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SEC Announces New Policy on Cooperation
By Walter E. Jospin, Robert Plotkin, and James W. Maxson

Recent speeches by Harvey Pitt, the
new chairman of the U.S. Securities
and Exchange Commission (“SEC”
or “Commission”), and by other top
Commission officials seem to buttress
the observations of several commen-
tators that there is a “new dawn at the
SEC” and “a work with us attitude.”
One practitioner has even stated –
most likely with some irony – that the
agency has become “kinder and gen-
tler.”

Don’t count on it. The SEC will con-
tinue to be very aggressive in prose-
cuting insider trading, financial fraud
and other illegal actions. The staff
has emphasized that its enforcement
program has evolved to “real time” –
presumably meaning that its enforce-
ment cases will be brought sooner
rather than later, and that its investi-
gations will not linger for years.

There has been, however, a very clear
message from the Commission that,
under certain circumstances, it will
use its prosecutorial discretion not to
bring an enforcement action against a
public company* that cooperates with
the SEC after the company has dis-
covered wrongdoing.

Consider the following scenario:

A public company has just learned
that a Senior Vice President of Sales
has been “cooking the books” for
over a year. Specifically, she has been
submitting false sales invoices and
thereby inflating revenue by a “mate-
rial” amount. The company’s law
firm promptly conducts a thorough

internal investigation and determines
that, even though the Company’s
internal accounting controls were
“state of the art,” the Sr. V.P., acting
alone, conceived and perpetrated her
scheme without the knowledge of her
supervisors.

The company, of course, must restate
its earnings and amend its periodic
reports filed with the SEC. The com-
pany is now faced with a difficult
issue: should the company, with its
SEC counsel, go to the Commission
and explain what has occurred and
subject itself to a possible enforce-
ment action, or does the company
simply restate earnings, amend peri-
odic reports, and respond to the SEC
if and when it seeks information?

In years past, many companies were
probably very tempted to undertake
the latter approach in the face of this
dilemma, because it was unclear
whether any benefit would be gained
by voluntary self-disclosure to the
SEC. However, the SEC recently sent
what is being seen as a potentially
encouraging message to public com-
panies. The SEC, in a recent Report
of Investigation, set forth an analysis
that, under certain circumstances,
might permit a company to avoid an
enforcement action or sanction when
it discovers misconduct and makes
voluntary and complete disclosure to
the SEC.

While the SEC Enforcement Staff
has, from time-to-time in the past,
used its prosecutorial discretion to

reward cooperation by not bringing
an enforcement action against an enti-
ty or individual, the recent Report of
Investigation is the first official SEC
articulation of its policy with respect
to cooperation.

In Report of Investigation Pursuant
to Section 21(a) of the Securities
Exchange Act of 1934, Release No.
44969, dated October 23, 2001, the
SEC signaled that it is willing to
reward cooperation for self-disclosure
of misconduct. This reward can
range “from the extraordinary step of
taking no enforcement action to
bringing reduced charges, seeking
lighter sanctions, or including mitigat-
ing language in documents [used] to
announce and resolve enforcement
actions.” While the boundaries of the
SEC’s policy shift in the Report of
Investigation can only be fleshed out
as the SEC continues to apply those
factors and decide what, if any,
enforcement is appropriate in specific
cases it considers, it is safe to say that
the policy shift will only apply in lim-
ited circumstances.

The Report of Investigation
In the Report of Investigation, the
SEC chose not to take any action
against Seaboard Corporation, a sub-
sidiary of which had a controller that
had underreported the subsidiary’s
expenses from 1995 to early 2000.
Upon discovering the wrongdoing,
the corporation immediately investi-
gated the situation and terminated the
employee as well as her two supervi-
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* For purposes of this article, we consider a public company to be an entity, including foreign private issuers, domiciled any-
where in the world whose securities are registered with the SEC and traded in the United States.



sors.  The SEC, relying on a number
of  factors, declared in its Report of
Investigation that “we are not taking
action against the parent company,
given the nature of  the conduct and
the company's responses.”

Two Basic Questions
The analysis employed by the SEC
breaks down into two questions.
First, “what is the nature of  the con-
duct that has been brought to the
SEC’s attention?”  And, second, “how
did the company respond once it
learned of  the misconduct?”  Though
the SEC does not specifically say so
in its Report of  Investigation, it
appears to be enunciating a sliding
scale analysis in which the egregious-
ness of  the conduct will be weighed
against the alacrity and effectiveness
of  the company’s response once the
misconduct is discovered.

One: Nature of the Conduct
In its Report of  Investigation, the
SEC noted several factors it will con-
sider in making its determination of
the nature of  the conduct.  For
instance, the SEC specifically men-
tioned the following factors:

l What is the nature of  the 
misconduct involved?  Did the 
misconduct result from 
inadvertence, honest mistake, 
simple negligence, reckless or 
deliberate indifference to indicia 
of wrongful conduct or willful
misconduct?  Were the 

Company’s auditors misled?

l 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?

l Where in the organization did 
the misconduct occur?  How 
high up in the chain of  
command was knowledge 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?  
What compliance procedures 
were in place to prevent the 
misconduct now uncovered?

l 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?

l How much harm did the 
misconduct inflict upon investors 
and other corporate 
constituencies?  Did the price of  
the company stock drop 
significantly upon its discovery 
and disclosure?

l How was the misconduct 
detected and who uncovered it?

While the SEC specifically stated in
its Report of  Investigation that the
factors listed above are not exhaus-
tive, these are helpful guidelines to
use in determining how egregious the
SEC might consider wrongful con-
duct to be.

Two: Company’s Response to
Discovery of Wrongdoing
Just as important as the nature of  the
conduct discovered, the SEC will look
very closely at the company’s
response to the discovery of  the
wrongful conduct.  In making its
determination whether the company’s
response was effective and timely, the
SEC noted the following factors:

l How long after discovery of  the 
misconduct did it take to 
implement an effective response?

l 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?

l Did the company promptly, 
completely and effectively 
disclose the existence of  the 

misconduct to the public, to 
regulators and to self-regulators?

l 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?

l What processes did the company 
follow to resolve these issues and 
to investigate the nature of  the 
misconduct?

l Did the company commit to 
learn the truth fully and 
expeditiously?  Did it do it 
through a thorough review of  
the nature, extent, origins and 
consequences of  the conduct and 
related behavior?

l Did the company promptly make 
available to the SEC 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?

l Did the company produce a 
thorough and probing written 
report detailing the findings of  
its review?  Did the company 
voluntarily disclose information 
to the SEC not directly requested 
by the SEC and to which it might 
otherwise not have had access?

l Did the company adopt and 
ensure enforcement of  new and 
more effective internal controls 
and procedures designed to 



prevent a recurrence of  the 
misconduct?

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

It is clear that in order for a company
to be eligible for lesser or no sanc-
tions from the SEC, the company,
upon the discovery of wrongdoing,
will have to engage immediately in a
thorough and detailed investigation of
the misconduct and thereafter provide
the complete results of  that investiga-
tion to the SEC’s staff.  

The SEC also notes in its Report of
Investigation that another factor that
weighed in favor of  its decision not
to bring enforcement action against
Seaboard was the company’s decision
not to invoke the attorney-client priv-
ilege, vis-à-vis the SEC, for numerous
documents that were otherwise sub-
ject to that privilege.

A Very Difficult Decision
The decision to cooperate completely
with the SEC, including the decision
to turn over attorney-client privileged
documents, while it might result in
lesser or no sanctions from the SEC,
has other perils.  Turning over the
results of  an internal investigation
could make them part of  the public
record, and these materials may be
accessible to shareholders and attor-
neys for shareholders and others, and
may serve as a blueprint for a flood
of  civil suits.  

Exacerbating the risks of  disclosing
privileged documents to the SEC is
the fact that the weight of  case law
appears to be strongly in favor of  the
waiver of  the attorney-client privilege
when documents are voluntarily dis-
closed to the SEC during the course
of  an investigation. 

It is also possible that the SEC might
turn these documents over to the
prosecutors to pursue criminal
charges against the corporation and
the officers involved.  In short, a cor-
poration that does the “right thing”
by making voluntary and full self-dis-
closure to the SEC may find itself  in
the midst of  shareholders’ suits with
the attorneys on the other side pos-
sessing numerous attorney-client priv-
ileged documents.  

In light of  the serious risks involved
in disclosing attorney-client privileged
documents to the SEC, a company
that discovers internal misconduct
and conducts a prompt investigation
with the assistance of  counsel must
treat as critical the question of
whether to disclose any privileged
documents.

Additionally, self-disclosure of mis-
conduct creates the obvious risk of
drawing unwanted attention to the
company.  A company should consult
with its SEC counsel and ask: would
the corporate misconduct in question
otherwise hit the radar screen of  the
SEC’s Division of Enforcement?

No Guarantees
While the SEC’s Report of
Investigation is an encouraging signal
from the SEC, it is not the dawn of  a
new era of  non-enforcement by the
SEC, and the decision to make self-
disclosure of misconduct to the SEC
is one that should be considered very
carefully.  On the one hand, where
the misconduct that is discovered is
so minor that it can simply be dealt
with without going to the SEC, there
most likely would be no advantage to
making full disclosure.  On the other
hand, if  the misconduct is systemic
and particularly egregious, it is unlike-
ly that the SEC will decide not to
prosecute even if  the company makes
complete disclosure.  Thus, the effec-
tive window of  opportunity to avoid

prosecution presented by making full
self-disclosure to the SEC of wrong-
doing is limited.  The wrongdoing
must be sufficiently egregious to war-
rant bringing it to the SEC’s attention,
but not so egregious that the SEC will
prosecute as a matter of  principle.

Prophylactic Steps to Take Now
At a minimum, it would be useful for
public companies to consider the fol-
lowing prophylactic steps, which
should put them in a better position
to avail themselves of  the SEC’s new
policy if  illegal activity is uncovered:

l Confirm that effective 
compliance programs are in place 
(insider trading, corporate 
disclosure, foreign payments, to 
name a few).  The leading U.S. 
case in this area is In re
Caremark International, Inc.
Derivative Litigation, 698 A.2d 
959 (Del. 1996)

l Make certain that the company’s 
compliance officer is thoroughly 
trained and conducts periodic 
evaluations of  the company’s 
compliance programs.

l Confirm with senior management 
that, along with the outside 
auditors, the company’s internal 
accounting controls are adequate.

l Confirm that the information on 
the company’s website is 
consistent with its public 
disclosures.

l Keep in mind the importance of  
contacting SEC counsel as soon 
as misconduct is discovered. 

For additional information, please contact
Walter E. Jospin at (404) 815-2203 or
via email at walterjospin@paulhastings.com,
Robert Plotkin at (202) 508-9542 or
via email at
robertplotkin@paulhastings.com, or James
W. Maxson at (404) 815-2177 or via
email at jamesmaxson@paulhastings.com.
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