Disclosure Issues in SEC
Enforcement Actions and
Investigations

David M. Stuart*

Because of the potential impact of an SEC investigation and
the outcome of such an investigation on the operations, manage-
ment, financial performance and reputation of an organiza-
tion, it is crucial to consider and analyze regularly both the
need for and strategic benefit of publicly disclosing infor-
mation about the investigation. For public companies, there
are regulatory and accounting requirements governing such
disclosures, but no rule explicitly mandating or addressing
disclosure of an SEC investigation. For regulated individuals
and entities, such as broker-dealers, investment companies
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and investment advisers, there are additional regulatory require-
ments to be considered. Even absent a disclosure requirement,
however, there are several strategic factors to be considered
in determining whether an investigation nonetheless should
be communicated publicly. This chapter addresses these com-
plex issues and the framework for analyzing them.
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Disclosure by the SEC

Q9.1 Will the SEC disclose the existence of an
investigation?

The Staff takes very seriously its confidentiality policies and obli-
gations. Section 203.5 of Title 17 of the Code of Federal Regulations,
which governs SEC investigations, provides that all formal investiga-
tive proceedings are non-public, and the rules of the Exchange Act
provide that information obtained by the Staff in an investigation is
confidential and may not be disclosed outside of the Commission
absent a determination by the Commission or the Commission’s Gen-
eral Counsel that such disclosure would be in the public interest.!
Accordingly, the SEC Staff goes to great lengths not to reveal publicly
information about its investigations and entities that might be under
investigation unless and until a determination is made to commence
an enforcement proceeding.

This general rule, however, does not prohibit the SEC from shar-
ing information privately or with other governmental or regulatory
bodies.? Indeed, each time a party is asked to produce documents or
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provide testimony, Enforcement’s policy is to advise that party of the
“Routine Uses of Information,” such as coordinating regulatory or
law enforcement activities with other federal, state, local or foreign
agencies, referring suspected misconduct to professional licensing
associations and SROs for possible disciplinary action and many other
purposes.?

Although the Staff has the freedom to share information with oth-
ers, it also has strict rules and procedures governing such sharing.
Section 24(c) of the Exchange Act and Rule 24c-1 specify the proce-
dure by which other law enforcement authorities, SROs, bankruptcy
trustees, professional licensing associations and others may request
access to nonpublic information in the Staff’s files.* In addition, the
Staff may informally refer matters under investigation to criminal authori-
ties, state agencies, SROs and others.? Once information is shared out-
side of the agency, it may become subject to less restrictive policies
regarding confidentiality.

It is also possible that information submitted to the Staff could
be the subject of a FOIA request, and persons and companies submit-
ting information to the SEC should be careful to request confidential
treatment for that information when appropriate.®

Q9.2 Even if the SEC does not disclose the existence
of an investigation, are there other ways in
which the investigation may become public or
disclosed to others?

There are many ways in which the existence of an SEC investiga-
tion may become public even though it is highly unlikely that the Staff
would intentionally disclose the existence of a pending investigation.
For example, if the investigation involves a whistleblower, the whistle-
blower may believe that it is in his or her best interest to generate
media coverage of the investigation.” Additionally, in the course of the
investigation, the Staff may alert analysts, investors, auditors, consult-
ants, customers, suppliers and other business partners to the inves-
tigation by issuing to them requests or subpoenas for information,
documents or testimony. Whether this occurs depends entirely on the
nature of the investigation, but it is important to be mindful of the
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likelihood that third parties will learn of the investigation and to have
a plan in place for responding to questions that may arise. This is
addressed further below in the discussion of the need for disclosure
in order to comply with Regulation Fair Disclosure (“Regulation FD”).

Disclosure by Public Companies

Q9.3

When is a public company required to
disclose a government investigation in a
public filing?

There is no specific requirement under the federal securities laws
or U.S. Generally Accepted Accounting Principles (GAAP) that a pub-
lic company disclose the existence of a government investigation.
There are, however, two general situations when it must make such a
disclosure: (1) when the investigation gives rise to other events that
specifically require disclosure under the federal securities laws; and
(2) when failing to disclose the investigation would make other disclo-
sures or communications materially misleading. Among the most com-
mon events that arise during government investigations that cause
companies to consider disclosure are when:

The investigation evolves from an informal to a formal
investigation.

The company makes a determination after receiving a sub-
poena or learning of widespread misconduct that the SEC
investigation is likely to continue for an extended period of
time.

The company learns through the issuance of a Wells notice
that the SEC is contemplating an enforcement action.

An officer or director is deemed to have engaged in misconduct.

The company determines that there is a material error in its
financial statements.
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None of these events alone necessarily requires disclosure of the
investigation; they are, however, the events that most frequently prompt
an analysis of whether disclosure is warranted.

Q9.4 For public companies, what statutory and
regulatory authority should be considered in
evaluating whether a disclosure is necessary
in a registration statement or periodic report?

Regulation S-K, promulgated pursuant to the Securities Act, sets forth
the rules addressing disclosure requirements in the non-financial
statement portions of registration statements and periodic filings.
There are several sections of Regulation S-K that are relevant in the
context of an SEC investigation and should be considered in evaluat-
ing disclosure decisions.

For example, Item 103 of Regulation S-K (“Legal Proceedings”) requires
disclosure of any “material pending legal proceedings,” including “any
such proceedings known to be contemplated by governmental author-
ities.” Item 103 does not require the disclosure of an SEC investigation
because an investigation, without more, is not a “pending legal pro-
ceeding.” Item 103 does, however, require disclosure of enforcement
actions filed by the SEC (a “governmental” authority) and, moreover,
requires disclosure whenever such an enforcement action is “known
to be contemplated” by the SEC. As discussed more fully in chapter 6
(“The Wells Process™), the Staff ordinarily uses a Wells notice to make
it known that the Staff is contemplating recommending that the SEC
file an enforcement action. Approval by the SEC Commissioners is not
required for the Staff to issue a Wells notice.!” Accordingly, the pre-
vailing view—consistent with the only court decision addressing this
issue, Richman v. Goldman Sachs—is that Item 103 does not require
disclosure of receipt of a Wells notice. Nevertheless, many practitioners
would consider it prudent to disclose receipt of a Wells notice.
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_

@ CASE STUDY: Richman v. Goldman Sachs

Richman was a class action against Goldman Sachs alleging vio-
lations of section 10(b) of the Exchange Act and corresponding
Rule 10b-5. This was the first case in which a court addressed the
disclosure obligations of a public company that has received a
Wells notice.

In August 2008, the SEC informed Goldman that it was investi-
gating Goldman’s involvement in a collateralized debt obligation
(CDO) named Abacus and, pursuant to the investigation, served
Goldman with a subpoena. Goldman subsequently disclosed in
its SEC filings that it had received requests from “various gov-
ernmental agencies” relating to CDOs and was cooperating with
those requests.

In July 2009, Goldman received a Wells notice from the SEC stat-
ing that the Staff intended to recommend to the Commission that
it proceed with enforcement action against Goldman. Goldman
filed a Wells submission and followed up with the Staff regarding
the matter. Goldman never disclosed in its subsequent SEC fil-
ings, however, that it had received a Wells notice.

The plaintiffs alleged that Goldman had an affirmative duty to
disclose the receipt of the Wells notice (1) to ensure that the prior
disclosure about governmental investigations was not materially
misleading; and (2) to comply with Item 103 of Regulation S-K,
FINRA Rule 2010 and NASD Conduct Rule 3010.

Plaintiffs’ first argument was that Goldman’s failure to disclose
the Wells notice had misled investors into believing that “no sig-
nificant developments had occurred which made the investiga-
tion more likely to result in formal charges.” The court disagreed,
noting that, although a company has a duty to be “accurate” and
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“complete” when it speaks, it is not required to disclose every fact
that would be of interest to a reasonable investor. Accordingly, a
company need not predict the outcome of a pending investiga-
tion unless it has evidence that litigation is “substantially certain
to occur.” Because a Wells notice only represents a non-binding
intention of the Staff to recommend Commission action, the court
concluded that Goldman could not have been “substantially cer-
tain” that litigation would result from the Wells notice and thus
did not need to disclose it.

As to the plaintiffs’ regulatory arguments, the court expressed
doubt about whether the disclosure duties arising from Regula-
tion S-K, FINRA and NASD could support a Rule 10b-5 action at
all. Nevertheless, the court examined Regulation S-K’s require-
ment that companies disclose “material pending legal proceed-
ings . . . known to be contemplated by governmental authorities,”
and concluded that Goldman did not violate the provision because
the Wells notice merely represented “an indication that the staff
of [the SEC] [was] considering making a recommendation [to bring
an enforcement action]”—not an indication that the Commission
was contemplating such an action.

Item 303 of Regulation S-K (“Management’s Discussion and Analysis
of Financial Condition and Results of Operations” (MD&A)) requires
disclosure of “changes in [a company’s] financial condition and results
of operations,” either of which could be materially affected by an SEC
investigation. For example, the costs of the investigation may have a
material impact on results of operations.!! Or an investigation may
uncover an improper practice that, when stopped, will materially affect
the reported or actual financial performance of the company.'? In
addition, Item 303 provides explicit disclosure requirements for off-
balance sheet arrangements and known events or uncertainties that
are reasonably likely to result in the termination of an off-balance
sheet arrangement or materially affect the company’s liquidity or access
to capital.
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Item 503(c) of Regulation S-K (“Risk Factors”) requires disclosure
of the most significant risk factors that a company faces. If the sub-
ject matter of an investigation could materially impact the company’s
business, it may be sufficiently serious to warrant disclosure.!? In
addition, an investigation may uncover additional risk factors of which
management was previously unaware.

Item 401(f) of Regulation S-K (“Involvement [of Directors or Execu-
tive Officers] in Certain Legal Proceedings”) requires disclosure of cer-
tain legal proceedings involving directors or officers “that are material to
an evaluation of the ability or integrity” of a company’s directors and
executive officers. Specifically, disclosure is required when a director or
officer is “a named subject of a pending criminal proceeding.”'* This
provision should generally lead prudent counsel to advise that disclo-
sure be made when an indictment is imminent. In addition, although
Item 401(f) does not explicitly require it, companies will often disclose
the receipt of a Wells notice by any company director or executive
officer.

Q9.5 For public companies, what rules govern
whether a disclosure is required before the
next periodic filing?

While Regulation S-K addresses disclosures to be made in registra-
tion statements and periodic filings, there are certain events that may
arise in an SEC investigation that require a company to file a “Current
Report” on Form 8K rather than waiting to disclose such events in
the next periodic filing. Such filings generally must be made “within
four business days after occurrence of the event.”!® Some examples of
events that may arise during an SEC investigation that could require
disclosure in a Current Report include:

“Changes in Registrant’s Certifying Accountant.” Item 4.01 of Form
8K requires disclosure when the principal auditor of a company’s financial
statements, or “an independent accountant upon whom the principal
accountant expressed reliance in its report regarding a significant sub-
sidiary, resigns (or indicates that it declines to stand for re-appointment
after completion of the current audit) or is dismissed.”' An auditor
change can be the result of something as innocuous as a merger of
accounting firms or a desire to reduce auditor fees, or it may reflect
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something much more serious, such as a disagreement between the
company and the auditor on a significant accounting or reporting issue
or even an auditor’s inability to rely on management.!

“Non-Reliance on Previously Issued Financial Statements or a Related
Audit Report.” Item 4.02 of Form 8-K requires disclosure when a com-
pany determines that its previously issued financial statements have
significant errors and can therefore no longer be relied upon.'® This
situation often occurs in the context of an accounting investigation.

“Departure of Directors or Certain Officers.” Iltem 5.02 of Form 8-K
requires disclosure whenever a director or certain officer has resigned
or left the company.' In the event that a director has “resigned or
refuses to stand for re-election to the board of directors . . . because
of a disagreement with the registrant . . . on any matter relating to
the registrant’s operations, policies or practices, or if a director has
been removed for cause from the board of directors,” Item 5.02(a)(1)
requires disclosure of a “brief description of the circumstances repre-
senting the disagreement that the registrant believes caused, in whole
or in part, the director’s resignation, refusal to stand for re-election or
removal.”?

Similarly, if the “principal executive officer, president, principal
financial officer, principal accounting officer, principal operating officer,
or any person performing similar functions, or any named executive
officer, retires, resigns or is terminated from that position,” Item 5.02(b)
requires the company to disclose such departure.?! Although 5.02(b)
does not require—as 5.02(a)(1) does—disclosure of the specific reasons
for the departure, companies often make such disclosure to avoid unwar-
ranted speculation or because the reasons relate to a prior public fil-
ing, such as receipt of a Wells notice.?

“Waiver of a Provision of the Code of Ethics.” Item 405 of Regulation
S-K requires a company to disclose whether or not it has adopted a
written code of ethics—including provisions for promoting “[a]Jccount-
ability for adherence to the code”—that applies to its senior officers.?
If the company has adopted a code of ethics for these officers, it must
file a copy with the SEC.2* If the company has not adopted such a code
of ethics, it must “explain why it has not done s0.”% For this reason,
most public companies have adopted a code of ethics for their senior
officers.?
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Item 5.05 of Form 8K requires disclosure of any “waiver, including
an implicit waiver, from a provision of the code of ethics” provided to
“the registrant’s principal executive officer, principal financial officer,
principal accounting officer or controller or persons performing
similar functions.”?” An “implicit waiver” occurs whenever one of these
members of management is found to have engaged in conduct that
constitutes a “material departure” from a provision of the company’s
code of ethics and the company fails to “take action within a reasonable
period of time.”?® In those circumstances, the company must disclose
“the nature of the waiver, the name of the person to whom the waiver
was granted, and the date of the waiver.”?

“Regulation FD Disclosure.” Item 7.01 of Form 8K provides a location
for a company to make a disclosure in order to comply with Regulation
FD (addressed in detail below) in the event that the company chooses
to use Form 8K for that purpose.®

“Other Events.” Item 8.01 of Form 8-K permits (but does not require)
a company to disclose any information “not otherwise called for” by
Form 8K if the company “deems [the information] of importance to
security holders.”! One common use for Item 8.01 in the context of an
SEC investigation is to inform investors immediately when the com-
pany resolves the investigation, without waiting for the next periodic
filing or some other event triggering a required disclosure.

Q9.6 What if a company determines that there
are no events requiring disclosure, but
wishes, nonetheless, to speak about the
investigation?

Regulation FD requires a public company to disclose material informa-
tion simultaneously to the public when it chooses to disclose that informa-
tion to certain individuals and entities—such as securities market pro-
fessionals and holders of the company’s securities who may well trade
on the basis of the information.3? Accordingly, if a company chooses
to address rumors or respond to questions from analysts about the
pendency of an SEC investigation, Regulation FD may require that the
company issue a public statement so that the company cannot be accused
of selectively providing material information only to the analyst who
inquired.
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Q9.7 What factors should be considered in
determining whether the investigation is
material?

Information is material when there is a substantial likelihood that
its disclosure “would [be] viewed by the reasonable investor as having
significantly altered the ‘total mix’ of information made available.”?3
Although the materiality of information is a mixed question of law and
fact,? the mere existence of an SEC investigation, without more, often
is not material as a matter of law.>®> The more important question is
whether the investigation has resulted in the discovery of any mate-
rial information.

Determining materiality requires the assessment of both qualita-
tive and quantitative factors. Even when an investigation uncovers
wrongdoing that involves comparatively small amounts of money and
has no impact on the company’s financial statements, the seriousness
and pervasiveness of the wrongdoing and the seniority of those involved
may cause a company to conclude that the investigation has uncov-
ered material information. In general, the following questions should
be considered when assessing whether an investigation or informa-
tion discovered in an investigation are material:

o Will the investigation have an impact on current or future
operations? Or has the investigation uncovered an improper
practice that, when stopped, will impact the company’s future
performance? For example, if a company learns that it derives
substantial business from improper payments, then the com-
pany’s future performance may be affected once the pay-
ments stop.36

o Is a member of senior management involved in the subject
matter of the investigation? The involvement of senior man-
agement does not necessarily mean that an investigation is
material. Nevertheless, wrongdoing by senior management is
more likely to be material than wrongdoing by a junior em-
ployee, and is likely to increase the severity of the sanction
ultimately sought by the SEC.3” Moreover, in the event that
members of senior management have engaged in conduct
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that constitutes a “material departure” from a provision of
the company’s code of ethics, Item 5.05 of Form 8-K and the
relevant exchange rules may require disclosure.?®

o How serious is the conduct at issue? For example, is it ongo-
ing or historical only?* Is it isolated or widespread?*’ Does it
involve intentional conduct designed to deceive the compa-
ny’s board, auditors, investors or the SEC?*! Do the employ-
ees responsible still work at the company?4

o Will the investigation impact the company’s ability to file finan-
cial statements on time?*3

Q 9.8 Are there any special disclosure requirements
when doing a private placement?

Pursuant to the Jumpstart Our Business Startups Act of 2012, the
SEC modified Rule 506 of Regulation D to allow issuers to engage in
general solicitation and general advertising in connection with private
placements, provided certain conditions are met.** One such condi-
tion is that so-called “bad actors” are disqualified from relying on
Rule 506 if the disqualifying event occurred on or after September 23,
2013, the effective date of the rule change.® Bad actors include, among
others, “the issuer;. .. any director, executive officer, other officer par-
ticipating in the offering, general partner or managing member of the
issuer; [or] any beneficial owner of 20% or more of the issuer’s out-
standing voting equity” if, generally speaking, they have been found to
have engaged in any misconduct in connection with the purchase or
sale of any security.*6

This prohibition (codified in Rule 506(d) and 506(e)), however,
does not apply if the disqualifying event occurred prior to September 23,
2013, and the issuer discloses to each purchaser the event that other-
wise would have disqualified it from issuing securities in a private
placement under Rule 506. Such a disclosure must be provided “in
writing” to each purchaser at “a reasonable time prior to sale.”*
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Q9.9 What disclosure obligations are imposed
by the securities exchanges in their listing
requirements?

In addition to the rules imposed on public companies by the SEC,
the exchanges on which the company’s securities trade have rules
addressing circumstances that may arise in an SEC investigation. For
example, Rules 202.05 and 202.06 of the New York Stock Exchange
(NYSE) require disclosure of “news or information which might rea-
sonably be expected to materially affect the market for [the listed
company’s] securities.”® Similarly, NASDAQ Rule 5250(b)(1) requires
its listed companies to make “prompt disclosure to the public . . . of
any material information that would reasonably be expected to affect
the value of its securities or influence investors’ decisions.”*

In addition, NYSE Rule 303A.10 states:

A listed company must disclose in its annual proxy statement or,
if it does not file an annual proxy statement, in its annual report
on Form 10K filed with the SEC that its code of business conduct
and ethics is available on or through its website and provide the
website address. To the extent that a listed company’s board or
a board committee determines to grant any waiver of the code of
business conduct and ethics for an executive officer or director,
the waiver must be disclosed to shareholders within four busi-
ness days of such determination. Disclosure must be made by dis-
tributing a press release, providing website disclosure, or by filing
a current report on Form 8K with the SEC.%

NASDAQ has a similar rule.”!

In the event that a previously undisclosed investigation is leaked
to the public, NYSE Rules 202.03 and 202.05 may require disclosure
to dispel false rumors or confirm accurate ones.” Here, too, NASDAQ
has a similar rule.”
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Q 9.10 Are there circumstances when a public
company may be required to disclose issues
related to an SEC investigation in its financial
statements?

Regulation S-X, promulgated under the Exchange Act, addresses
the format and content of financial reports required to be filed as part
of registration statements, periodic reports and proxy statements.
Rule 4-01 of Regulation S-X generally provides that all financial state-
ments are to be prepared in accordance with GAAP, and Financial
Accounting Standards Board (FASB) Accounting Standards Codifica-
tion Topic 450 (“ASC 450™) (formerly Financial Accounting Standards
No. 5) addresses circumstances under which a public company may
need to accrue for a potential loss contingency associated with an
SEC investigation or litigation. ASC 450 provides that if a material loss
is probable, the company must accrue the amount that is reasonably
estimable.” If the amount is not reasonably estimable but is at least
“reasonably possible,” no accrual is required; the company is, how-
ever, required to disclose the nature of the contingency and include
either an estimate of the possible range of loss or a statement that such
an estimate cannot be made.>

Disclosure of contingencies related to an SEC investigation will
most often arise in the context of settlement negotiations involving
a financial penalty or disgorgement because prior to that time, it is
generally too uncertain what the reasonably possible loss will be.
Once settlement discussions have commenced and throughout the
settlement process, it is important to assess regularly whether nego-
tiations have progressed to the point where a loss is (1) reasonably
possible or even probable; and (2) reasonably estimable. Factors that
will affect this analysis include the company’s desire (considering
input from both management and the board of directors) to settle,
how likely based on past experience the company is to settle by pay-
ing a financial penalty or disgorgement and the difference between the
government’s demand and the company’s offer.
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Q 9.11 When a public company is considering
disclosure, what is the significance of the
fact that an investigation is “informal”?

The fact that an SEC investigation may be in the “informal” stage
(that is, there is no formal order of investigation and the Staff does
not have the authority to issue subpoenas) is relevant to the disclo-
sure decision to the extent that the nature, subject and direction of
the investigation remains uncertain. The fact that an investigation is
informal, however, is not necessarily a sign that the Staff regards the
matter as less serious, and all of the factors related to materiality still
require analysis regardless of the label attached to the investigation.

Q 9.12 What is the significance of the fact that an
investigation is “formal”?

As with informal investigations, the existence of a formal investiga-
tion or the conversion of an informal investigation to a formal inves-
tigation may be relevant to a decision to disclose the investigation. It
does not alone, however, require disclosure.

The question one must ask is why the investigation has become
formal. If it is an indication that the SEC Staff believes that it needs to
issue broad-based subpoenas to the company or third parties or that
it needs to issue subpoenas for testimony, it may be an indication
that the investigation is going to continue for some time and may be
expanding. Depending on the situation, such information may result
in a conclusion that the investigation has become a material event.
Under these circumstances, it may be appropriate to disclose the
existence of the investigation before it progresses too far.

Q 9.13 Are public companies required to disclose a
Wells notice?

Although there is no specific requirement that public companies
disclose Wells notices,”® most issuers consider notice of potential
charges as sufficiently important to warrant disclosure. Prior to the
2012 decision in Richman v. Goldman Sachs, no court had ever been
asked to consider disclosure obligations with respect to Wells notices.
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Richman was a class action based on Goldman’s failure to disclose it
had received Wells notices from the SEC in connection with the SEC’s
investigation of Goldman’s role in marketing synthetic CDOs.

In January 2009, Goldman’s SEC filings disclosed ongoing govern-
mental investigations. Between July 2009 and January 2010, the SEC
issued Wells notices to Goldman and two Goldman employees. The
SEC filed a complaint against Goldman and one of its employees in
April 2010, which Goldman settled for $550 million in July 2010. Plain-
tiffs alleged that Goldman’s failure to disclose its receipt of the Wells
notices was an actionable omission under section 10(b) and Rule 10b-5
of the Exchange Act, and that Goldman had an affirmative legal obligation
to disclose its receipt of the Wells notices under applicable regulations.

Ruling on Goldman’s motion to dismiss, Judge Crotty held that
Goldman did not have a duty under section 10(b) or applicable SEC
regulations to disclose its receipt of the Wells notices and dismissed
plaintiffs’ claims.?”

Q 9.14 Even if there is no requirement to disclose an
investigation, are there strategic reasons for
doing so?

Often there are good reasons to disclose the existence of an inves-
tigation even if the securities laws do not require it.

First, companies often decide to disclose the existence of an in-
vestigation early in the process to avoid shocking or surprising inves-
tors with bad news should the investigation takes an adverse turn. On
this theory, investors have an opportunity to absorb the information
before circumstances become dire, which can often control volatility
in the stock price. Once the disclosure is made, however, the com-
pany has a duty to update that disclosure with additional material
developments. Therefore, the company must consider very carefully
whether the ability to mitigate market volatility justifies the burden of
having to update the disclosure as the investigation proceeds and the
company ought to carefully draft the disclosure so as not to require
updates too frequently.

Second, a company may choose to disclose an investigation when
there is speculation or rumors in the market that are hurting the price
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of the stock. Not only can the disclosure correct the public record,
but it can also enable company personnel to speak with the media or
analysts without jeopardizing compliance with Regulation FD.

Q 9.15 What considerations should be made
regarding the content of the disclosure?

Good disclosure will provide enough information to (1) minimize
speculation about the investigation; and (2) avoid the need for sup-
plemental disclosures in the near future. Questions to consider when
drafting the disclosure include:

o Who or what appears to be the focus of the investigation? Is
it the company or an employee acting on behalf of the com-
pany?®® Or is it an employee acting in their personal capacity
(for example, as an insider trader) or even a third party?>°

o What is the nature of the investigation? Is it an informal request
for information or a subpoena pursuant to a formal order of
investigation?% If known, what caused the SEC to initiate its
investigation?6!

o What is the subject matter of the investigation? Does it relate
to current or historical activity?%? Does it involve the conduct
of senior management?5

o If the company is supplementing a prior disclosure, what is
the content of the prior disclosure?5

o If applicable, what have other parties to the investigation,
such as competitors, disclosed?

Although the disclosure should provide sufficient information to inform
(and minimize uninformed speculation by) investors and others, com-
panies should be careful to avoid drawing premature conclusions about
the investigation’s outcome.® Such predictions, if they later turn out
to be wrong, might form basis of private litigation or even an enforce-
ment action.%® In particular, companies should exercise caution once
settlement negotiations with the Staff have begun. Only the Commis-
sion, and not its Staff, can authorize a settlement that includes the fil-
ing of a court or administrative order,*” and the common past practice
of disclosing settlements “in principle” with the SEC is disfavored.®
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These principles apply both to the initial disclosure of an inves-
tigation, as well as to later, supplemental disclosures regarding the
investigation. It is critical that a company under ongoing investigation
revisit these questions regularly to ensure that the sum of its disclo-
sures give an accurate and up-to-date portrayal of what the company
knows about the state of the SEC’s investigation.5’

Q 9.16 Should disclosure of an investigation be
pre-cleared with the Enforcement Staff?

This largely depends on the nature of the relationship between
counsel and the Staff. Although the Staff likely will not comment
on the content of the disclosure, providing notice is a professional
courtesy that can engender goodwill and demonstrate the company’s
good faith to the government. If the company has any concerns about
the content or positions it may be attributing to the Staff, it gives at
least the opportunity for the Staff to comment. On the other hand, it
is not required.

Q 9.17 What are the potential adverse consequences
of a disclosure?

Disclosure of an investigation often has adverse consequences for
a company, and, although many of these consequences are inevitable,
well-advised companies will be prepared to manage any fallout to the
extent possible. Some possible consequences to consider are:

o Investors and analysts may overreact to the news.”” In
addition, press coverage may fuel ongoing speculation about
the nature or direction of the investigation.”!

o Relationships with customers, suppliers, creditors and busi-
ness partners may suffer. These consequences can range
from mere questions about the investigation to outright ter-
mination of the relationship.”

o Depending on the subject matter of the investigation and the
location of the suspected misconduct, other regulatory agen-
cies, including foreign government regulators, may decide to
open independent investigations.”™
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o The news may concern or distract company employees. This
is true both with respect to employees who are involved in
the investigation—whether because they are suspected of
being involved in the subject matter of the investigation or
because they are asked by company counsel or the SEC Staff
to provide documents or information—as well as with respect
to employees who are not involved in the investigation. As a
result, morale and productivity can suffer.”

o The disclosure may irritate the Staff. Although the Staff under-
stands and is sensitive to the need for companies to make
public disclosures of investigations, a disclosure that is poorly
or too strongly worded, or that makes unwarranted predic-
tions about the outcome of the investigation, may risk irritat-
ing the Staff. In addition, companies that are close to reaching
a proposed resolution with the Staff should be mindful that
only the Commission can authorize a settlement that includes
the filing of a court or administrative order.” Accordingly, the
common past practice of disclosing settlements “in principle”
with the SEC is disfavored.™

Q 9.18 How should a company prepare for the
potential adverse consequences of a
disclosure?

Before disclosing an investigation, a company should prepare its
spokespersons and investor relations personnel for the questions that
are likely to come from investors, analysts and the press. In addition,
depending on the subject matter of the investigation, there may be
important customers, suppliers or other business contacts who may
be concerned about the investigation. A company should consider
instructing the employees responsible for these relationships on how
to address the subject should it come up. Generally, all of these employ-
ees should be advised not to discuss details of the investigation that
have not already been part of the company’s disclosure and should be
cautioned not to speculate on the outcome of the investigation.
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In some circumstances, it may also be appropriate to make a press
release clarifying the information contained in the company’s disclosure.
In particular, if it appears that the market or the press may be miscon-
struing the company’s disclosure, a clarifying press release may cor-
rect unwarranted or incorrect speculation about the investigation.”

Q 9.19 What are the potential adverse consequences
of not disclosing an investigation?

Companies that choose not to disclose pending SEC investigations
run the obvious risk that the investigation will later become pubilic,
either through an avenue beyond the company’s control™ or because a
development in the investigation requires disclosure by the company.
In either case, the lack of an up-front disclosure by the company can be
more harmful than the initial disclosure might have been.

For one thing, investors who first learn of an investigation from
a source other than the company are likely to be more surprised by
the news and may react more negatively.” In addition, they may become
skeptical of management’s later disclosures either about the investi-
gation in particular or even in general. This is particularly true given
the propensity of most companies to disclose investigations at an
early stage. Making an early disclosure tells investors, as well as other
stakeholders, such as employees and business partners, that the com-
pany is handling the investigation in a serious way and with transpar-
ency, whatever the merit of the concerns on which the investigation
is based.

Furthermore, disclosures that are made later in the course of an
investigation are likely to contain significantly worse news than an
early disclosure of the investigation’s mere existence.’’ Accordingly,
the market reaction is likely to be more extreme.?! In these circum-
stances, there is a heightened risk of private litigation by investors®
and even the possibility that the SEC will second-guess the company’s
decision not to disclose earlier.®
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Q 9.20 How should a public company respond
to press or analyst inquiries once an
investigation is disclosed?

Once a public company has disclosed an investigation, it should
generally refer any press or analyst inquiries back to the prior disclo-
sure. Ideally, the form and content of that disclosure will have been
selected carefully with the assistance of counsel, with input from
knowledgeable persons and with adequate time for reflection—each of
which tends to improve the quality of the disclosure. Further remarks
by the company, particularly those made in response to specific inqui-
ries, are unlikely to be made in similarly favorable circumstances, and
come with the risk of being incomplete, incorrect or inappropriately
speculative. Moreover, a response to a specific inquiry about an ongo-
ing investigation might be considered a “selective disclosure,” which,
even if made unintentionally, could create an obligation to disclose
the same information “promptly” to the public.®* An intentional se-
lective disclosure of material information to certain parties violates
Regulation FD.%

If, following the company’s first disclosure of the investigation, there
is a further development that warrants either new disclosure or updating
the prior disclosure, the company should make such additional dis-
closures as part of its regular process.

Q 9.21 What special considerations are there for
foreign private issuers?

In general, the SEC filing requirements for foreign private issuers
are less burdensome than those for domestic issuers. Foreign private
issuers are, however, required to file (in most cases, on a Form 20-F) an
annual report that discloses, among other things, the company’s risk
factors, the resignation or dismissal of the company’s auditor and any
governmental proceedings “pending or known to be contemplated.”36
In addition, a foreign private issuer is required to disclose on a Form
6-K any material information that the issuer “(i) makes or is required
to make public pursuant to the law of the jurisdiction of its domicile
or in which it is incorporated or organized, or (ii) files or is required to
file with a stock exchange on which its securities are traded and which
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was made public by that exchange, or (iii) distributes or is required
to distribute to its security holders.”®” Such a filing must be made
“promptly” after the public disclosure described above.?® Because the
requirements for Form 6-K depend in large part on the disclosure require-
ments of the foreign country in which the foreign private issuer is domi-
ciled, incorporated or organized, it is necessary to be familiar with
those requirements when considering whether to make public disclo-
sure of an investigation on a Form 6-K.

Disclosure by Regulated Entities

Q 9.22 Are there special disclosure requirements for
regulated entities?

Regulated entities, such as broker-dealers, investment advisors
and investment companies have special disclosure obligations. These
obligations arise primarily from FINRA and SEC regulations.

Under FINRA rules, a broker-dealer whose registered representa-
tive broker receives a Wells notice is required to update its regulatory
record of the registered representative by including that fact on the
broker’s Uniform Application for Securities Industry Registration or
Transfer (“Form U4”) within thirty days.® The consequences of violat-
ing this rule can be severe. For example, in 2010 Goldman Sachs was
fined $650,000 for failing to disclose that two of its registered representa-
tives had received Wells notices.”

In contrast, investment advisors are required to file a Form ADV
and update their Form ADV disclosures annually. Form ADV requires
disclosure of “legal or disciplinary events that are material to a client’s
or prospective client’s evaluation of [the advisor’s] advisory business
or the integrity of [its] management.” Although receipt of a Wells notice
may not fall squarely within this disclosure requirement, investment
advisors often choose to disclose the receipt of a Wells notice by them-
selves or an affiliate on Form ADV.?!

Investment companies are required to complete Form N-1A under
the Investment Company Act. Under Item 10, the investment company
must describe “any legal proceedings . . . known to be contemplated, by
a governmental authority.”? Although there is no case law interpreting
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this requirement in Form N-1A, the language is identical to that in Item
103 of Regulation S-K, which the court in Richman v. Goldman Sachs
concluded did not require disclosure of receipt of a Wells notice.”

Disclosure by Individuals

Q 9.23 What disclosure requirements exist for
individuals?

Q9.23.1 ... for accountants?

There is no requirement for accountants to disclose that they are
subject to investigation by the SEC. They must, however, consider
whether to disclose investigations by the PCAOB, which also has
authority to conduct investigations into wrongdoing at registered public
accounting firms.” Because investigations by the PCAOB are confi-
dential by statute,” the PCAOB may not require that registered public
accounting firms report the content of an investigation to the Audit
Committee of a company’s Board of Directors. The PCAOB has, how-
ever, encouraged such reporting.

In a recent policy release, the PCAOB suggested that its investigations
unit will consider “extraordinary cooperation” by accounting firms during
the course of an investigation in making disciplinary recommenda-
tions to the Board.”® Included in the definition of “extraordinary co-
operation” is the accounting firm “promptly notifying its audit client
or its audit committee (as appropriate) of the violative conduct and
cooperating with the client, so that the client can (if necessary) take
steps to comply with the federal securities laws and regulations . . . .”%"

The PCAOB has also adopted a policy of encouraging Audit Com-
mittees of companies to inquire with their audit firms as to the results
of periodic PCAOB inspections. To this end, the PCAOB has published
a document detailing the nature of a PCAOB inspection with the view
that “an audit firm’s candid discussion of its PCAOB inspection results
with an audit committee can have value for an audit committee not
only in relation to the audit committee’s oversight and evaluation of
the audit engagement generally, but also in relation to the audit com-
mittee’s role in the oversight of the company’s financial reporting pro-
cess.”
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Q9.23.2 ... for attorneys?

Attorneys who are not employees of public companies generally
are not subject to a public company’s disclosure requirements or code
of ethics. Rather, any disclosure obligation that exists for an attorney
would require reporting to the attorney’s state bar association or
courts to which he or she is admitted.

Generally, state bar associations and courts do not mandate self-
reporting for attorneys who are the subject of a government investiga-
tion. Rather, attorneys are often required to self-report only convictions,
sanctions and, in some circumstances, indictments and civil judg-
ments.” Thus, absent a special rule mandating reporting, an attorney
need not disclose that he or she is the subject of an investigation or
has received a Wells notice until at least such time as charges are filed
against the attorney.

Q9.23.3 ... for financial professionals?

Although financial institutions are required to ensure that their
representatives register with FINRA by filing a Form U4,'% it is the
responsibility of the individual financial professional to ensure that
the financial institution is fully informed in order to make appropriate
disclosure.!’! The U4 does not require disclosure of regulatory inquiries
directed at financial professionals. It requires disclosure only when
the registered representative is the “subject of [an] investigation” that
could result in a finding that the representative violated the securi-
ties laws.!%? “Investigation” includes SEC investigations after a Wells
notice has been received.!® It does not include “subpoenas, prelimi-
nary or routine regulatory inquiries or requests for information, defi-
ciency letters, ‘blue sheet’ requests or other trading questionnaires, or
examinations.”1%

Q9.23.4 ... for officers and directors of public companies?

The disclosure obligations of company officers and directors are
set forth in the proxy content rules in Schedule 14A. Item 7 requires
each director, director nominee and executive officer to disclose the
information required by Item 401(f) of Regulation S-K, including whether
he or she is “a named subject of a pending criminal proceeding.”!% As
noted above, this requirement generally should lead prudent counsel
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to advise that disclosure be made when an indictment is imminent.
Beyond this disclosure requirement, however, officers and directors
do not have a duty to disclose “uncharged criminal conduct.”106

It is also important to note that officers and directors of a public
company are almost invariably subject to the company’s code of ethics.
Therefore, unless the officer or director has been granted an explicit
or implicit waiver from compliance, he or she may have a duty under
the code to report to the company any definite violations of the law
or the code. He or she may also be required to report to the company
any potential violations of the securities laws as many codes of ethics
contain a provision requiring reporting when the officer or director
knows of a violation of the securities laws that “may be occurring.”1%?

Enforcement of Non-Disclosure

Q 9.24 Has the SEC brought enforcement actions
based on a failure to disclose adequately an
investigation?

The authors are unaware of any enforcement actions brought by
the SEC against a company for failing to disclose adequately an SEC
investigation. Nevertheless, the SEC may bring an enforcement action
if (1) undisclosed developments in the SEC investigation give rise to
other events that specifically required disclosure under the federal
securities laws; or (2) failing to disclose developments in the SEC inves-
tigation would make other disclosures or communications materially
misleading.

The SEC has brought enforcement actions based on a failure to dis-
close other, non-SEC investigations. For example, in SEC v. Scott, the
Commission brought an enforcement action against the CFO of a pub-
lic company for fraudulently omitting the existence of an internal in-
vestigation.!® The CFO had caused the company to file notices of late
filing (Form 12b-25) with the SEC indicating that the company’s peri-
odic filing would be delayed.!® But the company did not disclose that
the reason for the delay was an internal investigation into accounting
irregularities.!” The SEC alleged that the failure to disclose the inter-
nal investigation rendered the late filing notices misleading.
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In addition, the SEC has brought enforcement actions for making
inadequate or misleading disclosures about pending government investi-
gations. For example, the SEC brought an enforcement action against
Occidental Petroleum for failing to disclose adequately various gov-
ernment investigations.!!'! The Commission alleged that Occidental’s
disclosure in its 10-K that “[i]n light of the expansion of corporate liability
in the environmental area in recent years . . . there can be no assur-
ance that Occidental will not incur material liabilities in the future as
a consequence of the impact of its operations upon the environment”
was insufficient where Occidental faced “90 pending or contemplated
proceedings relating to discharge of waste into the environment.”!!2

Moreover, incomplete or misleading disclosures about pending
investigations may become fodder for private litigation. For example,
investors brought a lawsuit against Wilfred American for allegedly
misleading disclosures about a DOJ investigation into its financial aid
programs.'!® Wilfred American had expressed the opinion in its filings
that any noncompliance with government regulations was not wide-
spread.!'* A federal grand jury, however, subsequently indicted the
company and eighteen then-current and former employees for violat-
ing government regulations.!’® The court denied Wilfred’s motion to
dismiss for failure to state a claim, allowing the investors’ lawsuit to
proceed.!16
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Notes

1.  Seel7C.FR.§203.5(2014) (“Unless otherwise ordered by the Commission,
all formal investigative proceedings shall be non-public.”); id. § 202.5(a) (“Unless
otherwise ordered by the Commission, the investigation or examination is non-
public and the reports thereon are for staff and Commission use only.”).

2. See David M. Stuart & David A. Wilson, Disclosure Obligations Under the
Federal Securities Laws in Government Investigations, 64 BUS. LAw. 973, 975-77 (2009)
(discussing the presumption of confidentiality in SEC investigations and the ways
in which the existence of an investigation could nonetheless become public). This
and other portions of this chapter draw on the author’s prior article with David
A. Wilson on disclosure obligations in government investigations published in
Volume 64 of The Business Lawyer.

3. See SEC, Form 166 1—Supplemental Information for Entities Directed to Supply
Information to the Commission Other Than Pursuant to Commission Subpoena, at 3-4
(2014), available at http://www.sec.gov/about/forms/sec1661.pdf (for regulated
entities); SEC, Form 1662—Supplemental Information for Persons Requested to Supply
Information Voluntarily or Directed to Supply Information Pursuant to a Commission
Subpoena, at 3-5 (2014), available at http://www.sec.gov/about/forms/sec1662.pdf
(for all others).

4.  See SEC, DIv. OF ENFORCEMENT, SEC ENFORCEMENT MANUAL § 5, at 102-117
(2013) [hereinafter SEC ENFORCEMENT MANUAL], available at http://www.sec.gov/
divisions/enforce/enforcementmanual.pdf.

5.  Seeid. §5.6,at 109-117.

6.  Under FOIA, any person has a right to request the disclosure of federal
government agency records and information. 5 U.S.C. § 552(a) (2012). Such a
request might seek, for example, Wells submissions and documents produced in
response to a subpoena, and might seek these documents either during or after
an investigation. During an investigation, it is likely that the SEC will deny such a
request under FOIA’s exemption for records that, if disclosed, “could reasonably
be expected to interfere with enforcement proceedings.” Id. § 552(b)(7)(A).

Anyone who submits documents to the SEC can request confidential treatment
of those documents. See 17 C.F.R. § 200.83 (2014). A confidential treatment request
is not a guarantee that the documents will not be released in response to a
FOIA request, but it does ensure that the SEC will consider whether confidential
treatment is appropriate. A confidential treatement request must be made within
thirty days of the date the documents subject to the request are submitted to the
SEC, id. § 200.83(c)(4), and the requester must provide a basis for the request.
Possible bases include: (1) personal privacy; (2) business confidentiality; or (3) “any
other reason permitted by Federal law,” id. § 200.83(c)(1), including the nine
statutory exemptions set forth in FOIA, see 5 U.S.C. § 552(b) (2012).
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7. See, e.g., James Bandler & John Hechinger, Fired Executive Questioned
Xerox’s Accounting Practices, WALL ST. J. (Feb. 6, 2001), http://online.wsj.com/articles/
SB981411058880071857 (whistleblower brought wrongful termination lawsuit and
made public statements regarding the matters under SEC investigation).

8.  See Regulation S-K, Item 103, 17 C.FR. § 229.103 (2014) (“Describe briefly
any material pending legal proceedings, other than ordinary routine litigation inci-
dental to the business, to which the registrant or any of its subsidiaries is a party
or of which any of their property is the subject. Include the name of the court or
agency in which the proceedings are pending, the date instituted, the principal
parties thereto, a description of the factual basis alleged to underlie the proceed-
ing and the relief sought. Include similar information as to any such proceedings
known to be contemplated by governmental authorities.”).

9.  See Stuart & Wilson, supra note 2, at 982-83.

10. The Staff may issue a Wells notice with the approval of a Deputy
Director of Enforcement; approval by the SEC Commissioners is not required. SEC
ENFORCEMENT MANUAL, supra note 4, § 2.4, at 23.

11.  See, e.g., SciClone Pharm., Inc., Annual Report (Form 10-K), at 54 (Mar. 17,
2014) (“Additional increases in general and administrative expenses for the year
ended December 31, 2013, included higher professional expenses of approximately
$5.3 million related to legal matters associated with the ongoing government
investigation . ...”); Ambassadors Grp., Inc., Annual Report (Form 10-K), at 23 (Mar. 11,
2011) (“General and administrative expenses increased 16 percent primarily as a
result of $1.6 million increase in legal and professional fees, of which $1.1 million
is attributable to a shareholder class action suit and an investigation by the
SEC....").

12.  See, e.g., Pride Int’l, Inc., Annual Report (Form 10-K), at 31-32 (Feb. 25,
2009) (identifying as a risk factor the discovery of improper customs payments in
an amount “less than $2.5 million” and noting that “dispositions for these types of
matters [often] result in modifications to business practices”).

13.  See Stuart & Wilson, supra note 2, at 984-85.

14. Regulation SK, Item 401, 17 C.FR. § 229.401(f)(2) (2014); see, e.g., San
Lotus Holdings Inc., Quarterly Report (Form 10-Q), at 18 (Aug. 5, 2014) (“Yu Chien-
Yang, our vice president and a member of our board of directors, was indicted by
the Taichung District Prosecutor’s Office of Taichung County, Taiwan (R.0.C.) on
May 17, 2013.”).

15. SEC Form 8K, § B.1, http://www.sec.gov/about/forms/form8-k.pdf (last
visited Sept. 19, 2014) [hereinafter SEC Form 8K]. Note that in the event the com-
pany chooses to use a Form 8-K to publicly disclose an inadvertently made selec-
tive disclosure, then it must do so “[p]romptly”. 17 C.F.R. § 243.100(a)(2); see also
id. § 243.101(d) (“promptly” means “as soon as reasonably practicable . . . after a
senior official of the issuer . . . learns that there has been a non-intentional disclo-
sure by the issuer or person acting on behalf of the issuer.” ).

16. SEC Form 8-K, supra note 15, Item 4.01(a).
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17.  Compare SQN AIF IV, L.P.,, Current Report (Form 8-K), at 1 (June 4, 2013)
(resignation of the company’s independent registered public accounting firm due
to its merger with another accounting firm), with Overstock.com, Inc., Amendment
to Current Report (Form 8-K/A), at 2-3 (Nov. 23, 2009) (dismissal of the company’s
independent registered public accounting firm due to a disagreement over the
proper accounting treatment of certain overpayments and underbillings).

18. SEC Form 8K, supra note 15, Item 4.02(a); see, e.g., Source Financial, Inc.,
Current Report (Form 8-K), at 1 (Feb. 27, 2014) (non-reliance due to an overstatement
of revenue).

19. SEC Form 8-K, supra note 15, Item 5.02; see, e.g., Euramax Holdings, Inc.,
Current Report (Form 8-K), at 1 (Mar. 7, 2013) (departure of Senior Vice President—
Human Resources).

20. The SEC has construed Item 5.02(a) broadly. For example, in 2007 the
SEC brought an enforcement action against HP alleging that HP should have disclosed
a director’s disagreement with the HP Board’s treatment of the results of an inves-
tigation into boardroom leaks. See In re Hewlett-Packard Co., Exchange Act Release
No. 34-55801, at 3 (May 23, 2007), available at http://www.sec.gov/litigation/admin/
2007/34-55801.pdf. The director had resigned over the disagreements and HP—
concluding that the disagreement was merely between the departing director and
the Chairman of HP’s Board—did not disclose it. /d. at 4. The SEC alleged, how-
ever, that the disagreement was with HP itself because the disagreement “related
to important corporate governance matters and HP policies regarding handling
sensitive information, and thus constituted a disagreement over HP’s operations,
policies or practices.” Id.

In contrast, a disclosure by Telos Corporation that fully explained the reasons
for multiple directors’ departures illustrates a more cautious approach to Item
5.02’s disclosure requirement. See Telos Corp., Current Report (Form 8-K), at 1
(Aug. 17, 2006) (“Mr. Baker, Mr. Sterrett and Mr. Byers . . . stated they were each
resigning because of a disagreement with the Registrant on a matter relating to
the Registrant’s operations, policies or practices . . .. The Registrant . . . believes
that they may have disagreed with Mr. John R.C. Porter, the owner of a majority
of the Registrant’s Class A Common Stock, over the extent of any asset sale or
other strategic transaction that the Registrant might conduct, over their rights and
responsibilities to Mr. Porter as the owner of a majority of the Registrant’s Class A
Common Stock, and, in the case of Mr. Byers, with regard to his obligations as set
forth in the proxy agreement.”).

In order to avoid any risk of an Item 5.02 disclosure violation, many companies
now also attach to the Form 8-K announcing a director’s resignation a letter from
the resigning director reciting that his or her resignation is “not the result of any
disagreement with the Company on any matter relating to the Company’s opera-
tions, policies or practices.” See, e.g., Sports Fields Holdings, Inc., Current Report
(Form 8K), Ex. 17.1 (Sept. 23, 2014).

21. SEC Form 8-K, supra note 15, Item 5.02(b).
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22. See, e.g.,, Advanced Cell Tech., Inc., Annual Report (Form 10-K), at 21
(Apr. 1, 2014) (“We entered a separation agreement with Mr. Rabin, as previously
disclosed in our Current Report on Form 8K filed on January 22, 2014. In connection
with this investigation, Mr. Rabin received a Wells notice from the SEC in January
2014, which indicates that the SEC may bring a civil action against Mr. Rabin, and
gave Mr. Rabin an opportunity to provide the SEC with information as to why such
action should not be brought.”).

23. Regulation S-K, Item 405, 17 C.F.R. § 229.406(a)—(c) (2014).

24. Id. §229.406(c).

25. Id. §229.406(a).

26. See ERNST & YOUNG, 13TH GLOBAL FRAUD SURVEY 14 (2014) (“Over 80% of
[senior decision-makers surveyed] said that their companies have [anti-corruption]
policies and codes of conduct.”).

27.  SEC Form 8K, supra note 15, Item 5.05(a)-(b); see also, e.g., Bacterin Int’l
Holdings, Inc., Current Report (Form 8-K), at 1 (July 3, 2012) (“On June 27, 2012,
the Board of Directors granted a waiver of certain provisions of the Company’s
Code of Conduct to allow an entity controlled by two of Guy Cook’s adult children
to become a distributor of the Company’s products.”); Capitalsource Inc., Current
Report (Form 8-K), at 1 (Oct. 27, 2011) (“The Company Board has approved Mr.
Delaney’s serving as an officer and director of Alliance Partners and BancAlliance
and, on October 26, 2011, granted a Code of Conduct waiver to Mr. Delaney with
respect to any of his current activities in connection with Alliance Partners,
BancAlliance or their affiliates that are, or could be deemed to be, or result in an
appearance of conflict with any provision of, or under, our Code of Conduct.”).

28. SEC Form 8K, supra note 15, Item 5.05.

29. Id,Item 5.05(b).

30. Regulation FD, 17 C.F.R. § 243.101(e)(1) (2014). Companies alternatively
have the option to “disseminate[ ] the information through another method (or
combination of methods) of disclosure that is reasonably designed to provide
broad, non-exclusionary distribution of information to the public.” Id. § 243.101(e)(2).

31. SEC Form 8-K, supra note 15, Item 8.01.

32. Regulation FD, 17 C.F.R. § 243.100 (2014).

33. BasicInc. v. Levinson, 485 U.S. 224, 231-32 (1988) (quoting TSC Indus., Inc.
v. Northway, Inc., 426 U.S. 438 (1976)).

34. TSC, 426 U.S. at 450.

35. See, e.g., Gallagher v. Abbott Labs., 269 F.3d 806, 808-09 (7th Cir. 2001)
(affirming the dismissal of a securities class action based on the defendant’s non-
disclosure of a Food and Drug Administration investigation); see also Stuart & Wilson,
supra note 2, at 980-82 (explaining that the existence of an investigation may not
be a material fact if the investigation has not yet yielded any “substantially cer-
tain” information).

36. See supra note 12.

37. See, e.g., Press Release, SEC, SEC Charges Dell and Senior Executives with
Disclosure and Accounting Fraud (July 22, 2010), available at http://www.sec.gov/
news/press/2010/2010-131.htm (“The SEC charged Dell Chairman and CEO Michael

314



SEC Enforcement Actions and Investigations

Dell, former CEO Kevin Rollins, and former CFO James Schneider for their roles
in the disclosure violations. The SEC charged Schneider, former regional Vice
President of Finance Nicholas Dunning, and former Assistant Controller Leslie
Jackson for their roles in the improper accounting. Dell Inc. agreed to pay a $100
million penalty to settle the SEC’s charges. Michael Dell and Rollins each agreed
to pay a $4 million penalty, and Schneider agreed to pay $3 million, to settle the
SEC’s charges against them. Dunning and Jackson also agreed to settle the SEC’s
charges.”).

38. See supra notes 28-29 and accompanying text; NASDAQ, Listing Rule
5610, http://nasdaq.cchwallstreet.com (last visited Sept. 20, 2014) (“Any waivers
of the code for directors or Executive Officers must be approved by the Board.
Companies, other than Foreign Private Issuers, shall disclose such waivers within
four business days by filing a current report on Form 8-K with the Commission
or, in cases where a Form 8K is not required, by distributing a press release.”);
NYSE, INC., NYSE LISTED COMPANY MANUAL Rule 303.A10 (2009), available at http://
nysemanual.nyse.com/LCM/ [hereinafter NYSE LCM] (“To the extent that a listed
company’s board or a board committee determines to grant any waiver of the code
of business conduct and ethics for an executive officer or director, the waiver must
be disclosed to shareholders within four business days of such determination.”).

39. See, e.g., F5 Networks, Inc., Annual Report (Form 10-K), at 26 (Nov. 23,
2010) (“We previously received notice from both the SEC and the Department
of Justice that they were conducting informal inquiries into our historical stock
option practices, and we have fully cooperated with both agencies.”); Schnitzer
Steel Indus., Inc., Current Report (Form 8-K), at 2 (Aug. 24, 2005) (“On August 23,
2005, the Company received from the [SEC] a formal order of investigation
relating to the Company’s previously announced independent investigation of
the past practice of paying improper commissions to purchasing managers of
customers in Asia in connection with export sales of recycled ferrous metals.”);
Vail Resorts, Inc., Quarterly Report (Form 10-Q) (June 13, 2003) (“In February 2003,
the SEC informed the Company that it has issued a formal order of investigation
with respect to the Company. The inquiry relates to the Company’s previous
accounting treatment for recognizing revenue on initiation fees related to the sale
of memberships in private member clubs.”); Hyperdynamics Corp., Annual Report
(Form 10-K), at 7 (Sept. 12, 2014) (“In September 2013 we received a subpoena
from the DOJ and in January 2014 we received a subpoena from the SEC. Both
subpoenas request that the Company produce documents relating to our business
in Guinea. We understand that they are investigating whether . . . our relationships
with charitable organizations potentially violate the FCPA and U.S. anti-money
laundering statutes.”); Imperial Holdings, Inc., Quarterly Report (Form 10-Q), at
28 (July 30, 2014) (“[T]he Company .. . received a subpoena issued by the staff of
the SEC seeking documents from 2007 through the date of the subpoena, generally
related to the Company’s premium finance business and corresponding financial
reporting.”).
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40. See, e.g., Johnson Controls, Inc., Quarterly Report (Form 10-Q), at 57
(Aug. 1, 2014) (“In June 2013, the Company self-reported to the [SEC] . . . alleged
Foreign Corrupt Practices Act (FCPA) violations related to its Building Efficiency
marine business in China dating back to 2007. These allegations were isolated to
the Company’s marine business in China which had annual sales ranging from
$20 million to $50 million during this period.”); Kraft Foods Inc., Quarterly Report
(Form 10-Q), at 18 (Aug. 3, 2012) (“As we previously disclosed . . . we received
a subpoena from the SEC in connection with an investigation under the FCPA,
primarily related to a Cadbury facility in India that we acquired in the Cadbury
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