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From 1995 to 1999, the controller for a subsidiary of publicly-traded Seaboard Corporation made false accounting entries that overstated the company’s assets by $5.2 billion.  Internal auditors for the company discovered the deception and restated the company’s quarterly and annual reports.

The question then became: What penalties would the SEC impose for the company’s failure to keep accurate financial records?  The surprising answer was none – due to steps the company had taken upon discovering the wrongdoing.
Remedial Steps   Seaboard took exceptional steps to remedy the problem as soon as it uncovered the fraud.  Within a week, the internal auditors had conducted a preliminary review and advised company management and the board audit committee.  The board engaged an outside law firm to conduct a complete investigation.  Shortly thereafter, the controller and two of her supervisors were fired.  The company disclosed publicly that the financials would be restated and notified the SEC.

Seaboard fully cooperated with the SEC investigation, sharing the results of its internal investigation.  The company did not invoke attorney-client or work product privileges for the investigative report.

The company strengthened its financial processes to prevent a recurrence, including consolidating accounting functions, hiring three new CPAs, redesigning the internal audit, and assigning the parent company’s controller to oversee the reporting process.

SEC Report   On October 23, 2001, the Securities and Exchange Commission (SEC) brought enforcement proceedings against the subsidiary controller.  At the same time, the SEC announced it would not take any action against Seaboard, crediting the company’s actions in response to the accounting fraud. 
The SEC used the occasion to outline 13 factors it would consider in evaluating whether a company’s cooperation justified a decision to take no action.  Six of those 13 factors relate to how the problem was discovered and what the company did when it learned of the problem.  Key among those is whether the company provided the SEC the results of its internal investigation, including producing a thorough written report and voluntarily disclosing information SEC investigators might not uncover.

Effects of Sharing the Internal Investigation   Seaboard’s decisions to share the results of its internal investigation and to not invoke privileges were crucial to persuading the SEC not to punish the company.  However, decisions like these have enormous collateral consequences for a company.  If independent counsel investigates the events and shares all the results of its investigation, the company risks exposing itself to liability in subsequent private litigation.  Sharing information with the SEC constitutes a waiver of attorney-client privileges and attorney work product protections that otherwise might apply.  This means the report will be discoverable by plaintiffs’ attorneys in subsequent litigation.
This leads to a dilemma: If the company conducts a thorough investigation and shares the results with the SEC, the company may avoid an enforcement action, but will be more exposed to liability in subsequent civil litigation involving the matter.  On the other hand, if the company insists on keeping the investigation results confidential, litigants may have less ammunition to file suit, but the company may become the subject of an expensive, embarrassing, and onerous action by the SEC.

Investigations Are Essential   Companies should resist the temptation to avoid conducting any internal investigation.  This is the worst of all worlds.  If there is misconduct, it will eventually be exposed.  The longer the problems fester, the worse they will become and the ultimate resolution will be nasty.  Possessing complete and accurate facts, which were gathered from a thorough investigation, is essential to ridding the company of wrongdoers, restating the financial statements, rebuilding the company’s stock price, reassuring business partners and employees, maintaining market share, and avoiding being the object of an extended government investigation and prosecution.
Is there another way?

“Just the Facts, Ma’am”   The SEC cares more about substance than form.  Its Seaboard decision emphasizes what SEC staff will want: cooperation, information, details, notes and transcripts of interviews, and written reports.  The SEC does not require that these be obtained by counsel for the company.  It is the content and accuracy of information that is crucial, not who obtains the information.
The SEC reinforced this point in revisions to its enforcement manual in October 2008.  “The Enforcement Division’s central concern is whether the party has disclosed all relevant facts within the party’s knowledge . . . and not whether a party has elected to assert or waive a privilege.”
  Just like the August 2008 revisions to the Department of Justice’s corporate charging guidelines, credit for cooperation depends not on the waiver of the attorney-client privilege, but on disclosure of relevant facts.

Even though the SEC and DOJ will not request a waiver of attorney-client or work-product privilege, the courts still will deem a waiver to have occurred if privileged material is given to the investigating agencies.  Recognizing this possibility, the SEC encourages its staff “to work with parties to explore alternative means of obtaining factual information when it appears that disclosure of responsive documents or other evidence may otherwise result in waiver of applicable privileges.”

The solution is having an independent entity conduct an investigation – an entity other than a law firm.  This investigation needs to be thorough – finding all relevant facts the SEC or DOJ might want to know – and be completed quickly.  The investigators need the cooperation of employees and management at the company, but need to make it clear that they are not acting as counsel for the company or the employees.  When this investigation is completed, the results can be delivered to the board of directors.

This outside investigation is not a substitute for an investigation by lawyers; the company still needs to have independent outside counsel conduct a thorough investigation and give the board independent legal advice based on information found during that investigation.  

Two Reports   Receiving two reports gives the board cumulative advantages that neither report can provide alone.  The report prepared by its independent legal advisers (and independent legal advice about that report) are necessary to help the board decide whether to terminate employees, how to report information to the markets and the SEC, and what remedial actions to take.  The independent investigation conducted by the non-law-firm will focus on gathering facts law enforcers will deem relevant.  This information can be shared with the SEC to fulfill pledges of assistance, without causing the lawyer’s report to lose privileges that might apply.  The board will recognize in advance that the results of the second investigation will have to be produced in any subsequent private litigation.
Siemens $800 Million Fine   The importance of conducting internal investigations and cooperating with the government was driven home recently in dramatic fashion.  On December 15, 2008, the U.S. Department of Justice announced that Siemens AG was pleading guilty to two criminal counts relating to bribery and paying an eye-popping $800 million in fines and disgorgement.  Notwithstanding the severe monetary and criminal penalties, the Justice Department made it clear the penalties would have been much worse, but for the internal investigation conducted by Siemens and its cooperation in the governmental inquiry.

The Justice Department noted: “Siemens AG and its subsidiaries disclosed these violations after initiating an internal FCPA investigation of unprecedented scope; shared the results of that investigation with the Department efficiently and continuously cooperated extensively and authentically with the Department in its ongoing investigation; took appropriate disciplinary action against individual wrongdoers . . . and took remedial action . . . .”

What Qualifications?   The qualifications of the entity that will conduct the second, factual investigation are important.  To achieve the desired effect, this investigation must be thorough, independent of the company, and manifestly objective.  Investigators must have securities expertise (to recognize facts that will be important to the SEC), investigative skills, accounting knowledge, and credibility with the regulators.  While this second entity should not be a law firm, there are advantages to having some non-practicing attorneys, who are trained in the law, as investigators.
Conclusion   Company management may cringe at the costs and disruption involved in authorizing two independent investigations that will be conducted simultaneously.  This attitude, however, misses the point.  The crucial question management should answer is: What is it worth to the company to avoid (or lessen) an SEC sanction without having to waive the attorney-client privilege on legal advice the company receives?  And, as the Siemens case demonstrates, it could be much worse if the company fails to conduct an internal investigation and declines to cooperate with the government.
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� The SEC Release can be found at: � HYPERLINK "http://www.sec.gov/litigation/investreport/34-44969.htm" �www.sec.gov/litigation/investreport/34-44969.htm� .


� §4.3  The SEC Enforcement Manual is found at: www.sec.gov/divisions/enforce/enforcementmanual.pdf


� www.usdoj.gov/opa/pr/2008/August/08-odag-757.html


� SEC Enforcement Manual §4.3.


�http://www.usdoj.gov/criminal/pr/press_releases/ 2008/12/12-15-08siemans-guilty.pdf. 
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