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Second Circuit Defers to SEC in Determining
How to Distribute Funds Under Sarbanes-Oxley
By Keith W. Miller and Chris Cobb

On October 2, 2006, the Second Circuit Court of Appeals 
issued a far-reaching decision that clears the way for the Secu-
rities and Exchange Commission to exercise broad discretion 
in developing plans for the distribution of civil penalties – in 
addition to disgorgement funds – among investors injured by 
securities violations.1  Affirming the district court’s approval 
of the SEC’s distribution plan for a $750 million civil pen-
alty against WorldCom, the Second Circuit upheld the SEC’s 
authority to exclude certain categories of investors from 
receiving funds under the distribution plan.  The Second 
Circuit also agreed that the SEC’s distribution plan did not 
have to comply with the Bankruptcy Code’s claim priorities.  
The decision’s import is substantial: it provides significant 
judicial guidance in a case of first impression concerning 
the SEC’s discretionary authority under the “Fair Funds for 
Investors” provision (the “Fair Funds provision”) of the 
Sarbanes-Oxley Act of 2002 to determine how to distribute 
funds to harmed investors.2

Background of SEC Action and Settlement

On June 26, 2002, one day after WorldCom announced 
that it would be restating its 2001 and 2002 financial results, 
the SEC filed a civil complaint against WorldCom alleging 
various violations of the federal securities laws.  Approximately 
one year later, WorldCom settled with the SEC, agreeing to 
pay a nominal disgorgement of $1 and a civil penalty of $750 
million.  Pursuant to the Fair Funds provision, the nominal 
disgorgement of $1 allowed the civil penalty to be added to the 
disgorgement fund and distributed to defrauded investors.  

The Unsecured Creditors Committee’s Objections

Because the WorldCom funds were insufficient to compensate 
all of the victims of WorldCom’s fraud, the proposed 
distribution plan ultimately submitted by the SEC excluded 
several groups of investors.  Among others, it excluded investors 
who recovered more than thirty-six cents on the dollar and 

investors who made a net profit on the sale of their WorldCom 
securities.  The proposed plan was submitted to the district 
court for approval and found to be “fair and reasonable.”3  In 
his opinion, Judge Rakoff of the United States District Court 
for the Southern District of New York stated:  “[a]lthough a 
plan that included each of these excluded groups might also 
pass muster, the decision to exclude them was a fair and 
reasonable exercise of the [SEC’s] discretion.”4  The Official 
Committee of Unsecured Creditors of WorldCom (the 
“Unsecured Creditors Committee”) disagreed, and appealed 
the district court’s decision to the Second Circuit, challeng-
ing these exclusions.  The Unsecured Creditors Committee 
contended that the SEC’s plan unfairly favored shareholders 
over creditors and that the district court was inappropriately 
deferential to the SEC in approving the plan.  

Review of the Fair Funds Distributions

Concluding that the Unsecured Creditors Committee had 
nonparty standing to appeal the district court’s order, the 
Second Circuit held that the district court did not abuse its 
discretion in approving the SEC’s distribution plan.5  Paramount 
to the Second Circuit’s decision was its ruling that the same 
“fair and reasonable” standard of review that applies to SEC 
distribution of disgorged profits should also apply to the 
SEC’s distribution of civil penalties pursuant to the Fair Funds 
provision.  Courts have traditionally deferred to the SEC’s 
experience and expertise in determining how to distribute 
disgorged profits.  The Second Circuit held that the enactment 
of the Fair Funds provision did not change the SEC’s role in 
determining how to distribute the proceeds of a securities fraud, 
but rather “merely empowers the SEC to do with civil penalties 
what it has long done with disgorged profits.”  

The Second Circuit recognized that when funds are limited 
the SEC must make hard choices in apportioning those funds 
among many injured investors.  Accordingly, the Second 
Circuit’s decision affirms the principle that so long as those 
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choices are fair and reasonable the SEC may engage in the 
kind of line-drawing that inevitably leaves out some potential 
claimants.  Thus, excluding those investors whose aggregated 
sales and purchases of WorldCom securities over the relevant 
time period resulted in a net profit was held to be reasonable 
and consistent with the notion that the most grievously 
injured claimants should receive the greatest share of the fund.  
Likewise, excluding creditors who had already recovered more 
than thirty-six cents on the dollar either in the bankruptcy 
proceeding or through the sale of their WorldCom securities 
was deemed fair and reasonable.  Without the exclusion, the 
Second Circuit noted, those creditors who already recovered 
more than others in the bankruptcy proceeding would also have 
stood to collect from the Fair Funds, at the expense of those 
creditors who received less in the bankruptcy proceedings and 
shareholders who had thus far received nothing.

The Second Circuit’s opinion also highlights the tension 
between the priority assigned to claims under the Bankruptcy 
Code and the SEC’s broad discretionary authority under the 
Fair Funds provision.  The Second Circuit’s decision effectively 
resolves that tension in favor of the SEC by providing that 
the SEC does not have to follow the Bankruptcy Code’s claim 
priorities when developing a distribution plan. 

Guidance Going Forward

Going forward, the WorldCom decision establishes several 
guiding principles of significance to investors and bankruptcy 
creditors alike:

• The SEC is charged by statute with enforcing the securities 
laws, and therefore the courts will defer to its experience and 
expertise in determining how to distribute civil penalties 
and disgorgement funds to injured investors.  

• The enactment of the Fair Funds provision did not change 
the SEC’s role in distributing plan funds.  Courts will con-
tinue to give deference to the SEC’s expertise in this area.

• Where the SEC’s distribution plan is reasonable, it is likely 
to be approved by district courts and affirmed on appeal.  

• The SEC is free to distribute funds among injured inves-
tors outside of bankruptcy proceedings and does not have 
to follow the Bankruptcy Code’s claim priorities.  

• It is reasonable for the SEC to exclude investors who are 
not “out of pocket” from a distribution plan.

• It is reasonable for the SEC to exclude certain categories 
of investors in order to ensure that the most grievously 
injured investors receive the greatest share of the fund.

• It is reasonable for the SEC to distribute the payment of 
all allowable claims on a pro rata basis without regard to 
whether the claimant was a shareholder or bondholder.  

NOTES:
1 SEC v. WorldCom, Inc., Docket No. 04-4710-cv (2d Cir. October 2, 2006).
2 Pub. L. No.107-204, § 308(a), 116 Stat. 745, 784 (2002) (codified at 15 U.S.C. § 7246(a)  
  (Supp. III 2004)).
3 SEC v. WorldCom, Inc., No. 02-4963, 2004 WL1621185, at *1 (S.D.N.Y. July 20, 2004).
4 Id. at *2.
5 The Second Circuit noted, but did not decide, the issue of whether the Unsecured  
 Creditors Committee was acting beyond its statutory authority by initiating 
   proceedings outside the bankruptcy court.
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