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FEATURE ARTICLES

RECENT POLICY SHIFTS IN SEC
ENFORCEMENT SETTLEMENTS

by Russell G. Ryan

Like most securities lawyers, the
Securities and Exchange Commission and its
staff have had a very busy year. Under the
mandate of the Sarbanes-Oxley Act of 2002,
the SEC has proposed and promulgated an
unprecedented flurry of new rules on a wide
range of issues, including its controversial “up-
the-ladder” reporting requirement for attorneys
who appear and practice Dbefore the
Commission.” On a more subtle level, the SEC
and its Division of Enforcement have also made
several changes in their policies and practices
concerning the settlement of enforcement cases.
SEC practitioners should appreciate the
significance of these policy shifts when
counseling clients during the settlement phase of
enforcement investigations.

Higher Settlement Demands

During the past year, the SEC has taken
a noticeably harder line in settlements than ever
before, particularly in the area of public
company accounting fraud and disclosure cases.
The Commission’s $500 million penalty
settlement with WorldCom, for example, was 50
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times higher than any previous penalty paid by a
public company in an accounting fraud case.?

Likewise, recent settlements requiring the
payment of penalties ranging from $200,000 to
$1 million by executives of Xerox Corporation,’
HBO and Company,” Sunbeam Corporation,’
and Rent-Way, Inc.” are significantly higher
than the more typical five-figure penalty
settlements of only a few years ago.® In several
cases, moreover, the Commission has taken the
relatively unusual step of demanding a civil
penalty even against defendants who were not
charged with fraud violations.’

In related program areas such as
Regulation FD and Foreign Corrupt Practices
Act cases, neither of which require an allegation
or finding of fraudulent conduct by the
defendant, the Commission has similarly
obtained precedent-setting civil penalties in its
settlements. In its first wave of Regulation FD
cases, the Commission obtained a $250,000 civil
penalty against Siebel Systems, Inc.'” More
recently, Schering-Plough Corporation agreed to
pay a $1million penalty in settling SEC
enforcement proceedings charging it with
violating Regulation FD."" Also during the past
year, the Commission obtained a $500,000
penalty in a settled FCPA case against Syncor
International Corporation, the highest civil
penalty ever imposed in such a case.'?

In addition to demanding higher
penalties in settlements of accounting and
disclosure cases, the SEC now frequently insists
that the other common financial component of
such settlements — “disgorgement” of illicit
gains — include not only a defendant’s proceeds



from tainted stock sales, but also any bonuses
and other incentive compensation the defendant
received during the period of any wrongdoing."
This demand is consistent with the spirit of
Section 304 of Sarbanes-Oxley, which now
requires chief executive and chief financial
officers of public companies to forfeit certain
bonuses and stock sale proceeds received during
any period for which the company restates its
financial statements."* The Commission has
also increasingly demanded in financial fraud
settlements that executives responsible for the
fraud agree to be barred from serving as an
officer or director of any public company."”
Again, this trend is consistent with Sarbanes-
Oxley, which lowered the standard for imposing
such bars (by requiring the SEC to prove only
that a defendant is “unfit” to serve as an officer
or director, rather than “substantially unfit” to
serve) and for the first time granted the
Commission authority to impose such bars in
administrative proceedings as an alternative to
seeking them in federal court.'® Even before this
statutory change, the SEC’s Director of
Enforcement had declared that he was
“steadfastly determined to be more aggressive”
in seeking such officer-director bars.'’

Finally, the SEC has also gotten tougher
in insider trading settlements. Historically, the
Commission has settled most insider trading
cases if a defendant agreed to accept a fraud
injunction, to disgorge all illicit profits or
avoided losses, plus interest, and to pay a
penalty equal to the disgorgement amount.
More than ever before, the Commission is now
insisting, for egregious offenses, that settling
defendants pay more than the standard, single-
multiple penalty. In several recent settlements,
defendants have agreed to pay penalties equal to
1.5 times, 2 times, or even 3 times their
disgorgement obligation."®

Collateral Consequences of “Neither-Admit-
Nor-Deny” Settlements

A second recent change in SEC
settlement policy affects the administrative and
disciplinary proceedings that typically follow
any judgments the Commission obtains in

federal courts against regulated persons (such as
brokers and investment advisers) and
professionals who appear and practice before the
Commission (mostly accountants and attorneys).
As most SEC enforcement practitioners know,
typical court settlements with the SEC provide
that the defendant neither admits nor denies the
allegations of the Commission’s complaint.
This provision has minimized the collateral
consequences of the settlement in private
litigation and in proceedings by other regulators,
but its effect in subsequent disciplinary
proceedings before the SEC has not been
entirely clear until recently.

On July 25, 2003, the SEC clarified this
issue in an important adjudicatory opinion in
which it announced “a refined and expanded
policy” for all future administrative disciplinary
proceedings that are based on fraud injunctions
previously entered in federal court with the
consent of the defendant. Henceforth, the
Commission stated, it “will rely on the factual
allegations of the injunctive complaint in
determining the appropriate remedial action,”
and “will not permit a respondent to contest the
factual allegations of the injunctive complaint”
in the follow-on disciplinary proceeding.” In
practice, this policy may affect relatively few
cases, because most follow-on disciplinary
proceedings are resolved as part of an overall
settlement between the Commission and the
affected defendant. Nevertheless, SEC
practitioners will see a new addition to the
standard language included in settlement
documents submitted to the Commission. This
new language requires the settling defendant to
acknowledge that, “in any disciplinary
proceeding before the Commission based on the
entry of the injunction in this action, Defendant
understands that [he, she, it] shall not be
permitted to contest the factual allegations of the
complaint in this action.”

Other Settlement Policy Changes

Three other recent changes in SEC
settlement policy warrant brief mention. First,
the Commission has been indicating that, before
it will consider a settlement recommended by



the staff of its enforcement division, a defendant
must place into escrow sufficient funds to cover
any disgorgement and penalty obligation being
offered in settlement. The purpose of this new
policy is to minimize the risk that the
Commission will accept a settlement that ends
up with an unpaid judgment.

Second, the SEC enforcement staff has
recently begun a practice of requiring settling
parties to certify under oath that they have, to
the best of their knowledge, fully complied with
all document requests and subpoenas received
from the enforcement staff. The certification is
designed to ensure that settlements are based on
a full evidentiary record rather than a record
unilaterally restricted by the settling party.
Thus, before submitting a settlement offer to the
Commission, the staff will require settling
parties to sign a statement certifying that they
have performed a diligent document search and
that all responsive documents have either been
produced to the staff or identified in a log of
privileged documents withheld from production.

Finally, the SEC now typically insists
that settling defendants renounce any intent to
seek third-party reimbursement, insurance
coverage, or tax deductions for the -civil
penalties they agree to pay, even if the penalties
will be added to a fund to be distributed to
victimized investors. Thus, the Commission’s
standard settlement documents now include a
representation to this effect by the settling
party.”® This new provision is designed to
prevent corporate executives from negating the
financial consequences of their settlement by
passing the burden on to shareholders or third
parties.

Conclusion

In the post-Enron era, securities lawyers
have been confronted with a number of
significant changes in the substantive law
governing their practice. As the foregoing
discussion suggests, however, those who
represent clients in SEC investigations also need
to keep abreast of ongoing changes in policies
and practices affecting the process of negotiating

settlements with the Commission and its
enforcement staff.
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