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Westport and CEO Settle with SEC for China-
Related Allegations of Improper Payments
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Summary
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On September 27, 2019, the Securities and Exchange Commission (“SEC”) announced a
$4.1 million settlement with Westport Fuel Systems, Inc. (“Westport”) and its former chief
executive officer, Nancy Gougarty. Based in Vancouver, Canada, Westport is a clean fuel
technology company that has shares listed on the NASDAQ. The SEC'’s cease-and-desist
order finds that Westport and Gougarty violated the anti-bribery, books and records, and
internal controls provisions of the FCPA, and that Gougarty caused certain of Westport’s
violations.
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According to the SEC’s order, beginning no later than 2016, Westport, acting through
Gougarty and others, engaged in a scheme to bribe a Chinese government official to obtain
business and a cash dividend payment by transferring shares of stock in Westport's Chinese
joint venture (“JV”) to a Chinese private equity fund in which the government official held a
financial interest. The SEC alleged that Westport concealed the identity of the Chinese
private equity fund in its public filings, as well as in its books and records, by falsely
identifying a different entity as the counterparty to the transaction. Gougarty caused
Westport’s violations by circumventing Westport’s internal accounting controls and signing a
false certification concerning the sufficiency of those controls.
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Without admitting or denying the SEC'’s finding, Westport agreed to pay $2,546,000 in
disgorgement and prejudgment interest and a civil penalty of $1,500,000, and Gougarty
agreed to pay a civil penalty of $120,000. Westport also agreed to self-report to the SEC on
the status of its enhanced anti-corruption compliance policies and procedures for two years.
In determining to accept Westport's settlement offer, the SEC considered remedial acts
undertaken by Westport concerning its anti-corruption and financial reporting compliance
programs, and its cooperation with the SEC.
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Allegations
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In 2008, Westport entered into a Chinese JV in which the largest shareholder was a
Chinese state-owned entity (the “SOE”). A Chinese foreign government official (the
“Government Official”) held a senior position at the SOE.
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In 2013, at the direction of the Government Official, the SOE proposed taking the JV
public in China through an initial public offering (“IPO”). The JV’s managetr,
appointed by the SOE, falsely represented to Westport that Chinese law required the
SOE to have a majority interest in the JV to qualify for an IPO. Accordingly, the
manager of the JV advised Westport that a preliminary step in the IPO process would
involve restructuring the JV so that a portion of the shares held by Westport and
another entity would have to be transferred to the SOE and a Chinese private equity
fund. As discussed below, although the shares were transferred to the private equity
fund, the contemplated IPO never took place.
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Between 2014 and 2016, Gougarty and a Westport general manager in Asia led the
negotiation of the share transfer with the SOE. Early in the negotiations, Gougarty
learned from the general manager that the Government Official had a significant but
undisclosed financial interest in the Chinese private equity fund that was to receive
the JV shares from Westport. The general manager also reported that it was the
Government Official’s personal financial interest, not Chinese law, which was
motivating the transfer of shares to the private equity fund.
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In emails, the general manager reported to Gougarty that the Government Official
“has [a] personal interest in the fund that [SOE] tries to bring in,” and that the IPO

was for the Government Official's “benefit, all he wants is a discount to the fund
where he has interest.”
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The general manager also reported that the Government Official was seeking a
low valuation of the JV shares in order to “make quick and big money” outside the
scrutiny of Chinese regulators.
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The Government Official’s personal interest in the private equity fund became a
central part of Westport's negotiation strategy. Gougarty recommended alternatives
that included seeking a supply agreement in exchange for a transfer of shares to the
private equity fund. In addition, Westport explicitly conditioned the share transfer on
obtaining a long-term sales agreement.
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In June 2015, Westport’'s Board of Directors authorized the share transfer. Gougarty
did not disclose to the Board that the Government Official had a personal financial
interest in the private equity fund or that the Government Official had requested a
discount in the share transfer price. In fact, several months before obtaining the
Board’s approval, Gougarty withheld this information from the Board, deleting a
sentence in a draft letter to the Board that described the proposed transfer. The SEC
alleged that if Gougarty had not removed the sentence, it would have reported to the
Board that the Government Official had a financial interest in the private equity fund.
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By December 2015, Westport and the Government Official agreed on the valuation
for the JV. Westport agreed to transfer shares to the SOE and the private equity
fund in exchange for a long-term framework supply agreement and a cash dividend
of 30 percent of undistributed profits—20 percent more than what was provided for
under the JV agreement and more than Westport had received in the past.
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In September 2016, pursuant to the share transfer agreement, the private equity fund
wired a payment of approximately $3 million to Westport’s bank through a
correspondent bank in the United States. Westport's books and records accounting
for the transaction falsely reflected the identity of the counterparty in the transaction
as a different SOE rather than the true counterparty, the private equity fund.
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In October 2016, Westport received approximately $3.5 million in dividends, which

was credited to Westport's bank account in Vancouver, Canada through a
correspondent bank in the United States.
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In SEC filings in 2016 and 2017, Westport falsely described the identity of the

counterparty in the share transfer as a different SOE instead of the Chinese private
equity fund.
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According to the SEC, even though Westport’s internal accounting policies
purported to establish a process to reconcile public filings with source documents
to provide reasonable assurance with respect to the accuracy and consistency of
its filings, the company failed to follow this process.
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The SEC alleged that “[a]s evidenced by her own misconduct,” Gougarty failed to
discharge her duty on behalf of Westport to devise and maintain a sufficient
system of internal accounting controls.
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In addition, Gougarty executed a certification falsely attesting that Westport had
disclosed all significant deficiencies and material weaknesses in the design and
operation of its internal controls to the outside auditors.
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Cooperation and Remediation
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During the investigation, Westport enhanced its anti-corruption and compliance
policies, training programs, and disclosure policies and controls. Westport enhanced
its anti-bribery and anti-corruption controls by adopting revised policies that, among
other things, establish specific controls for transactions involving foreign government
officials and entities, mandate due diligence for such transactions, and specifically
require Westport's business partners to agree to abide by anti-bribery laws, including
the FCPA.
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Westport's cooperation included making foreign witnesses available for testimony in
the United States and voluntarily producing additional requested documents.
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Key Observations
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Individual accountability. This settlement reflects the SEC’s focus on holding
individual executives accountable for FCPA violations. Notably, there is no indication
in any public sources that the Department of Justice was involved in this
investigation, even though the Department would likely have been able to assert
jurisdiction over Gougarty as a U.S. citizen.
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Code of conduct. This enforcement action shed light on the SEC’s high
expectations about due diligence requirements in codes of conduct. The SEC order
pointed out that Westport’s code of conduct prohibited the use of third parties to
funnel bribes to government officials and required due diligence when retaining third
parties to provide goods or services to Westport. However, the code of conduct was
“silent on the need to conduct due diligence when engaging in a business transaction
with a third party in which a foreign government official may have a financial interest.”
In light of the SEC’s view on this deficiency, companies may want to consider
incorporating a similar provision into their codes of conduct and expanding the
situations in which they conduct due diligence on potential third parties in an effort to
identify such financial interests.
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Vendor contracts. Similar to the code of conduct, Westport’s vendor contracts also
appeared to be deficient in the SEC’s view because there was no requirement that

the company use anti-bribery clauses when engaging in a business transaction with
entities of which foreign government officials may have a financial interest.
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Limited jurisdictional hook. The anti-bribery provisions apply to a foreign issuer
like Westport if the company used “the mails or any means or instrumentality of

interstate commerce” in furtherance of the bribery scheme. The only U.S. nexus the
SEC referenced to support its 30A anti-bribery claim against the company is that
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money flowed “through a correspondent bank in the United States.” The limited
jurisdictional hook could help explain why the Department of Justice did not bring a
parallel case against the company.
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Canadian enforcement actions. The Westport settlement appears to be only the
third enforcement action against a Canadian company in the FCPA's history. The
previous enforcement actions against Canadian companies were Nordion and

Kinross Gold, in 2016 and 2018, respectively. In its press release, the SEC credited
the British Columbia Securities Commission for its assistance with the investigation.
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If you have any questions concerning the material discussed in this article, please contact
the following attorneys:
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Eric Carlson (F4L /%) +86 21 6036 2503 ecarlson@cov.com
Helen Hwang (3§ E#%) +86 21 6036 2520 hhwang@-cov.com
Min He ({0 +86 10 5910 0510 mhe@cov.com
Ping An  (‘%Z°F) +86 21 6036 2512 pan@cov.com
Huanhuan Zhang C(5KX%) +86 21 6036 2515 hzhang@cov.com
Audrey Zhi (3Z41) +86 21 6036 2609 azhi@cov.com
Shuai Kong (L) +86 21 6036 2521 skong@cov.com

This information is not intended as legal advice. Readers should seek specific legal advice before
acting with regard to the subjects mentioned herein.
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Covington & Burling LLP, an international law firm, provides corporate, litigation and regulatory
expertise to enable clients to achieve their goals. This communication is intended to bring relevant
developments to our clients and other interested colleagues. Please send an email to
unsubscribe@cov.com if you do not wish to receive future emails or electronic alerts.
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