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Introduction
By Robert Plotkin

As we all know, as a result of
widespread accounting scandals
in 2001-02, Congress passed the
Sarbanes-Oxley Act of 2002, Pub.
L. No. 107-204, 116 Stat. 769
(2002) (SOX). SOX, signed into
law on July 30, 2002, authorizes
substantially increased funding
for the United States Securities
and Exchange Commission, cre-
ates broad new SEC enforcement
powers, a greater range and mag-
nitude of civil and criminal penal-
ties, several new criminal prohibi-
tions and more rigorous reporting
requirements among other things.

Engineered to vastly expand
federal regulators’ authority to
enforce the Federal Securities
Laws, SOX presents new chal-
lenges and magnifies many
pre-existing issues facing those
under investigation or being
actively prosecuted for securities
law violations.

As a result, the Securities and
Exchange Commission (SEC)
has become increasingly active
and influential in the regulation
of public securities markets.
To effectively defend entities
and individuals facing federal
investigations it is imperative to
understand the federal agency
involved, and its procedures.
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DEFENSE AFTER SARBANES-OXLEY

Securities Enforcement Actions After SOX

By Robert Plotkin

SEC ENFORCEMENT ACTIVITIES: AN OVERVIEW
The Securities and Exchange Commission (SEC) was created by Congress in the
aftermath of the 1929 stock market crash, the cause of which was widely
attributed to fraudulent and deceptive practices on Wall Street. It is an inde-
pendent regulatory agency whose five commissioners, including a Chairman, are
appointed by the President. The SEC’s Division of Enforcement is the “police force”
of the Commission; it is responsible for the civil and administrative enforcement of
the various federal securities laws. The Enforcement Division also typically works
closely with U.S. Attorney’s Offices throughout the country to assist with the crimi-
nal prosecution of securities violations.

SEC INVESTIGATIONS

The SEC receives complaints of securities violations from every imaginable
source. No formalities are required, and the information need not be sworn to or
provided in a particular format. Media reports, whistleblowers, information from
state, federal or foreign agencies, Congressional inquiries, referrals from stock
exchanges and other quasi-regulatory bodies, and simple letters from aggrieved
investors have all initiated Enforcement Division investigations. The SEC has adopt-
ed Rules of Practice that establish procedures for the Enforcement staff to follow in
the conduct of investigations. 17 C.ER. § 202.5, § 203.1-.8.
INFORMAL AND FORMAL INVESTIGATIONS

Upon receipt of information suggesting a possible violation, the Staff generally
begins an informal, or preliminary, inquiry. At this stage, the Staff has no ability to
issue subpoenas for documents or testimony. Rather, it must use information that is
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already available to the public, and
seek the voluntary cooperation of
the persons or entities involved. The
Staff may request access to certain
documents or request that specific
information be provided. Potential
witnesses may be telephoned, and
asked for information. Although wit-
nesses cannot be compelled to
appear and testify at this stage, fre-
quently interviews are conducted on
the record before a court reporter, or
in an office interview. The witness
may be represented by counsel if he
or she desires. Regulated entities or
persons, such as broker-dealers and
investment advisors, have a legal
duty to provide information and doc-
uments even during informal
inquiries. See, e.g., 15 U.S.C. § 78q(b);
15 U.S.C. §§ 80b-4 and 80a30(b).

While persons responding to
requests for voluntary cooperation
have no specific procedural rights,
they can negotiate the terms and con-
ditions of their cooperation, and
reserve the ultimate right to refuse to
provide any information. Although the
inquiry is “informal” or “preliminary,”
defense counsel must be wary, as it is
still illegal to obstruct, or to give false
information in, “informal” investiga-
tions. Whether to cooperate, and the
degree of any such cooperation, is a
strategic decision that must be evaluat-
ed case by case. For most people,
there is a natural desire to cooperate,
because “I haven’t done anything
wrong,” but that view must be tem-
pered by the nature of the inquiry, by
the fact that the SEC could choose to
disclose publicly the information pro-
vided, and by the possibility that seri-
ous civil or criminal charges may flow
directly from the information provided.

Based wupon the information
obtained by the Staff during its infor-
mal inquiry, it may decide to close
the matter or to request the SEC
Commissioners to authorize the initi-
ation of a formal investigation.

If the Commission approves the
Staff’s request, it enters an order

Robert Plotkin, a member of this
newsletter’'s Board of Editors, is a
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Washington, DC, office of McGuire
Woods LLP.

known as a “Formal Order of
Investigation.” The Order grants the
Staff the right to issue subpoenas for
documents and witness testimony,
and to administer testimonial oaths.
The Order summarizes the factual
and statutory basis for the investiga-
tion, but does so in vague, boiler-
plate language that usually does not
provide a complete understanding of
the nature and scope of the investi-
gation. The existence of the Order is
not made public by the SEC,
although some public reporting com-
panies choose to disclose such inves-
tigations in their filings.

The SEC has no obligation to pro-
vide notice or a hearing prior to
commencing a formal investigation
because it is “an administrative hear-
ing [which] adjudicates no legal
rights.” SEC v. O’Brien. Inc., 467 U.S.
735, 742 (1984). Nor does the
Commission identify the primary
party under investigation as its “tar-
get” or “subject.” Rather, the SEC
takes the position that the facts dis-
covered during the course of its
inquiry will determine what actions,
if any, the SEC will take. However,
persons who are subpoenaed pur-
suant to a Formal Order may obtain
a copy of the Order to verify the sub-
poena’s propriety, and this typically
is defense counsel’s initial request
upon receipt of an SEC subpoena.
SUBPOENAS FOR DOCUMENTS

The  first thing the  SEC
Enforcement Staff does upon
issuance of an Order of Investigation
is to draft and serve subpoenas. The
first wave of subpoenas usually
requests documents. These subpoe-
nas are rarely drafted with precision.
Rather they intentionally ask for vir-
tually every document and file in a
recipient’s possession and leave it to
the recipient and/or his or her coun-
sel to negotiate narrower terms. The
term “document” is defined broadly
so as to include “electronic media,”
and “storage devices” in addition to
paper records. Typically, the subpoe-
na initially provides a very short time
for a response, in order to get the
recipient’s immediate attention and
set the response in motion.

continued on page 3
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SEC subpoenas may be served in
any state or territory. Indeed, receipt of
the subpoena is often a surprise, as it
may be the recipient’s first notice of an
investigation. Upon receipt, counsel
for the recipient should contact the
SEC attorney identified in the subpoe-
na to negotiate a reasonable document
return date, narrow the scope of docu-
ments requested and request a copy of
the Formal Order of Investigation. In
the vast majority of cases, corporate
entities have little choice but to pro-
duce the required documents.
Individuals, however, may avoid pro-
duction by asserting a recognized legal
or constitutional privilege. (Individuals
may assert an “Act of Production” Fifth
Amendment privilege, because the
production establishes that the docu-
ment exists and is in the person’s cus-
tody. Fisher v. U.S., 425 U.S. 391,410-
11(1975).) The decision to assert a
privilege or to otherwise refuse to
comply must be evaluated carefully,
which is difficult given the lack of
information available to the recipient at
the initial stage of the process.

If the recipient fails or refuses to
comply with the subpoena, the Staff
may go to federal district court for an
order requiring compliance. Resisting
an SEC subpoena in court is difficult
because of the SEC’s broad investiga-
tive authority. Courts rarely refuse to
enforce subpoenas on grounds that
the Commission exceeded its statuto-
ry jurisdiction in instituting the inves-
tigation, because the Commission’s
discretion is so broad. RNR Enters.,
Inc. v. SEC, 122 F.3d 93, 97-98 (2d Cir.
1997); Kixmiller v. SEC, 492 F.2d 641,
645-46 (D.C. Cir. 1974).

In situations where the recipient is
willing to produce documents but
wants to protect proprietary business
information, trade secrets or other
confidential data, the SEC regulations
provide a modicum of protection. 17
C.F.R. § 200.83. There must be a let-
ter from counsel requesting confi-
dential treatment for certain informa-
tion, and each document so pro-
duced must be stamped or coded as
“confidential.” However, if a public
lawsuit subsequently ensues, or a
request is made for the material
under the Freedom of Information

Act, there remains a strong possibili-
ty that some or all of the material will
be disclosed.

WITNESS TESTIMONY

Once the Enforcement Staff has
obtained and reviewed documents, it
may also issue subpoenas com-
pelling individuals to appear to testi-
fy before Staff members. The witness
is required to appear at an SEC
office, take a sworn oath and answer
questions from a staff member. The
witness is advised of the right to be
represented by, and consult with,
counsel, warned that false testimony
can be criminally prosecuted, and
told of the Fifth Amendment privi-
lege to refuse to answer questions
that might be incriminating.

Testimony before the SEC is not,
despite popular misconception, the
equivalent of a deposition in a civil
case. The Federal discovery rules do
not apply, and the proceedings are
completely controlled by the ranking
SEC staff member. Witnesses may be
asked to give opinions, speculate and
provide hearsay information. They
may be asked to review and comment
upon documents they have never
seen. Witnesses are commonly asked
personal questions about their fami-
lies, jobs and financial situation. While
in theory the proceeding is non-adver-
sarial, witnesses may be confronted
with allegations made about them by
others, badgered by repetitive ques-
tioning or asked if they believe their
actions violated the securities laws.

For these reasons, witnesses should
have the assistance of experienced
counsel. Such assistance must begin
prior to the examination, in one or
more preparation sessions, where the
witness is advised with regard to the
nature and purpose of the testimony.
To the extent that likely topics of
examination can be anticipated, coun-
sel should discuss these with the wit-
ness, and review documents that may
be used in conjunction with the exam-
ination. During the testimony, the wit-
ness may consult privately with coun-
sel. Despite the fact that this is not a
deposition, counsel should treat it as
one, and actively object to, or correct,
unfair and irrelevant questions. When
the staff has concluded its questions,

counsel may ask questions to clarify or
explain previous testimony. Counsel
should also obtain and review a copy
of the testimony transcript, in order to
correct errors and maintain a perma-
nent record of the session for further
reference. 17 CFR. § 203.6

The Fifth Amendment, which pro-
tects a witness from incrimination by
his or her own compelled testimony,
may be invoked during SEC testimo-
ny. Kastigar v. Uniled States, 406 U.S.
441, 444-45 (1972). Prior to invoking
the privilege, counsel and witness
must carefully balance the risks inher-
ent in testifying versus not testifying.
The SEC believes that it may infer that
a witness refused to testify because he
or she would, in fact, give incriminat-
ing testimony. It uses such inferences
both to justify initiating an enforce-
ment action and as evidence against
the individual in the subsequent
enforcement action. On the other
hand, should the witness testify, the
statements made under oath properly
could be used against the witness in a
later criminal or civil proceeding, and
they might stimulate an otherwise
dormant criminal investigation.

The SEC staff ordinarily will
require a witness planning to assert
the privilege to attend the scheduled
session. It will then ask the witness a
series of leading questions intended
to demonstrate the witnesses’ culpa-
bility. Counsel must be careful
to have the witness invoke the privi-
lege early in the testimony, so as to
prevent a waiver of the right. Rogers
v. United States, 340 U.S. 367 (1951).
A witness may also refuse to answer
particular questions on grounds of
attorney-client privilege and/or the
work-product doctrine. Like the Fifth
Amendment privilege, however, the
Staff will require the witness to
attend and answer questions about
information that may be privileged to
determine whether the privilege has
been invoked properly, and to eval-
uate whether the witness has waived
the privilege. SEC v. Kingsley, 510 F.
Supp. 561, 563-64 (D.D.C. 1981).
WELLS LETTERS AND SUBMISSIONS

At the completion of an investiga-
tion, the Staff may, if it believes

continued on page 4
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securities violations occurred, give
notice to the suspected violators that it
will recommend to the Commission
that judicial or administrative proceed-
ings be filed against them. This notice
is known as the so-called “Wells” letter.
(The term derives from a Committee
created in the early 1970s to review fair
practice rules before the Commission.
See, 17 C.FR. § 202.5; Procedures
Relating to the Commencement of
Enforcement Proceedings and
Termination of Staff Investigations,
Securities Act Release No. 5310 [1972-
73 Transfer Binder], Fed. Sec. L. Rep.
(CCH) q 79,010 (Sept. 27, 1972).) The
letter will summarize — but only in the
most cursory fashion — the facts that
the Staff believes justify the charges,
and it will cite the legal violations
alleged to have occurred. Often, the
Staff will confer informally with coun-
sel about the allegations and provide
additional information, but this is
entirely in the Staff's discretion.

The “Wells” letter invites the party,
if it wishes, to make a “Wells
Submission.” This is essentially a
written brief (or a videotaped state-
ment) presented by counsel, arguing
against the institution of formal
charges, seeking to omit particular
proposed defendants or to modify
the severity of the proposed charges.
The key to a persuasive Wells
Submission lies in the strength of the
legal and/or policy reasons opposing
the filing of an enforcement action.
The SEC Rules of Practice specifical-
ly discourage the party from arguing
about factual disputes and/or witness
credibility; the Commission believes
that those issues are best litigated
and decided by a judge.

Whether to make a Wells submis-
sion is another aspect of the investi-
gation that must be evaluated care-
fully on the merits of each particular
case. The submission may be treated
by the SEC as admissions by the
client and used against the client if
an action is later filed. Unless the
Staff has relied on clearly erroneous
or incomplete facts, a factual argu-
ment is not usually recommended. In
many circumstances, it is better to
stand mute.

Once the Staff files its recommen-
dation — accompanied by a Wells

submission if one is presented — the
Commissioners meet in closed ses-
sion to consider the matter. If the
Commission authorizes the filing of
judicial and/or administrative actions,
the filing of the case is announced to
the general and financial press, and it
becomes a matter of public record.

SEC CiviL. ENFORCEMENT ACTIONS
Federal Court Litigation Proceedings

When the Commission authorizes a
judicial action, the Staff files a civil com-
plaint in the appropriate United States
District Court. In practice, most of these
cases are settled long before they are
ready for trial. Indeed, the great major-
ity settle simultaneously with the filing
of the complaint in court.

Ordinarily, the SEC will make avail-
able to the defendant, as part of discov-
ery, most of its investigative files. This
includes the documents obtained by
subpoenas, as well as the testimony
procured throughout the investigation.
It will not include the staff's privileged
or work-product items, including the
various memoranda recommending
investigations or enforcement actions.
Where the Commission seeks to impose
a monetary penalty, Supreme Court
precedent allows the defendant the
right to a trial by jury. Tull v. United
States, 481 U.S. 412, 420 (1987).
Remedies

Historically, the SEC has had a limit-
ed ability to impose significant conse-
quences on violators. But throughout
the past decade or so, Congress has
provided the SEC with increasingly
greater powers in an effort to deter vio-
lations and punish wrongdoers, so that
today the SEC possesses a wider array
of remedies it may seek to impose in
court actions.

Injunctions

The most common form of judicial
relief sought by the SEC is an injunc-
tion, or a court order prohibiting a
person and/or an entity from taking
particular types of action. The typical
SEC injunction simply requires the
defendant not to violate specific secu-
rities statutes and/or SEC regulations
in the future. It is intended to prevent
future violations rather than punish
past misconduct, but in reality these
concepts often merge.

Because an injunction is “equitable”
there is no right to a jury trial.
Parklane Hosiery Co. v. Shore, 439 U.S.

322 (1979). Even where the SEC seeks
to disgorge “ill gotten gains,” no right
to a jury attaches because it is not a
penalty but a curative action. SEC v.
Commonwealth Chemical Securities
Inc., 574 F.2d 90, 95-97 (2d Cir. 1978).
For this reason, there are no statutes of
limitations for an SEC injunctive
action, although a lengthy delay
between the time of the violation and
the SEC’s request for an injunction
may militate against issuing an injunc-
tion. SEC v. Price Waterhouse, 797 F.
Supp. 1217, 1244 (S.D.N.Y. 1992); SEC
v. Willis, 777 F. Supp. 1165, 1174
(SD.NY. 1991) Indeed, the SEC is
seen by the courts not as “an ordinary
litigant, but as a statutory guardian [of]
the public interest ” SEC w.
Management Dynamics, Inc., 515 F.2d
801, 808 (2d Cir. 1975) and thus is not
required to make the same evidentiary
showing as private litigants.

Before issuing an injunction, a court
must first make certain factual conclu-
sions about the defendant’s conduct.
Most significantly, the court must find
the defendant in fact violated the secu-
rities laws or is about to do so. Aaron
v. SEC, 446 U.S. 680 (1980). Then the
court must also decide, by a prepon-
derance of the evidence, that there is a
reasonable likelihood that, absent an
injunction, the defendant will commit a
future violation. This decision should
be based upon more than simply the
past violation, and a court often con-
siders subjective factors, such as the
severity of the past violation, the indi-
vidual’s past history, the explanation
for the violation, and the time lapsed
since the violation, to determine if it is
likely the wrongdoer will sin again.
SEC v. Cavanaugh, 155 F.3d 129, 135
(2d Cir. 1998); SEC v. Lorin, 76 F.3d
458, 461 (2d Cir. 1996); Jones v. SEC,
115 F3d 1173, 1184 (4th Cir. 1997).
Although in theory such predictions
about someone’s future behavior are
virtually impossible to “prove,” in prac-
tice courts frequently agree to the
SEC’s request for an injunction.

Needless to say, these injunctions
are publicly reported by the SEC, and
defendants’ reputations may be
harmed. Even a consensual order at
least implicitly suggests that the entity
or individual has violated the law, and
cannot be trusted to comply in the

continued on page 5
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future. The existence of such injunc-
tions usually must be disclosed by
the defendant in certain types of SEC
filings, business contracts, transaction-
al due diligence, financial statements,
loan applications and other important
documents, and may create a negative
impact on current and future business
opportunities.

From the SEC’s standpoint, the most
important element of the injunction is
the Commission’s ability to punish vio-
lations of the order through prompt
contempt proceedings. By requesting
the court to issue orders to enforce its
original order, the SEC does not need
to initiate a new action and thus avoids
many of the procedural and discovery
delays that otherwise accompany civil
litigation. SEC v. Bilzerian, 131 E. Supp.
2d 10 (D.D.C. 2001); SEC v. Diversified
Growth Corp., 595 F. Supp 1159 (D.D.C.
1984). Failure to obey the injunction
can lead to fines and/or incarceration
until full compliance is achieved. Id. at
1172-73. A “willful” violation can be
prosecuted as a criminal contempt, and
so long as the individual is not sen-
tenced to more than 6 months’ incar-
ceration, the defendant is not entitled
to a jury trial. Frank v. United Slates,
395 U.S. 147, 150 (1969).

Penalties

From its earliest days, the SEC’s pri-
mary enforcement weapon was the
injunction, which many people per-
ceived to be an insufficient deterrent to
illegal conduct. In response to such
concerns, Congress passed the
Securities Enforcement Remedies and
Penny Stock Reform Act of 1990 (the
Remedies Act) which, among other
things, specifically allowed the SEC to
seek court ordered penalties for viola-
tions of securities laws and regulations.

The Remedies Act permits a Court,
“upon a proper showing,” to penalize
anyone who has violated the federal
securities laws or SEC regulations.
While the exact amount of the penal-
ty is “determined by the court in light
of the facts and circumstances ... ” 15
US.C. § 77t(d(1) and (2)(A) the
Remedies Act sets the maximum
penalties that may be imposed by the
court. The maximums vary, depending
upon the severity of the defendant’s
conduct, according to a three-tiered
structure. The largest penalties are
reserved for “fraud, deceit, manipula-
tion, or deliberate or reckless disre-

gard of a regulatory requirement,” that
caused “substantial losses” or a risk
thereof. 15 U.S.C. § 77t(d)(3). In such
cases, the court can penalize “a natu-
ral person” up to $100,000, a legal
entity up to $500,000, or “the gross
amount of the pecuniary gain”
obtained by the violator. Id. The
Remedies Act does not define how to
calculate “pecuniary gain,” but this
provision obviously allows a court to
increase the penalty far beyond the
ostensible statutory maximum.

Congress also created special penal-
ty provisions for insider trading viola-
tions. For individuals who directly
engage in the trading, the court may
impose a penalty up to “three times
the profit gained or loss avoided ... ”
In addition, penalties may be assessed
against “controlling” persons who
“knew or recklessly disregarded” that
the direct violator under their control
“was likely to engage in” insider trad-
ing. A controlling person may be
penalized up to $1 million or three
times the profit gained or loss avoided,
whichever is greater.

The Supreme Court has ruled that
where the government seeks to impose
a civil penalty for violations of regula-
tory statutes, the defendant is entitled to
ajury trial. Tull v. United States, 481 U.S.
412, 420 (1987). Accordingly, a jury trial
is required when the SEC seeks to
impose a Remedies Act penalty.
Disgorgement

The law historically has permitted
courts to exercise their equitable juris-
diction to grant broad relief necessary
to provide justice to the parties. In
cases where securities violators have
obtained a personal gain, courts have
long ordered such violators to “dis-
gorge,” or give back, such unjustly
earned profits. SEC v. Fischbach Corp.,
133 F.3d 170 (2d Cir. 1997); SEC v. Patel,
61 F.3d 137, 139 (2d Cir. 1995). Because
this is viewed as an equitable order and
not as a “penalty,” the violator is not
entitled to a jury trial. SEC v. Rind, 991
F.2d 1486, 1493 (9th Cir. 1993).

The SEC invariably claims that
interest must be paid on the amount
disgorged in order to eliminate any
financial benefit to the wrongdoer.
The disgorged amount may be paid
to the U.S. Treasury, or the SEC may
also request that it be paid into a sep-
arate fund to reimburse victims of
the wrongdoing.

Officer and Director Bars

The SEC has long sought to prevent
certain individuals who violate the
securities laws from holding future
management jobs in public companies.
This typically occurs where the behav-
ior is believed to be particularly egre-
gious. Prior to the 1990 Remedies Act,
however, there was no specific statuto-
ry authority to impose such extraordi-
nary relief. Consequently, the SEC
often obtained such bars through a
negotiated consent decree rather than
by a court order.

The Remedies Act closed this loop-
hole. The Act expressly authorizes
federal courts to issue injunctions
barring certain individuals from
being officers or directors in a public
reporting company. Such bars can be
issued only against persons who
have violated the anti-fraud provi-
sions of the securities laws, and
who are otherwise “unfit.” The stan-
dard was recently eased from “sub-
stantial unfitness” to simply “unfit-
ness” by § 305(a) of SOX, amending
15 US.C. § 78u(d)(2) and 15 US.C.
§ 77t(e). The court may impose a
“permanent” bar or limit the bar to a
specific period. Id.

Other Equitable Actions

As with disgorgement orders,
courts have broad equitable authori-
ty to issue orders to do “justice” and
further the purposes of the securities
laws in particular cases. Depending
upon the circumstances and notori-
ety of a particular case, the SEC may
seek to impose additional specific
requirements upon an enjoined
party. To assure there is no doubt
about the SEC’s authority in this
regard, SOX specifically provides that
the SEC can seek any equitable relief
that “may be appropriate or neces-
sary for the benefit of investors.”
Sarbanes-Oxley § 305(b), amending
15 U.S.C. § 78u(d).

If the SEC believes there is an
ongoing fraud and money is still
being raised or has not yet been
depleted, it may ask the federal court
to issue an interlocutory order “freez-
ing” the defendant’s assets, in an
effort to preserve the funds for possi-
ble restitution and/or penalties. SEC
v. Unifund SAL, 910 F.2d 1028, 1041
(2d Cir. 1990); SEC v. Interlink Data

continued on page 6
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Network of Los Angeles. Inc., 77 F.3d
1201, 1204(9th Cir. 1996). SOX added
authority for the SEC to obtain a tem-
porary asset freeze order for pay-
ments such as bonuses or severance,
to insiders.

Courts have appointed “receivers”
to take control of assets so that an
accounting can be done, or hidden
or lost items can be located. SEC v.
Am. Bd. of Trade, Inc., 830 F.2d 431,
435-36 (2d Cir. 1987). Such orders,
however, are not common, and again
are usually reserved for the most seri-
ous violations.

Settlement and Consent Decrees

The overwhelming majority of SEC
civil enforcement actions result in a
negotiated resolution. The cost of
mounting a defense to these actions
is substantial, and success cannot be
accurately predicted. Most individu-
als do not have the financial ability
— and often the time and intestinal
fortitude — to join battle with the
SEC. Even well-heeled companies,
investment advisers and broker-deal-
ers often are reluctant to litigate
against their primary regulator. A set-
tlement may also minimize negative
publicity. Public companies must be
aware, however, that they may tem-
porarily lose their statutory “safe har-
bor” for forward-looking statements.
(15 U.S.C. § 78u-5(b)(D(A)(D) pro-
vides that the safe harbor provision
does not apply if, during the 3-year
period preceding the statement, the
company was the subject of a judicial
or administrative injunction or cease-
and-desist order.)

Negotiating the terms of an agree-
ment with SEC staff can be a difficult
process. As discussed below, there are
numerous items that are routinely
required by the Commission’s Rules,
and these are rarely excluded through
negotiations. Other matters must be
negotiated based on the facts and cir-
cumstances of a particular case: the
amount of disgorgement, if any; the
length of a potential bar; whether the
individual acted with scienter or simply
was negligent. A defendant might pro-
pose to take actions to prevent future
violations and/or to mitigate or correct
past violations, in exchange for con-
cessions by the SEC on other points.
Defense counsel also must remember
that they are initially negotiating with

staff attorneys who may be relatively
junior. All of their “agreements” must
be reviewed by a long chain of SEC
command that culminates with the
Commissioners, and thus are always
subject to rejection or modification.

A settlement usually takes the form
of a “consent decree,” meaning that
the parties consent to having a judge
adopt the agreement as the court’s
own order, without need for full dis-
covery and/or a trial. This format
allows the SEC to enforce the agree-
ment by seeking a contempt order
from the judge who signed the judg-
ment. From the defense standpoint,
the key to the consent judgment is that
it does not require a defendant to
admit any legal violations. Without this
provision, defendants might prejudice
their ability to defend related lawsuits
based on the same underlying facts.

SEC ADMINISTRATIVE HEARINGS

Where the SEC has regulatory juris-
diction over a suspected violator, it
may choose to invoke its disciplinary
authority through administrative pro-
ceedings in addition to, or instead of,
a court action. Regulated parties
include companies registered with
the SEC to sell their shares to the
public, broker-dealers, investment
advisers, and professionals who
practice before the Commission. For
such regulated parties, upon comple-
tion of an investigation, the Staff may
recommend that the Commissioners
institute such disciplinary proceed-
ings. If it approves, the Commission
will issue an Order for Proceedings,
which, like the complaint in a civil
case, states the charges against the
responding party and refers the mat-
ter to an Administrative Law Judge
(AL)). The Remedies Act broadened
the SEC’s administrative authority to
include non-regulated individuals
and entities.

Historically, defense counsel pre-
ferred referral to administrative hear-
ings than to federal court. It was
thought that the consequences of,
and publicity about, a court order
were more serious than an adminis-
trative order. Moreover, the SEC had
no power administratively to impose
monetary sanctions or disgorgement.
Since passage of both the Remedies
Act in 1990, and SOX in 2002, how-
ever, the SEC’s administrative

enforcement authority has signifi-
cantly expanded over regulated enti-
ties, and when combined with its
ability to suspend or revoke registra-
tions, this process today is viewed
with far greater concern.

Nature of Proceeding

An administrative hearing is a
quasi-judicial proceeding governed
by the Administrative Procedures
Act, 5 U.S.C § 551, et seq. as supple-
mented by the SEC’s own Rules of
Practice. 17 C.FR. Part 201. The
Enforcement Staff switches from its
investigatory role to a prosecutonal
role, and has the burden of proving
its charges. The ALJ controls the pro-
ceeding and makes the initial ruling,
but either party may appeal to the
Commission itself, which then issues
the final order.

Respondents in an administrative
proceeding are entitled to a full hear-
ing, where they may be represented
by counsel, call and cross examine
witnesses, issue subpoenas for rele-
vant documents and witnesses, and
file motions arguing rulings on evi-
dence or points of law. Although the
Rules of Practice allow for pre-hear-
ing depositions and interrogatories,
they typically are reserved for mate-
rial witnesses who are unable to
attend the actual hearing, so that in
reality there is little true discovery
permitted. The SEC must prove its
case by a preponderance of the evi-
dence, Steadman v. SEC, 450 U.S.
91(1981), and justify any remedy it
seeks to impose as necessary to pro-
tect “the public interest.” 15 U.S.C.
§ 780(b)(4). Upon completion of the
hearing, the ALJ issues a written
order, the “initial decision,” which
the respondent may appeal to the
Commission  for review. The
Commission’s final order may itself
then be appealed to a federal appel-
late court for further review.

The administrative forum is per-
ceived as a more friendly environ-
ment for the SEC. The prosecutor and
AlJ, as well as the Commissioners
who act as their final reviewer, are all
employed by the bureaucratic
machinery of the Commission.
Additionally, the Rules governing the
proceedings were all promulgated
by the SEC, and generally tilt toward

continued on page 7
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efficiency and speed rather than to
protections for the respondents. But
whether the administrative forum
truly is more friendly than a federal
court ultimately may depend upon
the particular ALJ hearing the case.

REMEDIES IN

ADMINISTRATIVE HEARINGS

Depending upon the nature of the
regulated activities, the SEC has a
variety of administrative remedies it
may pursue. For publicly registered
issuers, the SEC may issue a “refusal
order” prohibiting the issuance of
a proposed registration statement
believed to be defective, or a
“stop order,” where an already issued
statement is alleged to contain fraud-
ulent information. It may also sum-
marily suspend trading of a compa-
ny’s stock for 10 days, although a
hearing must be provided if the sus-
pension is extended for successive
10-day periods. SEC v. Sloan, 436
U.S. 103 (1978).

Other remedies may be sought
against entities or individuals who
are registered broker-dealers. They
may be censured or have their regis-
trations suspended or revoked, and
they may be barred from associating
with any other broker-dealer.
The SEC has similar authority over
investment advisers and investment
companies.

CEASE AND DESIST ORDERS

With the passage of the Remedies
Act in 1990, the SEC’s administrative
remedies were greatly expanded.
The new remedy most widely used is
the authority to issue cease and
desist (C&D) orders. Following a
hearing establishing that the respon-
dent has, or is about to, violate the
securities law, the SEC may order the
respondent to “cease and desist”
from such actions. A C&D is similar
to a court-ordered injunction in many
respects, but the administrative
process usually affords the SEC a
faster method for obtaining relief
than does a court action. As with
injunctions, a C&D order can be fash-
ioned broadly, based on the circum-
stances of the case.

The SEC also may enter temporary
C&D orders against regulated parties
in situations where there is likely to
be a “significant dissipation or con-
version of assets, significant harm to

investors, or substantial harm to the
public interest ... ” There is a right to
petition the Commissioners for a
hearing and review of such orders,
as well as the right to seek prompt
judicial review.

PENALTIES AND DISGORGEMENT

The Remedies Act also provided the
SEC with two powerful administrative
financial remedies, monetary penalties
and disgorgement. However, these
remedies may only be imposed on an
SEC regulated party, such as a broker-
dealer or investment adviser.

The administrative penalties are
similar to the three-tier structure
applicable in federal court, except
that the maximum penalty cannot be
exceeded based upon the amount of
the wrongdoer’s pecuniary gain.
The statute requires the SEC to con-
sider several factors in determining
to impose a penalty: whether the
offense involved fraud or deceit, the
degree of harm caused to third par-
ties, the unjust enrichment of the
wrongdoer, and the wrongdoer’s pre-
vious regulatory record.

The Remedies Act permits the SEC
to order disgorgements administrative-
ly. Previously, there was no statutory
provision for such orders, and the SEC
was required to file court actions to
obtain disgorgement. Administrative
disgorgement is based on the same
equitable principles applicable in civil
court actions, and can be used in any
case where the SEC would have
authority to obtain a C&D or to
impose monetary penalties.
Administrative Officer
and Director Bars

Prior to 2002, the SEC lacked
express authority to administratively
issue officer and director bars.
However, Section 1105 of SOX now
enables the Commission, “in any
cease and desist proceeding,” to
“prohibit [from acting as an officer or
director], conditionally or uncondi-
tionally,” any person violating the
anti-fraud provisions if “that person
demonstrates unfitness to serve as an
officer or director ”? Sarbanes-
Oxley, §§ 1105(a) and (b), amending
15 US.C. § 78u-3(f) and 15 U.S.C.
§ 7Th-1(P) respectively.
Professional Bars

One of the more controversial
aspects of the SEC’s administrative

authority is Rule 102, which regulates
lawyers, accountants and other securi-
ties professionals who “appear” and
“practice” before the Commission.

Rule 102 broadly defines “appear-
ing or practicing” before the
Commission so as to include not only
physical “appearances” at hearings
and so forth, but also the preparation
of any documents that are, with
the preparer’s consent, filed with the
Commission. It allows the SEC,
after notice and a hearing, to deny
professionals the “privilege” to
appear before it. In addition to viola-
tions of the securities laws, they may
also be barred for unethical behavior
or being professionally unqualified.
Professionals who have been sus-
pended or disbarred by their own
regulatory bodies, or who have
been convicted of certain crimes,
are likewise not permitted to appear
and practice.

The SEC’s authority to regulate
professionals has been challenged,
and upheld in court, because the
Rule simply permits the Commission
“to ensure that [those] professionals,
on whom the Commission relies
heavily in the performance of its
statutory duties, perform their tasks
diligently and with a reasonable
degree of competence.” Touche Ross
& Co. v. SEC, 609 F.2d 570, 582 (2d
Cir. 1979), upholding the SEC’s regu-
latory authority to promulgate pro-
fessional conduct rules. In order to
clarify any possible ambiguity, SOX
has codified the SEC appearance and
practice rules. It now is beyond
doubt that the Commission has
authority to regulate professionals
appearing before it. (Sarbanes-
Oxley, §§ 307 and 0602, which
amends 15 U.S.C. § 78, et seq. by
adding a new § 4C.) Section 307 of
SOX also instructs the SEC to devel-
op standards of professional conduct
for lawyers appearing before it,
including an obligation to report
“evidence of a material violation” of
securities laws to corporate officers
and/or the audit committee.
Administrative Settlements

Most administrative proceedings,
as with court actions, end in some
type of negotiated settlement. A
respondent can bargain for a consent
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C&D, a censure, or a short registra-
tion suspension. In exchange for
more lenient treatment, respondents
may offer “undertakings,” whereby
they promise to take certain actions
designed to correct the alleged mis-
conduct in the future. Administrative
settlements can also be written so
that the respondent neither “admits
or denies” the charges, thereby limit-
ing any collateral consequences in
parallel private litigation.

A major concern in administrative
settlements is the SEC’s inclusion of
factual “findings” in a consent agree-
ment. Such regulatory-determined
“facts” can be used by private liti-
gants to prevent further litigation of
those “facts” in court actions. Thus, it
is important to omit or severely limit
findings by the SEC in these docu-
ments. Several of the statutory provi-
sions arguably require the SEC to
make such findings, so defense
counsel must pay special attention
where these provisions are involved.
Voluntary Disclosures

Given the recent spate of financial
reporting investigations by the SEC,
many public companies are increas-
ingly likely to be faced with internal
complaints of irregularities. Passage
of SOX created several specific dis-
closure requirements, including a
mandated corporate self-evaluation
and report of internal controls. The
law also requires the SEC to imple-
ment regulations requiring lawyers to
disclose “evidence of a material vio-
lation” to corporate officers and/or
Board committees. In such circum-
stances, the Company could either
disclose the potential problem to the
SEC, or quietly correct the problem
and respond to the SEC if and when
it seeks information.

In years past, many companies
took the quiet correction approach to
this dilemma, because it was unclear
whether companies would obtain
any benefit from a voluntary self-dis-
closure to the SEC. While the SEC
Enforcement Staff has, from time-to-
time, used its prosecutorial discretion
to reward cooperation by declining
to take enforcement actions, there
was no clear SEC policy identifying
when, and how, such non-enforce-
ment decisions should be reached. In
an effort to encourage and reward

corporate self-reporting, the SEC
issued such guidelines. The policy,
while still too new to determine its
practical effects, may afford reporting
companies greater protection.

In Report of Investigation Pursuant
to Section 21(a) of the Securities
Exchange Act of 1934 Enforcement
Release No. 1470 [Financial Reporting
Binder], Fed. Sec. L. Rep. (CCH) q
74,985 (October 23, 2001) (“Report of
Investigation”), the SEC advised that
it will reward cooperation for self-
disclosure of misconduct in certain
situations. This reward can range
“from the extraordinary step of taking
no enforcement action to bringing
reduced charges, seeking lighter
sanctions, or including mitigating lan-
guage in documents [used] to
announce and resolve enforcement
actions.” Id. While the boundaries of
this announcement can only be
fleshed out as the SEC continues to
apply the policy and decide what, if
any, enforcement is appropriate in
specific cases, it is safe to say that the
policy shift will only apply in limited
circumstances. The analysis
employed by the SEC considers two
components: first, “what is the nature
of the conduct” that has been brought
to the SEC’s attention? and, second,
“what steps did the company take
upon learning of the misconduct?” /d.
Though the SEC does not specifically
say so in its Report of Investigation, it
appears to be embracing a sliding
scale analysis in which the severity of
the misconduct is measured against
the speed and effectiveness of the
company’s response to the discovery
of the misconduct.

In determining the first element,
the nature of the conduct, the SEC
will consider such things as whether
the conduct was intentional or inad-
vertent, the seniority of the company
officials involved, the duration of the
misconduct, and the harm caused to
investors and to the public.

For the second element of the SEC’s
evaluation, the company’s response to
the discovery of the wrongdoing, the
SEC will consider how long it took the
company to discover, disclose and
correct the misconduct. It will also
evaluate the company’s cooperation
with the Enforcement staff, review any
new internal controls adopted to pre-

vent recurrences and scrutinize man-
agement changes designed to deter
and correct misconduct. The existence
of a meaningful company compliance
plan — and evidence that it was actu-
ally in use — may also influence the
SEC’s view of the company. An impor-
tant element the SEC will also weigh is
whether the Company voluntarily
waived its attorney-client privilege as
part of the cooperation, a difficult
decision that could leave the corpora-
tion vulnerable in private litigation,
such as shareholders’ class actions.

Whether to make a disclosure is a
decision that can only be taken by bal-
ancing the various factors identified in
the Report of Investigation against the
known misconduct. At a minimum,
however, a company should take cer-
tain prophylactic measures to better
position itself in the event misconduct
is identified. These steps should
include a review of the company com-
pliance program and its implementa-
tion, and strengthening the ability and
competence of corporate compliance
officers, who must effectively oversee
and monitor these programs. The cor-
porate Board should also include an
effective audit committee, as well as
directors who are truly independent of
company management.
CONCLUSION

With increased public awareness,
rising government funding and
enhanced enforcement authority,
SEC investigations are a common and
constant concern for companies,
their managers and their investors. A
negative outcome to these investiga-
tions can have an enormous impact
on both the entities and the individ-
uals for years. The best defense is the
creation of effective internal controls
that will discourage and identify seri-
ous securities violations. But, if and
when the SEC does come calling, it
helps to know what to expect and
how to minimize your exposure.
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The publisher of this newsletter is not engaged in
rendering legal, accounting, financial, investment
advisory or other professional services, and this publi-
cation is not meant to constitute legal, accounting,
financial, investment advisory or other professional
advice. If legal, financial, investment advisory or other
professional assistance is required, the services of a
competent professional person should be sought.
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