies designed
10 tightly control the information provided to the board and
Tienit its oversight, and who are not open o good-faith con.
sideration of the views of others, including their own senior
management. A company that docs not have a culture com-
mitted 1o compliance just “talks the talk,” it docsn’t “walk
the walk.” Enron had the corporate slogan of “Respect,
Integrity, Community, ExceBlence.” Enough said.

In facy, rather than h\h\g a culture committed to

compliance program (Program), H the Guiddi li the ¢ eviewed in the Independ
are not just about sentencing: they akso serve as a bench- anuuhmkm&mmrmhlbdmm
mark for p » and regul ind ining wheth, It Among the cultures cited were those committed

they are going 1o take action against a company,

Under the Guiddines, an offective Program “promotes an
organizational culture that encourages ethical conduct and a
commitment o compliance with the law. . ™ The Advisory
Group recommending the 2004 revisions to the Guidedines
stated that an appropriste organizational culture:

- is ane i which complianoe with the law is the

10 stcady or double-digit eamings, consistently mecting
Wall Street expectations, or constantly Iu«mg targets that
triggered | ive executive comp S imes the
cubture had a mix of all of these characteristics.

Z.MkaWuhiWum-

cxpma! behavior. Rather lhnm solely cmplmn* ln.s management,
iong condy icti uml ga g bly the ap ion of g lly accepted nc-
wctivithes aimed at pre aml fetecting violati cmniru pru\ciplu(GAM’i lllommrwhuwduluf
of law, an organizational cuhun- that enc 0es @ flexibility in calculating carnings and other fems of financial

i to contpliance with the low also includes  information, There are legitimate variables in how
positive actions which de thar liow compli- companies value thelr accounts (e.g.. is it collectibke? when

ance (s a key value within the organization. b general,
organizational cultire, in this context, has come to

is it collectible?), their inventoey (c.g., which cost vahsstion
method 10 use? has the value chy d, given new

Informed. In-house. Indispensable.

tastes?), their assets (e.g., which depreciation method shoukd

be used? what is its useful life? what is the comersion rate

for forcign cash?), and even their liabilities (e.g., what will
happen 10 interest rates? what is the possibility of a plaintiffs
success in a lawsuit?) Moreover, the line between treating an
item as an asset or a liability, for example, can be razor thin,

He quality financial infor should reflect
coonomh. reality. When a company manipulates its financial

f ion 50 that it achicves a desired target to the detri-
ment of economic reality, that constitutes inappropriate
carnings 1 and p ially constitutes fraud.* An
example of such an activity would be WorldCom's alleged
imptopcr capitalization of opcming expenses with the

d resultant effect of inc \g its carnings per share

to meet analysts” expectations, *

The questionable practice of inappropriate carnings
management was highlighted as carly as 1998 by then SEC
Chairman Arthur Levitt, who warned that:

[Earnings management] has evolved over the years into
what best can be characterized as a game among mar-
ket participants. A game that, if not addressed soon,
will have adverse consequences for America’s financial
reporting system, . . Too many corporate managers,
awditors, and analysts are participants in a game of
nods and winks. . . . Managing may be giving way to
manipulation; Integrity may be losing out to illusion.”

Inappropriate carnings I has its genesis in
the pressure placed on companies 1o meet \Vall Street’s
projections. Because these projections are based in part on
information provided by the companics themselves, meeting
them not only speaks to the value of the company's shares,
but the company’s credibility as well, And the stakes are
very high. Levitt cites an incident where a company’s failure
to “meet its numbers” by one penny resulted in a Joss of 6
percent of its stock value in one day.

What form may inappropriste carnings manag
take? The Independent Reports, Levitt, other expernts,”” and
the SEC cite a significant number of approaches that are
inappropriate if engaged in for improp (e.g., meet.
ing analysts” expectations, triggering cxecutive compensa-
tion) and if not reflecting financial reality. They include:

* Big Bath Charges: Companics significantly restructure
themselves with the intent of cleaning up their balance
sheet. Sometimes the cost of such an effort is imention-
ally overesti d, and this cushioning subsequently
becomes i when esti hange or carnings fall
short. Analysts tend to treat the “big bath™ as a one-time
event and focus on future carnings.

*  Creative Acquisition Accounting: Companics classify a
portion of an acquisition cost as “in-process” rescarch
and development o that the amount can be written off

in a one-time charge, removing any carnings drag. More
recently, this has been replaced with goodwill impair-
ment (i.e., marking down the carrying value to the fair
market value),

* Uscof Coout lu Rm Companies use unrealistic

reserves for future
Iubllmes Thac TeseTves -rv: then used to boost carn-
ings during difficult times. Companies also purposefully
understate reserve liabilities to improve their overall
financial picture,

. Amknﬁu (or Dehyi-;) Revenue: Cmrpama

TEVENUS P Iy or delay its
mop\hion Companlcs may audcmc or dch) revenue
by Iy o .lm‘ 1 herseds ll'l.' 05'0
tions, Ac may be particularly sus.
pect where eompmes nccognrm revenue for one period
while attrib for

*  Accclerating (of Delaying) Ewquompnnu in-
tentionally prematurely recognize or unjustifiably delay
expense rcoogmlm One significant wary that compa-
nies have accek p is recognizing a “nonre-
curring” expense (a one-time charge-off). Expenses are
often delayed by inappropriately capitalizing them.

* Inappropriate Usc of Special Purpose Entitics (SPEs):
SPEs have long been used legitimately to isolate finan-
cial risk and remove associated debt from the reporting
company’s balance sheet. However, the SPE has to meet
certain criteria relating 1o ownership, independence, and
the transfer of assets. If these criteria are not met, of -
balance sheet treatment is not appropriate.

* Pro Forma Earnings: This describes a financial state-
ment prepared on a basis defined by the company and
not in accordance with GAAP. Some would argue that it
is a useful method of clarifying the company’s financial
picture, Others have dubbed it as "EEBS” for “carn-
ings exchuding bad stufl.” Significant differences between
GAAP and pro forma should be scrutinized

* Immatcrial Accounting Errors: Earnings management
is often achieved through the misuse of the concept of

“materiality.” A subject near and dear 10 the hearts of
accountants and attorneys nlilnr asa gmcml rule it must

bcdclermn:d vheth i or in
afi are ial or i ial devia-
tions from GAAP ing. If they are di

10 be immaterial, then an auditor will allow them to be

reported without taking issue with them,

Levint criticized the practice of using a rule of thumb
that deviations within a certain percentage of a registrant’s
net income or net camings per share (¢.g., under 3 percent)
are immaterial. In repudiating this analysis, he noted that,
“In markets where missing an camings projection by a
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perny can result in a koss of millions of dollars in market
capitalization, | have a hard 1time accepting that some of
these so-called nonevents simply don’t matter I reject
the notion that the concept of maderiality can be used 10
excuse deliberate misstatements of performance.”

At Levitt's direction, the SEC subsequently issued an
accounting bulletin on this kssue, i specifically rejects the
notion that materiality determinations may be based on o
quantitative analysis alone, Rather, #t requires that “all the
relevant circumstances” must be considered and concludes
that “as a result of the interuction of quantitative and quali-
tative considerations in materiality jdgments, misstate-
mients of relatively small amounts that come 10 the audior’s
attention could have a material effect on the fmancial
statements.” Included among the qualitative considerations
idemifiod by the SEC are whether the misstaterent
* masks a change in camings or other trends;

*  hides o failure 1o meet analysts” consensus expectations
for the enterprise:

®  changes i loss into income or vice yersa;

® gconcerns a segment or other portion of the registran's
business that has been idemtifiod as playing # significant
role in the registrant’s operations or profitability;

* affects the registrant’s compliance with regulatory
requirerments;

ACCExtrason...
Financial Mismanagement and Fraud

ACC Committees:

Maee information about theso ACC committoes is available
on ACC Dnline™ at wiww acca com/metwarks/cammirtes php
ot you can comtact Staff Attorney and Committe
Jacqualine Windlay st 202.253 4307, axt. 314, or wealioy @

accacom
o Financal Services Committes: Mtp.//www.acca com/php,
cogodex php Pid = 107

Annual Meeting Course Materials:

Program matarial is available from the following courses
st ACC’s 2005 Annual meeting. Vampires of the Sottom Line: A
Look at Corpovate Frawd, ACCA, 2002

Description: Desceasion of vacious typus of fravd, red flags
that may indicate fraud, and factors that can contribute to of
Gotar fraud www acca com/resource /v 1355

Quick Reference
Indieia of Corporate Frawd, Mtp//www.acca com
resowrce/ vasEs

® affects the registrant’s compliance with koan covenams
or other contractual requirements;

o has the effect of increasing management s compensation
for example, by satisfying requirements for the award of
bornsses or other forms of centive compensation;

o mvolves concealment of an unlawful transaction;

®  may resuls in g significam positive or negative market
reaction; and

* imolves a segment of the registramt’s operations that is
significant 10 the financial statements as a whole."

Lad

2 . The board does not function independently or
exercise appropriate oversight and permits management
10 determine the information it receives.

Serving on o board of directors, particularly on the
sudit committee, is not a task for the faint-hearted
Sarbancs-Oxley, the New York Stock Exchange listing
reforms, the Federal Sentercing Guidelines, and cther
statutory and regulatory provistons have imposed a
plethora of new requirements that must be met, Among
other things they include: mew clements of independence
for the board's directors and its committees; executive
sesshon mectings: limiting board compensation: active
board oversight of company activities; ensuring that audit
committee members have appropriate financial expertise;
publication of corporate governance guidelines and char-
ters for key committees; board and key committee annual
evaluations: and board truining, Corporate boards have
also been the subject of extreme criticism, The Delaware
Chancery Court’s decision in the Dicrey case, while find-
ing that the board had not breached its Bduciary duty,
Lambasted it for having a cubture that was “unwholesonme”
and in which “ornamental passive directors contributefd|
10 sycophantic tendencics among directors.™ The Inde-
pendent Reports have similarly characierized the respec.
tive boards reviewed as “failing in i oversight dutics,”
“deferring to management almost completely,” and “not
oversecing management’s processes and decisions with an
appropriately skeptical eye.”

Al a minimum, a properly operating board should dem.
onstrate the following characteristics:

*  Members are prepared and informed, request addinional
Information when needed, and exercise appeopriste
oversight. They do not ket executive management dictate
their agenda oe direct their course, Appropriate time is
dedicated 10 their activithes,

*  Director qualifications and the activatics and effective
ness of board commitices are taken seriously

* The criteria for exccutive compensation ire care-
fully considered and estublished, and the compensa

Informed. In-house. Indispensable.

tion process and associated accounting concepts are
monitored.

¢ Independent advice is acquired when needed.

e Board decisions (including the process) and other activi-
ties are appropriately documented.

¢ Conflicts of interests of executive management and
appropriate use of corporate assets are considered and
monitored.

¢ Corporate governance is taken seriously, benchmarked
against appropriate standards, and modified as appropriate.

4. The financial or internal audit functions lack
qualified personnel.

There are two aspects to this issue: (1) whether financial
and audit personnel have the proper qualifications and
competencies; and (2) whether they have sufficient staff and
other resources.

As to the first, consider the likelihood that a CLO might
not have a law degree. “Less than none” is the foregone
answer. However, the Independent Reports reflect instances
where the CFOs for huge corporations with complex financial
activities were not CPAs and did not have other appropriate
experience; similar situations existed with regard to the con-
troller and the individual heading the internal audit function.
In some instances, there was also rapid turnover or protracted
periods during which no one held these positions at all.

As to the second aspect, the failure of a company to
invest in appropriate financial or internal audit staffing can
be financially disastrous if not fatal. It also reflects a lack
of corporate concern with those things for which it should
be concerned. The Independent Reports reflect that this
was a recurring problem. Most telling is that after the axe
fell, a frequent remedial measure was to rapidly staff up the
financial and internal audit positions, sometimes to the tune
of hundreds of employees.

5 o Organizational structures with inherent conflicts
of interests.

Many companies carefully establish appropriate stan-
dards and procedures to guard against potential conflicts
of interests that might arise between the company and
its employees’ personal interests. However, they do not
consider the conflicts of interests inherent in their organi-
zational structures and certain internal practices and the
problems these may present. Conflicts of this nature may
cause companies to act in inappropriate ways. Examples
reflected in the Independent Reports include:
¢ The personnel responsible for establishing financial

standards and monitoring their appropriate use are also

the ones responsible for applying them.

e Personnel are charged with monitoring the actions of their
superiors (and their superiors’ direct reports). For example,
where the head of internal audit reports to the CFO who
also supervises the financial activities of the company.

® Personnel who report to the audit committee (e.g., in-
ternal audit) have their performance evaluated and their
compensation determined by the executive management
whose activities they scrutinize.

e Where internal audit reports to the audit committee but
has its communications with the board tightly controlled
by the CEO or CFO.

Delegations of authority for making accounting-related
decisions are not clear, if they exist at all. This allows
accounting changes to be made “on the top” without the
concurrence or knowledge of responsible personnel, and
sometimes with their objection.

6 © The company lacks adequate internal controls.
Section 404 of Sarbanes Oxley required the SEC to is-

sue rules requiring registered companies to evaluate their

“internal controls” and report on that assessment annu-

ally. While the SEC’s response focused only on internal

controls related to financial reporting, given the breadth
of what goes into financial reporting, its practical effect
was to require companies to take a hard look at many
significant systems.

However, where financial control issues have not been
identified or have not been corrected—or where the
controls are nonfinancial in character and haven’t been
addressed—the lack of such controls can act as a factor in
financial mismanagement or fraud for several reasons:

e It contributes to a corporate culture of “anything goes”
rather than a culture committed to ethical conduct and
compliance.

o It enables ad hoc decisions to be made that are designed
to address the most pressing objective at the moment—
perhaps an impermissible one.

e It enables individuals to exceed their authority and make
decisions which they should not be making or which
should not be made without the input of others (e.g., the
review and approval of the CLO).

e It permits a Band-Aid® and chewing-gum approach to
corporate activities, which may be based on the analysis
of the moment, may not be properly documented, and
may change radically and without explanation when the
next problem arises.

o It disempowers lower level employees who might other-
wise rely on the controls, standards and procedures to
assure that an activity is carried out properly.
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7. The exccutive compensation system is based on
inappropriate i and has inndeq hecks and
balances.

A Delaware court recenmtly noted that “jwihike there
may be instances in which a board may act with deference
to corporate officers” judgments, executive compenration
is not one of those instances.™" From a financial misman-

agement viewpoint, there are several significant reasons
why this shoukd be true

First, under the Federal Sentencing Guidelines, one
required component of an effective compliance and ethics
program (which the board oversees) is o provide “appropei-
ate incentives 1o perform n accordance with the compliance
and ethics program,™ Thus, it is imperative that the board

SEC and Criminal Proceedings Against Inside

Corporate Counsel Increasing
By John K. Vila, ACC Dockat “Ethics & Priviege” columnist

SEC Civil Proceedings
The SEC initiated mare than 30 onforcemant proceedings

ogamat corpocate attornays from aarly 2002 through mid
2005 Inthe intervening 12 manths, the SEC has mitiated four

more actions. The new actions allege raudeient account

ing and masket-lming schemes and the making of lalse and
misleading statemeonts im iSngs and press releases Two of
the sctions &

ve thy companios genaral counsel while

the other twe imphcate semos in-house lawyers. In all of the

actions, coumsel's rolo mvolved the aration of the faise
o¢ minbeading docessentation to suppoct and/or concual the
allegedly fraudulent schams

For example, the SEC alleges that the assistant genaral

cownvel of » reinsurance company diafted sham reinsurance

comtracts, and assisted in developang and then concealing
wide agroaments. In a casae that arose fram a market-timing
schame, the SEC alleged that the genaral counsal uf & bedge

tund created ent

s with accounts having names designed 1o

hide the he wiationship to thess accounts, and prepared
anmoity contracts that named hamsel and othor employees o8
annultants to further conceal the fund's identity

In # travdulest revenus recognition schema, the SEC ai
lages that a senior in-house at

torney drafted the torms of the

tansachon snd supperting decumants 50 as 10 ensuse that
the warding did not expose the schamars effarts to circum
vont GAAP, and actively sought 10 pravant the disclosote of
undocumented side agevaments. Finally, the SEC alloges that

the ganaral counsel ol 2 bintechnelogy company drafted and
approved SEC Niings and press releases that Tnijed to disclore
or falsely described the regulatory status of a company
prodact. The SEC also olleges that counsal sooght outside
cownsel's sdvice, but failed to hoed that adwice. Two of the
octions remain panding; two have settled One counsal faces
criminal prosecution for b conduct

Criminal Proceedings
From 2002 through mid 2005, approxsmatsly e:ght criminal

s were drought against in-house counsel for thae roles in

frasdudant schemes. Soce md- 2003, frve more m house cosnsal

Rave besn nducted. (n o departare from prdy presecutions, twe
crimaal prosecutinns invalve mare than ene m-house coonsal

oow imvolves two inside counsel who wer ¢

yod by separsto

but related cospames in which thy hold the p on of ganary

ael; the other swvuives two naide counsal from the same

mpany, the general counsal, and the asseciate genersl counsed
O of the recent criminal peosecutions alleges a schame

to defraud the company for personal gain, sfl of them ievolve

the manipulation of the company’s Hinas statemants. For
exampie, one prosecution has alleged fraudulont diversion
from 8 public company of milkems of dollars through noncom
petition agreements axecated in connaction with the sales of
cparaticos. The indictment stiagus that the general coundel
¢ company, alang with the general counsel of a refated

entity, prepared the closing documants and NoOgomy
sgreements 1hat falsely benefited ancther entity which was
not entitied to compensation. Similarly, = anather prosecution
involving & scheme to mislesd wvestors theough froudulent re
nsutance contracts, the indictment alleges that the assitant
genaral coonsel craftod the sham contracts and the undis

closed sude apteements that wede part of the scheme
Tho trond line evident i the last 12 months is that Soth

SEC regulatary sanctions and crimnsl prosecution of inside

counsal are incredsing sh

arply, the nature of the conduct that
prompts crimmal prosecution for ane Lrwyes is not distn
guishable from conduct that elioits only SEC sanctions against

mather lawyer, and it can no langer be sad with contidance
that oaly the general counsel s at risk. All of thess are disturb
ng tronds and are not likely to change in the fwlure

Editor’s Note: Mr. Villa's study excluded insider trading
cases aganst corporate coensel, Me Villa's “Ethics & Priv
ege” column appaars monthly in the ACC Dochet
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link executive compensation to ethical and legal conduct.
Compliance-related performance standards should be both
qualitative (e.g., creating and maintaining an appropriate
corporate culture) and quantitative (e.g., implementing inter-
nal controls, responding to audit findings). Moreover, these
standards should be real and truly applied: “A college football
coach can be told that the graduation rates of his players are
what matters, but he’ll know differently if the sole focus of
his contract extension talks or the decision to fire him is his
win-loss record.”"”

The importance of these standards is underscored by
observations such as those of Boeing’s chairman and CEO
W. James McNerney, who indicated that the incidents that led
to criminal investigations of the company, in part occurred
because Boeing’s previous management didn’t place enough
emphasis on ethical behavior. As a result, he scrapped an
executive-compensation plan under which executives were
rewarded for meeting primarily financial goals, and replaced
it with one tied to broader criteria, including integrity and
ethical leadership.'®

Second, the board should take steps to assure that
compensation is not linked to factors that may encourage
inappropriate earnings management. The Independent
Reports are replete with examples of earnings management
by senior and executive management to achieve higher
compensation. Accordingly, compensation linked solely to
EPS or other Wall Street expectations may be problematic.
The trend is to use specific targets that are less likely to
be manipulated, fewer stock options, and more restricted
stock and cash compensation. This is a subject suitable for
experts, and the board should secure independent advice
uncontrolled by management.

Third, the board should exercise independent judgment in
evaluating whether appropriate performance standards have
successfully been met. Such evaluations might be based on
360-degree reviews, employee surveys, and input from the
compliance function.

8 o There is a lack of candor and provision of infor-
mation between the pany’s fi ial and busi
operations and internal and/or external audit.

A number of factors establish the foundation for the
relationship between the financial and business operations
and internal and/or external audit.
¢ Do senior managers set a good example in their relation-

ship with the audit function (e.g., are they respectful of

the function, do they exercise candor and provide full
appropriate information in their own responses—and
require it in responses they may supervise—to internal
and external audit inquiries)?

Thus, itis imperative that the board
link executive compensation to
ethical and legal conduct.

Do the internal/external auditors have the qualifications
and level of competency that will create appropriate
respect?

Have adequate resources been allocated to the internal
audit function?

Is senior management’s response to audit findings to
appropriately address them in a timely fashion?

Does the organizational structure for internal audit
provide it with appropriate independence?

Does internal audit have a place at the table in the
company’s power structure and within its operations?
Negative responses to the above questions may foreshad-
ow financial and operational problems.

9 o There is too much reliance on the external auditors.

“Run it past the auditors” is a common corporate phrase,
as if securing their blessing is the appropriate final word on
any accounting decision. However, external auditors may not
always have the right answer. Look at KPMG’s $22 million
settlement with the SEC for its alleged role in Xerox’s ac-
counting problems, or Deloitte & Touche’s $50 million SEC
settlement of charges stemming from its audit of Adelphia
Communications. Companies currently under fire for matters
relating to stock option dating cite their auditors” approval of
their actions. Finally, the Independent Reports are also strewn
with instances where external auditors allegedly assured their
clients that the actions subsequently criticized were appropri-
ate, or allegedly failed to detect the mismanagement or fraud
that was occurring that might have changed audit opinions.
They also cite instances where external audit denied hav-
ing reviewed a matter, although management asserted they
had. Moreover, as Lynn Turner, former chief accountant of
the SEC put it, the defense of relying on the auditors “isn’t
plausible anymore.™

This is not to say that the expertise of external auditors
is not a valuable thing. It is. However, that expertise cannot
be relied on as an alternative to having qualified, competent,
corporate internal auditors and financial staff who have ad-
equate resources. In short, while external audit’s opinions are
going to be helpful, total reliance on their advice may be a trip
down a dangerous road.
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http://www.acfe.com/fraud/view.asp?ArticleID=124 ; and S.D.
Makar and M.A. Pearson, Earnings Management Revisited: Fur-
ther Suggestions in the Wake of Corporate Meltdowns Association
of Certified Fraud Examiners (March/April 2004), available at
http://www.acfe.com/fraud/view.asp?ArticleID=245 .

9. WorldCom Report at 11-16.

10.See Arthur Levitt, SEC Chairman, Remarks before the New York
University Center for Law and Business: The Numbers Game
(September 21, 1998), available at http://www.sec.gov/news/
speech/speecharchive/1998/spch220.txt.

11.See R. ]. Wayman, Earnings Management: Accounting Red Flags,
Forbes.com (February 2002), available at http://www.forbes.
com/2002/02/27/0227wayman_print.html.; and J. Vorhies, The
New Importance of Materiality, Journal of Accounting (May 2005)
available at http://www.aicpa.org/pubs/jofa/May2005/vories.htm.

12.See e.g., SEC v. Huntington Bancshares, Inc., Litigation Release

out issues to be resolved for the benefit of the company,
Something is rotten in the state of Denmark. but serve as an example to others.

The Oxford English Dictionary defines corporation as “a ¢ In-house counsel can use their big-picture vantage point
body corporate legally authorized to act as a single indi- to help assure that all the pieces come together for the
vidual.” But while it may be acting as a “single individual,” greater good. Some of the fraud that was allegedly per-
company operations are carried out by many individuals. And petuated was facilitated by isolating the financial man-
those people write memos, make presentations, talk around agement activities of one corporate unit from the other,
the water cooler and in the conference room, and blanket or permitting one silo to act without scrutiny.
electronic pathways with a rich abundance of emails. Some ® In-house counsel can assure that the legal issues un-
of the content of these communications is honest truth, some derlying proper financial management are properly and
part fact and part fiction, and some unfounded gossip. reasonably addressed. Delegations of authority should be

But it behooves in-house counsel to pay attention to these clear and inviolate except in prescribed circumstances.
communications. For, as the palace guard advised Hamlet, “Materiality” determinations should consider qualitative
sometimes what you observe and what you hear will cause factors. Conflicts of interest should be avoided or care-

swers to questions like: What is the plain language of

the applicable statutes and regulations? What does (or

would) our regulator(s) say about it? Is there case law
on point or that is at least instructive? Is the proposed
interpretation being driven by a desired result? Would

1 feel comfortable about the proposed interpretation if

I read about it in The Wall Street Journal? Lawyers can

assist in making sure a modified form of this analysis is

brought to accounting decisions as well.

Finally, in-house counsel can raise the questions that
need to be raised when they spot one or more of the ten
flags. It is ugly work, but somebody has to do it. The alter-
natives shouldn’t happen on your watch. &

you to know that “something is rotten in the state of Den-
mark.” That information may alert you to the possibility of
financial mismanagement or fraud. Examples from the Inde-
pendent Reports include:

Excessive use of corporate assets by executive manage-

fully monitored with appropriate checks and balances.
Waivers of corporate standards (e.g., codes of conduct)
should be few and far between and disclosed as required.
The CLO can play a significant role in assuring that

the corporate compliance program meets the require-
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. . . .. . . . . otal over miliion tor . rannie Mae Investor/Analysi S P y .
their significant others) in a way that is detrimental to the ¢ In-house counsel should review complex financial transac- an v A Remarks to the fsecénd_/m””al General Cm”'s‘_"l Roundtable: Tone
d e for th . dered Gf any) " A ¢ of that i hould rai at Conference Call (May 9, 2006), available at http://www.fanniemae. at the Top: Getting it Right (Dec. 3, 2004), available at http://www.
company and excessive for the services rendered (if any fons. As part of that process they should raise appropriate com/ir/pdffissues/2006/050906transcript.pdf. sec.gov./news/specch/speh120504sme him.
by the employee or relateq third party. ) questlon.s ab.out Fhe accounting tr.eatment for them: If the 5. Stephen M. Cutler, Director, SEC Division of Enforcement, Re- 18.Andy Pasztor, Boeing to Settle Federal Probes For $615 Million
e Patterns of favorable earnings or other financial results transaction is being undertaken simply for accounting marks before the UCLA School of Law: The Themes of Sarbanes- Deal Allows Defense Giant To Avoid Criminal Charges In Con-
that are inconsistent with the overall market or cannot purposes, without any other reasonable corporate purpose Oxley as Reflected in the Commission’s Enforcement Program tracting Scandals, Wall Street Journal, May 15, 2006.
otherwise be legitimately explained. If it seems too good to or benefit, they should take steps to terminate them. (Sept. 20, 2004), available at htip://www.sec.gov/news/speech/ 19.Greg Farrell, Jurors: Ex-Enron Execs Not Credible, USA Today,
be true—it usually is not. ¢ In-house counsel can assist clients in establishing internal o fjpscshg%ggf;ncmf@ May 26, 2006. ) _ )
written rules and processes that help promote financial 3 §8B2.1 (a) (1&2). ) o 20.See ACC InfoPAK “Effective Cofnplmnce aV-ld Ethics Programsfor
What Can In-house Counsel Do? ood health. For example, there should be rules for post- 7. The Report of the Ad Hoc Advisory Group on the Organizational the Small Law Department: Doing More with Less available at
. N : g . ple. N p Sentencing Guidelines (October 7, 2003), available at http:// http://www.acca.com/vl/infopak.php?documenttype=InfoPAK.
Quite a bit. For example: . . ' ing on .top changes to the general ledger or establishing www.ussc.gov/corp/advgrprpt/AG_FINAL.pd .
e There should be an open working environment in the and using reserves. 8. S.D. Makar and M.A. Pearson, Earnings Management: When

legal department where staff can raise important issues
without fear of retaliation. This will not only help flush

In-house counsel know how to make reasonable legal
interpretations. As part of the process, we weigh an-

does Juggling the Numbers become Fraud? Association of Certi-
fied Fraud Examiners (January/February 2000), available at

17 of 22



ACC's 2008 Annual Meeting

BUSINESS ETHICS:
LOST IN TRANSLATION?

he business shelves ot the local library and bookstore,

Ben W. Hemenan Ir. notes, are bursting with tomes that

promise to teach you how 10 turm your business into a high
performance organization. Fewer titles deal with business ethics
and corporate aatizenship. But almost never, thought Haneman, did
the two et in books about the critical task of fusing high perfor-
mance with high integrity—leaving o gop that desperately needed
to be filled. Heinoman felt strongly that business people nceded to
understand why this fusion was the foundation of the modern cor
poration and, just as important, the how of making it happen. Based
on his 18 years of expersence at GE, first ax general counsel and
later as senior vice president for law and public affairs, Heineman
brings hrsthand experience 1o the struggle many companies face in
attempting 1o mesh ghobalized operations and localized concerms
Mo a uniform high-integrity culture that knows no boundarics
His latest book, High Performance with High Integrity, is due to be

published by Harvard Business Press this momth

The book grew out of an Apnil 2007 article Heineman penned for
Hurvard Business Review, entithed “Avolding Imegrity Land Mines.”
*1 tried 1o think, if | were invited to brief business keadcers for
a morning on performance with integrity, what would | say?”
Helneman says. The reaction 1o the article was strong
and positive, quickly sending it into the
top 20 percent of HEBR reprint sales
Clearly, Heineman's realistic advice was
what readers were secking. A book
manuscript quickly followed, allow
ing him 1o flesh o his deas in
greater detail
“It's tough out there for corpe
rations and corporate counsel,”
Heineman sans, noting that media
public, and regulotor stention 10
“business in society” issucs has increased
dramatically from 1987, when he started

ot GE, 10 the presem

Informed. In-house. Indispensable.

Heineman’s main precept is that proper corporate gov-
ernance is fundamentally the job of the CEO and senior
managers, not the board of directors. Boards, he notes,
meet only eight or nine times a year and have an impor-
tant but limited oversight role. “The work is done by the
CEO.” “The governance debate has been wrongly focused
[on board members].”

Another major point Heineman hopes to make is that
high performance plus high integrity is where the rubber
meets the road, and that corporations need to mean what
they say. He believes that business must change specifica-
tions and compensation frameworks for CEOs and other
senior corporate leaders to give integrity equal priority in
the business equation: “It ought to be pay for performance
with integrity, not just pay for performance.”

“People go to great companies
to gettremendous trainingin
engineering, marketing,
sales, and finance, or whatev-
er. We ought to have the same rigor
in training people aboutinteg-
rity as we do about all these other
elements of business.”

Heineman emphatically advises corporations to take
the necessary actions to create a culture of high integrity
and drive it deep into the organization. “Unless integrity
is operational, driven into the business, it won’t work.”
One important principle in creating this culture is to give
employees a voice. They must not be afraid to speak up;
and employees must receive regular, ongoing education and
training about how to make ethical business decisions and
conduct business appropriately. At the center of most of the
major corporate scandals of the past decade, he says, there
has been a “culture of silence.” Employees must be con-
fident of a foolproof, no-exceptions system of checks and
balances that protects whistleblowers and punishes offend-
ers. Further, ethics training must be far more detailed and
rigorous than simply handing out a booklet of policies.

“People go to great companies to get tremendous training
in engineering, marketing, sales, and finance, or whatever. We
ought to have the same rigor in training people about integrity
as we do about all these other elements of business,” he says.

Heineman notes that his 18 years at GE taught him more
than pure research ever could. “I'm absolutely not argu-

ing we did everything right; we didn’t. We made mistakes.
The point, instead, is that GE tried, and that its efforts in
seeking to fuse performance with integrity should be the
beginning of an important debate, not the end.”

As a former general counsel, what does Heineman’s
book offer his corporate counterparts? He hopes the vol-
ume has great value for them as well: “They may be able
to use the book as a strong but straightforward framework
of core principles and key practices and as a means of
communicating with their business leaders.” After all,
their advice is commonly sought on matters of integrity.
He returns to his fundamental point: that integrity, ulti-
mately, is the CEO’s job.

“I always felt that my job at GE was not just to answer
questions about whether things were legal, but to counsel
the CEO on whether our actions were right.”

Heineman admits that high performance with high in-
tegrity means making difficult choices. And often, it means
holding senior leaders accountable, even if they have no
personal knowledge of or involvement in the wrongdoing.
Multinational corporations, he emphasizes, face especially
complex issues, particularly in emerging markets. In the
following excerpt, he outlines his reasoning for consistent
global ethics policies. “Localization,” he writes, is treacher-
ous (and wrong) when applying core values. In particular,
he discusses the potential minefields of improper pay-
ments, remote sites, and sourcing in the global supply
chain—all perplexing issues common to multinational
corporations. Within each issue, he briefly cites examples
of how GE addressed each during his tenure.

Heineman is now a senior fellow at the Belfer Center for
Science and International Affairs at the Kennedy School
of Government at Harvard University and distinguished
senior fellow at Harvard Law School’s Program on the
Legal Profession. In a November 2007 interview with ACC
Docket, he described his mandate for change and called
upon his fellow corporate counsel to play a role:

I'm trying in my own small way to shift this debate
through writing and speaking, and I would hope
the members of ACC would try to shift the debate
too. Let’s worry less about what directors can do
in their eight meetings a year, and more about get-
ting people to focus on internal best practices so
companies can really achieve what 1 consider to
be the twin goals of capitalism: high performance
with high integrity. TR
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High Integrity

The Toughest Issues

The core principles and practices
described in the previous section
apply peross the broad range of
business operations. But they are
particularly significant in dealing
with recurring, complex. and vex
Intg Issues of this global cra—is-
sues that demand special CEO
attention, These include emerg-
ing markets, acuisitions, crisis
management, public policy, and
reputation

I'll consider these ssucs scpa-
rately in the following pages
It's worth noting. though, that
they are interrelated. A pood
reputation grows out of effec-
tive crists managerment and
defensible positions on public
policy. Integrity in emerging
markets depends, in part, on
the effective integration of
acquisitions

Emerging Markets

During my time st GE, whenever | was asked what |
lost sheep over, my answer was always the same: emerging
markets,

In a sense, multinationals have conjured up a dikeenma,
For undentandable reasons. they have embraced the po
tential of significant new growth in the developing world,
touting it at analysts’ meetings and in public speeches. (GE
Asia'’s resenues were projected 10 grow from S18 billion 1o
$36 billion between 2004 and 2008,) At the same time, they
are quictly aware of the significant integrity and country risk
minefickls that threaten to impair performance and destroy
margins: limited rule of law, endemic corruption, rampant
conflicts of interest, erratic enforcement, money kundering.
unscrupulous kocal competitors, and hard-to-assess econonic
andd political risk. To meet thelr dramatic growth profections,
trunsnational companies must navigate treacherous shoalks

Four practices are essential

1. Build (and Insist Upon!) a Uniform Global Culiure
The temptation to bend the rukes in tough markets is
grean, especially for employees from the local culture. But
the fundamental position for a transnational company
aspiring 1o high performance with high integrity is crystal
chear: across all invernational markets, the company culiure
st demand strict adherence o farmal financial and legal
rules, whether local or international, 10 the company’s
global ethical stundards and to the employee values of hon-
esty, candor, fairness, trustworthiness and reliability
Easy 10 say, hard 1o do: nevertheless,
the uniform precept cannot be compro.
mised, Why? Because in o global com-
pany, with leaders und employees moving
from nation 10 nation, the hypocrisy of
sclectively ignoring particular rules or
stansdards—or treating different countries
differentiy—fatally corrodes the fundamen.
tal value of integrity for alf employees
Some multinationals choose not 10 en-
force global policies but imstead 10 “decen
tralize” values and integrity, and let hocal
managers “adapt”™ to local conditions, It's a
bad approach, This look-ahe-other-way de-
cemralization, despite companywide rhetorc,
wis an important contributor to Siemens's
towering bribery scandal thundreds of mil-
lions of dollars in impropet payments in vari
ous business units) that led to the departure of
the board chair and the CEOQ, and has creored
turmoll across the company
Implementing the fundamental principles and
practices discussed in section |1 across various
busincsses in the wide variety of emerging markets—with
their different histories, cultures, institutions, and prac-
tices—tukes time, effort, and money, This bs especially true
when the corporation begins 1o move from an export saks
strategy 10 a strong Jocal manudacturing, distribution, and
sourcing strategy, as so many are doing. A laser focus on
process mapping, risk assessmemt, ribk mitigation, and con.
trollership is essential. Top company keadership simply can't
throw the emerging market dileama in the laps of emerg-
ing market keaders, demand stretch performance targets,
and hu]\‘ for the best
So granular, realistic estimates of the costs of build
ing the integrity infrastructure must be baked into the
numbers, after review by global business leaders who are
responsible for creating an enduring emerging market
organization. Without that consistent message from the
top and without realistic business plans, the pressures for
kocal leaders in emerging markets to seck performance and
ignore integrity may simply be too great
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2. Spotlight the Endemic Problems

To achieve high performance with high integrity, the
CEO and the business and functional leaders must spot-
light special endemic risks. These include, for example,
acquisitions, improper payments, sourcing, export control
regimes, conflicts of interest, environmental health and
safety, competitor contact, and nepotism. To head off
problems in these realms, GE developed explicit policies,
guidelines, education and training, checklists, and checks
and balances beyond the basic performance-with-integ-
rity systems and processes. Of course, each issue in each
country presents its own complexities, but three brief
examples—focusing on improper payments, remote sites,
and sourcing in the global supply chain—can help illus-
trate the general approach.

Most multinational corpora-
tions have paper policies—whether
based on US orlocal law—
prohibiting payments of this sort.

Improper Payments. These come in many guises:
direct bribes, payments to unsavory agents for help with
government contracts, unlawful political or charitable
contributions, inappropriate gifts and entertainment,
company-financed vacations masquerading as “business
trips,” and many more. Most multinational corpora-
tions have paper policies—whether based on US or local
law—prohibiting payments of this sort. But the challenge
is to create a real program that reaches real employees
and speaks to their real issues.

For example, the use of consultants or agents in
government procurements—often required by local
governments—is a fertile ground for abuse. In such cases,
genuine due diligence is vital. Is the agent in-country?
Does he have industry expertise? Are there obvious
conflicts of interest? What is his reputation? How does
the embassy view him? Is the fee within reasonable
commercial limits? Is payment directed to a “clean” or a
suspicious account? Can the work be specified? Are the
contracts written to require consultants to certify ethical
conduct, creating the company’s right both to audit and
to terminate, as necessary?

GE employees are trained to “have their eyes open,”
and are required to report requests for cash, inflated
invoices, requests for customer-appointed partners or sup-
pliers, and payments to third parties. Obviously, this is a
difficult area. Recognizing that, the company recently has

held summits for top employees in sensitive regions like
the Middle East and Asia on third-party agents and distri-
bution. The goal of these summits is to spread best prac-
tices, establish a consistent, cross-business approach on
when to use third parties, implement automated monitor-
ing, improve agent and distributor training, and develop
goals and techniques for reducing use of such third parties
by as much as 30 percent in the near term.

Remote Sites. Remote sites, where controllership
and supervision tend to be attenuated, are a recurrent
source of performance-with-integrity issues. Problems
include misappropriation of funds, lack of proper third-
party employment contracts, favoritism or retaliation in
these small offices, and poor accounting systems. This
emerged as a high-priority issue for GE as it expanded in
emerging markets (and as problems mounted). Assess-
ment tools were developed to rank risk at sites. Special
disciplines—from cash management to SWAT team
controllership reviews to special emphasis on the compli-
ance infrastructure for new employees—were applied to
the highest-risk locales.

Sourcing in the Global Supply Chain. This issue has
received close scrutiny at GE as it increased exponen-
tially over the past decade. As the company was first
ramping up global sourcing in the mid-90s, clothing and
toy manufacturers got into serious controversies over
their sourcing practices. Observing this development, we
concluded that before too long, the issue would affect
all global businesses. We felt we had a basic responsibil-
ity not to support “outsourced” practices that GE itself
would not engage in—to protect workers, to guard our
reputation, and to sustain support for global economic
integration.

An extensive sourcing white paper and other mate-
rials provide guidance to those in the field on the key
program elements and hard issues: the relevant standards
(e.g., no workers below minimum age, compliance with
EHS laws or standards); due diligence protocols both
at qualification and requalification; clear assignment of
responsibility to sourcing leaders to manage the process;
proper responses when nonconformances occur; how to
monitor during the contract; and standards for second-
and third-tier suppliers. Supply-chain integrity failures
(most recently in imported food, medicine, and toys from
China) have serious brand, reputational, and financial
consequences for many companies, indicating that integ-
rity concerns surrounding sourcing will be on the front
burner for the foreseeable future. BX.

To purchase this book, please visit http://www.amazon.com/

high-performance-integrity-memo-ceo/dp/1422122956/ref=pd_
bbs_sr_6%ie=utf8&s=books&qid=1207851424&sr=8-6.
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How to Say NO to Your CEO

This is the first of a two part interview;

ACC Docket.

An Interview with

Ben W. Heineman, Jr.

Ben W. Heineman, Jr., the ACC’S 2007 Annual Meeting’s keynote speaker, recently sat down with
ACC President Fred Krebs and Vice President and Deputy General Counsel Deborah House to discuss
challenges facing corporate general counsel when delivering difficult advice.

Ben W. Heineman, Jr., served as General Electric’s
senior vice president-general counsel from 1987-2003,
where he was responsible for managing over 1,000
in-house counsel in over 100 countries. He retired from
GE in 2005 as senior vice president for law and public
affairs. He is a senior fellow at the Belfer Center for Sci-
ence and International Affairs at the Kennedy School
of Government at Harvard University. Heineman is also
the first distinguished senior fellow at Harvard Law
School’s Program on the Legal Profession and a senior
advisor to the Center for Strategic and International
Studies. He also is senior counsel at WilmerHale.

Heineman holds degrees from Harvard College, Oxford
University, and Yale Law School. A former Rhodes
Scholar, he served as editor in chief of the Yale Law
Journal and as law clerk to Supreme Court Justice
Potter Stewart. He is the author of books on British race
relations and the American presidency.

ACC: One difficult question that plagues in-house counsel
is “How do you say ‘No’ to the CEO?” Investigations into
many of the recent scandals at major companies reflect that
the general counsel or the legal department were either
purposefully excluded from the table, or more subtly, not in-
cluded at the table. This is a complaint we often hear from
our members. How do you get to the table as a meaningful
partner who always receives an invitation, even in areas
that clients may traditionally consider non-legal or in areas
where clients may not wish you to venture?

Heineman: If you're starting the job, you should define
the scope of your role first, both with the CEO and with
the board of directors. In this day and age it is appropriate
that the board of directors or members of the executive

committee interview the final candidate for the general
counsel’s position. The general counsel’s role is as a key
player in the corporation’s quest for performance with
integrity. The general counsel must have a job that is
broad enough in scope to address the myriad business and
society issues facing modern corporations. The GC, either
as a lead or as a supporting actor, should be involved in
complying with laws and regulations across the world,
establishing global values and standards beyond what fi-
nancial and legal rules require, and shaping the company’s
governance, public communications, reputation, and role
as a corporate citizen. It also includes ultimately being
involved in addressing the question of how to balance the
company’s private interests with the public interests af-
fected by the corporation’s actions.

the second will appear in the November
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A different way of saying this is that the
general counsel, as a member of senior manage-
ment, should on most matters facing the com-
pany, assess them for legal, ethical, reputational,
and, when knowledgeable, commercial risk. And
then to take it to another level, this then involves
being both a business partner to the business
leadership, but most importantly being a guard-
ian of the company. And as readers of the ACC
Docket know, the general counsel’s duty is to the
company and not to the CEO. But clearly, to be
effective, you have to be a partner to the CEO as
well as a guardian of the corporation. Simulta-
neously resolving that tension is what the job, in
essence, is all about.

I think the way you ensure this is that you
establish this understanding when you are
interviewing with the CEO and with the board,
if you have the courage to raise these issues and
you should. You should define and describe the
scope and the kinds of risks you expect to evalu-
ate. You describe the partner-guardian tension,
and that you expect to be involved in virtually
all fundamental decisions of the company. Now,
in a large company you can’t be everywhere. But
you certainly should say that you ought to be
involved in first order matters, even when they
have legal dimensions but are not primarily legal—or have
reputational, or ethical dimensions. And that is virtually
everything from new products to new geographies to the
business strategy.

And [ think that if you clarify that going in with both
the CEO and the board, you have a chance of being
included in business matters, to be consulted as a busi-
ness partner to get things done. But also you have the
opportunity to speak as a guardian of the corporation
with respect to, at a minimum, legal, ethical, and reputa-
tional risk, and conceivably commercial risk as well. But
opportunity at the outset must, of course, be matched by
subsequent performance.

ACC: In a recent article, you commented that the GC for
Hewlett-Packard Corporation was “incurious” and that
she failed to probe the legality and propriety of pretex-
ting to secure confidential information. Ultimately that
failure caused her to lose her job and another law depart-
ment colleague to be indicted. Implicitly then, before a
GC can come to the determination that they ought to be
saying “Yes” or “No” to the CEO, he or she should have
exercised appropriate curiosity in identifying and draw-
ing conclusions about the relevant issues. How would

you describe or define the appropriate level or
scope of that curiosity?

Heineman: Let me talk about Hewlett-Pack-
ard. First, my comments on the general counsel
were based on news reports; I have no personal
knowledge about that situation.

What I think is instructive is that this was
a case where the board of directors and senior
management wanted something done. I don’t
think there’s any question that this was a
matter of the first order for the corporation.
And, on those matters where the board asks
the company to do something, or it’s a prior-
ity of the CEOQ, those are quintessentially the
kind of matters when the general counsel—as
opposed to any of the general counsel’s subor-
dinates—should understand the legal, ethical,
and reputational dimensions in some detail and
with some care.

The second way to think about the question
is: how big is the company? In a large com-
pany, there obviously will be division general
counsel and corporate experts in tax, envi-
ronment, employment transactions, IT, and
other specialty areas. But even then, everyone
should have the same orientation in terms of

the scope of the job and the partner guardian role—the
job of assessing legal, reputational, and ethical risk, as
well as commercial risk. Then this flows down, again
depending on how big the legal staff is, and how you’re
organized, to even the more junior lawyers. They all have
basically the same role and responsibility and, if there

are issues with respect to any of these dimensions, there
needs to be a reporting relationship back up to the top
legal officers, including the general counsel, depending on
the magnitude of the issue.

A third dimension of this is problematic—and it cer-
tainly caused us problems at GE—accounting. One of the
salient phenomena of the past five years, certainly since
Enron, has been what I call the “legalization” of account-
ing. Obviously, lawyers are involved in what a company dis-
closes in its 10Qs, 8Ks, public relations statements, etc., in
terms of vetting it with disclosure committees for accuracy.
But there are many complex accounting decisions that may
be made at the end of the quarter or the end of the year,
in terms of exercising judgments about how to treat things
like revenue recognition.

I wouldn’t want the chief financial officer telling me
how to handle a merger clearance in Washington. So,
what’s the role of the legal function now that the SEC
has made so many accounting issues fraught with le-
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gal implications? This is an area where there is special
expertise elsewhere in the company—in finance—and yet
the implications are far different than they were 10 years
ago. Ten years ago, if there were an accounting issue,
most of the time the chief accountant of the SEC would
talk to the comptroller of the
company. They’d discuss it,
and if the company agreed,
they would change the matter
prospectively on many ques-

Heineman: When it’s grey, it’s not that the answer is
“maybe.” It is a question of time. CEOs are always in a
hurry. They always want the answer tomorrow. In a fast-
moving corporation, the first tension you've got to deal
with is how much time do we really have to look at this
problem? Let’s assume that you
can get a reasonable amount of

SO basmally What You,re time, even though a reasonable

amount of time in a company is

deing to the CEO is not not necessarily what a law firm

tions. It would be a question of “Yes" or “1’10," You’l’e deing’ would consider a reasonable

accounting judgment. Today,
you’re much more likely to
have an investigation and the
SEC enforcement division is
going to be involved.

Take Fannie Mae. I'm not trying to judge that case, but
Fannie Mae did have two accounting firms and a former
head of the SEC enforcement division saying that their
way of dealing with FAS 133—which is an accounting for
derivatives rule that is hundreds of pages long and quite
complex—was correct. But both OFHEO [the Office
of Federal Housing Enterprise Oversight, Fannie Mae’s
regulator] and the SEC viewed it differently. It had enor-
mous consequences.

That’s a long way of saying that this is a particularly
problematic area where 10 years ago there was church
and state. Legal did the law; finance did the accounting.
But now this particular area, because it has caused so
much legal activity in companies, raises hard issues. I
think one solution is to build stronger forensic account-
ing capacity into the finance function so it can deal with
emerging legal trends relating to accounting, and not
have the legal function involved in every controversial
accounting decision.

I cite that as a special problem. But, as a general matter,
I go back to what I said a moment ago: the legal function,
from the general counsel down, should have a very broad
scope of activity. It should be involved in discussing various
kinds of risk, not just legal risk, and it should be involved
in most of the major decisions as a member of the senior
management team.

ACC: Legal advice is usually provided in gray situations,
not black and white ones. For example, it is generally easy
to tell a CEO that he or she cannot fix prices. It is a little
more difficult if the proposed action is not per se illegal
under the antitrust laws, but where a rule of reason comes
into play. Perhaps then your advice is “maybe.” In the
latter scenario, how does your advice differ and how do
you present that advice?

“look, here’s the line.”

amount of time. Then your job is
not to give the “maybe” answer.
Your job is to say, look, here are
the assumed facts, the essential
facts as we know them today. This requires really being
concise, precise, and knowing how to speak to business
people, not an hour and a half later when they’ve fallen off
their chairs and are asleep. Very concisely, but fairly, state
what are the key facts and the key legal considerations.
What are the legal risks that we have under options A, B
and C. This may involve some discussion with business
people to generate those options.

So basically what you're saying to the CEO is not “yes”
or “no,” you're saying “look, here’s the line.” We're in a
gray area. How close to the line, how much legal risk do
we want to take in a world where the law’s unsettled and
the regulators are uncertain? I'm going to give you, let’s
say, three options. One is risky because the law’s uncertain
here and we're going to be in this or that regional office
of this or that regulatory agency and the person there has
this reputation. I'm going to give you another one that’s
a little further away from the line. I'm going to give you
still another one that’s quite a bit away from the line. How
much risk do we want to take? And that analysis of differ-
ent levels of risk, all of them being legal but each one with
lesser or greater risk, is really the first job on these gray
area issues.

Then, the second job is to give your recommendation.
In fairness to the CEO, unless it’s illegal in which case the
GC has a different obligation, the GC should give his or her
advice as to which of the options described is, in the GC’s
judgment, the right one to follow. That doesn’t necessarily
mean the most conservative option because this might be
extremely expensive; it might be quite onerous. You’ll have
to use judgment and explain why and you have to lay out
the considerations.

Now, that’s the ideal. And if you've got 24 hours to do
it, you may not be able to do that much. There are very few
things in companies though, that have to be decided with
that rate of speed, even though a CEO likes to say that they
have to be decided that quickly. They will press hard for
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your decision that quickly. So, to some extent, without being
obstructionist, without losing the deal, or without having
the newspaper write the story that demolishes you before
you can respond, you have to be timely. All deliberate speed
is a pretty good watchword.

I want to emphasize that good lawyers are good ana-
lysts. A wise businessman once said to me: “If [ know the
facts, every decision is pretty easy.” It is getting the facts
and asking the right questions. And that’s the problem
whether you're in finance, or law, or tech, or engineering,
or whatever. There’s always this time pressure in compa-
nies. That’s what makes them fun. You're in a real world
with real competitors with all sorts of things happening,
with a real organization, people waiting to hear. Time is a
really vital dimension in thinking about how to answer the
question that you’ve posed.

I want to emphasize
that good lawyers are
good analysts.

ACC: There’s the time issue and there’s also just the
sheer volume of information and detail that’s available.
So, to get to those facts you have to have an ability to sift
through them.

Heineman: That’s good lawyering. If you're going to trial
and you've got three years of interrogatories and depositions
and documents, what’s the story that you're telling to the
jury? You're certainly not going to tell three years worth. One
of the things everybody learns, as they get older, is to make it
simpler in the mathematical sense of “powerful and elegant.”
‘When you come out of law school you've been trained to see
every issue and run every rabbit down its hole. That’s how
you get good grades on exams. When you're practicing, it is
different. The difference between academics and practitio-
ners is practitioners have to make complex things simple and
sometimes academics make simple things complex.

ACC: On a practical basis, lawyer and statesman Elihu
Root advised that sometimes you just need to tell clients
that they are “damn fools and should stop.” Can you com-
ment on the advisability of that approach, particularly if it
is outside the legal arena, and how you give such advice?

Heineman: There are three dimensions of this that we
should discuss. The first dimension is the place that you
give this advice, the second is the form, and the third is the
style. Let’s just take them in order.

The place. If you're in a group, most CEOs are testing
ideas. There is a kind of debate. But if you're there with
your peers in a group of seven or eight senior leaders, it is
very hard to basically contradict the CEQ if that’s what say-
ing “no” is. If there’s an open debate and the CEO is taking
his or her counsel and hasn’t yet taken a position, then you
can state the position quite clearly. If you're in a group, at
least in my experience and certainly with [former GE CEQ]
Jack Welch, it was very hard to beard the lion in his den
when the other lions and tigers were around the room and
he was pretty dug-in on something. For obvious reasons,
CEOs view their authority as being very important. They
don’t want it directly challenged. So, saying “no” in a big
group can be done and sometimes needs to be done, but it’s
sometimes better if you can go in afterwards or find a place
where you can be one-on-one to express the concern.

On the other hand, there was a danger, at least with
‘Welch: he would say, “We’re going to decide this by 4:00.”
He was a very shrewd person and had been around the
bureaucracy a million times. He would say, “I don’t want to
have any end runs. I don’t want to have you come in later.
don’t want any sort of letters for the record. Say it all now
or shut up.” And that was fine, but when he was under full
sail it was hard to get him to turn around sometimes at a
meeting. So, one question is the place—group or alone.

The second dimension is the form. This goes back
to the question of options. If you have the time and you
can lay out different options with different kinds of risk,
sometimes it will be pretty obvious, without saying “no,”
which is the right option. In other words, without saying
“Mr. CEO, you jerk, you suggested an option X which is
flat unlawful. We can’t do that. And even option A which
is close to the line has got way too much risk because of
where the law’s going or where we’re going to be having
this fight.” And then you lay out B and C. Sometimes the
option exercise can be a useful form, especially since you
can engage without lobbying your colleagues.

You have to disagree with-
out being disagreeable.

The last dimension of your delivery is the style. Sorry
for the cliché—but they are true sometimes. You have to
disagree without being disagreeable. CEOs can be very
confrontational. Their strongest weapon, given that they
have to be generalists, is hard questioning. They’re used
to playacting, including pushing the person to the wall
in an aggressive way. People just have to understand and
keep their eye above the mouth that is speaking across the
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table at them somewhat aggressively. Just count to 10 and
speak in a way you know may be disagreeing, but not in a
disagreeable or angry way. It is hard to do under a lot of
pressure and in tight situations, especially if the person is
being close to abusive. But you normally don’t win those
kinds of fights with the CEO if you lose your cool.

Welch was the kind of person who heard everything.
He was a brilliant man. So, after a while I learned
that you could take him on and contest with him even
though he had taken a different
position and even though he had
said the decision had to be made

You have to look in the

what’s happening and what, if anything, you can do to help
shape the CEO’s thinking to change direction and go in a
better way, a higher integrity way. If they are creatures of
the CEO and part of the palace guard, you're sunk. But
they may not be.

The second obvious place to go is to the board, if that
is possible. One of the important changes because of
Enron, and I think most of the changes after Enron have
been good, is that the boards are, in reality, more indepen-
dent. They are concerned
about their reputations.
Having independent direc-

at 4:00. He would hear what you mirror and not be corrupted tors is a good thing. The

were saying. You didn’t have to
say it seven times. You could say
it once or twice and he got it. And
he would think about it and three days later he might
end up where you or someone else was without ever say-
ing “Oh thank you Mr. CFO for that great insight. You
changed my mind.” That wouldn’t happen, but it didn’t
matter. Not all CEOs are able to hear that well. Some
CEOs, obviously, when they have a position, they're just
going to repeat it over and over again and not hear. That
wasn’t the case with him.

So much of this is really the delicate relationship that
exists between the CEO and the top people. How much
tension can there be without you being banished beyond
the pale? And part of that is the judgment—if you’re
lucky enough to make a judgment going in and doing
diligence going in—about what kind of person the CEO
is. Many of them, even though they’re going to be brusque
and tough cross-examiners and push you, absolutely want
you to push back. Some may not.

ACC: We discussed how you go about doing the best to
establish your position, your responsibilities, and your role
as an incoming general counsel. But how about the general
counsel who are already in place, and who may be strug-
gling to change a culture, struggling to make certain that
their advice is heeded, or that it’s safe to deliver unpopular
advice. Do you have any advice for these GC? Or sugges-
tions about how to bring about a culture change in the
organization or to stop a bad culture change so they can do
the right thing?

Heineman: I'm not big on advice because everyone faces
their own circumstances and has to make their own judg-
ments. [ would just make the observation that there are
two obvious places to go if the world’s changing. The first
is to your senior colleagues: the head of HR, the head of
finance, or whatever the case may be. Talk privately about

by the money.

general counsel can always
go talk to friends who are
directors if they've been
there awhile. Because [ was secretary, I was at every board
meeting. | was part of the board culture. Over time, [
became extremely good friends with virtually all the direc-
tors. I never had to go see them, but I could have if I had a
problem that I couldn’t solve inside myself. I could go talk
to them.

But you do face the question of when do you have to
resign and when do you have to give up your non-vested
financial interests that are significant. That is the conflict
and that is the hardest question, maybe one of the hardest
questions for general counsel. You have to look in the mir-
ror and not be corrupted by the money.

ACC: That’s a perfect segue. Where should a general
counsel draw the line or how should a general counsel
draw a line in the professional sand at which time they
depart from the company that fails to heed their advice?
And what should they do before they finally go?

Heineman: One way to think about this is three simple
scenarios.

First scenario, is good board, good CEO. Normally you
can work it out. You may have had honest differences of
agreement, but assuming that the company hasn’t crossed
over into the clear area of wrongdoing, to some extent it’s
a command structure. As long as you think you've had due
process and issues have been presented fairly, it shouldn’t
be a problem staying even if you disagree with the decision
as long as it is not illegal or grossly unethical. But there
can be a lot of tension even in the good board, good CEO
situation, just because of the speed, size, and complexity of
these gray area decisions which come up all the time.

Second scenario is bad CEO, good board. The CEO
has just gone over the deep end. The CEO wants to do
things that are clearly improper, either in a legal, ethical,

Informed. In-house. Indispensable.

or reputational sense. At that point, let’s say it has crossed
the threshold for a U.S. general counsel. You can go talk
to the board, but normally you won’t win an argument
with the CEO because killing the king is pretty tough. But
you may be able to work out a deal of leaving with some
honor. Just say, look we’ve come to differences. Here’s the
issue; I personally feel it’s wrong. It is time for me to go
home. And, depending, you may have a chance to work
out an arrangement where you get a package and you
go away quietly, assuming you don’t have a obligation to
report an illegality. Normally, just talking to the board is
enough even though it is far more likely you leave because
trust with the CEO has been shattered, even if the board
tries to address the underlying issue with outside counsel.
I should hasten to add for your readers, that anyone who
is a general counsel and gets in these situations needs
a lawyer. The rules in this area about when lawyers are
obligated to overcome the privilege and report to outside
authorities are about as complicated as any I've ever seen:
when you have to report and to whom you report. There
are local bar rules and special SEC rules if you're an SEC
practitioner. It is an area fraught with ambiguity requiring
counsel to get counseling.

Then the third scenario is bad board and bad CEO.

You may have to report to the authorities under these
different rules. But I wouldn’t want to live my life in this
compromised situation because what’s happening is just
wrong. Sadly, I'm afraid I don’t have any good answer
other than the resignation. I think people who go into
the general counsel position, if they take a chance on a
company that’s on the edge, they need to have thought
through what theyre going to do if the situation arises.
They could go and say hopefully it’s a turnaround situa-
tion. New CEO. Bad culture. But if the new CEO doesn’t
change the culture, indeed is captured by it, they’ve got to
be prepared. They’re naive if they haven’t thought about
the doomsday scenario of the flat resignation without the
financial benefits.

ACC: Thank you so much. This has been very helpful and
I am sure will be helpful not only to our general counsel
who advise the CEO, but for all ACC members who some-
times have to deliver difficult advice to their client.

Part two of this interview will run in the November issue.
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