
When a company is targeted 
with a Securities and Exchange 
Commission investigation, one 

of its first and most important decisions is 
whether to cooperate with the investigation 
and, if so, how much it should cooperate.

Certainly, the SEC actively seeks to 
induce the cooperation of those whom it is 
investigating. To do so, the SEC regularly 
uses its civil penalty authority as both a 
carrot and stick to reward those who have 
provided meaningful cooperation and to 
punish those who have not.

On Jan. 4, the SEC unanimously issued 
new guidelines for assessing civil money 
penalties against public corporations. In 
its press release announcing these new 
guidelines, the SEC advised that a “key 
question” in its determination of whether 
to impose penalties is “whether the issuer’s 
violation has provided an improper benefit 
to the shareholders, or conversely whether 
the violation has resulted in harm to the 
shareholders.”

When imposition of a penalty could further 
victimize already harmed shareholders, the 
SEC would be less likely to impose one. 
The SEC illustrated its new guidelines by 
simultaneously announcing the settlement 
of two enforcement actions - one imposing 
a $50 million penalty against McAfee Inc., 
and another imposing no penalty against 
Applix Inc.

By focusing on the impact a penalty would 
have on a corporation and its shareholders, 
and less on the issuer’s conduct during the 
SEC’s investigation, the SEC appears to 
have significantly altered its approach to 
imposing civil penalties. The SEC’s new 
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to which the SEC will consider an issuer’s 
cooperation, or lack thereof, in penalty 
determinations.

On Oct. 23, 2001, the SEC issued its 
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, also known as the 
Seaboard Report. In the report, the SEC 
articulated the standards by which it would 
measure a corporation’s cooperation in SEC 
enforcement investigations.

The Seaboard Report soon became the 
cornerstone of the SEC’s enforcement policy. 
The report suggested that corporations that 
provided meaningful cooperation to the 
SEC would face reduced charges, or no 
charges at all. The report also identified the 
following categories by which cooperation 
would be evaluated: (1) self-policing prior 
to the discovery of the securities violation; 
(2) self-reporting of the violation to law 
enforcement and investors; (3) remediation; 
and (4) cooperation with law enforcement 
authorities.

In practice, a corporation’s cooperation 
had to be extensive and meaningful. 
To get cooperation credit from the 

SEC, a corporation had to make immediate 
disclosure of the alleged misconduct; conduct 
an internal independent investigation; 
provide the results of its investigation to the 
SEC, other law enforcement and the market; 
terminate any wrongdoers; remediate the 
problems that led to the alleged misconduct; 
timely produce all relevant evidence; and 
compensate those who were harmed by the 
misconduct.

In addition, in most cases the SEC expected 
the corporation to waive the otherwise 
sacrosanct attorney-client privilege.

The SEC’s policy of imposing penalties 
against corporations changed with the 
Sarbanes-Oxley Act, passed on July 31, 
2002. This change was caused by a then 
little-noticed section called the Fair Funds 
provision. Before Sarbanes-Oxley was 
passed, any civil penalties collected by the 
SEC were deposited into the U.S. Treasury. 
The Fair Funds provision, contained in 
Section 308 of the act, 15 U.S.C. Section 
7246, allowed the SEC to distribute such 
penalties to corporate shareholders rather 
than to the government’s coffers.

The Fair Funds provision caused a sea 
change in the SEC’s approach to penalizing 
corporations. Before the Fair Funds provision 
became effective, the SEC was reluctant to 
impose any penalties against a corporation 
because the penalties would only further 
harm shareholders who supposedly were 
harmed by the fraud in first place. This 
reluctance made the Seaboard Report’s 
threat of imposing real penalties against non-
cooperative companies more meaningful. As 
a result, corporations had a strong incentive 
to cooperate with the SEC.

This incentive grew even stronger after 
the SEC began routinely invoking the 
Fair Fund provision and assessing 

penalties in the tens, and sometimes 
hundreds, of millions of dollars.

The pendulum may have started swinging 
back with the SEC’s new penalty guidelines. 
Reflecting the commission’s concern to 
avoid imposing penalties on victimized 
shareholders, the release states that the 
SEC’s penalty determinations will be guided 
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principally by two considerations: “[t]he 
presence or absence of a direct benefit to 
the corporation as a result of the [federal 
securities law] violation”; and “[t]he degree 
to which the penalty will recompense or 
further harm the injured shareholders.”

With respect to the first factor, if a 
corporation received a “direct and material” 
benefit, such as increased revenue or 
decreased expenses, from a securities law 
violation, then the SEC is more likely to 
impose a corporate penalty. Similarly, 
receipt of intangible benefits or some other 
unjust enrichment from the violation also 
mitigate in favor of such a penalty. The SEC 
concluded that “the strongest case for the 
imposition of a corporate penalty is one in 
which the shareholders of the corporation 
have received an improper benefit as a 
result of the violation; the weakest case is 
one in which the current shareholders of the 
corporation are the principal victims of the 
securities law violation.”

The second factor recognizes that the 
issuer’s current shareholders bear the burden of 
any penalty. Thus, the “likelihood a corporate 
penalty will unfairly injure investors, the 
corporation, or third parties weighs against 
its use as a sanction,” according to the SEC’s 
release. However, that a penalty may be used 
to compensate injured shareholders or other 
victims of the violation supports imposition 
of such a penalty.

In addition to these two principal 
considerations, the SEC articulated the 
following seven additional factors that it 
will also consider in determining a corporate 
penalty: (1) the need for deterrence; (2) 
the extent of injury to innocent parties; 
(3) whether complicity in the violation is 
widespread through the corporation; (4) the 
violator’s level of intent; (5) the difficulty in 
detecting the particular offense committed 
by the corporation; (6) remedial steps, if 
any, taken by the corporation; and (7) the 
extent of the corporation’s cooperation in 
the investigation.

With the release of its new penalty 
policy, the SEC simultaneously 
announced the settlement of two 

enforcement actions to illustrate the policy’s 
application. The first action involved McAfee, 
formerly known as Network Associates Inc.

The SEC alleged that McAfee engaged in 
a scheme to fraudulently recognize revenue 
that lasted from 1998 through 2000. 
The alleged scheme resulted in a nearly 
$1 billion swing in McAfee’s financial 
statements: McAfee allegedly overstated 
revenues by $622 million and understated 
expenses by $353 million.

The SEC also alleged that McAfee made 
deliberate efforts to disguise improperly 
recorded transactions, thereby making the 
alleged fraud harder to detect. In addition, 
the SEC alleged that McAfee benefited from 
the alleged fraud by selling $345 million 
in convertible notes while its financial 
statements allegedly were fraudulently 
inflated. Based on these allegations, the 
SEC entered into a settlement with McAfee 
that imposed, among other things, a $50 
million penalty.

The SEC’s second settlement was 
with Applix Inc., a much smaller 
computer software company. The 

SEC alleged that Applix improperly 
recognized revenue on two isolated 
transactions that totaled $1 million. After 
Applix’s audit committee became aware 
of the transactions, it retained counsel 
to conduct an internal investigation that 
ultimately led to the resignations of Applix’s 
chief executive and chief financial officers. 
The SEC’s order does not indicate that 
Applix’s shareholders received any benefit 
from the alleged fraudulent transactions. 
The SEC’s settlement with Applix did not 
require payment of a penalty.

The question left open by the SEC’s 
penalty guidelines is the extent to 
which a company’s cooperation will 
affect the penalty calculus. To be sure, 
cooperation is not one of the two principal 
considerations that will guide the SEC’s 
penalty determinations. However, the 
SEC’s release expressly provides that the 
SEC will consider a company’s cooperation 
and remediation as factors in the penalty 
determination.

And, in the Applix settlement, the SEC 
commented that Applix conducted an 
internal investigation that ultimately led to 
the CEO’s and CFO’s resignations.

Some additional guidance may be found 
in a release the SEC issued on Jan. 3, the day 

before the SEC announced its new penalty 
guidelines. (The release is at www.sec.gov/
litigation/litreleases/lr19517.htm.)

The release announced the filing of 
a civil fraud action against six former 
employees of Putnam Fiduciary Trust 
Company. The defendants were charged 
with defrauding a defined contribution 
plan and several Putnam mutual funds 
of $4 million. The SEC did not charge 
Putnam, however, because of “its swift, 
extensive and extraordinary cooperation in 
the Commission’s investigation.”

Indeed, Putnam appears to have 
provided paradigmatic Seaboard 
cooperation: According to the release, 

“[Putnam’s] cooperation consisted of 
prompt self-reporting, an independent 
internal investigation, sharing the results 
of that investigation with the government 
(including not asserting any applicable 
privileges and protections with respect to 
written materials furnished to the [SEC] 
staff), terminating and otherwise disciplining 
responsible wrongdoers, providing full 
restitution to its defrauded clients, paying 
for the attorneys’ and consultants’ fees of 
its defrauded clients, and implementing new 
controls designed to prevent the recurrence 
of fraudulent conduct.”

While this commission’s approach to 
rewarding cooperation is still unclear, in 
most circumstances public companies 
should still benefit from cooperating 
with the SEC and other law enforcement 
investigations. As the Putnam release 
makes clear, exemplary cooperation is still 
very relevant to the threshold determination 
of whether charges should be brought in 
the first place.

The new penalty policy applies only 
after the SEC determines that the company 
should be charged. From there, it seems 
entirely possible that companies that have 
not fully cooperated with the SEC may 
still avoid paying a penalty if the other 
considerations announced in the SEC’s new 
penalty policy weigh against a penalty.

Thomas A. Zaccaro, the former regional trial 
counsel of the SEC’s Pacific Regional Office, 
is a partner in the Los Angeles office of Akin 
Gump Strauss Hauer & Feld. 
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