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NOTES Best Practices for Conducting Board-Managed 

Independent Internal Investigations 

In the aftermath of the worst financial crisis of this 

generation, regulators and law enforcement agencies have 

ramped up investigations into alleged corporate 

misconduct. As Attorney General Eric Holder said recently, 

“My number one commitment to the American people is 

that we will continue to devote significant resources to 

combating financial fraud and be as aggressive and creative 

as we can be in holding accountable those who, in violating 

the law, contributed to the financial crisis.”
1
 SEC Chairman 

Mary Schapiro similarly warned, “In the area of financial 

crisis-related cases, we filed charges against nearly 100 

individuals and entities … It should come as no surprise 

that there are more actions to come.”
2
 This increased 

governmental scrutiny comes at a time when companies are 

being forced to cut costs in order to compete effectively on 

the global stage and to meet growing investor expectations. 

 

As companies are facing increased scrutiny by government 

forces, senior officers and directors—particularly 

independent directors—also are feeling the heat. No longer 

is the boardroom off limits to regulatory and law 

enforcement scrutiny, as the government now second-

guesses decisions and applies hindsight bias in an effort to 

place blame at the highest levels of an organization. These 

concerns are manifest in recent SEC investigations where 

the enforcement staff has sought boardroom 

communications and, in at least two instances in the last 

                                                 
1. Eric H. Holder Jr., Attorney General of the United States, 

announcement of the Financial Fraud Enforcement Task Force’s New 

Residential Mortgage-Backed Securities Working Group (Jan. 27, 

2012), available at  

http://www.justice.gov/iso/opa/ag/speeches/2012/ag-speech-

120127.html. 

2. Mary L. Schapiro, Chairman, United States Securities and Exchange 

Commission, remarks at the Practicing Law Institute’s “SEC Speaks” 

(Feb. 24, 2012), available at 

http://sec.gov/news/speech/2012/spch022412mls.htm. 

http://www.justice.gov/iso/opa/ag/speeches/2012/ag-speech-120127.html
http://www.justice.gov/iso/opa/ag/speeches/2012/ag-speech-120127.html
http://sec.gov/news/speech/2012/spch022412mls.htm
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NOTES two years, brought an enforcement action against 

independent directors. In one instance, the SEC alleged the 

directors were willfully blind to numerous red flags 

signaling accounting fraud, reporting violations, and 

misappropriation.
3
 In the other instance, the SEC alleged 

the chairman of the audit committee failed to take 

appropriate action regarding concerns expressed by internal 

auditors that the CEO was submitting requests for 

reimbursement of personal expenses.
4
 In some instances, 

discounting longstanding corporate law concerning the 

duties of directors, the Department of Justice, and the SEC 

seem to be expecting more from directors—almost to the 

point of converting independent directors, particularly 

those on the audit committee, into supervising managers.   

 

In the post-Madoff era, the SEC in particular has become 

more aggressive and has gained new powers in its arsenal. 

The Dodd-Frank Wall Street Reform and Consumer 

Protection Act of 2010 (“Dodd-Frank Act”) empowered the 

SEC to pay bounties to whistleblowers and granted 

additional enforcement powers, such as the ability to bring 

administrative actions against any suspected violator of the 

securities laws, to charge aiders and abettors, and to charge 

foreign individuals and corporations formerly outside the 

SEC’s jurisdiction.
5
 The SEC also has relied more 

                                                 
3. SEC v. Jerome Krantz, Cary Chasin, and Gary Nadelman, No.0:11-

cv-60432-WPD (S.D. Fla., filed Feb. 28, 2011), available at 

http://sec.gov/litigation/complaints/2011/comp21867-directors.pdf.  

The SEC alleged that the audit committee of DHB “wholly failed to 

carry out their responsibilities as ‘independent’ directors and audit and 

compensation committee members and instead were willfully blind to 

numerous red flags signaling accounting fraud, reporting violations, 

and misappropriation at DHB.” 

4. SEC v. Vasant H. Raval, No. 8:10-cv-00101 (D. Neb. filed Mar. 10, 

2010), available at 

http://sec.gov/litigation/complaints/2010/comp21451-raval.pdf. 

5. Bradley J. Bondi et al., The Dodd-Frank Whistleblower Provisions: 

Considerations for Effectively Preparing for and Responding to 

Whistleblowers, Client & Friends Memo (May 26, 2011), available at 

http://www.cadwalader.com/assets/client_friend/052611DoddFrankWh

istleblowerProvisions.pdf. 

http://sec.gov/litigation/complaints/2011/comp21867-directors.pdf
http://sec.gov/litigation/complaints/2010/comp21451-raval.pdf
http://www.cadwalader.com/assets/client_friend/052611DoddFrankWhistleblowerProvisions.pdf
http://www.cadwalader.com/assets/client_friend/052611DoddFrankWhistleblowerProvisions.pdf
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NOTES extensively on negligence-based theories to charge 

individuals and corporations, and has utilized aggressive 

theories such as collective scienter to establish the requisite 

mental state for fraud charges.
6
 Much of this has been a 

result of increased scrutiny of the SEC by members of 

Congress and the judiciary, most notably U.S. District 

Court Judge Jed Rakoff, who famously questioned why an 

SEC settlement against a bank did not include charges 

against individuals.
7
  

 

The government is not alone in putting pressure on 

independent directors. Plaintiffs’ lawyers, searching for a 

big payday, have begun aggressively pursuing individual 

directors. Aided by a growing sentiment in some parts of 

the judiciary that the duty of care requires independent 

directors to be more proactive, plaintiffs are pressing more 

cases against independent directors. In the last few years, 

plaintiffs have brought aggressive, and perhaps 

overreaching, lawsuits against the independent directors of 

AIG, Countrywide, and Citigroup, just to name a few.
8
 

 

                                                 
6. Bradley J. Bondi, Dangerous Liaisons: Collective Scienter in SEC 

Enforcement Actions, 6 N.Y.U. J. L. & Bus. 1, 1-32 (2009), available at 

http://www.cadwalader.com/assets/article/090109_BondiNYUJournal.p

df; Jonathan Weil, Wall Street Justice Means Nobody Gets Pinched, 

Bloomberg.com, Feb. 9, 2011, http://www.bloomberg.com/news/2011-

02-10/wall-street-justice-means-nobody-gets-pinched-commentary-by-

jonathan-weil.html; Jonathan Weil, JPMorgan Gets a Break Where 

Goldman Got Nailed, Bloomberg.com, June 23, 2011, 

http://www.bloomberg.com/news/2011-06-23/jpmorgan-gets-a-break-

where-goldman-got-nailed-jonathan-weil.html; See also Paul S. Atkins 

and Bradley J. Bondi, Evaluating the Mission: A Critical Review of the 

History and Evolution of the SEC Enforcement Program, 13 Fordham 

J. Corp. & Fin. L. 367, 367-417, (2008), available at 

http://www.cadwalader.com/assets/article/BondiFordham_Article.pdf. 

7. SEC v. Bank of America Corporation, No. 09 Civ. 6829 (S.D.N.Y. 

Sep. 14, 2009) (order disapproving the Consent Judgment), available at 

http://www.jdsupra.com/post/documentViewer.aspx?fid=907582bf-

d2ce-4a12-b89e-0c14bd7339fb. 

8. Louis J. Bevilacqua, Monitoring the Duty to Monitor, N.Y.L.J. (Nov. 

28, 2011), available at 

http://www.cadwalader.com/assets/article/112811BevilacquaMonitorin

gDutytoMonitor.pdf. 

http://www.cadwalader.com/assets/article/090109_BondiNYUJournal.pdf
http://www.cadwalader.com/assets/article/090109_BondiNYUJournal.pdf
http://www.bloomberg.com/news/2011-02-10/wall-street-justice-means-nobody-gets-pinched-commentary-by-jonathan-weil.html
http://www.bloomberg.com/news/2011-02-10/wall-street-justice-means-nobody-gets-pinched-commentary-by-jonathan-weil.html
http://www.bloomberg.com/news/2011-02-10/wall-street-justice-means-nobody-gets-pinched-commentary-by-jonathan-weil.html
http://www.bloomberg.com/news/2011-06-23/jpmorgan-gets-a-break-where-goldman-got-nailed-jonathan-weil.html
http://www.bloomberg.com/news/2011-06-23/jpmorgan-gets-a-break-where-goldman-got-nailed-jonathan-weil.html
http://www.cadwalader.com/assets/article/BondiFordham_Article.pdf
http://www.jdsupra.com/post/documentViewer.aspx?fid=907582bf-d2ce-4a12-b89e-0c14bd7339fb
http://www.jdsupra.com/post/documentViewer.aspx?fid=907582bf-d2ce-4a12-b89e-0c14bd7339fb
http://www.cadwalader.com/assets/article/112811BevilacquaMonitoringDutytoMonitor.pdf
http://www.cadwalader.com/assets/article/112811BevilacquaMonitoringDutytoMonitor.pdf


BEST PRACTICES FOR CONDUCTING BOARD-MANAGED  

INDEPENDENT INTERNAL INVESTIGATIONS 

23
rd

 Annual ACFE Fraud Conference and Exhibition 
©2012 4                                                          

NOTES Against this backdrop, audit committees must withstand the 

pressure of being proactive in the face of allegations of 

corporate misconduct. There are tangible benefits for an 

audit committee to be proactive, aside from avoiding 

personal liability. Both the Department of Justice and the 

Securities and Exchange Commission have emphasized the 

importance of “independent” investigations—that is, 

investigations that are overseen by the audit committee of 

the board of directors or a special committee composed of 

independent directors, and using outside counsel that has 

not previously represented the company.   

 

The SEC’s Seaboard Report, which is the commission’s 

policy statement outlining the circumstances upon which 

the SEC will charge a company, provides that the SEC will 

exercise leniency where an audit committee has conducted 

an independent investigation. In evaluating whether and 

how much to credit a company’s cooperation (in other 

words, whether to be lenient in terms of charges and 

sanctions) the Seaboard Report specifically asks, “Did the 

company commit to learn the truth, fully and 

expeditiously? Did it do a thorough review of the nature, 

extent, origins, and consequences of the conduct and 

related behavior? Did management, the board, or 

committees consisting solely of outside directors oversee 

the review? Did company employees or outside persons 

perform the review?”
9
 Similarly, the commission’s 2006 

statement concerning penalties recognizes the importance 

of cooperation in assessing the amount of penalty to levy.
10

 

 

                                                 
9. Report of Investigation Pursuant to Section 21(a) of the Securities 

Exchange Act of 1934 and Commission Statement on the Relationship 

of Cooperation to Agency Enforcement Decisions, Exchange Act 

Release No. 44,969 (Oct. 23, 2001) (“Seaboard Report”), available at 

http://www.sec.gov/litigation/investreport/34-44969.htm. 

10. Statement of the Securities and Exchange Commission Concerning 

Financial Penalties (Jan. 4, 2006), available at 

http://sec.gov/news/press/2006-4.htm. 

http://www.sec.gov/litigation/investreport/34-44969.htm
http://sec.gov/news/press/2006-4.htm
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NOTES While an audit committee should resist any pressure to 

become managers and to insert itself into the daily affairs 

of the business, an audit committee must be proactive when 

it comes to investigating certain suspected misconduct that 

might expose the company to criminal or civil liability. 

Since the enactment of the Sarbanes-Oxley Act in 2002, 

audit committees have been required to include within their 

charters the right to hire counsel and conduct 

investigations.
11

 With this authority and under certain 

circumstances addressed below, an audit committee should 

take the proactive step of retaining counsel and 

commencing an independent investigation into suspected 

misconduct. Indeed, such an independent investigation is 

not only “good business,” but also will minimize liability to 

the corporation and to the independent directors 

themselves. 

 

Three truisms are applicable to an independent 

investigation. First, notwithstanding the corporate waste 

doctrine, independent directors on an audit committee 

rarely will face criticism by investors or regulators for 

doing too much; however, they could expose themselves 

and their company to liability for doing too little.
12

 Second, 

while often costly, burdensome, and inconvenient, an 

appropriately commenced and managed independent 

investigation will yield significant tangible benefits to the 

company, its directors, and shareholders. Those benefits in 

                                                 
11. Sarbanes-Oxley Act of 2002, Pub. L. 107–204, Section 301. “(5) 

AUTHORITY TO ENGAGE ADVISERS—Each audit committee shall 

have the authority to engage independent counsel and other advisers, as 

it determines necessary to carry out its duties. (6) FUNDING—Each 

issuer shall provide for appropriate funding, as determined by the audit 

committee, in its capacity as a committee of the board of directors, for 

payment of compensation (B) to any advisers employed by the audit 

committee under paragraph (5).” 

12. See In re The Walt Disney Company Derivative Litigation, Del. Ch., 

C.A. No. 15452, Aug. 9, 2005; See also In re Citigroup Shareholder 

Derivative Litigation, C.A. No. 3338-CC, 2009 Del. Ch. LEXIS 25 

(Feb. 24, 2009). 
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NOTES the long run will outweigh any costs. Public settlements by 

the DOJ or SEC clearly illustrate this point. Third, although 

independent investigations should not pit the audit 

committee against management, the interests of the audit 

committee and management are not necessarily aligned. 

While typically management certainly strives to do what is 

best for the company, an independent investigation must 

ask the difficult questions of whether management knew or 

should have known about any suspected misconducted 

under investigation. Furthermore, an independent 

investigation might find faults with compliance, 

supervision, and internal audit functions under the purview 

of management, necessitating uncomfortable decisions. 

 

For an audit committee, the decision to launch an 

independent investigation into suspected fraud or serious 

misconduct at a company is a crucial and difficult decision. 

Without a full picture of the misconduct, the committee 

must decide whether to retain independent counsel (i.e., 

counsel that has not previously done work for the 

company) and to oversee an independent investigation into 

the suspected misconduct. An uninformed or delayed 

decision could subject the company and its directors to 

increased regulatory scrutiny, civil litigation, and 

reputational damage. Indeed, an audit committee must act 

promptly when it becomes apparent that an independent 

investigation might be warranted.
13

  

                                                 
13. Robert S. Khuzami, Director, Division of Enforcement, United 

States Securities and Exchange Commission, Remarks to Criminal Law 

Group of the UJA-Federation of New York (June 1, 2011), available at 

http://sec.gov/news/speech/2011/spch060111rk.htm. Khuzami stated 

that the new whistleblower program at the SEC “increases the chances 

that an insider with intimate knowledge of the wrongdoing may well 

emerge, and reveal the client’s testimony to be implausible or worse.” 

His comment highlights the danger that management or the audit 

committees face if they do not swiftly commence an investigation into 

potential wrongdoing. A whistleblower from the company might 

contact the SEC but have incorrect or incomplete information regarding 

the matter under inquiry. Without an investigation to reveal the 

circumstances, the SEC may initially accept the opinion of the 

http://sec.gov/news/speech/2011/spch060111rk.htm
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NOTES This article discusses the benefits of an independent 

investigation under the direction of an audit committee or 

special committee of the board. The article then discusses 

the circumstances that often warrant an independent 

investigation. Finally, the article offers practice advice for 

audit committees in overseeing an investigation. 

 

The Benefits and Costs of an Independent Investigation 

Conducting an independent investigation yields significant 

and tangible benefits to the company. Both the Securities 

and Exchange Commission (SEC) and the Department of 

Justice (DOJ) place a premium on robust, independent 

investigations overseen by audit committees, and reward 

such action through reduced sanctions or, in some notable 

cases, by not charging the company despite clear violations 

of the law.   

 

The SEC’s Seaboard Report (their policy statement on 

providing leniency to companies) credits cooperation where 

independent directors oversee an investigation and utilize 

counsel that has not previously represented the company. 

For example, in enforcement investigations involving 

ArthroCare, Navistar, and infoUSA, the SEC credited the 

cooperation of those companies in commencing an 

independent investigation overseen by the audit committee 

by deciding not to issue a monetary penalty against the 

companies.
14

    

 

Likewise, the Federal Sentencing Guidelines provide for 

reduced criminal sanctions for comparable forms of 

                                                                                                 
whistleblower and carry a presumption against any later explanation 

provided by the company. This can trigger an extended government 

investigation that will be costly to defend. 

14. In the Matter of Arthrocare Corp., Exchange Act Release No. 

63,883 (Feb. 9, 2011); In the Matter of Navistar International Corp., 

Exchange Act Release No. 62,653 (Aug. 5, 2010); In the Matter of 

infoUSA, Inc., k/n/a infoGroup, Inc., Exchange Act Release No. 61,708 

(Mar. 15, 2010). 
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NOTES cooperation. Chapter 8 of the guidelines provides for 

reduced sanctions where a company “self-reported the 

offense to the appropriate government authorities, fully 

cooperated in the investigation, and clearly demonstrated 

recognition and affirmative acceptance of responsibility for 

its conduct.”
15

 Cooperation with the DOJ can significantly 

benefit an organization, as demonstrated in the March 2012 

prosecution of BizJet International for violations of the 

Foreign Corrupt Practices Act. BizJet received a deferred 

prosecution agreement, a fine of $11.8 million that was 

significantly less than recommended by the Federal 

Sentencing Guidelines, and no monitor. The DOJ 

reinforced the value of cooperation by commenting that, 

“BizJet’s cooperation has been extraordinary, including 

conducting an extensive internal investigation, voluntarily 

making U.S. and foreign employees available for 

interviews, and collecting, analyzing, and organizing 

voluminous evidence and information for the 

Department.”
16

 

 

A well-conducted independent investigation can help to 

rebuff shareholder claims against the board that inevitably 

arise for allegedly failing to respond adequately to 

allegations of internal misconduct, and an independent 

investigation will provide the steps for remediating the 

cause of the misconduct.
17

  

                                                 
15. United States Sentencing Commission, 2010 Federal Sentencing 

Guidelines Manual, § 8C2.5.(f)(3)(C)(iii) available at 

http://www.ussc.gov/Guidelines/2010_guidelines/Manual_HTML/Cha

pter_8.htm. 

16. Press Release, Department of Justice, Bizjet International Sales and 

Support, Inc., Resolves Foreign Corrupt Practices Act Investigation 

and Agrees to Pay $11.8 Million Criminal Penalty (Mar. 14, 2012), 

available at http://www.justice.gov/opa/pr/2012/March/12-crm-

321.html. 

17. Biondi v. Scrushy, No. Civ. A. 19896-NC, 2003 WL 203069 (Del. 

Ch. Jan. 16, 2003). Vice Chancellor Strine denied a motion to stay a 

shareholder derivative lawsuit in order for the Special Litigation 

Committee to complete an independent investigation because the SLC 

http://www.ussc.gov/Guidelines/2010_guidelines/Manual_HTML/Chapter_8.htm
http://www.ussc.gov/Guidelines/2010_guidelines/Manual_HTML/Chapter_8.htm
http://www.justice.gov/opa/pr/2012/March/12-crm-321.html
http://www.justice.gov/opa/pr/2012/March/12-crm-321.html
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NOTES While an appropriate independent investigation ultimately 

benefits a company, an investigation in the near term can 

be costly, time consuming, and distracting. Any conduct 

warranting an independent investigation correspondingly 

requires a more expansive investigation. In a few instances, 

the costs are daunting.  For example, likely at the high end 

of the spectrum, Siemens reportedly spent over $1 billion 

on an investigation into bribes of government officials.
18

 

Avon reportedly has spent to date $150 million on its 

investigation into FCPA violations.
19

 Of course, not all 

costs of independent investigations rise to these levels. The 

ultimate cost is tied to the nature and pervasiveness of the 

misconduct and the requisite scope of the independent 

investigation. 

 

There is no doubt independent investigations can be 

uncomfortable for management. The scope of investigation 

might include a review of senior management conduct, 

potentially creating tensions between the board and 

management. As discussed below, the counsel conducting 

the investigation must manage expectations and candidly 

explain the purpose and constraints of an independent 

investigation to the stakeholders upon whom the 

investigation will have an impact.  

 

Markets initially might react negatively at the 

announcement of any investigation, whether initiated by the 

                                                                                                 
was found to be not sufficiently independent, among other related 

reasons. 

18. David Gow, Record US fine Ends Siemens Bribery Scandal, The 

Guardian, Dec. 15, 2008, 

http://www.guardian.co.uk/business/2008/dec/16/regulation-siemens-

scandal-bribery; Siri Schubert and T. Christian Miller, At Siemens, 

Bribery Was Just a Line Item, The New York Times, Dec. 20, 2008, 

http://www.nytimes.com/2008/12/21/business/worldbusiness/21siemen

s.html?pagewanted=all. 
19. Aruna Viswanatha, Avon Spending on FCPA Investigation Tops 

$150 Million, Just Anti-Corruption, Feb. 24, 2011, 

http://www.mainjustice.com/justanticorruption/2011/02/24/avon-

spending-on-fcpa-investigation-tops-150-million/. 

http://www.guardian.co.uk/business/2008/dec/16/regulation-siemens-scandal-bribery
http://www.guardian.co.uk/business/2008/dec/16/regulation-siemens-scandal-bribery
http://www.nytimes.com/2008/12/21/business/worldbusiness/21siemens.html?pagewanted=all
http://www.nytimes.com/2008/12/21/business/worldbusiness/21siemens.html?pagewanted=all
http://www.mainjustice.com/justanticorruption/2011/02/24/avon-spending-on-fcpa-investigation-tops-150-million/
http://www.mainjustice.com/justanticorruption/2011/02/24/avon-spending-on-fcpa-investigation-tops-150-million/
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NOTES SEC, management, or the audit committee. Stock prices 

appear to react most negatively to the announcement of an 

SEC investigation.
20

 For example, the St. Joe Company, a 

large real estate development corporation, dropped 7.7 

percent on the announcement of an SEC investigation.
21

 In 

some instances, the announcement of an independent 

investigation can have a positive effect on the stock price. 

For example, the stock price of Avon increased 6.6 percent 

on the announcement of an independent investigation into 

suspected bribes to foreign officials, but, on the 

announcement of an investigation by the SEC three years 

later, the stock dropped 18.25 percent.
22

 On the other hand, 

the stock price of Dell never dropped following 

announcements of an independent investigation and an 

SEC-related investigation.
23

   

 

                                                 
20. Christine Nelson et al., Disclosures of SEC Investigations Resulting 

in Wells Notices, 19 Sec. Lit. J. 19, 19-21 (2009), available at 

http://www.cornerstone.com/files/Publication/ba7aac8e-a3f1-4c02-

9df7-66070a705859/Presentation/PublicationAttachment/32bca512-

fc69-4622-b5c6-

6b938d8e2b4c/Disclosures_of_SEC_Investigations.pdf. Cornerstone 

found that on a market-adjusted basis “[d]isclosures of an informal 

investigation or a formal investigation prior to the receipt of the Wells 

notice also resulted on average in negative, statistically significant 

stock price movements.”  

21. Shira Ovide, St. Joe Shares Sink Amid SEC Investigation, The Wall 

Street Journal, July 5, 2011, available at 

http://blogs.wsj.com/deals/2011/07/05/st-joe-shares-sink-amid-sec-

investigation/. 

22. Press Release, Avon, Avon Statement on Voluntary Disclosure 

(Oct. 20, 2008), available at http://phx.corporate-

ir.net/phoenix.zhtml?c=90402&p=irol-

newsArticle&ID=1214457&highlight=; Avon Products, Inc., Quarterly 

Report (Form 10-Q) (Oct. 27, 2011), available at 

http://sec.gov/Archives/edgar/data/8868/000000886811000016/a20119

30-10q.htm. These figures do not control for market movements. On 

October 20, 2008, the date Avon announced an internal investigation, it 

closed at $30.86, 6.6 percent higher than the previous close of $28.95. 

On October 27, 2011, the date Avon disclosed the SEC had issued a 

formal order of investigation, the stock closed down 18.25 percent from 

the previous day. 

23. Dell’s stock price did not drop from their announcement of an 

investigation in Aug. 2006, or the delayed filing of the 10-Q in 

September 2006, or the announcement of restatement of financials in 

Aug. 2007. 

http://www.cornerstone.com/files/Publication/ba7aac8e-a3f1-4c02-9df7-66070a705859/Presentation/PublicationAttachment/32bca512-fc69-4622-b5c6-6b938d8e2b4c/Disclosures_of_SEC_Investigations.pdf
http://www.cornerstone.com/files/Publication/ba7aac8e-a3f1-4c02-9df7-66070a705859/Presentation/PublicationAttachment/32bca512-fc69-4622-b5c6-6b938d8e2b4c/Disclosures_of_SEC_Investigations.pdf
http://www.cornerstone.com/files/Publication/ba7aac8e-a3f1-4c02-9df7-66070a705859/Presentation/PublicationAttachment/32bca512-fc69-4622-b5c6-6b938d8e2b4c/Disclosures_of_SEC_Investigations.pdf
http://www.cornerstone.com/files/Publication/ba7aac8e-a3f1-4c02-9df7-66070a705859/Presentation/PublicationAttachment/32bca512-fc69-4622-b5c6-6b938d8e2b4c/Disclosures_of_SEC_Investigations.pdf
http://blogs.wsj.com/deals/2011/07/05/st-joe-shares-sink-amid-sec-investigation/
http://blogs.wsj.com/deals/2011/07/05/st-joe-shares-sink-amid-sec-investigation/
http://phx.corporate-ir.net/phoenix.zhtml?c=90402&p=irol-newsArticle&ID=1214457&highlight
http://phx.corporate-ir.net/phoenix.zhtml?c=90402&p=irol-newsArticle&ID=1214457&highlight
http://phx.corporate-ir.net/phoenix.zhtml?c=90402&p=irol-newsArticle&ID=1214457&highlight
http://sec.gov/Archives/edgar/data/8868/000000886811000016/a2011930-10q.htm
http://sec.gov/Archives/edgar/data/8868/000000886811000016/a2011930-10q.htm
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NOTES In balance, however, all of these costs ultimately are low in 

comparison to the benefits of an appropriately conducted 

independent investigation.   

 

Whether to Commence an Independent Investigation 

Not all circumstances require an audit committee to initiate 

an independent investigation. Investigations into certain 

forms of suspected misconduct can and should remain 

within the purview of management and company counsel. 

Directors should consider the following factors when 

determining whether to conduct an independent 

investigation:   

 

The Persons Involved in the Conduct  

An independent investigation is necessary where 

management (including the head of a country, region, 

subsidiary, or business line) might have directed, 

condoned, knew, or should have known about the 

misconduct. The SEC’s division of enforcement 

remains focused on bringing enforcement actions 

against managers, so an independent investigation is 

warranted whenever managers could face regulatory 

scrutiny. On the other hand, suspected misconduct that 

is confined to lower-level, non-managerial employees 

likely will not warrant an independent investigation.     

 

The Nature of the Conduct  

Allegations relating to potential violations such as 

bribery of foreign officials, violations of laws or 

regulations applicable to the company or its industry, 

accounting misconduct, efforts to inflate or smooth 

earnings, false or misleading statements in disclosures 

to investors, and defrauding investors are best 

investigated through an audit committee using 

independent counsel. But, if the suspected misconduct 

clearly does not involve possible violations of criminal 
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NOTES law or federal securities laws by the company (such as 

employment issues not involving senior management), 

then a management-led investigation might be 

appropriate. For example, investigations into 

allegations of sexual harassment, embezzlement, and 

insider trading often might be commenced without 

involvement of the audit committee, providing that 

management was not involved in the suspected 

misconduct. 

 

Materiality  

Misconduct that could result in a financial statement 

restatement or otherwise be deemed material under 

securities laws weighs heavily in favor of an 

independent investigation. An audit committee, in 

consultation with its own counsel, must assess the 

potential impact based on indicia such as the nature, 

scope, and duration of the misconduct, geographic 

extent, persons involved, and potential monetary 

impact. Any misconduct that has remained undetected 

for extended periods also could signal material 

weaknesses with internal controls and necessitate 

remediation within the purview of the audit 

committee’s charter.  

 

Possibility of Regulatory Sanctions  

In light of the DOJ’s and SEC’s strong preference for 

independent investigations, any misconduct that could 

result in an enforcement action by the DOJ or SEC 

likely warrants an independent investigation. As 

mentioned, the SEC’s Seaboard Report, which 

describes the factors the commission evaluates in 

determining whether to bring an enforcement action 

against a company and how the commission credits a 

company’s cooperation, specifically asks whether 

independent directors oversaw the internal investigation 
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NOTES and whether independent counsel was utilized. If an 

enforcement action is brought, the Federal Sentencing 

Guidelines make a specific provision for reducing fines 

of organizations that self-report the offense and 

cooperate with the investigation. 

 

The Need for Remediation   

Both the DOJ and SEC grant leniency to companies 

that have undertaken to remediate the problems giving 

rise to any misconduct. As the SEC’s Statement on 

Corporate Penalties states, “The Commission’s 

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 the violation 

is brought to their attention.”
24

 The Federal Sentencing 

Guidelines similarly stress the importance of 

responding appropriately after criminal conduct has 

been detected. This includes taking reasonable steps to 

investigate the criminal conduct or other compliance 

concerns, preventing further misconduct from 

occurring, and making remedial actions and 

modifications to the compliance program to reduce the 

risk of future misconduct.
25

 Remediation is best 

overseen and conducted by the audit committee, which 

by charter normally has ultimate oversight of the 

compliance and internal audit functions at the company.   

 

                                                 
24. Statement of the Securities and Exchange Commission Concerning 

Financial Penalties (Jan. 4, 2006), available at 

http://sec.gov/news/press/2006-4.htm. 

25. 2010 Federal Sentencing Guidelines Manual, § 8. 

http://sec.gov/news/press/2006-4.htm
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NOTES Practical Tips for Audit Committees During an 

Independent Investigation 

Select the Appropriate Counsel and Forensic 

Examiners   

Choosing appropriate outside counsel with strong 

regulatory experience is critical in providing an 

effective and cost-efficient investigation and avoiding 

pitfalls. Counsel should be experienced in conducting 

investigations, including multi-national investigations 

where necessary, have a strong “bench” of colleagues, 

and have positive relations with regulators. According 

to the SEC’s Seaboard Report, disclosure counsel for 

the corporation should not serve as outside counsel for 

an independent investigation because of the pre-existing 

close working relationship with management. 

Independent counsel also should not represent 

employees of the company for reasons of conflict-of-

interest and reduction of cooperation credit.
26

   

 

An independent investigation will almost always 

require the use of forensic examiners, such as forensic 

accountants and eDiscovery experts. These forensic 

examiners also should be “independent,” and therefore 

should not have been retained previously by 

management. For example, a company’s outside 

auditing firm cannot serve as a forensic examiner in an 

independent investigation. Forensic examiners should 

be retained by the audit committee with express 

instructions to operate under the direction of 

                                                 
26. Khuzami, Remarks to Criminal Law Group. “It is worth noting that 

the SEC’s new Cooperation Program raises the stakes in multiple 

representation situations. The Program, announced by the Commission 

in January 2010, provides for reduced sanctions, or even no sanctions, 

in exchange for truthful and substantial assistance in an SEC 

investigation. This increases the likelihood that one counsel cannot 

serve the interests of multiple clients, given the real benefits that could 

result from cooperation, such as one client testifying against another 

client represented by the same counsel.” 
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NOTES independent counsel. Counsel should be wary of costs, 

while not sacrificing the requisite quality and expertise 

to accomplish the work. 

 

Decide the Appropriate Scope Early and Evaluate 

Throughout   

Independent investigations must be broad enough to 

satisfy the regulators and law enforcement agencies 

involved. However, there must be clear boundaries, and 

the scope must be as well defined as possible. The audit 

committee (or special committee) should meet with 

counsel to define a clear scope at the outset, and should 

consider asking for that scope in writing and shielded 

by the attorney-client privilege. Of course, an 

investigation is fluid, and the scope often changes as a 

result of new information. The committee should be 

flexible and evaluate the scope on a regular basis as 

new information is uncovered. 

 

Require Periodic Briefings and Assessments   

The audit committee (or special committee) should 

require counsel to provide periodic updates and 

assessments. These briefings can be made more 

frequently to the audit committee chair (or a designated 

representative). Briefings should be oral, and the audit 

committee should expect to be well informed by 

counsel and have all questions answered. Independent 

counsel should also keep outside auditors and 

disclosure counsel informed of necessary information 

so that appropriate disclosures, periodic filings, and 

adjustments can be made.    

 

Ensure Appropriate Interaction with Management   

In order to maintain independence, independent counsel 

must avoid sharing details of the investigation with 

management. However, some interaction with 
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NOTES management is appropriate and warranted. Independent 

counsel usually needs to interface with management 

concerning disciplinary actions of employees, 

restatement of financials, adjustments to accounting, 

certain descriptions in disclosures, and issues relating to 

implementing remediation recommendations approved 

by the board.  

 

In some instances, management might decide to initiate 

or continue a parallel investigation into the same or 

similar misconduct that is being investigated within the 

scope of the independent investigation. While there is 

nothing inappropriate per se with dual investigations, 

they can raise questions about independence, and must 

be managed appropriately to avoid unnecessary costs, 

interference with the independent investigation, and 

duplication of effort. 

 

An Independent Investigation Almost Always Results 

in Voluntarily Disclosing Findings to Regulators or 

Law Enforcement Agencies   

The SEC’s Seaboard Report stresses four factors for a 

company to consider to obtain leniency: Self-policing, 

self-reporting, cooperation, and remediation. The audit 

committee should discuss with independent counsel 

whether, and to what extent, findings of the 

investigation will be shared with regulators. In most 

instances, the audit committee will direct counsel to be 

forthcoming with regulators so that maximum 

cooperation credit might be achieved.   

 

Enhancing a Compliance Program Following an 

Independent Investigation 

After corporate misconduct has been discovered and 

investigated, the corporate compliance program must be 

thoroughly reviewed and modified to ensure that it is truly 



BEST PRACTICES FOR CONDUCTING BOARD-MANAGED  

INDEPENDENT INTERNAL INVESTIGATIONS 

23
rd

 Annual ACFE Fraud Conference and Exhibition 
©2012 17                                                          

NOTES an effective compliance and ethics program. The Federal 

Sentencing Guidelines require an organization to “exercise 

due diligence to prevent criminal conduct; and otherwise 

promote an organizational culture that encourages ethical 

conduct and a commitment to compliance with the law. 

Such compliance and ethics program shall be reasonably 

designed, implemented, and enforced so that the program is 

generally effective in preventing and detecting criminal 

conduct.”
27

 Whether the criminal conduct is financial 

statement fraud, corrupt payments to foreign government 

officials, or other wrongdoing, a company might need to 

make sweeping changes to ensure that the conduct is not 

repeated. 

 

Remedial actions and modifications to the compliance 

program need to begin in concert with the independent 

investigation to gain optimal cooperation credit. This 

includes the following remediation actions: 

 Dismissing or appropriately disciplining wrongdoers 

 Replacing wrongdoers with appropriately skilled 

personnel 

 Modifying and improving internal controls and 

procedures to prevent recurrence of misconduct 

 Increasing training and communication to educate 

employees  

 Enhancing the organization’s ethics and compliance 

program 

 In some instances, appropriately compensating those 

adversely affected by the misconduct 

 

The Federal Sentencing Guidelines include steps for an 

effective compliance and ethics program, and the audit 

committee has responsibility for implementing it. The 

organization’s existing compliance program must be 

                                                 
27. 2010 Federal Sentencing Guidelines Manual, § 8B2.1.(a)(2).  
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NOTES reviewed and benchmarked with these seven steps and 

enhanced as appropriate to prevent future misconduct: 

 Standards and Procedures: The organization shall 

establish standards and procedures to prevent and detect 

criminal conduct and ensure compliance with the law. 

This includes policies and procedures, including a code 

of conduct, reasonably capable of reducing the prospect 

of criminal activity that must be followed by all 

employees.
28

 

 Organizational Leadership: The organization’s 

governing authority, including the audit committee, 

shall be knowledgeable about the content and operation 

of the compliance and ethics program, and must 

“exercise reasonable oversight” of the program. The 

organization must ensure that a senior officer of the 

company is “assigned overall responsibility for the 

compliance and ethics program.” Specific individual(s) 

within the organization need to be delegated day-to-day 

operational responsibility for the compliance and ethics 

program. Those responsible for ethics and compliance 

“shall be given adequate resources, appropriate 

authority, and direct access” to the board of directors.
29

 

 Exclusion of Prohibited Persons: The organization 

should not allow a person to remain in authority who 

has committed an illegal act or has acted contrary to the 

compliance and ethics program.
30

   

 Training and Communication: The organization shall 

take reasonable steps to communicate periodically and 

in a practical manner its standards and procedures and 

other aspects of the compliance and ethics program. 

This includes training programs and disseminating 

information appropriate to such individuals’ respective 

roles and responsibilities. Training shall be provided to 

                                                 
28. Id. at § 8B2.1. Commentary (7). 

29. Id. at § 8B2.1.(b)(2)(c). 

30. Id. at § 8B2.1.(b)(3). 
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NOTES members of the governing authority, other high-level 

leadership, employees, and as appropriate, the 

organization’s contractors, vendors, and agents.
31

 

 Monitoring, Auditing, and Evaluating Program 

Effectiveness: The organization shall take reasonable 

steps to ensure that the organization’s compliance and 

ethics program is followed, including monitoring and 

auditing to detect criminal conduct. The organization 

shall take reasonable steps to evaluate the effectiveness 

of the organization’s compliance and ethics program. 

The program must include a reporting system that 

includes mechanisms for anonymous and confidential 

reporting of potential or actual criminal conduct 

without fear of retaliation.
32

 

 Performance Incentives and Disciplinary Actions: 

The organization’s compliance and ethics program shall 

be promoted and enforced consistently within the 

organization through i) appropriate incentives to 

perform in accordance with the program; and ii) 

appropriate disciplinary measures for engaging in 

criminal conduct and for failing to take reasonable steps 

to prevent or detect criminal conduct.
33

 

 Remedial Action: After criminal conduct has been 

detected, the organization shall take reasonable steps to 

respond appropriately to the criminal conduct and to 

prevent further similar conduct, including making 

modifications to the program.
34

 

 

On November 1, 2010, the U.S. Sentencing Commission’s 

amendments to the Federal Sentencing Guidelines for 

Organization took effect. The amendments provide new 

rules for corporate compliance programs, while reinforcing 

                                                 
31. Id. at § 8B2.1.(b)(4)(A). 

32. Id. at § 8B2.1.(b)(5)(C). 

33. Id. at § 8B2.1.(b)(6). 

34. Id. at § 8B2.1.(b)(7). 
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NOTES existing guidance. The amendments continue the 

requirement for effective compliance and ethics programs 

to “exercise due diligence to prevent and detect criminal 

conduct” and “promote an organizational culture that 

encourages ethical conduct and a commitment to 

compliance to the law.”
35

 

 

The 2010 amendments leave intact the existing seven steps 

for an effective compliance and ethics program. The most 

significant of the 2010 amendments provide sentencing 

credit for an organization, even if high-level personnel 

were involved in the criminal conduct at question if the 

following four conditions are met: 

 The individual or individuals with operational 

responsibility for the compliance and ethics program 

have direct reporting obligations to the governing 

authority or an appropriate subgroup (e.g., an audit 

committee of the board of directors). 

 The compliance and ethics program detected the 

offense before discovery outside the organization or 

before such discovery was reasonably likely. 

 The organization promptly reported the offense to 

appropriate governmental authorities. 

 No individual with operational responsibility for the 

compliance and ethics program participated in, 

condoned, or was willfully ignorant of the offense.
36

 

 

The 2010 amendments also require organizations to remedy 

the harm from criminal conduct, including providing 

appropriate restitution to victims and self-reporting of 

violations. To prevent further criminal conduct, 

                                                 
35. Id. at § 8B2.1. Commentary (3). 

36. United States Sentencing Commission, 2010 Federal Sentencing 

Guidelines Manual, Supplement to Appendix C, Amendment 744 

(effective Nov. 1, 2010) available at 

www.ussc.gov/Education_and_Training/Guidelines_Educational_Mate

rials/Amendment_744_from_Appendix_C_Supplement.pdf. 

http://www.ussc.gov/Education_and_Training/Guidelines_Educational_Materials/Amendment_744_from_Appendix_C_Supplement.pdf
http://www.ussc.gov/Education_and_Training/Guidelines_Educational_Materials/Amendment_744_from_Appendix_C_Supplement.pdf
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NOTES organizations must continually reassess their existing 

programs and make necessary modifications to improve 

effectiveness. Another recommended step from the 2010 

amendments is to use “an outside professional advisor to 

ensure adequate assessment and implementation of any 

modification.”
37

 In today’s complex world and aggressive 

regulatory environment, even an effective compliance and 

ethics program might not be enough. Depending on an 

organization’s global business operations, industry, 

geography, and other risk factors, a gold or platinum 

standard compliance program might be required. 

 

Conclusion 

Robust independent investigations led by the audit 

committee or an equivalent committee of independent 

directors yield tangible benefits for a company through 

reduced sanctions or complete avoidance of charges and 

effective remediation. While not all forms of suspected 

misconduct warrant an independent investigation, 

independent directors, in consultation with their counsel, 

should remain vigilant in exercising their fiduciary duty to 

open an investigation where necessary.  

 

Contact Bradley J. Bondi at bradley.bondi@cwt.com, 

Martin T. Biegelman at martin.biegelman@navigant.com, 

and Brett Sisto at Brett.Sisto@cwt.com.  

 

Bradley J. Bondi is a litigation/regulatory enforcement and 

internal investigations partner with Cadwalader, 

Wickersham & Taft LLP.  Martin T. Biegelman is a 

director in Navigant’s Global Investigations and 

Compliance Practice. Brett A. Sisto is a recent law 

graduate from Georgetown University Law Center and law 

                                                 
37. Ibid. 

mailto:bradley.bondi@cwt.com
mailto:martin.biegelman@navigant.com
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NOTES clerk at Cadwalader, Wickersham & Taft LLP while 

pending admission to the bar. 

 

 

 


