




















(or more likely, wins the criminal prosecution but loses or settles the SEC case), the target’s
reputation, and pocketbook, are almost always irretrievably injured.

3. Informal SEC Investigations. The MUI (Matter Under Inquiry), or the
“informal” investigation, is usually the first step in an SEC investigation. At this stage, all that
has happened is that, because of newspaper or other published reports, SEC filings, investor or
employee tips, similar issues that have affected other companies, or some other reason, one or
more SEC staffers have become interested in the matter and have decided to examine some
publicly available or voluntarily tendered documents and talk to persons with possible
knowledge of the circumstances. Certain events, like restatements of financial statements,
invariably trigger an MUI and quickly lead to a formal investigation.

a. SEC Rules of Practice Section 202.5 (17 C.F.R. 202.5) provides some ground
rules for informal investigations though some of the practices described in this rule are actually
more often utilized in formal investigations while others are known to be honored in the breach.

b. In an informal investigation, the SEC staff does not have subpoena power, and
must rely on voluntary cooperation.

c. Informal inquires are nonpublic, although information may be provided to other
governmental or law enforcement agencies.

d. The target company may be the last one to know that there is an MUI relating to
them in progress or they may be contacted early in the process, depending on the situation.

4. SEC Formal Investigations. Formal investigations are where the Commission
itself (i.e., the five Presidential appointees) has considered some information provided to it by
the SEC staff, usually the results of an MUI, and has delegated to the staff the statutory authority
to issue subpoenae and compel production of documents and other information. SEC Rules of
Practice 203.1 through 203.8 (17 C.F.R. 203.1-203.8).

a. While formal investigations are nonpublic (SEC Rules of Practice Rule 203.5), in
recent years they have often become public knowledge long before the SEC has made a decision
whether it is going to take any enforcement action.

b. Facts developed through the investigation are the basis for the Staff’s
recommendation to the Commission that it authorize the staff to file an enforcement action.

c. Because the SEC staff does not have the authority to initiate an enforcement
proceeding, the Commission itself must authorize the institution of a civil injunctive action or a
cease and desist proceeding.

d. When the staff makes its recommendation, there is usually a process (the “Wells
Submission” process) where a potential defendant or respondent is offered the opportunity to try
to convince the Commission not to accede to the staff’s recommendation of enforcement action.
SEC Rules of Practice Rule 202.5(c).



5. SEC Investigation Powers. The SEC has very broad powers of investigation,
including nationwide subpoena power and a statutory right to require production of documents
and testimony of witnesses, and the rights to object and seek court protection from burdensome
requests afforded to adversaries in civil lawsuits between private parties do not, as a general rule,
apply. See, e.g., Section 21(a) of the Securities Exchange Act of 1934, 15 U.S.C. 781(a), and
Section 20(a) of the Securities Act, 15 U.S.C. 77s(a).

a. Challenges to authority to investigate are almost never successful.
U.S. v. Powell, 379 U.S. 48 (1964) (administrative subpoena not subject to Fourth Amendment
probable cause standards).

b. The SEC’s burden is only to show that a challenged subpoena was issued in
connection with an inquiry being conducted for a legitimate purpose which Congress has the
power to authorize, that the subpoena was issued in accordance with required procedures, and
that the information sought is not plainly incompetent or irrelevant for any lawful purpose. SEC
v. Arthur Young & Co., 584 F.2d 1018 (D.C. Cir. 1978), cert. denied, 439 U.S. 1071 (1979).

6. Roles of Counsel. It is highly advisable to call in counsel with expertise in SEC
enforcement matters once you learn, or even suspect, that a formal or informal SEC investigation
is pending. On the other hand, there is usually a distinct and meaningful role for corporate
counsel, whether in-house, outside securities disclosure, or non-securities corporate counsel, in
defending an SEC investigation, including coordination of information gathering and document
production as well as management of ongoing disclosure obligations. Corporate counsel knows
where things are and how to get things done with the client, so their continuing involvement is
often critical.

7. Confession as a Defense Strategy. Under then SEC Chairman Harvey Pitt, a
few years ago the Commission issued a Report of Investigation Pursuant to Section 21(a) of the
Securities Exchange Act of 1934 and Commission Statement on the Relationship of Cooperation
to Agency Enforcement Decisions, SEC Rel. No. 34-44969 (October 23, 2001). This statement
by the Commission (the “2001 Release™) signaled a sea change in the way that the SEC evaluates
the cooperation of targets of SEC investigations. While it is widely believed that the policies
stated in the 2001 Release remain in effect under new SEC Chairman William Donaldson,
Enron, WorldCom, Tyco, HealthSouth, ImClone and other widely publicized corporate scandals
have changed the regulatory environment in such a way as to make Commission inaction less
likely even for the most exemplary of corporate defendants.

a. The 2001 Release goes far beyond declaring the value of cooperation with the
SEC staff during an investigation. It asks thirteen spe01ﬁc questions, the answers to which may
prove to be mitigating factors to the Commission in determining whether an enforcement
proceeding should be brought or, failing that, less harmful sanctions should be sought or
accepted as settlement. Among the “tips” which may be gleaned from the 2001 Release are the
following:

i. A thorough internal investigation may be necessary to learn the nature, scope, and
potentlal culpable participants.
ii. Independent counsel may be advisable, particularly where culpability may reach

senior officer levels.



iil. Remedial actions should be taken, including personnel actions, such as
termination, for responsible people.

iv. There should be prompt modifications of internal procedures that may have led to
the violations.

v. Follow up and employee education will demonstrate good faith efforts to avoid
recurrence of the problem.

vi. Public disclosure of the problem is clearly required where the internal
investigation finds matters that are material, such as a material accounting issues, but may not be
as critical in the internal investigation finds only matters that are not material, such as a minor
accounting matter, or junior employee insider trading.

Vil. Disclosure in advance to the SEC is almost always advisable when public
disclosure of the “cleansing” called for by the 2001 Release will be made. It is a much more
difficult decision where public disclosure may not be required. When to go to the staff and when
to wait are critical judgments that have to be made carefully but are often still a crapshoot.

viii. Waiver of attorney-client privilege is considered to be a very important
demonstration of good faith to the SEC since privileged communications are often the best
indicators of who was aware of the violative activity and, therefore, should have been “purged”
from the company as part of the curative cleansing called for by the 2001 Release.

C. Private Litigation---The Collateral Damage

1. A Matched Pair. An SEC formal investigation of a publicly held issuer without
a private securities class action is like a tuxedo without a tie—it happens but you just don’t see it
very often. It is safe to assume that, even in non-meritorious cases, hungry plaintiffs’ lawyers
will bring suit against companies who have been picked up by the SEC’s radar.

2. Coordination with SEC Defense Critical. Care needs to be taken that the
defense of the SEC investigation is managed in a way that does not prejudice the inevitable
private litigation. For example, a waiver of attorney client privilege in the SEC investigation
designed to curry favor with the staff is probably going to constitute a corresponding waiver of
the privilege in the private litigation (though the SEC is trying, in various ways, to change that
result to encourage more waivers). And a waiver in the private litigation may prove to be a
bigger problem than the threat of harsher treatment by the SEC.

3. Shareholder Derivative Actions. The last shoe to drop is often a shareholder
derivative action—a private lawsuit brought by one or more dissatisfied shareholders in the name
of the corporation against the corporate officers, and occasionally directors, for breaches of
fiduciary duty leading to the securities violations complained of by the SEC and the plaintiffs in
the private securities litigation.

4. Other Interested Parties. Dealing with the directors and officers liability
insurance carrier, indemnification and advancement of attorneys fees and other expenses for
current and former officers an directors, and potential third party claims against officers,
directors and auditors are among the numerous headaches faced by corporate counsel and
litigation counsel in addressing both securities class actions and shareholder derivative actions.
In addition, if there is an internal investigation of the matters being investigated by the SEC, it
may uncover malfeasance or negligence by current officers or directors, leading to difficult,
urgent and often expensive severance arrangements.



5. Special Procedures. Under the Private Securities Litigation Reform Act, the
filing of a motion to dismiss a private securities class action will stay all discovery until the
motion is decided. Unfortunately, the most common result is that the plaintiffs’ attorneys, who
are almost always operating on a contingent fee basis, respond to the motion and then just sit
back and let the SEC investigation progress. The first discovery request from the plaintiffs,
formal or informal, is to see everything which has been provided to the SEC.

6. The Long Road. Once the private litigation has been filed, every corporate
manager’s first instinct is to try to resolve everything as quickly as possible “so we can put all
this behind us.” Unfortunately, more often than not the reality is that the SEC investigation or
the private securities class action or the derivative action will linger for at least a few years and
occasionally even longer. Management in this situation is usually well advised to plan as if the
company is assured of bearing these burdens for the foreseeable future. No one will complain if
matters are resolved more quickly.
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Today, we commence and settle a cease-and-desist proceeding against Gisela de Leon-Meredith, former
controller of a public company's subsidiary.! Our order finds that Meredith caused the parent company's
books and records to be inaccurate and its periodic reports misstated, and then covered up those facts.

We are not taking action against the parent company, given the nature of the conduct and the company's
responses. Within a week of learning about the apparent misconduct, the company's internal auditors had
conducted a preliminary review and had advised company management who, in turn, advised the Board's
audit committee, that Meredith had caused the company's books and records to be inaccurate and its financial
reports to be misstated. The full Board was advised and authorized the company to hire an outside law firm to
conduct a thorough inquiry. Four days later, Meredith was dismissed, as were two other employees who, in
the company's view, had inadequately supervised Meredith; a day later, the company disclosed publicly and
to us that its financial statements would be restated. The price of the company's shares did not decline after
the announcement or after the restatement was published. The company pledged and gave complete
cooperation to our staff. It provided the staff with all information relevant to the underlying violations.
Among other things, the company produced the details of its internal investigation, including notes and
transcripts of interviews of Meredith and others; and it did not invoke the attorney-client privilege, work
product protection or other privileges or protections with respect to any facts uncovered in the investigation.

The company also strengthened its financial reporting processes to address Meredith's conduct -- developing
a detailed closing process for the subsidiary's accounting personnel, consolidating subsidiary accounting
functions under a parent company CPA, hiring three new CPAs for the accounting department responsible for
preparing the subsidiary's financial statements, redesigning the subsidiary’s minimum annual audit
requirements, and requiring the parent company's controller to interview and approve all senior accounting
personnel in its subsidiaries' reporting processes.

Our willingness to credit such behavior in deciding whether and how to take enforcement action benefits
investors as well as our enforcement program. When businesses seek out, self-report and rectify illegal
conduct, and otherwise cooperate with Commission staff, large expenditures of government and shareholder
resources can be avoided and investors can benefit more promptly.? In setting forth the criteria listed below,
we think a few caveats are in order:

First, the paramount issue in every enforcement judgment is, and must be, what best protects investors. There
is no single, or constant, answer to that question. Self-policing, self-reporting, remediation and cooperation
with law enforcement authorities, among other things, are unquestionably important in promoting investors'
best interests. But, so too are vigorous enforcement and the imposition of appropriate sanctions where the law
has been violated. Indeed, there may be circumstances where conduct is so egregious, and harm so great, that
no amount of cooperation or other mitigating conduct can justify a decision not to bring any enforcement
action at all. In the end, no set of criteria can, or should, be strictly applied in every situation to which they
may be applicable.

Second, we are not adopting any rule or making any commitment or promise about any specific case; nor are
we in any way limiting our broad discretion to evaluate every case individually, on its own particular facts
and circumstances. Conversely, we are not conferring any "rights" on any person or entity. We seek only to
convey an understanding of the factors that may influence our decisions.



Third, we do not limit ourselves to the criteria we discuss below. By definition, enforcement judgments are
just that -- judgments. Our failure to mention a specific criterion in one context does not preclude us from
relying on that criterion in another. Further, the fact that a company has satisfied all the criteria we list below
will not foreclose us from bringing enforcement proceedings that we believe are necessary or appropriate, for
the benefit of investors.

In brief form, we set forth below some of the criteria we will consider in determining whether, and how
much, to credit self-policing, self-reporting, remediation and cooperation -- from the extraordinary step of
taking no enforcement action to bringing reduced charges, seeking lighter sanctions, or including mitigating
language in documents we use to announce and resolve enforcement actions.

1.

10.

11.

What is the nature of the misconduct involved? Did it result from inadvertence, honest mistake,
simple negligence, reckless or deliberate indifference to indicia of wrongful conduct, willful
misconduct or unadorned venality? Were the company's auditors misled?

How did the misconduct arise? Is it the result of pressure placed on employees to achieve specific
results, or a tone of lawlessness set by those in control of the company? What compliance
procedures were in place to prevent the misconduct now uncovered? Why did those procedures fail
to stop or inhibit the wrongful conduct?

Where in the organization did the misconduct occur? How high up in the chain of command was
knowledge of, or participation in, the misconduct? Did senior personnel participate in, or turn a blind
eye toward, obvious indicia of misconduct? How systemic was the behavior? Is it symptomatic of
the way the entity does business, or was it isolated?

How long did the misconduct last? Was it a one-quarter, or one-time, event, or did it last several
years? In the case of a public company, did the misconduct occur before the company went public?
Did it facilitate the company's ability to go public?

How much harm has the misconduct inflicted upon investors and other corporate constituencies? Did
the share price of the company's stock drop significantly upon its discovery and disclosure?

How was the misconduct detected and who uncovered it?
How long after discovery of the misconduct did it take to implement an effective response?

What steps did the company take upon learning of the misconduct? Did the company immediately
stop the misconduct? Are persons responsible for any misconduct still with the company? If so, are
they still in the same positions? Did the company promptly, completely and effectively disclose the
existence of the misconduct to the public, to regulators and to self-regulators? Did the company
cooperate completely with appropriate regulatory and law enforcement bodies? Did the company
identify what additional related misconduct is likely to have occurred? Did the company take steps
to identify the extent of damage to investors and other corporate constituencies? Did the company
appropriately recompense those adversely affected by the conduct?

What processes did the company follow to resolve many of these issues and ferret out necessary
information? Were the Audit Committee and the Board of Directors fully informed? If so, when?

Did the company commit to learn the truth, fully and expeditiously? Did it do a thorough review of
the nature, extent, origins and consequences of the conduct and related behavior? Did management,
the Board or committees consisting solely of outside directors oversee the review? Did company
employees or outside persons perform the review? If outside persons, had they done other work for
the company? Where the review was conducted by outside counsel, had management previously
engaged such counsel? Were scope limitations placed on the review? If so, what were they?

Did the company promptly make available to our staff the results of its review and provide sufficient
documentation reflecting its response to the situation? Did the company identify possible violative
conduct and evidence with sufficient precision to facilitate prompt enforcement actions against those
who violated the law? Did the company produce a thorough and probing written report detailing the
findings of its review? Did the company voluntarily disclose information our staff did not directly



request and otherwise might not have uncovered? Did the company ask its employees to cooperate
with our staff and make all reasonable efforts to secure such cooperation?’

12. What assurances are there that the conduct is unlikely to recur? Did the company adopt and ensure
enforcement of new and more effective internal controls and procedures designed to prevent a
recurrence of the misconduct? Did the company provide our staff with sufficient information for it to
evaluate the company's measures to correct the situation and ensure that the conduct does not recur?

13. Is the company the same company in which the misconduct occurred, or has it changed through a
merger or bankruptcy reorganization?

We hope that this Report of Investigation and Commission Statement will further encourage self-policing
efforts and will promote more self-reporting, remediation and cooperation with the Commission staff. We
welcome the constructive input of all interested persons. We urge those who have contributions to make to
direct them to our Division of Enforcement. The public can be confident that all such communications will be
fairly evaluated not only by our staff, but also by us. We continue to reassess our enforcement approaches
with the aim of maximizing the benefits of our program to investors and the marketplace.

By the Commission (Chairman Pitt, Commissioner Hunt, Commissioner Unger).

Footnotes
! In the Matter of Gisela de Leon-Meredith, Exchange Act Release No. 44970 (October 23, 2001).

2 We note that the federal securities laws and other legal requirements and guidance also promote and even
require a certain measure of self-policing, self-reporting and remediation. See, e.g., Section 10A of the
Securities Exchange Act of 1934, 15 U.S.C. § 78j-1 (requiring issuers and auditors to report certain illegal
conduct to the Commission); In the Matter of W.R. Grace & Co., Exchange Act Release No. 39157 (Sept. 30,
1997) (emphasizing the affirmative responsibilities of corporate officers and directors to ensure that
shareholders receive accurate and complete disclosure of information required by the proxy solicitation and
periodic reporting provisions of the federal securities laws); In the Matter of Cooper Companies, Inc.,
Exchange Act Release No. 35082 (Dec. 12, 1994) (emphasizing responsibility of corporate directors in
safeguarding the integrity of a company's public statements and the interests of investors when evidence of
fraudulent conduct by corporate management comes to their attention); In the Matter of John Gutfreund,
Exchange Act Release No. 31554 (Dec. 3, 1992) (sanctions imposed against supervisors at broker-dealer for
failing promptly to bring misconduct to attention of the government). See also Federal Sentencing Guidelines
§ 8C2.5(f) & (g) (organization's "culpability score" decreases if organization has an effective program to
prevent and detect violations of law or if organization reports offense to governmental authorities prior to
imminent threat of disclosure or government investigation and within reasonably prompt time after becoming
aware of the offense); New York Stock Exchange Rules 342.21 & 351(e) (members and member organizations
required to review certain trades for compliance with rules against insider trading and manipulation, to
conduct prompt internal investigations of any potentially violative trades, and to report the status and/or
results of such internal investigations).

3 In some cases, the desire to provide information to the Commission staff may cause companies to consider
choosing not to assert the attorney-client privilege, the work product protection and other privileges,
protections and exemptions with respect to the Commission. The Commission recognizes that these
privileges, protections and exemptions serve important social interests. In this regard, the Commission does
not view a company's waiver of a privilege as an end in itself, but only as a means (where necessary) to
provide relevant and sometimes critical information to the Commission staff. Thus, the Commission recently
filed an amicus brief arguing that the provision of privileged information to the Commission staff pursuant to
a confidentiality agreement did not necessarily waive the privilege as to third parties. Brief of SEC as Amicus
Curiae, McKesson HBOC, Inc., No. 99-C-7980-3 (Ga. Ct. App. Filed May 13, 2001). Moreover, in certain
circumstances, the Commission staff has agreed that a witness' production of privileged information would
not constitute a subject matter waiver that would entitle the staff to receive further privileged information.

http:/twww.sec.gov/litigation/investreport/34-44969. him



