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Price Waterhouse & Co. first pubiished The Audit Committee in 1973 to in­

crease awareness on the part of directors of the advantages of audit 
committees and to suggest ways i11 which such a committee might function ef­
fectively. Since lhen events such as the re•1eiations of 11questionable payments" 
by corporations have focused national attention on the questions of corporate 
ethics and accountability. Further, there is now greater emphasis on unaudited 
quarterly reports and corporate systems of management controls. As a result, 
outside directors and, more particularly, audit committees have additional con­
cern for the responsibilities attributed to them in the areas of financial 
reporting and corporate conduct. These developments prompt us to revise our 
booklet to reemphasize the need for the establishment of audit committees and 
their role in corporate financial reporting and accountability to shareholders. 

While financial reports are primarily management's reports to investors and 
independent accountants arc retained to provide expert assurance of the fair­
ness of audited financial statements, it is well established that directors bear 
l' ' rlain responsibilities in lhe finan cial rcpor·Ling area. f n addition, since the 
starling point for any system or finan cial reporting- or corporate accountability 
is a sound network of management controls extending from the hoard of direc­
tors lhroughoul lhc corporat organization, the directors' du Lies should include 
i.nquiry into the adequacy of the company's internal controls and rccommcncla­
lions made uy independent accounlanls with rcspel'l thcreto. l'ricc Water­
house rcl'nmmends that directors he responsible for overseeing- I he work of the 
independent acco1111lanL-; and insuring that the inclcpcndcnt acc1 .111LanL-; are 
rcccivinK aeturalc and timd y information from mr •. wg-enwnl. 

'l'he audiL t ommittee has bt"~ ll dted rcpt•aledly as llw most viahlc 111c<'hanism 
lhroug-h which the dircc:tors tan discharg-e surh 1·es po11sihililies. Pri1·<' Water­
house is com111iltt•d lo doing- 1•vcryth ing- Jll>Hsihlc lo assi:-;L dircl'Lors of 0111· 
clil'nts in Lhc:-;e maLlNs. 'l'hii-; hooldt•l has ht!t•n p1·c•p:11·ccl lo Sl'rvt• as a pradical 
tool lo a:-;sisl in tlw initial implc•mcnlat.ion and 1·011tir11H•d ftt11l'tioni11g- of audit. 
t·o111miLLel's. This 1·pvisio11 to lht• l!na edit ion inl'cll' pornlcs knowledg-c g-ai11ccl 
thro11 .1.d1 orrg-oi Ilg' work wi lh audi t <·0111 mi ll1•c·s and rvfl el'LH additional ideas un 
tlw 1'11n1·Lio11s and advanlag-<'H of I h1· audit 1·c.111millct• whi t'li ha' t' dl•\'l'lopt •d in 
th<• wak•.! of 1·1•t·e11 t l'\'t•n ls and t 1·1·1Hls i 11 Ii 11:111l'i:1l J'l'JHll'l i rig-. 

'1'11e sttg'g-1•::l1•cl g'tiid1• lo cffcclivt•ly funl'l io11i11g- audit 1·0111m1l lPc·s that ap­
pt•ars in App1•1111i x Bis also arnil:tl1lt· as a poekt>lsii'.11d handbook as a :·1·:11ly 
1·1·mind c•1· to audit rnmmit ll'l' rne111lwrs ,·om·l' r11i11~ s11lijel'ls t lu•y 111ig-hl 1..·m·er lo 
oli lain f11 1l :11ul c·ompll'lc• 111ule rslandi11~ of t he li11:11wial rt' IHlrli11).! pro<'t•sst•s of 
tla·ir own rornpanics. 
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THE AUDITCOMMITIEE 
THE BOARD 
OF DIRECTORS 
AND 
THE INDEPENDENT 
ACCOUNTANT 

The institution of auclil commillces is a rap­
i.tl.v g rowing one that has recently altraclctl a 
great deal of allcnlion. There is a g rowing he­
licf among investors, analysts and rcgtilalory 
agencies lhat such t•om111illecs can improve tlw 
quality as well as lhe general ac<'eplance of fi­
n:uwial rt•porling. 

Whih.• llw ultimat e responsibility for ap­
proval of linanl'ial reports rests wilh Lill' c11 t i1'1' 
hoard, 111·0111111illee of Llw board 1·a11 ol'tcn s1•n·1 · 
11s a hellt•r 1111•a11s of cl1•ali11g with this inc-r(•as­
ingly 1·0111pl1•x and snphistieal(•d area. A 
propl•rly f111wlio11i11g audit 1·0111111illt1l' goes a 
long way toward cl1•111011sl rat ing lhat tilt' hoard 
of clircdors has tal\1 111 prudl·lll slt•ps lo f11llill its 
respo11sihilitic 1!< ass1wiatcitl with lht· t·o111 pa11y's 
Ii nandal rPporli ng. 

Tlw S1•1·11ri I il·s and l•:xd1a11ge Commission 
and lht• A11ll'ri1·a11 lnstil utl' nf C..: t•rlilil'd l '11lili1· 
Arrnu11t:1111 s ha\'1• bo th rl'c·om111t•1111l·tl Lhal pul1-
I i1·ly ow m•d 1·m11 pa11 i<·s l'Slahlish a11di l 
1•0111111 ill111's. T 11• N1•w 1'11rk Stm·k 1':x1•ha11g1· is­
s11l'cl a s trong 1·11cl111 : 1•1111•11L of a s imilar 
n·1·1111111w111la1 inn ii 111acl1• y1·a1-s ago. 

lil'l 0111111 '11 1.1111111•, <>I 1'111 I w.111 rho 11 ~. & Co 

i\s ll lcll't• full~· cl isl'llSSl'd i 11 I his hooklt•l, I 'ri1·1• 
\V11t1•rhoust• & <'o. n ·c·o111ml11Hls, :1111ong- olh1•r 

Lhi ngs, lhal: 
l~vcry 1·orporalion whose securities arc puh­

lidy I radetl should ha\'c an effectively 
f111wlioning- audit l'olllmitlce. 

For mosl ctfoctiv<• operation, audiL co111111 it­
le1•s should he t·om posed of three lo tin• 
tlin.i1·lors, with Lht• majority and lhc 1·hair-
111a11 licing oulsid1• dirt•i·Lors. 

J\ udit 1·0111111it ll'l'S should lit' responsible for 
Lill' 111111ti nation of lht• i nclcpcndt•n L 111·1·ou 11-
La11 Ls u11d for di scuss inn of their work with 
lh1•111. 

i\udil 1·0111111il le1•s should hL' rcs1H111sihli• f11 r 
1 lw n•\'i1•w a11d l'rnl1111lio11 of l't'pnrts prl'­
pan·d liy lh1• ind11pL111dPnl a1·<·11u11t:1111 
whid1 dt'Sl'rilll' w1•akm•ss1•s in till' l'Olll · 
p1111y's i11L1·rn1d lt.l'1·rn1n ling" and 
m:111:tg"1·n1t·11l 1·1111lrols a11d 1·1111 tain n·1·11111-
n11•111lal ions for impnl\'t· 11w11ts int lwsl' 
rnntrols. 1\1ulit 1·111n111 ill1•L•s should also 1h•­
ll'rrllillt' if 111ar1:1;r1•11w1t1 ha)' lah•n 
approprialt• :11'1i11111111 I h1·s1• n•1·u1111111•1ula-
1 io11s. 

Audit 1·•1111111it t1 ·1•s sh1111ld lit' d1•lq,!al1•d n·· 
sp1111sihil ity l11 1'1 •\' i1•\\' with till' 
i1ulc•111·11d1·11t :11·1·1111nlant s th1· a111111al ti11an-
1·i11l s t11l1•1111•11l s a11cl , wh1 1 rc • pr:11·ti1·ahlc·. th1· 
i11 l1·ri111 n·1u11·t s prior l11 tl11·ir iss11a111·1., 



Comrositlon of the committee 

Usually the full board is too large and has too 
many other responsibilities to perform such 
duties with optimum effectiveness. Generally, 
commi ttees of at least three mcmuers provide 
the diversity of views essential to effective 
functioning while more than five members in­
creases the probability that efficiency and the 
sense of personal involvement of committee 
members will ::iufTer. 

A commit tee composed exclusively of officer 
directors is in the position of reviewing as 
directors decisioni:; it has already made as of­
ficers. I t is on non-oflicer directurs that 
attention focuses in time of stress. They arc 
also the ones who have the more diflicult task of 
meeting their responsibilities because they do 
not ltavc the ready access lo company informa­
tion thal is available lo lhe officers. For thc.ic 
rcasom~. we bclic\•c that audit corn mi llecs 
shou ld he composed prirwipally of outside direc­
tors, one of whom should he the chairm:>n. 

Tlw qua Ii fie a Lions of mem licrs clo nol cliff er 
from those required of all board memhers. Thl• 
primary t·onsiclernl ions sho11lcl be lhal those sc­
leclccl to sct' \ll' 111usl lie convinC'ecl of the 
lil' IH!lils lo Ill' dt•rivt'd from active participalio11 
in s111·h a t•o111111il t1•1• and must have lhc lime 
availahlt! lo 1h•vott• lo lhis iruporlanl duty . Frc­
qu1•111.ly, fin11n1·ial cx1w ri1 •11c1• hy al least onl' 
lllcllll11•r has h1•t•11 f1111111l ht•lpflll. Altho11~h it is 
usually dt!Hiralilt• l11 rol111t• llll' c·hairrnarrnhip, 
tit is should 11ot lit• dorll' HI I ht• l'Xp1•11s1• of an a1·­
tivt•, t1nth11siaslk t·o111111ill1·t·. 

I' • poq•, hll1l11 c( 1'1 •, n11111•11t1• • 

'l'hc• l,\\'11 primary n·sponsihililil's tl1<· audit 
1•01111nilt1•t• (cw lhL' 1•ntin• bnard wl11· r·e il l'Xt·r-
1·is1•s I h1•:w r1111t·tion:-;) Hho11ld aSSUllll' ar1·: 

(I) l'rovitl1• aHsis talll'I' lo Lill' IH1111'cl in fullill ­
in~ il H lidtll'iar,\1 l'l·spnnHi liilities n·latinJ,! 
l111·oq111ra1 .. 111·1·011ntinJ! and t't•p111·1 ing 
pnwl i1·1•:-1 , and 

(::!) ~l11inl11in, hy way of r1·~11larly :-11·lwcl11J .. d 
ntl't•I in~s . 11 din·l'I linl' of 1·1111111mni1·a­
li1111s h1·I w1·1• n I h1• diri•1·tors and 
i11d1·p1·ndl·nt 111•1•011n lanls lo providt• ror 
1•.x l'1111ng1·.s of vi1•\\'H :111d in forr11ali1111 . 

We recommend that audit committ-ees be re­
sponsible for the nominat ion of the in­
dependent accountants and for discussivn of 
their work with them. Although an audit co:n­
mitLcc must lake care not to encroach on the 
duties and prerogatives or the responsibilities 
of manage· .:ent, the committee can be effec­
ti\•e in . b'road range of activities beyond the 
simple reporting lo the board on the activities 
of the independent accountant and the finan .. 
cial reporting decisions of management. Its 
discussions can be designed to enable ~he com­
mittee to report to the board its appraisal of 
the adequacy of the audit effort l>y holh the in­
dependent accountants and the internal 
auditors, I.he. ccounl · ng policies adopted by 
manugcmenL (where alternative practices arc 
available), the adequacy of disclosure of infor­
mation csscn tial to a fair presentation of the 
financial affairs of the company and the quality 
of the company's system of management and 
internal a(•t·ounting controls. 

The commillcc in ils discussions will 11st·er­
tai 11 whether lhCl'c \\'t' r'c any signitica:1L 
11illic11ltics t•nco11nlcrctl liy the indcp<'ndcnt :l<'­
t'Olllltanls, any impot'lanl discoveries, <'I' any 
diangc•s in a(•t•ounLinJ! principles or d<•vclop­
nH•nls in at·co1111ling whil'h may ha\'c an cffc1·t 
011 tht• t·o111pany's fi111111dal i1tatcrncnls, and it. 
will 11htai11 ot ht·t· in formation nPt'l'ssn1·y for llw 
1·on1111itl1•1• ln t'(1port fully lo lilt' l111ard of direl'­
lors. 

1 n any of lhcst• al'lions. Lhc 1·0111111ittcL' would 
nonu:dly as1·t•rl ai 11 SJ!l'l'i lil':dly whl'lht·l' any dis­
dos11r1• has hl•P111·onsidl1 1'l' tl or what. :tl'C\lllnl ing 
prirwiplt•:-; \\' t'l'l' foll1H\'1•d l't'J!arding sig11ifkant 
1•v1•nls or t ransal'I ions whi1·h h:t \'t• 1·111111• tot lwir 
a I II• n I ion th rough l I 11 ·i r po:; i Lio 11 o 11 t lw I 111:ml 
of din•1·tors, 111'\\'S 1111•tlia 111· 11th1·1· so11r1.·1•s. 

r 1111 tic II' ol lh· I ( 'I I 

'l'llC' :11'1 ivity of a 1yp;\'al 1• lfocli\•t• audit c11111-
mil li•1• in 1111•1•1 in~ it s r1•spo11sihililit•s i1wl11d1•s 
I h1• follow in~: 

(I) lt1•vil'\\' of lh1• linarll'ial stal1•1111•11l s with 
lilt' ind1•111•11d1•11I. :u·<·111111l1111ts prior ton•«-
01111111•ndi11g appro\'HI hy I h1• hoard. Thi• 
purpos<• of Htll'h n•vit•w is 111 dl'l1•rmin1• 
that t ht• i 11dt•1u•n1h•11L11<·1·on 11 lant o.; an• 



satisfied with the disclosure and content 
of the financial statements and to obtain 
sufficient information from the auditors 
to facilitate analysis of the financial 
statements submitted to the entire board 
by the management. 

(2) Appraisal of the effectiveness of the 
audit effort through regular meetings 
with the independent accountants. This 
includes a discussion Jf the overall 
approach lo and sco1>e of the exami-
11ation with particular attention focused 
on those areas where either the commit­
tee or the independent accountants 
believe ~pecial emphasis is desirable 
or necessary. 'l'hc responsibility for 
determination of lhc scope of auditing 
necessary for the formation of an opinion 
on the financial statements resides with 
lhc independent accountants and lhaL dc­
l'ision must he lefl to them. For this 
reason, the l'Ommitlcc should nol ask for 
nor he given detailed audit programs. 

(:!) Determination lhrnu1 . .d1 discussions with 
llw ind1•pcncle11t al'l'Olltalants lhal 110 rc­
slril'lions Wl•re placed hy managcmcnl on 
the !\Clljll' of I Ill' l'Xam i 11alio11 Ill' 0 11 i l:-i i m­
plcmen lation. 

('I ) Inquiry into 1.h<• Pll'('('l l\·cness of Llw 1·0111-
pany':-1 ma11ag11 1lll!llt or fi11a111'ial a11d 
a1•t•ount i11g fu1w Li1111s through di:-il'ussions 
with tilt' i11d1q11:11dt•11t a1·1·ou11t:111ts, inl.l'r­
nnl auditor·:; n11d appropriat1• ofll1·l'l's of 
tl11• 1·0111 p1111.v. H1·1·1•11 t d1'\'l'lop111Pt1 ts 111alw 
it l'll'ar this should inl'lllclt· i11q11iri1•s into 
tl1t• possibili ty of pay111t·11lH or lrn11s111·-
t ions l hnt n1ighl lw d11l'lt1<'d illt•gal or 
ot l11·rwist• i 111p1·011l·r. 

(!"1) lh•\'it•\\' of n •p111·t s pn·1Hu·1·d hy i111l1 1pl'n -
1lt•nl :1t 1·111111ta11ts 1lis1·11ssi ng' \\'1·aknl's:-it•s 
in i11 l1•n1:1l 1·1111t rul, org-aniiat ion and 
11p1•ratio11s anll •·1111taini 11g r1·1·n11111w11d:t-
1 ions lo i111prm·1• s111·h \\'1•ak1ws:-1(':-1 a nil 
1•011sicl1•ralion ot' t h1 • :ll'Lion I ak1·n h~· 111a11-
ng1·11H·nt 011 I lw i 111lt•p1•1ull'11 I a1·1·01111-
t all ts' :.ugg1•sl ions. 

(f;J H1·1·1111 1 111l•111li11~~ th1• appoint 111t•11t of i11cl1·-
111•111l1•11 t 111·1·111111ta11ts fllr Liii' <'lls11i11g­
y1·ar. Tlw 111'l1111l appoi11tn11•11t of th1· :i1·-

countants c;hould remain the respon­
sibility ot the shareholders, or of the 
board with subsequent ratification by the 
shareholders in some cases. Management, 
through ils day-to-day dealings with the 
independent accountants, normally is in 
the best position to evaluate the services 
provided and their input to the commit­
tee should be given careful consideration 
when nominations for independent ac­
countants arc being considered. On the 
other hand, the committee should ascer­
tain independently on behalf of the board 
that management's recommendations 
~ire objective and not based on manage­
ment's own sci f-intcrest. 

(7) Evaluation of the effectiveness of the 
company's internal auditin~ methods. 

A·;socl 1tio11 with u11:1ut11tcd 
hntincl. I n p HIS 

l!ct•t•nl trends in finanrial rcporling- ha\'l' 
plal·cd greater emphasis on quarterly and other 
inll•rim rPpm·t s. In lfJ7ti the it1\'ol\'cmcnt of 
uu ts idL• a111lit111·s with inl('f'im fina nl'i al i11for­
malio11 was im·rl'ascd signifirantly and it is 
d L•ar lhat. quarlcl'I.\' l'l'porls should 111· t ho11ght 
of as a c11111po1wnl of Lht.' Lola( n•porling prn-
1·t1ss1 no lt·sssignilkant lhan a11y o·' r• r 
l'OlllJll>IH'llt. 

:-io1111• :111dil rommilll'l'S ha\'!· l1el'l1 dl1ll'g:\l(•d 
l'l'S jlllllsihilily It,\' lht: hoard for l'l' \'il•w ol' in­
ll•l'illl r1•11111·t s priol' to tlwir s11hmbsion to tlw 
ho:ml. H1•1·a11s1· stll'h fin:uwial stat L' llll'lll s an· 
lllll'lll:tll ~· 1111:1111lit1·d. th1· 1·11111111it l.! 11' l':lnll1l( lit' 
1•xp1·1·t1•d to 11htai11 th1• sa1111• dl·~n·1• of ass11r­
a111•1• as is possihlt· \\ ith n•ga rd to th1• a111wal 
li11a111·ial slal1·1111·11ts, l11111·1 · rl :1 1 11 s tl·p~ 1·a11 1111 
lakt-11 lo gai11 addition.ti insight into th1 · pn•pa­
rat ion of s111·h :.l :1l1•1111•11 i:-- a111 l t lw disdusun•s 
i•11·h11lt·d 1l11•r,•i11. l•:\·1•11 "11 h1111t pn•ss11n• from 
lh1• Sl•:t ', 1111• ill\oh·1·1111·1JI of i111l1•p1•111h•11l :ll'-
1•01111la11l s in tlt i.; pro1 ·· ·~-- is 1·l<'arl,r in ! Ill' 
i 11 It ·n ·st s 11f 1111' ti i n·l'l 11rs. St a 11dards II r t lw pru-
1'1•ssio111• 111·011ra~l·Ii111 i l l'tl n·ri<'\\'S of i11ll·ri111 
data 11).lflg th1· f111l11wi 1g pn11•1•1hm·s: 

( 11 I 11qt1ir~ 1·111w1·n.i11g an~· sig-nif'w1111l 
l'ha11 g1·s i11 I ht· :11·1·1111111 ing syslt'lll 111· 1 lw 
:- ~ s l1•11111f i11t1·1·11al a1·1·1111111i11g 1·1111lr11l. t11 



ascertain their potential effect on the 
preparation of interim financial info t·ma­
tion. 

(2) Analytical re,·iew of interim financial in­
formation by reference to internal 
financial statements, trial balances or 
other financial data, to identify and in­
quire about relationships and individual 
items that appear to be unusual. 

(3) Reading the minutes of meetings of 
stockholrlers, board of directors and com­
mittees or the boarrl of directors to 
identify actions that may affect the in- . 
lerim financial in formation. 

(4) l{cacling the inlcrim financial informa­
tion lo consider, on the basis of 
information coming lo the accountant's 
attention, whether the information lo he 
reported eon l'onns with gcncrall.v ac­
cuptcd accounlin~ principles. 

{5) Obtaining lctle1·s from other aeeoun­
tanls, if any, who h;wc been engaged lo 
make a limited rcriew or the interim li­
nancial information of significant. 
st•gmcnls of' Lhe rcpot'ling cnt ily, it.s sub­
sidiaries or other in\·cslt•es. 

(Ii) Inquiry of nflirNs and otlwr 1!xcc11Livt•s 
ha\'illg rtsponsihilily for linancial and al'­
e111111li ng mat l.crs t•o111·•·r11 i ng (a) wlwtht•r 
t lt1· iull'ri111 linarwial iut'ornialion has 
lu•t•ll pn·pan•d 111 rntit'ot·miL.r wilh g1•111•r­
ally al'1't•ptt•d act·o1mting prirwiples 
l'Ollsistently applk•d, (h) d111ngcs in l lw 
entiLy's liusinL·ss iH'li\'ilil·s n1· a1·t·o1111Ling­
pral'l :l'l's, (lo) mat lt•rs as 111 whid 1 q11t·s­
li1111s hav1.- arist• n in LIH· t·o111·s1.· of 
ap11ly ing- lhL1 1'01·(!g"11ing- prm·L·dut't•s, and 
(dJ t•\'1 •11ts s11hst•q11l'nl t11 tlw dall· 111' l ht• 
in\\orim li11a1wial in format inn lhat wc111ld 
h:m· a m:it1•rial el1'1·1·t 11n t lw prc·sc•ntalinn 
of sul'h information. 

With r .. \·iews of I his uat 111·1., i11q11iries along 
the• f11llt1wi11 g- lin1• would h\· appropriate: 

(I) Inqu iry of 1111• pri1H'ipl1 •s 11111pln,vt•d in 1·1 1 -

port ing a11~· larg-1• 11r 111111:;11:11 trans:tl'liuns 
and p11ssihl1• 111•1•d ln 111:ik1• spPdfie disd11-
s11n• 11f iruportanl dt'\'1•lop11wnl :;. 

(2) Inquiry of d1•\'1•lopnH·nt s in 111·1·1111nt ing­
s irH't' till· IJl'l'Vi1111s stat1·rn1·11l s \\'1•n• is-

sued and the effect these develo1.1ments 
may have on the company's financial re­
porting. 

(3) Inquiry of independent accountants and 
internal auditors regarding their aware­
ness of any changes in the company's 
systems which have affected the continu­
ing functioning and effectivenesG of the 
company's accounting and operating con­
trols. 

Meetings and agendd 

The best number of meetings is a subjective 
determination. Our experience is that one 
meeting a year is insufllcient and more than 
four meetings a year is unusual. The organiza­
tion mccLing of the committee should be held 
as soon after the annual meeting as Lhe various 
participants can he ready. The meeting lo dis­
t•ttss the rcsulls of the audit and lhe financial 
statements should be held im111 edialcly pl'ior lo 
the boartl meeting al \\'hirh lhe annual report 
will be approved. Appendix A sels forth a more 
elaborate pl'OJ;l'alll t•ontc111plating four meet­
ings a yc>ar; irwluding, in addition l.o the ahorc 
t wn, a meeting late i11 the year lo anli<·ipat(' fi­
nanl'ial repo1ting prnhlems and one in 
pl'l'parat ion for the annual sharcholdl'1·s' meet­
ing. Ohriousl.v, indi\'idual l'Olllhinalions or 
ag'l'tllla 1·an lie worked out approprial1?ly . 

'l'lw t'otn 111 i llec sho11 Id hl' au thoriwd Lo n•-
q lll'S l t ht• fJl'C:iL'lll't' at Hll,\' lllCL'I ing- or anyone 
\\'horoul111·1111lriht1l<· s11hslanlially lo Llw suh­
jl·1·t or the nll!l1t ing. Jt'ot' <:X alllplt•, in a lllccting 
d<•aling with di srlostm· of 1·11111.ing-cnl liahililil's, 
it 111:1,r hl' cl1•si:·al1l1• to ha\'<.' tlw t•ompan,r's ll'g1d 
1·01111sl'I prt'Sl'llL for tlw porLi11n oft he nwct i11 g 
d1•aling with that suhj1·1·t. 

I 11 prPpari ng- I Ill' agt·nda for a nwl'l i ng I he 
<•hail'lll:lll should soli t· il lht• \'il 1 \\'S or lJW illdl'· 
lll'nd1·nt m·1·rn111ta11ts, 111anagcllll'lll and 11thers 
1111 suhjt•1•1s to h1• l'O\'< ' .. Nl mul lw ma,r 1' \'!•11 ask 
t hl' a.;s isl lllll'(' or Olli' of I hl'st• g'l'OllJIS in t h1 1 

pt'l'pllrat ion 111' a t1·11tat ivt• 11g1•111la. Wh1 ·11 t i11w 
is a\'ailahlt· th<• i11d1·11t·111h •11l 111·1·111111tants, 111a11-
:tgc·111t·t1l and !ht• i11t1·1wil a11dit11rs norlll:tlly 
will rurni:;lt lht• t'llllltllil lt'I' with n•porls l'O\'l'I'· 
i11g th1· ag1·111la topi1·s in ad\'a11t·1•. This allows 
t'Olll lllil t..•1· n11·mlwrs mo1·1· 11pp11rt unit,\' for 



pr~paration and results in better informed di8-
cussions. As a matter of g·ood form at some 
point during one or more of the meetings, it is 
desirable for the committee to meet separately 
with ::n:m~gcment and with the independent 
accountants in order to maintain such a forum 
for discussing matters which either might be 
reluctant to discuss freely with the others pres­
ent. 

When an audit committee is formed it is 
customary for it to become the informal com­
munication route from the independent ac­
countants lo the board of directors, particularly 
where the committee is predominantly outside 
directors. It is important that the committee 
have an established policy whereby the inde­
pendent accountants may request a special 
meeting of the committee lo discuss any partic­
ular topic. 

~,1 l tnal word 

Many dircclors, parlicttlarly 011lsicle dircc­
Lors, hH\'t1 found audit cmnmitlecs of great 
assislancP in llw cli!it•harge of hoiml of din•c-

tors' responsibilities associated with corporate 
financial reporting. Others' experiences have 
caused them to helieve that such committees 
are ineffective and simply perform an annual 
ritual of "2.pproving" the finm1cial statements. 
The effectiveness of an audit committee is de­
pendent on the nature of the company, the 
philosophy of managem~n t, the experience and 
interests of the directors and other factors. 

It has been our experience that audit com­
mittees function most effectiv,,ly when they 
are composed of three to five enthusiastic direc­
tors working in cooperation with management 
and the independent accountants and with a 
clear understanding of their responsibilities 
and how lo go about discharging them. Appen­
dices A and 8 that follow have been pn pared 
as guides to better commi ttee functioning. Ap­
p<!m.lix A suggests for the Chairman possible 
agenda subjects assuming four meetings per 
year. Appendix B-A Working Guide For Audit 
Cl)mmiltec Members-is a ready reminder of 
subjects they might wish lo discuss to obtain a 
full understanding of the financial reporting of 
their companies. The taller is available on re­
quest in a separate pockelsi:t.e booklet form. 



preparation and results in better informed dis­
cussions. As a matter of good form at some 
point during one or more of the meetings, it is 
desirable for the committee to meet separately 
with management and with the independent 
accountants in order to maintain such a forum 
for discussing matters which either might be 
r<>luctant to discuss freely with the others pres­
ent. 

When an audit committee is formed it is 
customary for it to become the info1 al com­
munication route from the independent ac­
countants to the board of directors, particularly 
where the committee is predominantly outside 
directors. U is important that the committee 
have an established policy whereby the inde­
pendent accountants may request a special 
meeting or the committee to discuss any partic­
ular topic. 

n · ·. 111 ·1 \' rd 

Many clircl·Lors, particularly outside direc­
tors, ha\"e found audi l commillces or g-rcal 
assistance in lhc clisl'harg-e of hoard or clircc-

tors' responsibilities associated with corporate 
financial re90rting. Others' experiences have 
caused them to believe that su~h committees 
are ineffective and simiilY perform an annual 
ritual of "awroviug-" Lht-: fbanl:ial statements. 
The efTectiveness of an audit committee is de­
pendent on the nature of the company, the 
philosophy of management, the experience and 
interests o.f the directors and other factors. 

It has been our experience that audit com­
mittees function most effectively when they 
are composed of three to five enthusiastic direc­
tors working in cooperation with management 
and the independent accountants and with a 
clear understanding of their respon~ibilitics 
and how to go aboul discharging them. Appen­
dices A and B lhal follow have been prepared 
as guides lo better committee functioning. Ap­
pendix A suggests for lhe Chairman possible 
agenda subjects assuming four meetings pl'r 
year. Appendix B- A Working Guide For Audit 
Commillee Members-is a ready reminder of 
subjects lhcy might wish lo discuss lo obtain a 
rull unclcrstanding or the linancial reporting of 
their companies. The latter is available on re­
quest in a separate pockclsizc booklet form. 



Appendix A 

POSSIBLE 
AGENDA ITEMS 
FOR 
f\ , ~ETINGS V\/ITH 
INDEPENDENT ACCOUNTAl\JTS 

As."Wmi11,1J.fo11r l'<'.'Jlllct r 111cr•I i11ys 1wr y1•11 r 

M c' ing I Ob1c t1v1.:., :rnd scope of !he audi t 

scheduled prior lo the ensuing examination, 
as soon artcr the annual shareholders' meet­
ing as praclicahlc. 

I. Reporti ng requirements or the company: 
. Annual report lo shareholders. 
· Other reporting requirenwnls sut·h a:> re­

ports lo the ~me . :.;Lalulory audit reports, 
de. 

~. Dl!Vclop111enls in :'.rtm111ting likely lo all'ccL 
li11ancial reporting: 
• l•'innncial Accoun l ing Standards Board 

pro11ou 1H't!llll!n ts or proposed pro110u 1we-
11wnls. 

• Changes in Sl•:C. NYSE or olhcr agency re­
qu irements requiring l!Xpanded or 
di ll'cn?n l rPpn r'Li ng. 

• C:hangl's in t 00111pany aclivilies likely lo re­
quire• addilio11at 1·e1Hwli 11g or changes in 
at'l'C111nli11g principle:> lo impro\'c lhc n•­
porling of s11d1 m·livi l it•s. 

:l. 'l'lw overall plan lo a1.To111plish llw :11ulit: 
Lm·at ions to hl• \'isi lL•cl, Lhc plan of rula­
Lion. 
l•:111phasis lo Ill' pla1.·l•cl 11n 1.·c1·ta in an•as 
whit.oh :ll'l' or Spt'l'ial COll l'l'rll lo lhc i11d1.•­
pl'll<lcnl. nn·o1111la11l s or to llw hna rd of 

dircelors or arn varictl from year lo yea r. 
Timing of lhe co11cl11cl and L'<>mplclion of 
the .uuli l. 

• Dcg"rcc of coordi11alio 11 with work planned 
hy Lhe inlcrnal auditors. 

. The h:wkg"rou11<I and experience of lhc 
pri:icipal s111ll'rvi:·mry 111·nmnnC'I of lhc i11-
dt' pcnd(• 11l :tl0t•o11nla11ts, their polky of 
rotation and of maintaining' conti1111 ily of 
:-;Lall'. 

. t•:sLi111alt•d fl'(~:-; f'or the t' Xami11a t i011. 

l'./1"1 lllln ? - Tt1c' f,1111•. elf 011 .lllClll .11Hl 
prnhli 111 11 • h "lveLI t" h.' I '1. 111u 

I • 1 r n•rll» 

st•ht•du ll•d a flt•r co111 pll'li1111 11 f the i 11dt•1w n­
dL• 11 t at•cu1111ta11ts' interim l'l'ViL·W ::ncl lcsting­
of t•onl rot:-; and signilit·:ur l lram;al'linns tu 
dale hut prior lo llw c·o111pa11y's year end. 

I. Anlil'ipalt•d prnlth•rns rL•quirint; rcsol11ti1111 
prior to yt•ar end: 
• S<•nsil iVL' report ;Ilg' requirements rc 1q11 ir­

i11g Lh<.• advil't' and assisl:llll'l' or l<•ga l 
c·ounst•l or olh1•r persons fami lia · wi Lh I lie 
s11hjt•l'l. 

• Change•:-; in :11To11 11l ing" polit· it!S 0 1• proct•-

l 
I 
I 

I 
I 
I 



dures which may require mention in the 
independent accountants' report. 

• Disclosure of potential transactions or lia­
bilities requirinl? estimates to be 
formulated. 

2. Significant matters of importance which the 
independent accountants may have knowl­
edge of as a result of their work to date: 
• Conclusions as to the overall quality of in­

ternal controls and procedures . 
. Any information regarding payments or 

transactions which may be illegal or other­
wise improper. 

• Significant trends of the company. 
• New developments in accounting or differ­

ences between thl ~nlative and final 
requircm ?nls since previous discussions. 

8. 8lillllS 01' the l'.lll'l'Clll audit: 
Sig-11 i liC'anl revisions lo the prcli m inary 
plan and rca:;ons therefor. 
Oiflicultics or delays in p1~ rformi n~ lhc 
auclil. 

• lle:;lrirlions. if any . i111poscd hy rnana~c­
n1<•n l. 

s1.:h1.•d11h•d i111ml1t!iall1ly prior to 1111' llH'l'ling 
of Llw IJOarc l nr dir111·t11rs for apprn\'al nf I hl· 
annual r0pnrl ln sha1·11 h11ld1•rs. 

I. H1•vif'w t.lw li11.ll drnl'l.111' lhP finanl·ial s t11l1:-
1111•11t s and t.h1• intl1·p1.·111l1•11t a1To1111ta11t s ' 
l'l'IHll'I. t h1 1r<•o11: 

Si1{nil\1·a11l d1:111g1 1s i11 t lti.• formal. ot' pr1•­
s1•11t at io11 of Litt• li11:1111·i:il s tal<'llll'ttt s :incl 
t h1• n•:is1111s t h1•r"for. 
H1•asn11s l'nr a11y :,ii-:-11ifil':tllt \':triat io11s in 
1111· a111111111ts prl's1•111t-d i111111· Ji11a1wial 
slat1•1111•11t s. 
Si1~ 11ili1·:111111dj 11s t llh'lll s n·q11in•d as an .. 
suit 111' 1 lw :111d1t 11 11d 1111' n·:1s1111s t lll't'l•f111·. 

• ~laj11r dill'1 •n ·11n·:-1 111' 11pi11ion 1111 ti11anl'ial 
1·1·1111 rt i11 i-:- lwt w1·1·11 111:111ag1·tlll'llt and Litt• 
i11dc•p1•nil1 ·111 :w1·1111111:111 b and how s11d1 
iss11 .. ~· \\' l'I'• • I'• •:-111h'l'« I. 
Th<· i11d1·11l'1td1•1i1 :11·1·111111ta11ts' draft 111' 
th1•iropi11io110 11 l l1l ' li11:11wial slali·1111•11 H 
i11d1uli11g- n ·asc ns fo r any q11alili1•al i1111 . 
Thi · 111d1•p1•11d1 111 :11·rn1111ta111 s ' \'i1•\\'S as lo 

whether the other parts of the annual re­
port reflect a divergence from the 
presentation in the financial statements. 

2. Ascertain whether the independent accoun­
tants should meet with the board of 
directors to discuss any matters relative to 
the financial statements and to answer any 
questions the other directors may have. 

3. Update as necessary matters discussed at 
previous meetings. 

McullnCJ 4-Ffnril rnvlew of lhc audit 
.Jnd fo1 mulali·,n of the committee's 
repo,·t to llle l:1°rird ol dlrC'clor'.) 

scheduled prior Lo the mailing of the proxy 
statement or other docttmcn ts no Li fying lht! 
shan~holders of lhc annual mccti ng. 

I. 'l'hc inclcpendcnL accou nlants' report to Lhc 
audit comrniLlcc, whieh shoulcl have hccn 
s11l1111iLLcd in advance, and any actions whid1 
may he necessary as a rcsulL of rccornmcn­
clations contai11c1l thcn' ill . 

i. 'l'hc :ndl•pcndcnl accountants' rcport(s) tu 
1ll:tll:lj{ClllCllt n•latillg' to imprO\'Clll('lllS in 
ittlcrnal controls, adminislralivi.• cflidl'ncy 
111· ol he •r l't'l'Olll 111l'11tlati1111s, i 11d11d i ng- al lt•r­
nali VL'S s11m~cstl'll hy managl'lllL' lll and 
r1 •:1:;1111s 1'11r n·jt•d ion 11 f a 11.v reeom me 11da­
t i1111s. 

a. Tlw linul 1·0111plclio11 of l hL' a11dil, ch-part lll'l'S 
1'1·11 111 t h1· 1rt•li111ina1·y plan induding" n•11sons 
fo r sud• clL1pa1'l11r1 •s, i11format io11 rl'lativl· to 
t lw ti11al r1 1l', ancl n•asons for s ig'nifit·ant. vari· 
at.ions, ii' !lily, from tht• pn•liniinary 
1•sl imat 1·. 

·I. ~la11ag1•1111'11l's 1'111111111'11ts Oil th1• pt•rl'nr-
111:1111·1• 11!' t h1• illdi'ft('l1d1•11l :11·1·01111ta11ls 
cl11 n111~ t lw (ll'l'l't•cli11g' :tllclil. 

!'1. 'l'l11 · 1·0111111il lt•l''s t •\ 0:tl11at i1111 of the• 1wrfnr· 
111:1111·1• ot' 1111• i 11clc•111·11d1•11 I a1·1•11 1111 I ant s 
chr ri11 g- I ht' pn·1•1•cli11g- audit . 

Ii. F11rr1111l11Lio11 of ll11•1•0111111ilt1•t•'s n ·porl to 
I hl• h1111rd ot' din·c·tors , i11d111li1tl{ 11 n•1•0111· 
ti l'tlllal i1111 for Litt· 1111nii11nt io1111f i11 · 
1'1'111 •11d1•tll arr1111111a11l s fOI' Llw l'llS1ti11g-

7. l lpdal1• as 111·1·1 1sl'l: 1t·~· 111al I •·rs dist·11ss1•d ;it 
p1·1•\•i1111s 1111•t•I ing-s. 



A WORKING GUIDE 
FOR 
AUDIT COMMITIEE 
MEMBERS 

The following- material provides an i 11 formal 
g-uidc to n11m1hcrs of di1·ct·Lnrs' audit co111111il­
lccs of sug-g-cslcd topit·s which may ht• 
di:wuss<'<I d11ri111 meetings wilh intle11cndt1nL 
:u <'ounLanls, il n:uwial 111anagc11w11t rcprl'scnla­
Li\'cs, i11lc r11al a.1ditors anti others. The Lopks 
are nol inlcnd!'cl to he all inclusi\'c nnr appl'O­
prialc in all l'in·u111stai1t'l'S. I\ nowh•dgt• of llw 
topits to ht• tlisl'UHHccl at a gi\'en tnl!Cti ng-, an 
11nderslancfing or lht• l'Olllpany's OJlCl'llliom;, 
till' ind11Htr.v and t IH· J.\'l'IJCl'lll Hlat1· or t hi· l'l'lln­
omy arc· all L•HHl'nl ial lo enable eo111 111it lt•c 
111c.•111ht•1-s to l'll\·1·tivl1ly clirit Lhc in formnt ion 
lhl',\' rcquir«' in ordt•r lo fulfi ll Llll'ir l'l'Sp1111si­
hililics. 

10.:V I Io:\V I W 
FI N J\ NC Ii\ L S'l'J\'l'lo:~n:N'l'S WI 'I' II 
IN I> l•: l 1 l•:N I) l•:N'I' A ( :t :1 l I J N'l'J\ N'l'S 

I . l'hang«'s in :ll'1·111111ti11g 11ri1wi11l1•s 1w 111·:11·-
t i1'('S, or in lh1· :tppli1·at ion Llll'n°11 f, whid1 had 
a sig-nili1·a11t i111p:11·t 1111 Liu• an1111111ts 
n•porltod for th1• 1·111'1'1•111 y1•ar or \\'hid1 will 

Appendix B ·-----.. ------------ l 

have a sig-nilkant impact on future arnountH 
rcpo rlt•d and Llw incl(' pt· n<l en L acl·ou n La n l!.;' 
L'OIH'Ul'l'l'IH'l' \\' it It t h1• d1a11gc and rea~ons 
then• for. 

2. St•nsitivt• l'l'fH11·t in).!, a1·t·o1:nli11g pral'lit'L'S or 
j11dgnw11 Ls "'" id1 m:t,\' g1•1wralc :ukt• rsL' 
t•omnwnts from h11sit1t•ss writ ers, analyst s or 
legal adv1•rsari l's. SiJ,!11ilira11l 11nus11al itt•ms 
i11d11d1•d i111'lllT1•11t 111u•1·aLions hut 11111 Sl')>:l­
•~ll<'ly diHdosl'cl. 

:t l'oss ihlt• adj 01stnu•11t s lo llll' lina11t'ial s tat1 •­
llll'nt s whid1 \\'1•r1• cli s1· 11 ~st•d \\'ilh :11111/or 
111·opos1•d to li11:1111·ial 111a11ag-1•11a•nl h11t 11ot 
1·1•1·orcl1•cl a11cl s11hst:111I i,.,. n•aso11s. 

•I. On•rall t'\0 al11at ion 11 1' cl1·gn•<' of 1·0111para­
hilit~· and l'Ollst•n ·at is1n n•flt •1· 1l'cl in pn•para-
1 ion of till' 1·111T1•11t linanl'ial s lat1•1111•11t s as 
1·ornpa1·pcl tu l'l'l'1•nl prior· ~· t•ars . I lt•J!l'l'(' of 
1,Hlfol'l11it y \\'ilh a1·1·u1111linJ! polil'it•s follo\\'t •d 
\\' i I It i II I h 11 i II d l Is t I',\'. 

fi 1\ll disdns11n•s 111•t·1°SHil l',\' 1'111· a fair pn•:;.-11111· 
lion orrt•q11i1·1·cl 11~· th1° S l•:Cur11th1·1· 
ag-t• nd1•s 111acl1 • in ll11· fi11:111ri:1l sta tl'llll'llt s. 
i\11y :11ldit ional disrl11s11r1• n ·1·111111111 •11d1•cl 
• l. it ij!at ion whirl1 111:111ag-1•111l•nt 11r t ht• l'lllll· 

pany's l1•g:tl 1·111111s1•l l11°lit•\'1•s tu hil\'t• 
possihl1• sig11ili1·a111 l'11'1•1·t. 

I 
i 
; 



• Circumstances, such as possible govern­
ment actions, the Joss or anticipated loss of 
substan tial, profitable .contracts, etc. 
whi<'h , while not affecting the financia'I po­
sition or results o[ operations of the 
current year, may have a ~erious impact on 
the company's future profitability. 
Contracts entered int" wh.ch the company 
presently docs not have the ability to fu l­
fill without sustaining losses. 
Unusual transactions with officers or 
affiliates. 

• Deviations between information in the fi­
nancial statements and the other sections 
or the annual report. 

6. New pmnou 11ceme11ts by the F'ASB, AICPA, 
SEC or others havi ng an effective elate sub­
sequent lo this year end which will require 
accounlin~~ policy changes or additio nal dis· 
cl11s1ll'cs in f u Lu re Ii nancial sla Lemen Ls and 
Lhc anli cipaletl cffeel. The independent ac­
('otrn Lan Ls' views as lo desi rah iii Ly of e:t rly 
adoption for reporli ng- this year. 

7. Any other mallers which the independent 
ac<"ollnlants wish lo di scuxx wilh Lhe com­
mit.Lee or the full hoard priOI" Lo Lhc rclt!:l!·w 
or llw annual n•porl or the prcxs rnlcaxe :tll· 
nm111eing- llll' t•ompany':-; earnings. 

~. Sta Lux of l'Olllph•Lion of I hl' cxa111i.nalion :111d 
the l'XIH'l'll' cl forlll ol' lli<• opinion. 

t1tlu~r t<Jpt<:, whtL h 11l.1y he 
rnlt•vi111t dqw11dFH1 t w1 lh1 , olllr.<my 
.111ll 1I , tL t1viti( , 

I. Formal or i11forn1al 1·0111111•11 :-iating- l1alanL'l'X 
n•q11in1d i111·11n11,•dion with l11anx or ol h1•r 
li nawing ag-r1•c1111•11t.x or otlwr n •st ril'l.ions 
on <"axlt it 1•111:-i. 

:!. H:is1•s of :t<Tot111l in~ fo r 111:1rl<t•(ahlc· s1•1·11ri -
l i1 1:-i, c·h:111g-<·s i11 tilt' marlwt v:ilt1<' si111 ·1• y<•a1· 
l' IHI, 11H·l hntl of 1k•tc•rn1i11 i11 ).! 111 ark1•l val 111 • 
of :-it•<·urit il·x 1101 p11hlid~· 1 mdt•d :111d 111:1r­
k1• tahi lity of all it1•111 :-; int'lt1d1·d in I.his t'las­
sifi1·at ion. 

:I. i\d1•q11 a1·y of I hi' 11110\\'Hlh't' for do11ht 1'111 n•­
n·ival1l1•s, xi 11! 11 :-; of 1·oll1·1·t ion of l"l't'l'ivulill's, 
part i1 ·1 il11rl~· hrg't' i11di\'id11al 11 111111111 1:-i, and 
1·n·di1 polie~· in rom parison wi lh pn•\' io11s 
.v1·a1 '. l. :11·g-1· 111· 111111s11:d r1•r. 1i\':ll1 lt ·x fr11 11111r 

ficers or other employees. 
4. Steps taken to afford physical safeguards of 

inventories and other portable items, meth­
ods of vabing inventories, the ~dequacy of 
procedures in effect to identify obsolete in­
ventory. 

5. Basis of recording long-term investments 
and any factors which may indicate a per­
manent impairment of the value of these 
investments or substantial exposure tofu­
ture losses. Any subsidiary or affiliated 
companies not included in the consolidated 
amounts or valued on the equity method 
and reasons therefor. 

(i. Brief description of the company's capital­
iiation policies regarding properly, plant 
and equipment and methods of deprecia­
tion. Method nf recording leases and 
amortization thereof when such leases arc 
ca pi laliied. 

7. 13ash; for the recorded value of intangihle 
assels and how Lhc.v arc amorlizecl. 

8. Hextrittions 011 company activities imposed 
hy l end er~ and compliance with loan cove­
nanlx. 

!l. Outstandi ng ll:-lS(:SSllll! llts or laxes, yeat'S 
xlill suhj(•,·t lo rcvi1•w and the adequacy of 
the ac1·rnal fo r ti!Xl'S payable. 

IO. Senior xl1H'k isxues whit'h exprexsly 01· <1 1'· 
f1•t'li\'cly limit 1·0111pany adivilics, 
n·sl ri1·tio11 :-; on rclai rwd t•arn ingx, Lrcas111·y 
xtol'k :u·quisilions during the yL•ar and the 
purpoxex for wllil'h ln•:tsu ry xlot'k was at·· 
quir<'d. '1'111· c·ll't•l· l g- iv1m lo any 011txta11ding 
slot!< oplionx, l·onvl·rlil 1l1• debt, l'lt·. in Liil' 
1·alt·11l:ition of 1•arning·s IJl!I" shHl'l'. 

11. ~lajor hranehc>x, dirixionx, x11lixidi:11·il'X m· 
li111's of h11:-ii 111•:-;:-; opPra l i ng :1L a !usx. 

J{lt;L i\'l'IONS WITll TllJo: 
I N I >l·~ l ' l •:N Dl•:N'I' /\C'< :OUNTANT S 

I llfl , 1n1t 111111 11 oh • ,!Ill fl• 

I. 'l'h1· i11dt•pl1tltll' nl a1·r1 >11ntantx' n \' l'l':lll l'val11-
at ion of tht· audit ro\'l•rag-c•. /\ ny an·as wh1: n• 
llw ind1•pc• 111h•n l :1r1·111111ta11tx l1d il•\'l' sn>p1 • 
ha:-; l1l'l'fl 1•111111iro111ixl·d mun• I han t lw~· f1•1 ·l 
1·0111 fort :1l 1li• with lu•r:111 :-i1· of f1' l' prc·xxun•x . 



2. Those units or companies which are to be ex­
amined annually and those which are 
rotated whereby dilf erent ones arc exam­
ined in different years. 

3. Those units or companies not examined by 
the principal independent accountants and 
whether they are examined by ether ind~­
pendent accountants; their materiality to 
lne consolidated financial statements. 

4. The extent lo which the examination has 
been coordinated with the internal auditors 
in order lo avoid unnecessary duplication of 
work, including reasons for the independent 
accountants and the internal auditors per­
forming the same or similar work at the 
same locatio1rn and the extent to which the 
in tern al autli lorl3 will J>Cl'f orm cerlai n audit 
tcsl.'l ns pal't of the overall internal conll'ol 
proccd 11 res. 

5. Ex lcnl of the rc,·iew to ascc:rlain the ade­
quacy of the company's "Business l~Lhics" 
policy and lcsts pcrfol'1 .. t!d lo dclcl'minc 
l'Olllpliancc with s1wh policy. 

G. lt:xtcnl to which l'lcctronie data processing­
(IW l') is utilized in processi ng- infol'malion 
s11pportin~ the lina11cial statements and the 
exlcnl of till' re\'icw of lhc 1;;0 1' functions. 

7. 'l'lw t•xlcnL lo whil'h chang-l·s in Lhc inte rnal 
an:nunlin~ controls within tl1l' t·ompany 
havt• liel'n 1·cllcl'lt'd in Lhe :1111l iL plan. 

~. The l'Xll'nl mw111izalio11al d1a11g-es 01' in-
1·n•a:·;c:; in t•omp:lll,\' :l<'Livily have Ileen 
m11:•idt•1·1•d in Utt• plan for Llw <'X:11ninat,ion. 

111(1•111.tl :l• I r11111f1Ut! !'Olltro! ~ •. µ1 I ~;Onllt.f 

111 I n q nr 1liu1 

I. 'l'lw i111l1•pt• ntll' nl a1·1·111 111la111 s' 1•\·al11at ion of 
llu· m·1•1·all :ul1•q11a1'.\' of inlNnal 1·011 trnls, in ­
d11din1! lhl·i r t•\':thralion or tl1t· inl1•r11al audit 
ft111C'ti1111, has1•d on tlwi1· m11sl l'l•1·1·11l t:val11a­
t i1111 and I 1 •st i llJ.! of Slll'h 1·11n t rols a11d 
f111ll'Li1111s. i1wl11clinJ.! an l'\'aluat ion of 
\\'h1•t h1•1· thl1 1'1• is a pr11p1·r halan1·l• ht>l Wl'1·11 
l'llsl 111' 1·11111 rols :111cl risks ass111111•1I. 

~. 1'1•1·1111111wndali1rns 111:11k· r1·lall•d lo i11tt·r11:d 
m11 t rnls or ot lwr· I' n 11·1•d11 n•s \\' h il'h t lw i 11d1 ·• 
p1•111l1 •11t a1·1·11111llat1l !'l or i11t1•rnal :111ditors 
lu•li1•\'t• \\'ill t111h11111·1• I ht• saf1•g-11ard;11~ oft h1• 
1·11mpa11~· ·s :issl'l s 111111 iu·t io11s lalw11hy1111111-

agemen t 01· reasons for lack thereof. 
3. Observations about the company's system of 

management reporting or cperational con­
trols 11ol strictly in the independent 
accountants' lt t!ld or within the scope of 
their engagement. 

4. The independent accountants' evaluation of 
the staffing, personnel and organizational 
structure of the controller's department and 
the internal auf. il department. 
• Scope of acli >'ities and relationship with 

operating management. 
• Adequacy of subsidiary and branch ac­

counting organizations and staffing. 
f>. Any areas where alternative or extended 

audit procedures have been required because 
of unsalisfactory recortl!; or inadequate con­
trols. 

6. ln Lcrnal controls and procedures rclaling to 
EDP: 
• Briel' explanation of whal financial data is 

proccsscd in whole or in part by EDP, in­
clucling- lhc sig-ni lican l types of :•ccounling­
lmnsactions processed and the app\ira­
Lions performed. 

• (iencrally, the Lypes of inpul-oulpul con­
trols 1•sl ahlishcd lo faci Ii talc llw aceu racy 
of' pl'Ol'l'Ssed data. 

• Org-anizalion, ::;lafling and s11pcrvision of 
lht! lo:DL' l>cparlnwnl i11chrdi11g an C\'alua­
Lion of whclhcr there is cll'ct·L i\'e 1·onlrol 
over llw tis(• of romp11tc1· scr\'iccs t.hro11g-h-
011t lit<' l'Ol'!Hll':tlion . 

• \\lhellwr lht• n•v iC\: nl' lhc l~l>I' f'unclion 
i11cl imll1d thaL i11l1•nlill 1·011trolso\'cr pro­
t't•ssinJ.! and tlw p1·01·l'cll1t'C'!'l for safe­
guarding n•tonls and lilt's :\re :tdl•qual<.'. 

0th 'r loplr. 1d,1I "d lo th\· rr\IJcJ c11c1 •nl 
11 u11tan: 1111•. 

I. Stt•ps tak1·11 l1~· the i11tl1•pt't1dl111t :11·1·01111ta11t s 
l111•11s111·t· s111lh·il0 1ll 1·1111lin11ily11f st all' to l'll­
ahlt• Lill' 1•xa111i11ali1111 111 lil0 t·fl h- i1·11ll.v 
('0111h 11'11 •t I. 

~- !-'tt• ps tak1 111 h~· till' i11depc111h·11L an·111111la11t s 
lo t•11s11r1• that s tall' 111<1111111•1-s an· l'tllak!l i11 a 
s~·s11·111al i1· 111at11tl'l' lo pmvicl1• fn·sh idea!'\ 
n11d appro111·l11•s a:-; w1•ll as 111ai11Lai11 llw 



proper independence of thought necessary. 
3. Services uvailable through the indep1mdent 

accountants' firm which enable them to ef­
fectively pe.-form the audit of the company 
and to provide other assistance· when 
necessary. 

4. Reports issued by the independent accoun­
tants in connection with their review of 
<..'Ompanies being considered for acquisition 
or relating to other sped al studies requested 
by management. 

Cooperation of management: 

1. All information requested uy the indep(;n­
dcnt accounlanls promptly furnished. 

2. All rcporls of the internal auditors made 
available for the independent accountants' 
review. The extent the independent accoun­
tants have read such reports and reviewed 
working papers and work programs in sup-
port tl1ereof. · 

3. Whether the independent accountants are 
satisfied that management at the various 
operating levels advised them of matters 
which may have a bearing on the company's 
fin:mcial position, l'esults of operations or fu­
ture profitability, including any reasons the 
independent accountants have to believe 
that information was withheld or that infor­
mation furnished was incomplete or 
incorrect. 

4. Deviations from the preliminary audit plan, 
and alternate steps taken to satisfy the in­
dependent accountants with regard to the 
procedures omi tted, occasioned by: 
• Restrictions imposed by management 
• Lack of cooperation from management 
• Lack of cooperation from customers, legal 

counsel or other outsiders 
5. Adequacy of improvements in the system of 

internal control whi;:h have been imple­
mented as a result of recommendations 
made during Lhe currcnl or prior 
examination. 





!':. . ' 
Bnclo•t!d . is theo•iiigina1· of the contra~t be·tween PT ice 

,Wa,erhou1e and ·the' ·Division of L.lgislative Ptnance. · It· 
has been 1~gned ~y. the' Chairman and ' Dan R11is •of Price 
Waterhouse. •If it is in 'order, I ,would apprec'fate it if 
·could send . copies afte11i' your'have signed ,it for qur files 
those of Price Waterhouse. ~' 

"' .. 
" ·The contra~t with White Weld. 

, been sont to ~ea~ swick in N~w York for 
w~ l~ b'e f onra·rdo'g ,to . 

Since~ly,, ~ • 

/lu'./J.r:.:. {.i;.*\ v~·. 
Mike Dooaan 
Administrative 



STATE OF ALASKA 

DIVISION OF LEGISLATIVE FINANCE 

AND 

PRICE WATERHOUSE & CO . 

The parties of this agreement are the Division of Legislative 
Finance, hereinafter referred to as the "Division , " by and for 
the House Special Connnittee on the Permanent Fund, and Price 
Wat erhouse & Co., 601 W. 5th Avenue , Anchorage, Alaska 99501 . 

THE PURPOSE o~· THIS AGREEMENT i s t o provide, thr ough t he Di vi­
s i on , profes sional services in r elation to the Alaska Permanent 
Fund and the Renewable Resources Loan Fund . 

IT I S THEREFORE MUTUALLY AGREED THAT: 

CLAUS~ I. - STATEMENT OF WORK 

The Contrac t or shall pr ovide consultations on: 

The strucutres of the organizations. 

The relationship of t he organizati ons to the Legi s ­
l ature , t he State Adm:J.nistrati on and t he publ ic . 

The sel ection of the management a~~ policy maki ng 
board (or boards). 

Criteria fo r insurinr, t hat the f unds retain t heir 
integrity. 

Secur ity and protec tion from fraud and pol itical 
i nfluence. 

Reporting r equirements to the public . 

Such other matters as may rcnnonably be requested. 

The Contractor shall. coordina te , work with , and exchange infor­
mn tion with Whi te, Welci :md Company, New York so ns to prcven t 
duplication of effort. 

CLAUSE 11. - STANDARDS OF PERFORMANCE 

l'hc work sha l l be done in uccorcl~mcc with gcncrnlly recognized 
standards of profcsssional consultine services. In the event 
t hat any work does not meet thcs~ standards, the Project Direc­
tor m~y servo written notice nn<l sntisfoctory correction shnll 
be made within ten (10) days. Completion dotes for any portion(s) 
of t he work s hal l be set by mutual nr,rccmcnt. Failure to com-



plete the work on time liquidated damages 
of ten percent of the contract amocnt plus one hundred dollars 
($100) ' per day for each day of delay beyond the · compl~tion 
deadline, except for delays due to causes be~ond the control 
and without fault or negligence of t::1e Con1tractor. Liquidated 
damages shall not uxceed the total payment:& allowed under the 
contract and may bu deducted from payments that are owing. 

Any dispute concen1ing a question of fact that relates to the 
Contractor's perfonnance, if not disposed of by agreement be­
tween the parties, shall be decided by the Project Director, 
who shall notify the Contractor. This decision, unless appeal-
ed to a court of competent jurisdiction wi.thin ninety (90) days 
of the completion or termination of the contract, shall be final 
and conc l 11sive. 

CLAUSE 111. - PERIOD OF PERFOIU-~\NCE 

(A) The period of performance under this contract shall commence 
on August 4, 1977, or on the date both parties sign this 
agreement and e~,ires on the close of the Second Session, 
Tent~ Alaska St~te Legislature, provided, however, that the 
Project Director grants an extension for additional periods 
in a mutual written agreement of the parties. 

(B) This agreement may be terminated 

(1) by the Project Director . Written notice of the necessi­
ty for doing so shall be delivered to the Contractor . 
Payment shall be made for satisfactory work; or 

(2) by mutua l consent of the parties to th:is agreement . 

CLAUSE IV. - PROJECT DIRECTOR 

Work assignments rr~y be made by Representative Clark Gruening , 
Chairman of the House Special Committee on the Permanen t Fund, 
upon written notification to the Administration by way of the 
Commiss ioner of Revenue. 

CLAUSE V. - COMPENSATION AND METHOD OF PAYMENT 

(A) Total compensation under this contract, including 
travel or other expenses, s holl not exceed $17,500. 

(B) Out of pocke t expenses, including economy airfare, 
communications , lodging , meals and the like shall 
be billed as separate items. Receipts s hall be 
required. 

CLAUSE Vl. - REPORTS 

The Contractor shall keep the Proj ect Director i nformed as to 
the progress of the work performed under t his agreement nnd 
shall provide progress reports as specified by him. 



The Contractor shall maint~in accurate records which a~e 'sub­
ject to inspection tiy the Divtsion at all reasonable times. 
All documents, reports and writings produced in the course of 
the work performed under this contract are, upon delivery to 
the Division or at the termination of this agreement, the pro­
perty of the Division. The Conmittee shall have the full rig~t 

· to use these documents for its P,Urposes, or otherwise,- when and 
where the Coimlittee may designate without any claim on the part 
of the Contractor for additional compensation. 

CLAUSE VIII. - Al,L WRITINGS CONTAINED HEREIN 

This agreement contai~s all the terms and conditions agreed 
upon by the ' parties·. No other unc!ers tandings, oral or other­
wise, regarding the subject matter of this agreement shall be 
deemed to exist or to bind either party to this agreement. 

IN WITNESS WHEREOF, the parties have executed this agreement 
on t he dates indicated, 

CONTRACTOR: STATE OF ALASKA 
DIVISION OF LEGISLATIVE FINANCE: 

By:. da-JJC ~ By: __ _ 

~01 
Title Title 

Date ' 

A fio~D BY: 

Ji ~ 

Date 

Date 
ittee 



SNCIAL Co1oon•• ()l'f 
THI: ALA8KA PERMAN•NT FUPIO 

<e0'71 Z'U . 3433 

1528 W . ISTH, SUITE 270 

ANCHORAOK, AK. 90!101 

(POUCH V • .JUNEAU, A K, •9811 ) 

< e o'71 • 6 !1· 3873 

October 6, 19 77 

Dan Regis 
Price Waterhous e 6 Company 
6 01 West Fifth 
Anchorage , AK 99501 

Dear Dan : 

Af ter conferring with Tom Singer , we would like to 
chdnge the assignment made to you under your fi r m's 
contract with the Division of Legislative Finance . 
The assignment, as Tom explained it to me, is: 

Re ad the Renewable Resources Development 
Fund Subcommittee ' s first i nterim report 
end make s uggestions on structural al­
ternatives for i mp lementing t he Subcom­
mittee's proceclures . Such s uggestions 
s hould be ready for th ~ Comm i ttee ' s meeting 
October 20 and 21 i n J un en11. 

This assignment replnces the previous assignment , 
but the cost C'st i mate 1·equest s ti. ll applies . 

MD : LJ\D 

Since rely, . 
• ; / · I I . 
/ I I. / ._!_ \ .. 
Mjke Doogan 
J\dmini st rntive 1\ss istunt 

cc: Re p . Terry Gnrdj ner 
Tom Singc1· 
Stc1·ling Gnl lagher 
Jjm Edonsq 



Deal' Dan: 

As we discussed·, the Conurli tte·~ 
the f o~lowing assignm1nt under 
Finance: .... 

' Provide m·odels of venture capi'tal in~t! tutidn5 i·n 
tha pri~ate sector. This would include organization, 
purp~se, evaluation criteria, planning and other 
i>ertil\ent functions .of independent •ven,ur~ capi.tal 
organizations and subsidiary venture capi~a~ arms 
of financial institutions. ' In the latter case 
you shou;Id include a description of the relation­
~hip between venture capital subsidiary and parent 
firm. 

I 

we discussed, the Committee would like a cost 
assignment before the work goos forward. 

Pinaily, also under this c"ontract, we requost the presence of 
J>et~r McDowell at the Commi•ttee' s Juneau meeting October 20 
and 21. 

Sincerely, 

/lh-Lc 7~ ';:' t~/L,/ 
Mike Doogan J 
Administrative Assistant 



OUTLINE OF PRICE WATERHOUSE CONSULTANCY . . . 
DURING 1976 - 1977 

• 
PHASE I. PROVISION OF INFORMATIC~~ ABOUT ORGANIZATION AND 

STRUCTURE ALTERNATIVES 

1. Verbal presentations were made to the August and October 
meetings of the State Investment Advisory Committee. 
These concerned the organization, management and control 
of a variety of development institutions, ranging from 
small to large scale and operating in the developing 
countries. 

2. A Report on the Organization, Management and Control 

of Development Banks was publ i shed on September 29, 1976. 
The report provided infonnation about five institutions 
for the Committee's deliberations on: organization 
structure; relatiJnships with goventmen t al units and 
the public; selec t ion of management and policy-making 

boards; and organizational, operating and fin~ncial 
controls which provide securi ty and protection for the 

integrity of an institution. 

3. Further infonnation was provided through a report dated 
November 5, 1976 and verbal presentat ions to the 
November 6 and 7 Corrani ttee me e tings ubou t speci f ic 
questions. The questions included examples of develop­
ment banks which have experienced signi f i cant dif­
ficulties in meeting thei r objectives ; s pecific criteria 



' 

by which development banks measure success; and sug~ 

gestions about the overall· organization structure for 
' 

the Permanent Fund. This latter assignment resulted 
in a suggestion that the fund have a dual board struc­
ture, with a popularly elected top policy-making boa.rd 
having the power to select a board of directors to make 
investment decisions and a chief executive t o manage 
the operations of the fund. 

4 . All of the preceeding presentations and reports were 

then utilized at the November 16 Cotmnittee worksh . p at 
which an outline of a preliminary structural ·lesign was 
developed by the members of the Committee attending 
that workshop. 

PHASE II. ASSISTANCE TO THE COMMITTEE WITH INTERPRETATION AND 
TECHNICAL ANALYSIS OF THEIR OUTLINE PROPOSALS AND 
DELIBERATIONS 

1 . A report dated December 15, 1976 was prepared in response 
to four questions submitted t o Price Waterhouse on 
behalf of the commit tee . This r eport included specific 
examples of broad statements of priority which should 
be set in enabling legislati on and of policies which 
should be se t at boar d l evel. It also dealt wiLh 
sugges t ed loan standards which s hould apply t o prospec­
tive funding arrangement8, establishing i n terest rates 
hy s tatute or ·at board l evel :t ncl commen tn on t he. pros 
and cons of electing al l or part of the board of directors. 
Finally, the report was addressed to suggest ions on 
alternative structures or modifications to t he proposals 
of the Con~ittee workshop concerning the l evel of 
citizen, legislative and executive participation inherent 
in the des ign of t he Fun<l. 



2 . On PP.cemb~r 10 Price Wa.terh~use arranged appointments 
for a working party of the Committee with four senior 

executives of development institutions in Washington 
D.C. E.ach of these executives was able:· to comment on 

practical pr~blems faced by thei r institutions which 
appeared to have potential relevance to the Permanent 
Fund. 

3. Price Waterhous~ representatives participated with the 
Committee at th~ir meeting on December 16 and 17 . 
During this meeting the Cocmnittee requested that Price 
Wa t erhouse participate in the preparation of draft 

enabli ng legisla tion durin g the following week. This 
draft was compl•?ted on December 21 and sent to all members 
of the Cocmni t ~ e1? for · their consideration. 

'•. A Price Waterhouse repr esentative met with the Committee 
on January 6 to ass i st with Lheir interpretation and 
understanding of the draft enabling legislation. The 
product of that meeting of the Committee has been s ub­
mitted to the Legislature in tl1c form of llouse Bi l l 
number 298. 

5. During January and Februa1;y , addi t ional advice was 

provided concerning questions a nd modif i cations to the 

draft enabling legislation. House Bill number 300 

r,!s ul ted f r om t h e :•1t >I,ge ste:d Lmp r o v e111en ts to House Bill 

numb er 298 de veloped durinp, t hi s per i od. 

P. ll. McDowell 
April 20, 1977 







The Honorable Sterli~g Gallagher 
Commissioner 
Department of Revenue 
Pouch S 
Juneau, Alaska 99811 

The Honorable Jalmar Kerttula 
Alaska State Senator 
Pouch Z 
Palmer, Alaska 99645 

The Honorable Hugh Malone 
Alaska State Representative 
P.O. Box 9 
Kenai, Alaska 99611 

Gentlemen : 
,, 

202-216-0800 

Septeober 29, 1976 

. REPORT ON THE ORGANIZATION, MANAGEMENT AND CONTROL 
OF DEVELOPMENT BANKS 

v 
This letter and attachments have been prepared to assist 

the State Investment Advisory Committee consider alternative 
structures for the proposed Alaska Permanent Fund. The report 
draws upon the considerable experience of out· firm with international 
and local development banks throughout the world. The objective of 
the report is to provide information for the Committee's deliberations 
about organization structure; relationships to governmentel units and 
the public; selection of management and policy making boards; and 
the organizational, operating and financial controls which provide 
security and protection for the integrity of the institution. It is 
organized to explain, in some detail, how these institutions are 
established and managed. 

Scope of work 

On the basis of our knowledge of institutions active in 
the field of development banking, we selected the International 
Finance Corporation (IFC), World Bank, Inter-American Development 
Bank (IDB) and Overseas Private Inves tment Corporation (OPIC) Finance 
Program for detailed review and preparation of case studies. We have 

.. . /2 



also included a review and case study of the group of development 
institutions known as development finance companies (DFCs). The 
four specified institutions were selected on the basis of our in-depth 
knowledge and long standing client relationships with them, and the 
fact that they are prominent, well managed and somewhat diverse 
organizations representatfve of the majority .of institutions active 
in the development banking field. _ 

Basic documents describing the organization, management 
and control of the institutions we selected were reviewed and 
summarized for each case study. In addition, key executives of 
each institution were interviewed as were the Price Waterhouse audit 
personnel who perform work for all four of the specified institutions. 
This was followed by preparation and review of the detai led attachments 
(case studies) and this surmnary report. We have coordinated our study 
with White, Weld and Co. executives, who have assured us that this 
report does not duplicate their efforts on behalf of the Corranittee. 

Surrunary of our findings 

There are substantial similarities among the five case 
studies. They all have a common purpose to provide loan financing 
for high priority economic development projects in developing 
countries. The IFC also provides equity financing and the OPIC 
Finance Program provides loan guaranties. Nor.e of the four speci f ied 
institutions make small loans. These are normally handled by the 
specialized intermediaries, the development finance companies (DFCs), 
many of which are funded by the international institutions. The 
range of activities includes grants and loans for feasibility studies 
and technical assistance. 

The operating philosophies of the organizations are also very 
similar. All are aggressive in project promotion, preparation and 
design activities, to a far greater extent than normal commercial 
banking institutions. They are run on a prudent, business-like basis 
and expect to generate revenues adequate to fund their operating 
expenses and provide profits to insure security and growth as 
continuing institutions. 

All of the institutions are quite independent from 
governments, including OPIC, which has a relatively independent 
Board of Directors although it is a U.S. government agency . Each 
inBtitution is organized with Boards of Governors and/or Directors 
and a strong chief executive office~ . . The governing bodies (Boards) 
are selected by the stockholder(s) of each institution and generally 
represent many diverse interests . With the exception of OPIC, the 
chi ef executive officer is chosen by one 0r the other of the Boards. 
Key senior management and professional staff personnel are selected 
by the Board or chief executive officer in all instances . With the 
exception of a port ion of the OPIC staff, the hiring, dismissal, 

.,~~>iisc1iex> 



organization and remuneration of staff -is de~id~d by Bo~rd and/or 
management prerogative in all five cases. 

Each institution, again w.ith the qualified exception of OPIC, 
is independent of any direct control by governmental agencies. All of 
the institutions, of course, cooperate fully with governments 
concerning the loans and projects which they finance . In addition, 
all are required to have independent audits of their financial 
statements and to submit annual reports to their stockholders and 
the public. 

The institutions share a common control structure. Each 
institution is organized to provide adequate separation of duties 
and numerous levels uf loan and investment review and approval. 
Final responsibility and accountability clearly rest with the Board 
and senior management in every case. Operating controls include 
planning and budgeting, intensive participation in project design 
and monitoring, post-audit of projects and comprehensive information 
systems. 

The financial controls include required audits of projects 
financed, geographic and sectoral diversity of loan/investment 
portfolios and disbursement controls. External reporting to the 
stockholders and the public includes audited annual reports and 
substantial voluntary public information programs .. 

* * * * * 
We are prepared to discuss our report and respond to any 

questions. Our represen t atives will be in attendance at the meeting 
of the State Investment Advisory Committee on October 13, 1976 . 

We are pleased to be of assistance to the Committee and 
the State of Alaska in this important undertaking and look forward 
to a continuing role in the development of the Alaska Permanent Fund . 
We are prepared to expand this report or review other alternative 
structures which the Committee may wish to study while developing 
its recommendations for the structure of the Fund. 

Enclosures -
At tachment I 
Attachment II 
Attachment III 
Attachment IV 
At tachment V 

Yours very truly, 

Pete~ B. McDow~~~ 
- International Finance Corporation 
- World Bank 
- Inter-American Development Bank 
- Overseas Private Investment Corporation 
- World Bank/IFC - sponsored Development Fi nance Companies 

\ \\fom.c ~;:G:J. · 



A. PURPOSE 

INTERNATIONAL FINANCE CORPORATION 
(AN AFFILIATE OF THE WORLD BANK) 

1 . General Statement of ?urpose 

The International Finance Corporation (IFC) was 
established in 1956 to assist in the development of 

private sector economies. The Corporation helps to 
mobilize both domestic and foreign capital for this 
purpose. According to the Articles of Agreement, the 

IFC seeks to further economic development by (1) encour­
aging the growth of productive private enterprise in 
less developed areas through participation in financing 
the establishment, improvement and expansion of pro­
ductive private enterprises, where sufficient private 

capital is not available on reasonable terms; (2) 
seeking to bring together domestic and foreign private 
capital, experienced management and investment oppor­

tunities; and (3) seeking to stimulate the flow of 
private capital into productive investmen ts in member 
countries. In carrying out this task the organization 

does not seek or accept guarantees of repayment by 

member governments. 

In fiscal year 1976 the IFC provided loan and/or 
equity financing to 33 enterprises. The investments 
entai led loan commitments of $225 million and equity 
financing of almost $20 million. The magnitude of IFC 
participations in these projects ranged from $180,000 



to $50 million but in most case~' was in excess .of $1 
ii million. The estimated total cost of the'3e 33 projects 
I~ 

is $1.4 billion. 

2 . Source of Funds 

The IFC has subscribed capital of over $100 million 
and is empowered to borrow funds from other sources 
including the World Bank. The current borrowing authority 
of IFC enables it to borrow from the World Bank up to 
four times its own unimpaired subscribed (and paid-in) 
capital and surplus . It also receives the proceeds of 
its own operations. The operating expenditures of the 
IFC are financed from internal resources. 

3. Operating Phil~sophy 

Over the past several years the IFC has undertaken 
an active role in seeking to promote projects which 
have a reasonable prospect of eventually being suitable 
for financing. This assistance may take the form of 
grants to assist in the flfront end'' study and planning 
stages of a product ive business. In finally selecting 
investment projects IFC does not choose between the 
objectives of economic priority and profitability. 
Rather, it makes an investment only when convinced that 
both objectives will be satisfied. The nature of the 
IFC financing in a project involves either equity or 
loan capital or both. The IFC seeks projects financed 
in association with private investors and management, 
in order to combine local knowledge and foreign technical 
and managerial experience. When providing equity 
capital, the IFC generally takes a minority position in 



an enterprise (less than 25 percent of the outstanding 
equity)'. ln reviewing inve'stment_ projects, the organi­
zation has found one impor.tant measure of succes·s to be 

the amount of financing from other sources provided to 
an enterprise in which the IFC is investing. However, 
co-financing of projects is not specifically required. 

As mentioned previously, IFC will provide tech­
nical support in the preinvestment stage of potential 
projects through grants. These grants are designed to 
pay part of the costs of feasibility studies and , in 

general, help pay the cost of putting together all the 
elements of a project (inl' '.Js trial, technical, fin­
ancial, and including a search for an appropriate 
business sponsor). In other cases , IFC will join in 
the equity of private companies together with other 
members of an investment group who are interested in 

backi ng the prospective full-scale company. The embryo 
company then carries out the necessary detailed study 
and negotiati ons needed to implement the project. 

An impor tant source of replenishment of IFC's 
funds is the s a le of its commitments in all or in part 
to other investors. A significant percentage of IFC's 

total commi tments have been revolve<;! in this way, and 
IFC has had the participation of other investors in 
more than half of the commitments that it has made. 
Furthermore, IFC has operated on a profit making b :~ s is , 
thereby protecting its capital structure and providing 

a sound base for future operations. 



IFC has · generally avoided entering into individual 
£, • 

agreements for less than $1 million. This serves 
to reduce the number of individual loan~ and thereby 
holds down operating costs. IFC does, however, fund 

~ development finance corporations (DFC's) which in turn 
provide smaller scale loans within a more narrow geographi'c 
.~rea. 

B. ORGANIZATIONAL STRUCTURE 

l. Organizational Form and Legal Status 

IFC is an affiliate of the World Bank. Like other 
World Bank affiliates it was created through the adop­
tion of Articles of Agreement. As stated within those 
Articles , each member government is required to take 
whatever action is necessary to make the provisions of 
the Articles effective under its own laws. IFC has 
full juridical personality with the capacity to make 
contracts, acquire and dispose of property, and to sue 
and be sued . IFC, ~ ts assets, property, income and 
au t horized operations and transactions are immune from 
all taxation. IFC employees are also exemp t fro~ 

income taxes except those levied by their own government. 

2. Governing Body 

The governing body of the IFC is the Board of 
Governors of the World Bank wh i ch includes one repre­
sen ta ti ve (Governor) from each m~mber country. This 
individual is typically the Finance Minist ~r. a central 
bank governor, etc. Within the Board of Governors the 
voting power of each Governor is weighted by the capital 



contribution of his country. All powers of the IFC are 
vested in its Board of Governors, which has delegated 
most authority to the Board of Executive Directors and 
the President. The Articles of Agreement, however, 
reserve certain powers to the Soard of Governors includ­
ing the power to: (1) admit or suspend members; (2) 
increase or decrease capital structure; (3) decide 
appeals from interpretations of the Articles of Agree­
ment by the Executive Directors; (4) conclude formal 
cooperative agreements with other international organi­
zations; (5) suspend operations and distribute the 
assets; and (6) approve amendments to the Articles of 
Agreement. The Articles of Agreement require that the 
Board hold at least one annual meeting where a quorum 
consists of a majority of the Governors representing at 
least two-thirds of the total voting power. 

3. Management Structure 

The next level of the organization beneath the 
Board of Governors is the Board of Executive Directors 
of the Wor ld Bank. There are currently 20 Executive 
Directors (flve appointed by the five largest stock­
holders and 15 elected by the other Governors). The 
Executive Directors are responsible to the Board of 
Governors for the conduct of general operations. The 
Executive Directors review proposals for loans or other 
financing, borrowing, major technical assistance projects, 
operations, budgets, reports and recommenda t ions to the 
Board of Governors, and matters involving policy issues 
as submitted by the President for cons ideration and 
decision. 



Reporting to the Board of Executive Directors and 
the Chairman of that board is the President of the 
World Bank. The President is subject to the direction 
of t~e Executive Directors on questions of policy . He 
is responsible for the conduct of the ordinary business 
of the IFC and for the organization, appointment and 
dismissal of its officers and staff. 

The principal depart ments reporting to the President 
through the Executive Vice President of the IFC are the 
Legal Department, the Engineering Department, the 
Office of the Economic Advisor, the Finance and Management 
Department, the four Regional Investment Departments, 
the Capital Markets Department and Investment Promotion. 

C. SELECTION OF BOARDS, SENIOR MANAGEMENT AND STAFF 

1. Board of Governors 

Each member country appoints one Governor to the 
Board for a five year term. The Governor serves at the 
pleasure of his appointing government. 

2. Board of Executive Directors 

Five members of the 20-member Board are appointed 
by thE" five largest shareholding governments. The 
other 15 are elected by the Governors of the remaining 
members . All serve two year terms. 



Senior Managem~nt 

The chairman of the Board of Executive Directo~s 
is the President who is responsible for the conduct of 
the ordinary business of the IFC . The President is 
elected by the Board of Executive Directors to a five 
year term, and serves at their pleasure. 

4. Staff 

All levels of management and staff below the 
President are selected by management. Also, hiring and 
dismissal policies are governed by management prer ogative 
rather than a civil service type arrangement. While 
quotas are not employed, the IFC seeks to engage indi­
viduals from as many member countries as possible. 

D. RELATIONSHIPS WITH OTHER ENTITIES 

1. Relationships With Governmental Units 

As an interna tional agency the IFC is not subject 
to direction from its member governments. The principal 
control exercised by these governments is their willing­
ness to subscribe to additional capital shares as the 
organization from time to time wishes to increase its 
capital structure . Also, the sale of bonds in any 
member country must be approved by the government of 
t hat country. The lFC is not audited by any govern­
mental agency nor are its budgets reviewed by the 
agencies of any government. The direct ~onnection 

between the various member governments and the IFC is 
t hrough governmenta l representation on t he Board of 
Governors. The rela t ively sma ll voting power of any 



one Governor serves to shield the institution from 
undue political it".fluence from any one ,government. The 
largest voting power (held by the U.S . Governor) is 
approximately 28 p~rcent. Thus no one Governor exercises 
overall control. Additionally, the IFC provides an 
annual audited statement of its operations to all 

member countries. 

2. Relationshios With External Parties 

In that most of its borrowed funds are obtained 
through the World Bank , the organization ' s contact with 
underwriters and other members c•f the financia 1 corranuni ty 
f requently moves through the World Bank itself. However, 
the sale of participations in its investments involve 
direct contact with major banks and other members of 
the financial conununity throughout the world. The 
f inancial statements of the IFC are also aud ited by an 
international firm of public accountants . 

E. CONTRCJLS 

1. Organizational Controls 

An important element of the organizational con­
trols governing the operation oi the International 
Finance Corporation is the clear separation of duties 
between such functions as project promot ion, investment 
review, investment approval , budgeting, disbursement, 
and project review. This separation cr eates a step-by­

step review and approval process. 



A committee of senior executives (the Investment 
Conunittee), which includes the Executive Vice President, 
the General Counsel, the Director of Engineering, the 
Investment Department Director, the Economic Advisor, 
and the Director of Finance and Management, reviews 
each loan proposal. The investment of the IFC's liquid 
assets is managed by the World Bank. This separation 
of key functions is outlined in the followine r.hart 
which indicates the key duties and the organization 
performing each duty. 

Function 

Project promotion 

Loan and equity investwent 
analysis 

Investment approval 
Contract prepara tion 
Budgeting 

Disbursement 

Project review 
Investment of liquid 

assets 
Portfolio monitoring 

Performed by 

Investment Promotion 
Department 

Department of Investments 

Investment Committee 
Legal Department 
Finance and Management 

Department (Budget 
Section) 

Finance and Management 
Department (Disburse­
ment Section) 

Department of Investments 
World Bank 

Office of Por tfo lio Supervision 



At the operating control level there are a series 

of long range plans and budgets to guide the growth and . 
direction of the organization. There a~~ also a 

series of very extensive loan/equity investment review 
policies. These begin with a feasibility analysis (IFC 
will in some instances provide financial and technical 
support in the preinvestment stages of potential pro­
jects as described above) . There i s also an extensive 

project review where such preliminary information as a 
description of the enterprise, its legal status, its 
financial history , its present and proposed operations 

and their environmental effect, the purposes for which 

the financing is required, the outlook for profits, and 
the amount of financing sought are studied. The credit­
worthiness of the borrower is also examined. The IFC 
also considers the form of financing to be provided 
(debt, equity or both). 

An additional element of operating control is pro­
vided by an active pos t-investment project review 
function and by a well - developed accounting/financial 
reporting system wh ich provides management control 

data. 

3. Financial Controls 

The IFC receives no guarantee provi sions (these 
are neither sought nor accepted) from member govern­
ments. Therefore, the loan review process as described 



above is a crititi.cal element in the control structure. q . 
The nature of t.g~ loan/equity agreement ~nd the coll~ction 
procedures andf m~asures ~vail~ble to the IFC also serv~ 
as important c ntrol elements. 

f 
II By statement of policy the IFC does not take an 

active voting .role in the enterprises in which it holds 
an equity posi.tion, with the exception of DFCs. In 
virtually all cases where it does maintain an equity 
position it also serves as a lender. If an investment 
does reach a troublesome stage, it is the power as a 
lender that io generally exercised to deal with the 
situation. This may include the examination of the 
enterprise by field teams and the engagement of consultants 
where deemed appropriate. In no case does IFC seek to 
take over the management of an organization even if it 
is experiencing financial difficulty . The equity and 
loan participation of other investors also serves to 
provide an additional control over the client enterprise, 
as does the IFC requirement for independent audits. 

While I FC has no stated diversification require­
ment in its Ar ticles of Agreement, it has investments 
in over 175 dif ferent enterprise ~ in more than 50 
countries . Thi s diver~ i f i cetion in its portfolio 
provides an added measure of security . 



control element maintained oy 
organization is an effective s~t of disbursement 

M 

cont4ols. · These include a series. of approvals and -a 
~ . 

clear sepa~~ .lon between the duties of loan approval, 
on-site project review, disbursement approval, and 
actual disbursement activities. Additional levels c ~ 

control are provided by post-audits of projects and 
through the internal audit function performed by the 
World Bank. 

4 . External Reporting and Review 

The Articles of Agreement require the organization 
to make available an annual audited report to the 
public and to member governments. The report includes 
a detailed breakdown of each outstanding loan/equity 
investment. The IFC has also published its Articles of 
Agreement, and numerous World Bank publications outline 
IFC operating procedures and policies. 



A. 

1. General Statement of Purpose 

I 

The World Bank was estal)lished in 1944 to assist 
\I 

in the reconstruction after \iforld War II and in the 
development of productive facilities and resources in 

I 

less developed countries. Its purpose includes lending 
for projects that are of high 1•riority, but for which 
financing is not available through private channels, 
i . e., the Bank does not compete with private sector 
financing sources. The Bank is also charged with 
responsibility to promote growth in international trade 
and balance of payments equilibrium by encouraging 
international investment, thereby ~ssisting in raising 
productivity , living standards and labor conditions in 
member countries. 

The Bank is organized as a continuing (permanent) 
institution designed to operate on a sound financial 
basis with funds borrowed in the capital markets. It 
extends long-term loans to creditworthy developing 
countries, for projects which the Bank and the country 
agree have high priority , at rates somewhat lower than, 
but related to, the market. It also extends long-term 
credits at concessionary rates of interest through two 
facilities, one an organization known as International 
Development Association, the other an interest subsidy 
fund known as "third window." In fiscal 1~7 6 the Bank 
made 214 loans and credits totaling $6.6 billion, and 
ranging in size from $1 million to $200 million . 



The prin-cipar sources of funds ·are cap:n:ai 

butions from member countries, funds borrowed in the 
financial markets, and income from operations . Funds 
for the concessionary loans and credits are provided 
primarily by special contributions fr~~ the developed 1 

member countries . Operating expenditures are financed 
from the Bank's income. 

3 . Operating Phi l osophy 

The Bank is required to act prudently in the 
interests of both the par t icular member country in 
which the project is located and of t he members as a 
whole. I ts decis ions are made on the basis of impar tially 
weighed economic considerations . In addition, its 
loans are coordinated with in ternational loans through 
other channels (by formal or ad hoc agreements to 
cooperate) so that the more useful and urgent projects, 
large and smal l alike , will be dealt with firs t . 
Lending decisions ar e also based purtial l y on employmen t, 
income distribution , environment, health and social 
cons i derations which are an integral part of project 
planning and execution . The Bank does not, in practice, 
make l oans of less than $1 mi llion. This serves to 
avoid the high operating costs of gearing down for 
small operations. I t does, however, provide loans to 
intermediaries (developmen t finance companies) which in 
t urn relend to medium and small- sca l e enterprises. 

The Bank is authorized to provide finance for 
productive purposes e ither by means of guarantees or 



i' 

participations in loans and investments 
private investors, or loans out of its own resources. 
(ln prac~ite~-the guarantee authO-~ity has not been 
utilized in recent years as it counts equally with 
direct loans in determining the Bank's total lending 
authority.) It does not make equity investments in 
projects. Tot~ l loans outstanding may not exceed the 
total of its unimpaired subscribed capital, reserves 
and surplus . The present allowable ratio of debt to 
equity (paid-in capital) is approximately 9 :1. 

The Bank a l so provides limited funds and less 
limited manpowE!r to help member governments formulate 
developmen t pol icies and iden t ify and prepare specific 
development prc1jects. This effort is known by the term 
"technical assistance" and can include a variety of 
activities that are supportive to the main purposes of 
the Bank . 

B. ORGANIZATIONAL STRUCTURE 

1. Organizational Form and Legal Status 

The Bank i.s an in t:erna t:iona 1 ins t i tut ion owned bv 
its member nat:i.ons. The Bank possesses full juridical 
pers :mali ty, including the capacity to con tract, acquire 
and dispose of property and ins titute legal proceedings. 
It is immune from seizure of its asse t s, taxation and 
cus toms duties, and its ar chives are inviolable . Its 
Gover nors, Executive Directors, officers and staff are 
also immune from taxation and custorr.s duties, other 
than in their home countries. 



Body 

The governing body is the Board of Governors. 
powers are vested in the~ Boaid of Governors, which 
consists of one member from each member country, whose 
votes ~re weighted in accordance with the capital 
contributions. 

The Board of Governors retains sole power to admit 
or suspend members, increase or decrease capital stock, 
decide appeals of interpretations of the Articles of 
Agreement by the Executive Directors, make formal 
cooperative arrangements with other international 
organizations, determine the remuneration of the Presi­
dent and Executive Directors, determine the distribution 
of net income, and suspend permanently the operations 
of the Bank and distribute its assets. The Board may 
amend the Articles of Agreement, with approval of 
three-fifths of the members of the Bank holding . at 
least four-fifths of the voting power. It must meet at 
least annually, and a quorum consists of an absolute 
majority of the Governors exercising not less than two­
thirds of the total voting power. Decisions are made 
by a majority of the votes cast. 

3. Management Structure 

The next level of organization is the Board of 
Executive Directors. All powers have been delegated to 
the Executive Directors except those retained solely by 
the Board of Governors. The Executive Directors are 
responsible for the conduct of general operations of 
the Bank, and serve two-year terms in continuous session 
at Bank Headquarters. A quorum is a simple majority of 
the Executive Directors exercising not l ess than hRlf 
of the voting power which is weighted in accordance 
with the capital contribution of the member countries 

~~n·~~ 



represent. Decisions are made by a majority of 

votes cast. 

The. President is the Chief of the operatin~ staff, 
is elected by the Executive Directors and serves at 
their pleasure. In practice, the President is elected 
for a five-year term. He also serves as Chairman of 
tl1a Board of Executive Directors with power to vote 
only in the case of a tie. The President is responsible 
for the ordinary business of the Bank and for the 
organization, appointment and dismissal of all officers 

and staff. 

The principal departments reporting to the President 
through a Vice President are Finance, Legal. Development 
Policy, Operations, and External Relations. Operations 
is divided into seven departments reporting to the 

Senior Vice President. 

4. Advisory Council 

The Articles of Agreement provide that seven or 
more outside experts on banking. commerce, industry, 
labor and agriculture, from as many nations as possible 
be selected by the Board of Governors to serve two-year 
terms on an Advisory Council. The Counci l is charged 
with providing advice to the Bank on general policy. 

C. SELECTION OF BOARD, SENIOR MANAGEMENT AND STAFF 

1. Board of Governors 

Each member country appoints one Governor to a 
term of five years. The Governor serves at the pleasure 
of his country's government and is eligible for 

'"'R~:r - ~- -,,'i1tcnl0l1SC • .. ~ca 



reappointment . Governors are normally 
chairmen of central banks or officials 

2. Board of Executive Directors 

I 

One Executive Director is appointed by each of the 
five largest stockholders. The others (15 at present) 
are elected by the Governors of the other member countries. 
Executive Directors serve for two-year terms at the 
pleasure of their governments or the Governors from the 
countries they represent and may be re-appointed. 

3. Senior Management 

The President is selected by the Executive Directors, 
and serves at their pleasure. In practice, the term of 
the President is f ive years. The current President, 
Robert S. McNamara , is a former U.S. Secretary of 
Defense . 

4. Staff 

The officers and staff of the Bank are selected by 
the President on the basis of the highest standards of 
efficiency and technical competence, with due regard to 
the importance of achieving the widest possible geograph­
ical diversity. Hiring, dismissal and remuneration of 
staff are matters of management prerogative. 

D. RELATIONSHIPS WITH OTHER ENTITIES 

1. Relationships with Governmental Units 

The Bank is an autonomous international agency. 
The Articles of Agreement state that member governments 

~;;:;rllOlt<C 2.Co. 
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·~·· 
shall refrain from all attempt~ to ~;!:nfluence the 

' ~ 

President, officers or the staff in the discharge of 
"' thei_r <Juties :. Co.nversely, the · Bank sha'll not interfere 

in the political -affairs of its memb~r countcies, and -
I I 

its decisions shal'l not be influenced by po: .. itical 
• 

conditions. 

The principal control exe·rcised by the member 
governments is through their willingness to subscribe 
to additional capital stock as the Bank from time to 
time attempts to increase its total lending capacity. 
It is not audited by any governmental agency, and its 
budgets are not reviewed by the agencies of any government. 
The direct connection between member governments and 
the Bank is through their representation on the Board 
of Governors and the Board of Executive Directors. No 
one country has sufficient voting power to control Bank 
decisions. The United States is the largest shareholder 
with 22.6 percent of the voting power. In addition, 
the Bank provides members with quarterly and annual 
financial statements . 

The Bank, of course, maintains constant contact 
with developing member countries in regard to projects, 
loans and other development activities . 

2. Relationships with External Parties 

The Bank may buy and sell securities it has issued, 
guaranteed, or invested in, in any member country with 
the explicit permission of the government of that 
country. As a major borrower, che Bank maintains 
liaison and contact with underwriters and other members 
of the financial community in each market in which it 
is active. Its financial statements are audited by an 
international firm of public accountants . 



Organizational Controls 

The manner in which the Bank is organiz~d -constitutes 

an essential set of controls over its activities. The 

organization is established in a manner that will 
insure that the objectives of the institution are 
carried out in a prudent and responsible manner. 

The Board of Executive Directors functions as a 

major control over the activities of the Bank. All 
proposals for loans, borrowings, budgets, reports, and 
policy issues are submitted by the President to the 
Board for t~eir review and approval. The Board has 
several standing corrnnittees, the most important of 

which is the Audit Committee. The independent auditors 
of the Bank report directly to the Audit Committee, as 

do the Operations Evaluation Department which conducts 
the post-audit of projects and the Internal Auditing 

Department. 

Below the Board of Executive Directors is the 

senior management. In addition to their normal operating 
responsibilities selected members of senior management 
participate on standing committees. The Loan Committee 
reviews all proposed loans, and sets standards and 
criteria for l ending operations and technical assistance. 

The Policy Review Committee reviews all proposals for 
policy changes and advises t he President on policy 
matters. 

A formal conflict of interest policy is maintained. 

All officers and staff are required to sign a pledge to 

uphold it. 



Research ' and ptepa~acion of policies · fa~ review 
\ r + • l 

and approval by the President and Executive Di~ectors, 
and the prea.aration o'f economic an~lysE:s and projections 
used as guidelines- by- a\,h:_departments _of the .Bank, are 
the responsibility of the Development Policy Staff 
Department. It also analyzes the general creditworthi­
ness of borrowers as it impacts t heir capability to 
absorb new loans . 

,. 

The prepar ation of long-range financial plans and 
review of annual budgets prior to submission to the 
President and Executive Directors for their approval 
are performed by t he Programming and Bu<lgetiPg Department. 
This Department also analyzes the loan portfolio and 
borrower creditworthiness as it impacts on the Bank's 
financial position and credit standing in the capital 
markets. 

Accounting records and financial reporting systems 
are maintained by the Controller's Department . This 
Department also reviews all applications for disburse­
ments to borrowers and for payments of Bank expenses, 
for adequate documentation and compliance with policy 
and regulations . It also arranges and accounts for 
payments of contributions and capital stock subscrip­
tion by member countries, and provides statements of 
account to borrowers. 

The raising of funds in the c~pital markets and 
the investment of liquid funds and management of the 
investment portfolio of the Bank are the responsibility 
of the Treasurer's Department . This Department also 
contro ls cash balances and receipts and maintains 
relations with al l depositories and fiscal agents. 



Several departments. which ms~r be talren together 
as a group. plan the lending program for each country; 
identify . appraise and design development projects t hat 
meet Bank standards , in conjunction with borrowers; 
nego t iate the terms of prospective loans with borrowers ; 
present and defend loan proj ects to the Loan Committee, 
t he President and the Executive Di rec t ors for their 
r eview and approval ; supervise projects to insure that 
t he Bank and i ts borrowers carry out t he pr ovisions of 
the loan agreemen t s; and moni tor project progress in 
compl i ance wi t h Bank pol icies and pr ocedures and help 
bor rower s take correc t ive actions where necessar y. 

All purchases are authorized, staff a re recruited 
and personnel r ecords , excep t the payrol ls, are mai ntained 
by t he Organization . Administration and Personne l 
department. This <lepartmcnt also maintains con tro l 
over documenta tion of the organization and procedures 
and other Bank records . In addition, it provides the 
normal administrative support to other Bank depar tments . 

Thb final prt~ara tion of al l l oan agreements is 
carried out by the Lcg~l Depa r tment . This Depa r tment 
dlso advises on a ll legal questions. 

Audits of fi nanciA l accounting , administrative and 
other activities are ca r ried out on a continu ing basis 
by the I nternal Auditing Depar tment . Thie Department 
reports to t he Vice President of Finance and the Aud i t 
Conunittce and coordinates its efforts wi t h the activ i ties 
of t he i ndependent auditors. 

., 



Projects and other operations are audited approxi­
mately one year after the lo~n approval and at completion 
by the Operations Evaluation Department . This nepartment 
reports its findings directly to the President, the 
Executive Directors and the Audit Committee . 

2 . Operating Controls 

The operational activities of the Bank, and the 
competence with which they are carried out, in themselves 
represent important controls over the Bank's activities. 

Annual administrative budgets are prepared by the 
staff of the Bank r..nd submitted to the President and 
Executive Directors for review and approval . Long­
range (five year) lend ing programs and financial plans 
are also prepared for review and approval by the President 
and Executive Directors . The plans include quantitative 
goals and statements of which sectors will be emphasized. 

The long- and short-term creditworthiness of t he 
borrower s is carefully reviewed from several asp~cts by 
three differen t departments of the Bank. Projecc 
(loan) prepa .. ation and follow-up is very extensive. The 
Bank staff leads the efforts, in conjunction with its 
borrowers, through all phases i ncluding : overall 
economic analysis and forecasts; basic sec tor analysis 
(e.g . , transportation); initial project identification 
(e.g . , port expansion); detailed project preparation 
(e .g., construct ion costs, management improvements 
required, financial forecasts, etc.); loan negotiations 
(e.g., terms, conditi~ns, etc.); project implementation 



(e.g., procurement, management, 
and future investment needs . . 

viability); 

Investments of the Bankrs assets and its loan 
portfolio are managed to provide the maximum income for 
operations while maintaining the security of its assets. 

3. Financial Controls 

Disbursements are controlled by the careful review 
of required documentation to insure compliance with 
Bank policies, guidelines and procedures. This review 
applies to both disbursements to borrowers and for 

operating expenses of the Banks . 

The Bank normally requires borrowers to submit 
audited annual accounts. These accounts are supplemented 
by periodic progress reports which are also required, 
as are minimum standards of accounting for loan proceeds 

and project costs. 

All loans made by the Bank must be made to or 
guaranteed by a member government. In the unlikely 
event of default on a loan, principal and interest 
would become payable irranediately and the member country 
goverrunent could be suspended from the Bank. 

The rules and regulations of the Bank require that 
m~s t major procurement by borrowers from Bank loan 
funds is made through competitive bidding. 



I . il f h B P:J n practice, a mater a o t e ,~K · s 

loans is not made in any one country, sector or industry. 
This diversification provides security and protection 

of assets. 

The Bank maintains comprehensive financial reporting 
systems. Care is taken to insure that these systems 
have adequate capacity to handle the volumes of transactions 
of the Bank for its present and future levels of lending 

activity . 

4. External Reporting and Review 

The Articles of Agreement require that an annual 
report containing audited financial statements be 
submitted to all member governments . In addition, 
unaudited quarterly balance sheets and income statements 

must also be submitted. 

The Bank also provides news releases, special 
studies and many other contributions to the literature 

of development to the public. 



A. PURPOSE 

1. General Statement of Purpose 

The purpose of the Inter-American Development Bank 
(IDB) which was founded in 1960 is to further economic 
and social development in Latin America. According to 

the Agreement establishing the IDB, it has the functions 
of promoting the investment of public and private 
capital for development purposes; utilizing its own 
capital and funds raised in the financial markets and 
from other sources for financing the development of 
member countries, giving priority to those loans and 
guarantees that will contribute most effectively to 

economic growth; encouraging private investment in 
projects, enterprises and activities contributing to 
economic development and to supplemen t private invest­
ment when private capital ~s not available on reason­
able terms and conditions; cooperating with member 
countries to orient th~ir development policies toward a 
better utilization of their resources; and providing 
technical assistance fo r the preparation, financing and 
implementation of development plans and projects, 
including the study of priorities and the formulation 

of specific project proposals. 

In addition to its regular 10an fund, t he IDB 

operates severa l other funds, the most important of 
which, is a concessionary loan fund financed by capital 
subscription of members. Combined loan authorizations 



from all funds for calendar year 1975 approximated $1.4 
billion on 70 different projecc:s. The purpose of the 
concessionary loan funds is to enabl~ the IDB to finance 
projects with a slow return but which are deemed indis­
pensable to the economic development of those on the 
fringes of the regional economy. 

Current interest rates on direct loans from I UB 
resources are 8.6 percent with t~rms ranging from 15-30 
years. Loans from concessionary resources normally 
carry an interest ra te of 2- 4 percent. 

2. Source of Funds 

The IDB's principal sources of funds are capital 
subscriptions from member countries, borrowed f unds 
raised in the financial markets and the proceeds from 
its own operations. The operating expenditures of the 
IDB are financed from its operating r evenues. While 
the IDB is authorized to raise funds in the debt mark~ts, 
such borrowing by po l icy will not exceed the U.S. 
callable capital for its principa l loan fund. Thi~ 

results in an allowable ratio of debt to equity (paid-
in capital) of approxima tely 2 to 1. 

3. Operating Philosophy 

The IDB i ntensely promotes potential projects and 
in some cases provides grants for feasibility studies 
and i nstitutional strengthening or other techni~al 
assistance. In analyzing a potential project, L•e 
project is viewed on economic terms only. The two 
prerequisites for project acceptance are that it must 
be for development purposes and that it must be econ­
omically viable . IDB loans gene r ally relate to financing 
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of government-sponsored project~, and are not viewed to 
be in competition with private sector financing sources. 
The IDB has increased its effort to work in cooperation 
with traditional financing sources to channel funds 
towards development projects in Latin America . This is 
facilited by IDB loans to projects t hat also receive 
private sector financing. The private sector financing 
source benefits because the IDB has studied the project 
and acts as the disbursing and collecting agency for 
the loan and is responsible for monitoring the status 
of the project and administering the loan until it has 
been completely repaid. Additionally, participations 
are sold up to the full amount of the loan to interested 
financial insti tutions. The IDB does not take an 
equity position in any of the projects it finances . 
While co-financing of a project by local or other 
sources is not required, it is encouraged. Under current 
operating procedures, member governments mus t guarantee 
all loans. 

Tile IDB generally does not provide loan funds to 
smaller projec ts , but does make loans to development 
finance corporations (DFC's) which in t urn provide 
loans to such projects . Most IDB loans are for amounts 
in excess of $1 mill ion - the average hard loan size i s 
$25 million and the average soft loan size i s $15 
million . The I.>FC approach has proven to be an eff ective 
means of avoiding the expense ~f processing and administering 
numerous small projects . It also encourages the for-
mation of local development lending capabilities. 

The sale of some IDB commitments to other investors 
provides one source of r eplenishmen t of loanable fund s. 
Another important funding consideration is t he fa c t 



that the organization has consistently operated on a 
profit making basis. This has served to protect its 

capital str~cture and provide a sound base for future 
l ending . 1 

I ,. 
B. ORGANIZATIONAL STRUCTURE 

1 . Organizational Form and Legal Status 

The IDB was organized as a corporation through the 
ratification of Articles of Agreement by its member 
nations. The Articles of Agreement define the legal 
status of the IDB as possessing juridical personality 

with full capacity to contract . acquire and dispose of 
property. and institute legal proceedings. Among 
other provisions of the Articles are immunities from 

taxation of its property, a~ sets and income. Addition­
ally, its directors. offictals and employees are immune 
from income taxes except those levied by their own 
countries. 

2. Governing Body 

The governing body of the institu t ion is its Board 
of Governors which is made up of twenty-four Governors, 
one from each member country. with votes weighted by 
the capital contribution of t ha t country. All powers 
of the IDB are vested in its Board of Governors. The 
Boord of Governors may delegate to the Board of Executive 
Directors all powers except the admission and suspension 
of members; the increase or decrease of authorized 
capital stock; the election of the President and the 
determination of remuneration vf the President and 
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Execµtive Directors; to qear and 
appeals of interpretattons of the Articles 
the conclusion of agreements with other internat'io~al 

,.,. ... ~ -- ~- . 
or ganizations; the-approval of the general balance· 
sheet and statement of profit and loss after reviewing 

· the auditor's report; the determination of reserves and 
distribution of net profits; the selection of outside 
auditors; the amendment of the Articles of Agreement; 
and the termination of operations and distribution of 
assets. 

The Articles of Agreement require that the Board 
hold at least one annual meeting where a quorum consists 
of an absolute majority of the total number of governors 
representing not less than two-thirds of the total 
voting powe~ Decisions are based on a majority of the 
shares being voted. 

3 . Management Structure 

The next level of the organization beneath the 
Board of Governors is the Board of Executive Directors . 
The Board of Executive Directors is responsible for the 
conduct of the IDB and its day-to-day operations. 
There are currently nine Executive Di rectors (one 
appointed by the largest shareholder and the other 
eight elected by the remaining Governors). Repor t ing 
to the Board of Executive Directors is the President . 
The President also serves as presiding officer at 
meetings of the Board of Executive Directors. 



The principal departments report i ng to the President, 
through Lhe Executive Vice President, are the -Operations 
(Loan) Department, the Finance Department, the Project 
Analysis Department, the Legal Department, the Admin­
istrative Department, the Secretariat Department, and 
the Controller . 

C. SELECTION OF BOARDS, SENIOR MANAGEMENT AND STAFF 

1. Board of Governors 

Each member country appoints one Governor to a 
five-year term . The Governor serves at the pleasure of 
his government and is usually the finance minister, 
central ba~~ governor or an official of comparable 
rank. 

2. Board of Executive Directors 

One Executive Director is appointed by the member 
having the largest number of shares in the IDB. The 
remaining Executive Directors are elected by Governors 
representing the other members. Executive Directors, 
either elected or appointed, se rve for a term of three 
years and may be reappointed or re-elected ~o successive 
terms. No two Executive Directors may be citizens of 
the same nation. The Articles of Agreement call for 
the Executive Directors to be "persons of recognized 
competence and wide experience in economic and financial 
matters." The voting power of each Executive Director 
is determined by the number of votes cast toward his 

election. 



to the Board of Executive Directors 1is 
the 1President •. who s.erves as t}\e Chi~f of Staff of the 
organization . The President is elected by the Board of 
Governors and 'serves at their pleasure. His term of 
office is five years and he may be re-elected to 

successive terms. The current President. Antonio Ortiz 
Mena, is a former Finance Minister of Mexico. 

4. Staff 

While members of the Board of Governors are appointed 
by governmental units, all lt~vels of staff below that 
are selected by the Governors (each representing a 
different country) or in most cases by management. 
Also. hiring and dismissal policies are governed by 
management prerogative rather than a civil service-type 
arrangement. 

D. RELATIONSHIPS WITH OTHER ENTITIES 

1. Relationships with Governmental Units 

As an independent internation1 . agency, the IDB is 
not subject to direct control by its member govern­
ments. The principal control ex~rcised by these govern­
ments is their willingness to subscribe to additional 
capital shares as the IDB from time-to-time wishes to 
increase its capital. The IDB is not audited by any 

governmental agency nor are its budgets reviewed by the 
agencies of any government. The direct connection 

between various member governments and the IDB is 



through representation on the Boards of Governors and 

Executive Directors. While each Governor is answerable 
to his own government, the relat!vely small voting 
power of any one Governor serves to shield the institution 
from undue political influence from any one government . 
The larges t vot:i.ng power is that of the United States 

(40 percent) . 

The IDB provides an annual audited statement of 
its operations. Each government must also approve any 
bond offering within its own capital markets prior to 
issue. The IDB, of course, works di=ectly and closely 
with developing member country governments with regard 
to specific lending proposals and other operations. 

2. Relationships With External Parties 

As a borrower of funds principally through the 

bond markets, the IDB maintains contact with under­
writers and other members of the financial community. 
It also maintains contacts with the banking industry 
through the sale of participations, and through co­
operative financing arrangements. Its financia l 
statemen ts are audited by a finn of independent 
accountants. 

E. CONTROLS 

l. Organizational Controls 

The manne~ in which an entity is organized creates 

a control structure surrounding its activities. In 
this regard, the IDB has established a framework for 
control by the clear separation of such duties as loan 
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review, loan approval, disbursement, and 
investment decisions. Proposed loans are revie~ed by a 

Loan Committee (formally known as the Loan and Technical 
Co-operation Committee) composed of senior executives 
and headed by the Execucive Vice President. The Board 

of Exe=utive Directors examines each loan prior to 
approval and performs a final review function. Deci­
sions pertaining to the investment of liquid assets are 
reviewed by the Finance Conunittee which is made up of 
senior financial officials. The Board of Executive 
Directors also funcLions as audit committee . The IDB 

is currently develop i ng a conflict of interest policy. 

The strongest of the organizational controls is 
the separation of duties tetween organization units. 

The preparation of long range financial plans and 
review of annual budgets prior to submission to the 
President and Executive Directors for their approval 
are performed by the Budget and Management Accounting 
Division of the Administrative Departnent . 

Accounting records are maintained by the Financial 
Information and Control Division of the Finance Department. 
This group also reviews all authorizations for disbursement 
to borrowers and for payments of bank op~rating expenses. 
This review entails the inspection of supporting documentation 
an~ determination of compliance with IDB disbursement 

policies and regulations. 

The Capital and Operations Finance Division of the 

Finance Department performs final disbursement controls 

and approves invoices to borrowers. It also is responsible 
for collec ting and accounting for capital subscriptions 
from member countries. 
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The 'Investment and Financial Market Division of 
\ 

the F!-.n.ance Department is. responsi.b~e ·for the ma~agement, 
control· and i~vestment of liquid funds and management 
of the portfolio of current a~sets . · It also secures 
borrowed funds and seeks to place participations with 
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commercial banks .. 

Seve1·al departments which may be considered as a 

group plan the lending program for each country; review 
and evaluate all borrowing requests; negotiate terms of 

prospective loan agreements with borrowers; and present 
such loan requests to the T.uan Committee, the President 
and the Executive Direct0rs for their review and 
approval. These same departments also supervise projects 

to ensure that the IDB and its borrowers carry out the 
provisions of the loan agreements and monitor pro j ect 
progress and report project status to senior management. 

All staff recruitment and personnel records are 
maintained by the Personnel Division of t he Administrative 
Department. The Adminis t rative Department also provides 
the data processing support through its Management 

System Division. 

Final review of all loan agreements is carried out 
by the Legal Department. This department also advi ses 

on all legal questions. 

Internal audits of financ i al accounting, administrative 

and other activities are carried out on a con t inuing 
basis by the Internal Audit group reporting to the 
Controller. The Controller in turn reports to the 
President. Additionally, i n te rnal aud i t activi t ies are 
coordinated with the effort of the independent auditors. 



At the operating' control level' of the IDB there 
are a seri~s of ' long range plans over a five year 

horizon i ncluding a five year cash plan. Annual 
administrativ~ budgets are also prepared by the staff 
of the IDB and submitted to the President and the 
Executive Directors for review and approval. 

Within the loan area the IDB employs an extensive 
array of loan review policies . These reviews begin 
with a feasibility study which is generally performed 
before loans are approved (the feasibility study may be 
financed by an IDB grant) . The project analysis 
unit also appraises the viability of each project. The 

creditworthiness of the borrower is also examined. 
Within the loan approval process an extensive file is 

created, prior to loan approval, which includes the 
feasibility study, an audit report on the enterprise 
(if applicable), determination if the entity maintains 
an account with the Central Bank of that country, and 
the development of a contract which includes a review 
by the Operations and Legal Departments. 

After loan approval there are field controls to 
ensure that disbursements are provided for only those 

items approved in the loan con t ract (generally capital 
goods or consulting assistance). The field review team 
also periodical ly monitors project status and provides 
extensive reporting on this status to the headquarters. 
There is also a post-audit process after project com­
pletion. 



The investment of its liquid assets which includes 

such instruments as U. S. Treas4ry bills, U.S. Treasury 
nbtes, bank certificates of deposit, bank time deposits, 
and instruments of U.S. agencies, are protected by a 
eeries of controls designed to safeguard this process. 

These include a daily market appraisal, Finance Cormnittee 
reviaws of investment decisions, the separation of the 

investment decision from the investment disbursement 
process, the custody of liquid investment instruments 
by the Federal Reserve or a connnercial bank, and the 
disbursement of investment funds through wire trans­

actions with the Federal Reserve . At the end of 1975 
liquid assets were approximately $1 billion. 

3 . Financial Controls 

One significant fea t ure of the financial con t rol 
structure of the IDB is the careful review procedures 
of the disbursement process. These procedures relate 
to both disbursements to borrowers and to disbursements 
for operating expenses. Cash disbursements to borrowers 
are ma~~ through the Central Bank of the borrowers 
country which provides an additi onal level of control. 

Another important financial control f eature is the 
guarantee provisions which the IDB requires from each 
government on each loan prior to approval . Each borrowing 
entity must also submit an audited annual report. 
However, in that most financing is for government 
sponsored projects these audits are generally performed 
by the local equivalent of the U. S. General Accounting 

Office . 



In the collection area, the ·controls include a 
clearly defined collection schedule, the distribution 

of weekly reports to management on collection status of 
individual loans , the abili ty to quickly identify 

overdue balances, the quarterly preparation of a problem 
loan report with detailed descriptions from the field 
on project status and the nature of any difficulty, and 
extensive field office follow-up. There have been only 
two defaults in the history of the IDB (both by private 
borrowers before government backing was required on all 
loans). In the unlikely event of default on a loan, 
principal and interest would become payable immediately 

and the member country government could be suspended 
from the IDB. The widely diversified nature of both 
the loan portfolio and the portfolio of liquid assets 

s erves to provide an added measure of security. 

4. External Reporting and Review 

The Articles of Agreement require an annual audited 
r eport which is available to the public and to the 
member governments. This reports includes a detailed 

breakdown of the loan portfolio in addition to audited 
financial statements. Additionally, the IDB has published 
its Articles of Agreement and provides a wide array of 
other publications describing its operat ~ng procedures, 
organizational structure and overall functions. 



A. PURPOSE 

OVERSEAS PRIVATE INVESTMENT CORPORATION 
FINANCE PROGRAM 

1 . General Statement of Puroose 

The purpose of the Overseas Private Investment 
Corporation (OPIC), established by the U.S. Government 
in 1971, is to encourage economic and social development 
in approximately 80 lesser developed countries considered 
friendly to the United States. Through its Finance 
Program , OPIC assists U.S. lenders and business enterprises 
in searching out and financing worthwhile projects in 
the developing world. OPIC operates on a self sustaining 
basis and seeks to accomplish these objectives through 
its investment guaranty program, its direct investment 
fund , and its pre-investment assistance program . 

The investment guaranty program p ~otects U.S . 
lenders against loss from commercial and political risk 
by providing for repayment of principal and interest on 
loans made to eligible borrower3. The current legis­
la~ive authority for OPIC loan guaranties is $320 

million. Of this amount O~IC has $197 million in out­
standing commitments. 

The direct investment fund totals $50 million and 
offers direct dollar lending of OPIC funds. OPIC 
cur rently has outstanding commitments of $34 million 
f ·om its direct investment fund. 



The pre-investment survey program provides funds 
of up to $50,000 to assist investors on a risk sharing 
basis in assessing viable projects in the developing 
nations. This program is designed to promote selec­
tively U. S. private investment and U. S. small business in 
the less deve loped countries. 

2. Source of Funds 

OPIC's source s of funds are U.S. Congressional 
appropriations and proceeds from its own operations. 
In addition, OPIC has the authority to guarantee loans 
totaling $320 million f rom financial institutions to 
qualified borrowers. OPIC's opera ting expenditures are 
financed t hrough its own internal funds. 

3. Opera t ing Philosophy 

OPIC takes the initiative in identifying invest­
ment opportunities and in bringing them to the attention 
of qualified U.S. investors. OPIC does no t compete 
with t he private sector i n making loans. It does 
assist project sponsors in formulating project 
financial plans and in coordinating them with other 
lenders. I1. certain cases, OP IC will sha re the cost 
incurred in conducting feasibility studies. All projects 
OPIC supports must be cons istent with the economic 
interests of the United States. The proceeds of OPIC 
financing must be s pent for capital goods and ~ervices 
in the tJnit E:: d States, the host country, or i n other 
less dev eloped countries. 



Direct loans from OPIC generally range in amount 
from $200 thousand to $4 million for which OPIC absorbs 
much 0f the administrative cost involved. This source 
of funding is used most commonly in smaller projects. 
Although sponsors of such projects would be able to 
borrow with OPIC's guaranty, the cost of legal and 
placement fees would be almost prohibitive for this 
size loan . 

The financing of larger projects is provided by an 
issuance of an OPIC guaranty to a U. S. financial insti­
tution which furnishes funds to the project. After 
OPIC has reviewed and approved the projec t and has 
negotiated a loan agreement with the company, the U.S. 
sponsor is responsible for locating the guaranty lender. 
Guaranteed loans generally range from $4 million to $25 
million. 

OPIC's financing decisions are based primarily on 
the project's contribution to the host country's develop­
ment, the project's financial requ irements , and the 
extent to which the financial risks and benefits of the 
project are shared among investors and l enders. Pr ojects 
in the poorer of t he developing countries involving 
smaller U.S. firms are of particular i nterest to OPIC. 

Proj ects fi nanced by OPIC must have U.S. investors 
owning a meaningful share of the investment (generally 
considered to be aL least 25 percent of t he vo ting 
shares) . Al t hough OPIC does not purchase equity in a 
project, i t may purchase convertible notes and certain 
other debt inscruments with equity participation features. 



I 
OPIC does not require co-financing of projects, 

but does encourage it as a means to reduce the overall 
project risk and ensure management involvement. Co­
financing also creates a greater awareness among U.S. 
lenders of investment opportunities in the developing 
countries. 

B. ORGANIZATIONAL STRUCTURE 

1 . Organizational Form and Legal Status 

OPIC was establi~hed by the U.S. Foreign Assistance 
Act as a wholly-owned U.S. Government corporation. 

2. Governing Body 

The governing body of OPIC i s its Board of Directors 
which exercises 0T del egates all powers of the corpora tion. 
The Board of Di rectors has elevsn members, six f rom the 
private sector, and five from the United States govern­
ment ( inc luding the President of OPIC). The Chairman 
of the Board of Di r ectors is t he Administrator of the 
United States Agency for International Development. 

Six Di r ecLors constitute a quorum for t he t rans­
acLion of business. Mee tings arc held as required, 
usually monthly. 

3 . Management Structure 

The nex t l evel of authority beneath t he Board of 
Directors is the Chief ExecuLlvc Officer, the President. 



The principal departments reporti~ to the President, 
through the Executive Vice President, are the Office of 
Development, Office of Public Affairs, Of fie•.: of the 
Treasurer, Finan~e Department , Insurance Department, 

and Office of the General Counsel. 

C. SELECTION OF BOARD, SENIOR MANAGEMENT AND STAFF 

1 . Board of Directors 

The six members of the Board of Directors from the 
private sector , and OPIC's President, are directly 
appointed by the President of the Unit ed States and 
confirmed by the U.S. Senate. The four other govern­

ment Directors hold the posts of: 

Administrator of the Agency for International 
Development, 

Under Secretary of State for Economic Affairs, 

Assistant Secretary of the Treasury for In ter­
national Affairs, and 

Under Secretary of Commerce. 

EJch Director from the private sector is appointed 
for a term of no more than t hree years and serves at 
the pleasure of the President of the United States. 
The terms of no more than cw~ of the private ~ector 
Directors can expire in any one year. The government 
Directors serve at the pleasure of the President of the 

United St ates. 



2. §enior Management 

The President and Executive Vice President are ... 
appo~nted by the President of the United Sta~es and are 
confirmed by the United States Senate. They serve at 

the pleasure of the President of the United States . 
nther members of senior management are selected and 
appointed by the Board of Directors and serve at the 
f.loard' s p 1easure. 

3. Staff 

The OPIC staff consists of about 130 persons who 
are primarily Civil Service employees. Policies for 
hiring, dismissal , and compensation of most employees 
are according to the U.S. Government practices and 
regulations . Senior professional staff, however, are 
recruited and engaged directly by management. 

D. RELATIONSHIPS WITH OTHER ENTITIES 

1. Belationships With Governmental Units 

As a corporation of the United States Government, 
OPIC is subject to review every four years throup.h the 
Congressional authorization process. It utilizes U.S. 
Embassy offices in the countries wh ere its programs 
operate, and receives assistance from ot her governmental 
departments and agencies as needed. OPIC also requires 
that approval be obtained from the host country indicating 
that the project contributes to its development. 

OPIC is required to have an annua l audit of its 
financial statements conducted by the General Accounting 
Office. 



With External Parties 

OPIC's Finance Program is designed to complement 

ana supplement the lending and investing facilities of 
commercial banks; local, regional, and international 
development banks; and such entities as the Export­

Import Bank of the United States. To encourage such 
joint participation, OPIC advises and assists U.S. 
project sponsors in securing debt and equit.y financing 
from these inst i tutions. Almost half of OPIC's projects 
involve at least one other lender, and in large projects 
there are usually several . OPIC's willingness to 
commit to a portion of a project's debt requirements, 

to accept longer or more flexible maturities, and to 
finance at fixed interest rates often encourages 
participation by other lenders. OPIC also provides 
loan guaranties to U. S. lenders for project funds. 
Such a guaranty is an irrevocable commitment to the 
lender that the principal and interes t on the loan will 

be paid by OPIC if, for any reason , the borrower fails 
to pay according to t he loan agreement. 

E. CONTROLS 

1. Organizational Controls 

The government members of the Board of Directors 
are, as U.S . Government employees, required to follow 
federal guidelines concerning conflicts of interest. It 
is Corporation practice for private sec t or Directors to 
excuse themselves from financing decisions involving 
their related in t erests . 



OPIC does not have an for 
authorization and approval of investment decisions for 
liquioity instruments, but instead delegates this 
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responsibil ity to the Treasurer's Office . These 
investments are restric ted to U.S. Government securi'ties. 

I 

For loan decisions under $4 million, authorization 
is provided by a loan committee comprised of the President, 
Executive Vice President , and the four department heads 
from the General Counsel's Office, Finance Department, 
Insurance Department and Treasurer 's Office. For loans 
exceeding $4 million, au thorization by the Board of 
Directors .is required. 

OPIC separates the duties of loan review, loan 
approval, loan disbursement and loan administration. 
The Finance Department is responsible for developing 
and reviewing financing prorosals. The loan committee 
or the Board of Directors (depending on the size of the 
loan) gives final financing authorization on loan 
decisions. Loan disburs ement and administration are 
the responsibility of different sections in the Treasurer ' s 
Office. 

2. Operating Controls 

OPIC develops long range plans to facilitate 
management of its operations. These plans include 
forecasts of revenues , operating expenses, ca?ital 
requirements and cash flow. 

ProJect sponsors must submit a comprehensive plan 
for all proposed projects to OPIC. The plans and 
supporting data prepared by t he project sponsors are 
carefully analyzed together with the financial fore-
cast . __ }l. __ 
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financial statements for the 
sponsors ~re required and are reviewed by 
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A feasibility analysis is required of all proposed 
projects. In some instances, OPIC shares with the 
project sponsors the cost incurred in carrying out such 
a study. However, if the project goes ahead, OPIC 
considers the cost of the study to be a legitimate cost 
of the project and capitalizes the contribution by the 
sponsor in th~ project's financial plan. Projects are 
reviewed as to their commercial and financial soundness . 
The project must be within the demonstrated competence 
of the proposed management and the sponsor, who must 
have a proven record of success in the particular 
business, as well as a significant financial risk in 
the venture. 

The Treasurer's Office has responsibility for the 
settlement or collection of default loans and the 
evaluatiop of project failures to determine the causes 
of unsucces~ful projects. 

3 . Financial Controls 

For direct loans, funds are disbursed to project 
sponsors through the Treasurer's Office. The accounting 
system includes financial records for each OI•IC project 
including loan disbursements and loan payments. 
Delinquent payment reports are prepared on a timely 
basis and project sponsors notified of any payments not 
received. Payments are submit t ed directly to OPIC's 



Department. For loan guaranty projects, 
these administrative functions are peLformed by the 
financial institution to which the guaranty was- issued. 

OPIC does little monitoring of projec t progress 
because of the limited size of its staff and the pro­
tection OPIC believes it receives from the guarantee 
provisions of its loans. OPIC requires that that pro­
ject sponsors enter into an agreement under which they 
are obligated to provide any addi tional financing 
necessary to complete the project and to have adequa te 
working capital when certain operating tests are met. 
OPIC does require audited quarterly financial reports 
for a project for the first two years and audited 
annual reports thereafter until the project is completed 
and the loan repaid. The auditors must be acceptable 
to OP IC . 

OPIC requires that sponsors and investors be 
willing to establish sound debt to equity relationships 
which will not jeopardize the success of the project . 
An operating guideline of 60 percent debt and 40 percent 
equity is used. 

I t is a practice of OPIC to diversify its loans 
geo~raphically to minimize risk. OPIC also occasionally 
purchases convertible notes and other debt instruments 
with equity participation features which it then sells 
on t he bas is of the underlying stock. It is t hereby 
able to increase its income to compensa a for the risk 
inherent in its portfolio and revolve its total lending 
capabilities. 



With th1? exception of . convertible subordinated 

notes, OPIC icequires that :Lts fiua)lcial participation 
be on a senic>r basis , pa:-i passu , ~rith the holders of 

other senior debt . 

4. External Rep•::>rting and Rev;iew 

OPIC is required to h.ave an annual audit of its 
financial statements by the Genera '.l Accounting Office 
in accordance with the guidelines 1set forth in the 
Government Corporation Control Act. This report must 

be submitted to Congress each year. 

In addition, OPIC voluntarily testifies before 
Congress on legislation re l ated to its interests. 
Informational brochures anj material on OPIC programs 

are also distributed to the public . 



A. PURPOSE 

1. General Statement of Purpose 

The World Bank and the International Finance 
Corporation (IFC) have supported the establishment of 
regional and national development banks for over 25 
years. These banks, known as development finance 
companies (DFCs), receive large loans and equity 
investments from the World Bank/IFC and other sources, 
and in turn relend to medium-scale, and in some cases 
small-scale, enterprises. Worldwide, there are well 
over 100 DFCs, over 70 of which have received World 
Bank/IFC support. 

Most DFCs are established to promote and finance 
the expansion of private economic activity in devel­
oping countries and are set up as s~areholder owned and 
controlled companies. The se two facts impose the 
necessity of investing only in productive projects 
likely to return a reasonable profit to the DFC. 
Another objective is to encourage formation of local 
capital markets and broader ownersh i p of securities . 

2. Source of Funds 

The pr i mary sources of funds are capital subscriptions 
from governments, IFC, commercial banks and other 
private investors and borrowings from governments and 
international development banks. Some DFCs are also 



able to borrow from the private capital markets. As 

profit-oriented enterprises, opernting expenses are 
paid from operating revenues. The DFCs tend to have 

debt to equity ratios in the range of 3:1 to 15:1. 

3 . Operating Philosophy 

The normal operating philosophy is to .make loans 
a1,d equity investments on the basis of financial, 
economic and technical criteria and not on political 
considerations. Shareholder expectations also impose 
the discipline of having to operate in a prudent and 

profitable way. 

The DFC's each have up to $3 billion in assets, up 

to 3,000 professional staff, and up to 3,000 loan/invest­
m~nt approvals per year ranging in size from $20,000 to 
$5,000,000. Many have substantia l government ownership. 

Most provide medium and long-term funds at or near 
normal commercial rates. 

As with the international development banks, DFCs 

are aggressively involved in project promotion and 
appraisal, sector development, and development policy 
issues. Promotion often involves organizing foreign 
and domestic partners to undertake a proj~ct, and 
marshalling debt and equity participations from several 

sources. 



B. ORGANIZATIONAL STRUCTURE, and 

I 

C. .SELECTION OF BOARD, SENIOR MANAGEMENT AND STAFF 

1. Organizational Form and Legal Status 

DFCs are legally organized as corporations within 

each country
1 

with normal corporate personality and 

capacities. Their organizational structure falls 
into three main categories - typical multipurpose 
development bank, usually modeled on the World Bank 
iLself; "mixed bank," i.e., a normal commercial bank 
with special capability to finance long-term development 

projects; and sector-specific development bank , i.e., 
its activities are restricted to one secto~, housing 

for example. 

2. Governing Body 

The governing body is normally a single board of 

directors, r epresenting the interests of t he various 

shareholders and elected by them. 

3. Management Structure 

Each DFC is managed by a strong chief executive 
officer (CEO) usually elected by the directors. Officers 

and staff are normally selec ted by t he CEO who has 
r esponsibility for the organization, appointment and 
dismissal of employees. Staff hiring, dismissal and 
remuneration are matters of management prerogative. 

Rcr l ,, _ 
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RELATIONSHIPS WITH OTHER ENTITIES 

Relationships with Governmental Units 

It has been clearly demonstrated that a DFC, to be 

effective, must be independent to the extent that it is 
able to make its investment decisions, choose its 
staff, and carry on its administration solely on the 
basis of its own best judgment. Most DFCs are organized 

as autonomous corporations with non-political board 
majorities, officers and staff to preserve this essential 
independence. This structure is critical because the 

areas of contact with government are numerous, as 
described in the following paragraphs. 

The objectives of a DFC are to maintain adequate 
profits, sustain its creditworthiness, and make an 

important contribution to development. The latter is 
also a public policy goal and often requires some 
compromises that an ordinary private busines s insti t ution 

would not consider. 

The DFC also cooperates closely with government in 
order to represent the private sector when policies and 
plans that affect the private sector are formulated. 

The DFC assists its borrowers wi th meeting governmen t 
requirements for concessio~s, appeals, incentives, 
licensing, etc. , during the project development stage. 



Governments are also the major source of capi t al, 

equity and debt, f or most DFCs . This paramount financial 
influence can dilute independence in several ways : 

pressure to hold interes t rates be low market, 

pre~sure t o consider projects too small for economic 

investments and perhaps too risky, and 

pressure to fund projects in least developed 

regions. 

This influence can easi ly become interference with 

management decisions on investments, staffing and 
internal administration . A legitimate c:hannel of 

influence is inc l usion of a government director on the 
board. This usually permits smooth coordination 

between the DFC and governmental agencies. 

Finally, there is a need f or close cooperation 
between the indepenJent DFC and public f i nancial agenc ies, 
such as housing banks and various subsidized loan and 

loan guarantee progrruns. The public agenc ies should 
not compete with the DFC in its assigned fields of 
responsibility, i n particular by offering below market 
interest ra tes and relaxed project appraisal standards, 

or by of fering t o fi nance proj ects considered unsound 

by the DFC. 



2. Relationships with External Parties 

The DFCs are usually major elements of local 
capital markets through their lending, equity invest­
ment and underwriting operations. They normally maintain 
close contac t with all members of the financial community , 

and deal with t hem f r equently . In addition, most DFCs 
are audited by independent public accountants . 

E. CONTROLS 

l. Organizational Controls 

Most DFC's are organized along the lines of the 
World Bank/IFC model described in Attachments I and II. 

This normally includes standing committees for loans 
and investment decisions, and adequate separation of 
duties among project promotion and development, loan 

appr~va l, disbursement And collection activities. 

2. Operating Controls 

The successful operation of a DFC requires a 
certain minimum number of activities designed to produce 

profits and aid development while maintaining the all­
important independence of the OFC. First is the creation 
of ideas for development projects. The DFC shares the 
responsibili t y for ideas equally with the entrepreneurial 
community and the local government. Normally, the DFC 
will have a staff of economists and an advisory council 
to assist busincss-orientec senior management with this 

process . 


