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Much Ado About Nothing:  SEC Announces
Principles for Imposing Monetary Penalties
On Issuers
By Claudius O. Sokenu, Esq.*

I. Introduction

On Jan. 4, 2006, the Securities and Exchange Commission
took the unusual step of issuing a press release announc-
ing the principles that it (and presumably its staff) will
consider when determining whether and to what extent
monetary penalties should be imposed on issuers in
settled enforcement actions. Statement of the Securities
and Exchange Commission Concerning Financial Penalties
(Jan. 4, 2006) (available at http://www.sec.gov/news/press/
2006-4.htm).  The statement was prompted by the vocif-
erous complaints by two Republican commissioners, the
business community and the defense bar about the multi-
million-dollar penalties that the commission was extracting
from issuers settling securities fraud charges.

The commission published its statement against the back-
drop of two settled enforcement actions involving allega-
tions of financial fraud.  In the first action, McAfee Inc., a
Santa Clara, Calif.-based manufacturer and supplier of com-
puter security and antivirus tools, agreed to pay $50 million
to settle allegations that, from 1998 through 2000, it in-
flated its cumulative net revenue by $622 million. SEC v.
McAfee Inc., Litigation Release No. 19520 (Jan. 4, 2006).

In the second action, Applix Inc., a Westborough, Mass.-
based company that develops, sells and supports business
performance management software, engaged in a
fraudulent scheme to improperly recognize $898,000 and
$341,000 in revenues on two separate transactions that

allowed Applix to meet its revenue projections for fiscal
year 2001 and understate its net loss by more than
30 percent for the second quarter of 2002. In the Matter
of Applix Inc., Exchange Act Release No. 53049 (Jan. 4,
2006).  Notwithstanding this conduct, the commission
accepted an offer of settlement that did not include the
imposition of a monetary penalty on Applix. Id.

In his speech announcing the McAfee and Applix settle-
ments and the corporate penalties principles, SEC Chair-
man Christopher Cox, perhaps mindful that the issue of
imposing multimillion-dollar penalties against issuers had
divided the commission under his predecessor, emphasized
that the commission “unanimously” agreed on the prin-
ciples outlined in the statement.  See Christopher Cox, Chair-
man, SEC, Statement of Chairman Cox Concerning Objective
Standards for Corporate Penalties (Jan. 4, 2006) (available
at http://www.sec.gov/news/speech/spch010406cc.htm).  Cox
further emphasized that it is the commission’s “intention
that these principles will establish objective standards that
will provide the maximum degree of investor protection.” Id.

II. The Principles

After tracing the history of the commission’s authority to
seek monetary penalties against issuers back to 1990
when Congress enacted the Securities Enforcement Rem-
edies and Penny Stock Reform Act and the more recent
fair-funds provisions under Section 308 of the Sarbanes-
Oxley Act of 2002, the SEC outlined two principle factors
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and seven others that it will consider when deciding
whether to impose monetary penalties on an issuer:

• The presence or absence of a direct benefit to
the corporation as a result of the violation;

• The degree to which the penalty will recompense
or further harm the injured shareholders;

• The need to deter the particular type of offense;

• The extent of the injury to innocent parties;

• Whether complicity in the violation is widespread
throughout the corporation;

• The level of intent on the part of the perpetrators;

• The degree of difficulty in detecting the
particular type of offense;

• The presence or lack of remedial steps by the
corporation; and

• The extent of cooperation with the commission
and other law enforcement agencies.1

Statement at 3-5.

III. The Two Principal Factors

The SEC stated that, in deciding whether to impose a mon-
etary penalty on an issuer, it will be guided by two principal
factors. First, the commission will be guided by “the pres-
ence or absence of a direct benefit to the corporation as
a result of the violation.” Id. at 3.  Second, the commis-
sion will look to “the degree to which the penalty will
recompense or further harm the injured shareholders.” Id.

With respect to the first principle factor, the SEC reasoned
that the “fact that a corporation has received a direct and
material benefit from the offense, for example through
reduced expenses or increased revenue, weighs in support
of the imposition of a [monetary] penalty.”  Id.  Similarly, a
monetary penalty would be appropriate if the issuer is in
any other way “unjustly enriched.” Id.  At one end of the
monetary penalty continuum, issuers whose shareholders
have “received an improper benefit as a result of the vio-
lation” offer the strongest case for the imposition of a
monetary penalty.  Id.  At the other end of the continuum,
issuers whose shareholders are the “principal victims of
the securities law violation” offer the weakest case for the
imposition of a monetary penalty.  Id.

To illustrate this point, Linda Chatman Thomsen, director
of the SEC’s Division of Enforcement, juxtaposed the alle-
gations in the McAfee and Applix cases and reasoned that,

in McAfee’s case, the imposition of a $50 million penalty
was justified because, among other things, McAfee (and
presumably those investors who were fortunate enough to
sell McAfee’s stock at the height of the alleged violations)
benefited from its fraudulent conduct through the acquisi-
tions made with its inflated stock.2  Conversely, Applix’s
shareholders did not similarly benefit from the allegedly
violative conduct and the SEC did not find any evidence of
other direct benefits to Applix. Id.

The second principal factor that the SEC stated that it
would consider in determining whether a monetary pen-
alty is appropriate is the “degree to which the penalty
will recompense or further harm the injured sharehold-
ers.” Statement at 3.  According to the commission, not-
withstanding that the “imposition of a penalty on the
corporation itself carries with it the risk that shareholders
who are innocent of the violation will nonetheless bear
the burden of the penalty,” in certain cases it is appropri-
ate to seek and obtain a monetary penalty because the
penalty may be “used as a source of funds to recompense
the injury suffered by victims of the securities law
violations.” Id.

Again, using the McAfee and Applix settlements to
illustrate the commission’s thinking, Thomsen said the
imposition of a monetary penalty against McAfee was
appropriate because “today, McAfee is financially strong
and the [$50 million] penalty it has agreed to pay is un-
likely to cause McAfee shareholders undue hardship.”
Statement Regarding McAfee Inc. and Applix Inc. at 2.  On
the other hand, the SEC reasoned that it would not have
been appropriate to impose a monetary penalty on Applix
since it is a “relatively small company and a large penalty
would have a disproportionate effect on [Applix’s] financial
situation with hardship flowing to its shareholders.”  Id.

Additionally, the commission’s decision to impose a mon-
etary penalty on an issuer will be influenced by the “pres-
ence of an opportunity to use the penalty as a meaningful
source of compensation to injured shareholders.” State-
ment at 3.  However, the “likelihood a corporate penalty
will unfairly injure investors, the corporation or third par-
ties weighs against its use as a sanction.” Id.  In other
words, “[b]ecause the protection of innocent investors is
a principal objective of the securities laws,” the SEC will
not seek to impose a monetary penalty on an issuer
where such a penalty is likely to disproportionately harm
innocent investors. Id.

By way of illustration, in McAfee’s case, the SEC accepted
the company’s offer to pay $50 million in penalty because
the commission expects that the $50 million penalty (less
administrative fees and expenses) can be effectively
distributed to shareholders injured by McAfee’s fraud.
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Statement Regarding McAfee Inc. and Applix Inc. at 2.
However, a monetary penalty was not sought against
Applix because “it would be difficult to impose a penalty
that would be large enough to make distribution to vic-
tims practical without causing undue harm to the company
and its current shareholders.”  Id.

IV. The Other Factors

Leaning heavily on the statutory authority to seek mon-
etary penalties (and the accompanying legislative his-
tory), the SEC outlined seven other factors that will influ-
ence its decision to impose monetary penalties in settled
enforcement actions.

First, the commission will be influenced by the need to “de-
ter the particular type of offense” for which the issuer is
being charged. Statement at 4.  Where a penalty will likely
serve as a “strong deterrence to others similarly situated,”
the commission believes that a monetary penalty should
be paid by the issuer.  Conversely, where the facts underly-
ing the alleged violation are unique and unlikely to be re-
peated in other contexts, a monetary penalty is better
imposed on the individual rather that the issuer.  Id.

Second, the extent of the injury to innocent parties will
weigh on the commission’s decision to seek monetary
penalty against an issuer.  Id.  Here, the “egregiousness of
the harm done, the number of investors injured, and the
extent of societal harm if the corporation’s infliction of
such injury on innocent parties goes unpunished are sig-
nificant determinants of the propriety of a [monetary]
penalty.”  Id.

Third, where the alleged violative conduct is widespread,
the SEC believes it more appropriate to impose a mon-
etary penalty.  Id.  In the case of McAfee, the commission
alleged that the allegedly violative conduct was pervasive
and occurred over a significant period of time. Statement
Regarding McAfee Inc. and Applix Inc. at 2.  Presumably,
where the allegedly violative conduct is pervasive and in-
volves management, the SEC is likely to be more inclined
to impose a monetary penalty.  It remains to be seen
whether widespread violative conduct featuring low-level
employees will result in the imposition of a monetary
penalty.  On the other hand, where the allegedly violative
conduct is isolated and involves only a few individuals, a
monetary penalty would not be appropriate, particularly
where the issuer has replaced those individuals respon-
sible for the violative conduct.  For example, in Applix’s
case, the conduct was limited to a few individuals and
only involved two discrete contracts. Id.

Fourth, the SEC will weigh the level of intent on the part
of the responsible individuals.  In this regard, the “imposi-

tion of a corporate penalty is most appropriate in egre-
gious circumstances, where the culpability and fraudulent
intent of the perpetrators are manifest.” Statement
at 4.  However, a monetary penalty on the issuer is “less
likely to be imposed if the violation is not the result of
deliberate, intentionally fraudulent conduct.” Id.

Fifth, where the violative conduct is particularly difficult to
detect, the SEC believes that a monetary penalty should be
imposed. Id.  For example, violations of the anti-bribery
provisions of the Foreign Corrupt Practices Act are gener-
ally often difficult to detect.  Thus, enforcement actions
based on the anti-bribery provisions of the FCPA are more
likely to lead to the imposition of monetary penalties.

Sixth, picking up on a theme it first articulated in the Sea-
board report, the SEC stated that it will look to the pres-
ence or lack of remedial steps by the issuer in deciding
whether to impose a monetary penalty.3  Here, the com-
mission stated that its “decisions in particular cases are
intended to encourage the management of corporations
accused of securities law violations to do everything
within their power to take remedial steps, from the first
moment that the violation is brought to their attention.”
Id.  Where an issuer promptly takes the remedial steps
outlined in the Seaboard report, the commission will likely
decline to impose a monetary penalty.4  Conversely “failure
of management to take remedial steps is a factor
supporting the imposition of a corporate penalty.”  Id.

Lastly, again drawing on the principles articulated in the
Seaboard report, the SEC believes that when “securities
law violations are discovered, it is incumbent upon man-
agement to report them to the commission and to other
appropriate law enforcement authorities.” Id.  When con-
sidering whether to impose a monetary penalty, the com-
mission will consider the degree to which a corporation has
self-reported an offense or otherwise cooperated with the
investigation and remediation of the offense. Id.

V. Implications of the Statement

Much like the Seaboard report before it, the SEC’s mon-
etary penalty statement should be commended for shed-
ding light on a process that befuddles all but the most
sophisticated of securities lawyers.  While by no means
novel concepts, the nine factors that will guide the
commission’s monetary penalties decisions are likely to
better focus settlement discussions between issuers and
the Enforcement Division staff.5  At best, the statement
represents a playbook that issuers and their counsel can
use in structuring settlement negotiations with the SEC
staff.  For example, an issuer’s ability to present a coher-
ent analysis of the lack of benefit to the company as a re-
sult of the allegedly violative conduct will go a long way in
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focusing the Enforcement Division staff on the economic
realities of the allegedly violative conduct.

Similarly, an analysis of the turnover of investors and the
harm that is likely to result to current shareholders who
did not benefit from the supposedly violative conduct is
also likely to be instructive in settlement discussions.  It is
perhaps equally helpful to include in these analyses the
potential settlement of other related state and federal
civil and/or criminal actions and class-action lawsuits that
typically result from SEC investigations.  It remains to be
seen how much weight the SEC staff will give to the nine
mostly subjective factors enumerated by the commission
in settlement discussions.

Rather disappointingly, what the SEC did not do is address
the issue that generated the uproar in the first place: the
ever-increasing size of monetary penalties that the com-
mission was extracting from issuers settling allegations of
securities law violations.  For example, in July 2003
WorldCom Inc. agreed to pay $2.25 billion in penalties to
settle allegations of financial fraud.6  In December 2003
Vivendi Universal S.A. agreed to pay $50 million in penalties
to settle allegations of financial fraud charges.7

Moreover, between March and December 2003, four
financial services firms (Merrill Lynch, J.P. Morgan Chase,
Citigroup and CIBC World Markets) agreed to pay a com-
bined total of $197.5 million in civil penalties, ranging
from $37.5 million to $65 million, to settle charges relat-
ing to the accounting fraud at Enron.8  In the same period,
the SEC settled charges relating to the global research
analyst conflict-of-interest matters with Citigroup for a
staggering $150 million and $75 million against Credit
Suisse First Boston.9

In the words of then-SEC Enforcement Director Steven
Cutler: “[P]enalties this size were once-a-decade occur-
rences, if that.  Now, they are commonplace.  Indeed,
all but three of the 12 penalties of $50 million or more
obtained in commission settlements since 1986 were
obtained in the last 12 months.”10

In response to these astronomical settlement amounts,
Commissioner Paul S. Atkins publicly criticized the settle-
ments and said: “In the name of deterrence, we have
seen heavier and heavier fines against corporations in the
securities law context.  Shareholders are harmed if pros-
ecutors have one eye on the public-relations effect of
their actions.  Shareholders are also harmed if manage-
ment is all too willing to offer up the shareholders’ money
— after all, it is other people’s money — in order to try to
deflect personal responsibility of particular managers.”11

Commissioner Cynthia A. Glassman echoed the same
sentiments when stating that she disagrees with the

appropriateness of imposing corporate penalties, “which,
at the end of the day, are paid by the shareholders.  If the
shareholders have benefited from the fraud, then I would
not normally oppose a penalty.  But I cannot justify impos-
ing penalties indirectly on shareholders whose invest-
ments have already lost value as a result of the fraud.”12

Furthermore, Glassman was unconvinced by the “fair
funds” argument because fair funds as a vehicle to return
monetary penalties to defrauded investors (previously,
penalty amounts went to the Treasury) “lead[] to the
anomalous result that we have shareholders paying cor-
porate penalties that end up being returned to them
through a fair fund — minus distribution expenses.  This
gets a headline, but it makes no sense to me — it is form
over substance.”13

Nothing in the SEC’s statement addressed the size of the
monetary penalties that the commission will seek in fu-
ture cases.  Perhaps the $50 million monetary penalty
that McAfee agreed to pay is a tacit indication that
change is not afoot.  If that is the case, the SEC will do
well to heed Atkins’ fear that “if we are not careful, []
we might view ourselves as an extension of the plaintiffs’
bar, with similar philosophies and tactics.”14
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