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The Changing Composition Of SEC Enforcement Actions 

Law360, New York (February 21, 2013, 1:17 PM ET) -- Recently released statistics 
by the U.S. Securities and Exchange Commission show five straight years of 
decline in SEC financial fraud investigations. From 2003 through 2007, more than 
30 percent of the commission’s total enforcement actions involved financial 
fraud. Then the five-year decline began, dropping to 11 percent last year. 
 
At the same time, the SEC has significantly increased its enforcement actions 
involving SEC regulated entities, such as broker-dealers, mutual funds and 
investment advisers. Last year, 38 percent of the SEC’s enforcement matters 
involved regulated entities, the highest percentage in the past 10 years. 
 
What explains this decline in financial fraud cases and increase in cases against 
regulated entities? And, will it continue? 
 

Background 
 
There is one key difference in the SEC’s regulation of public companies compared 
to SEC-regulated entities. The SEC has no authority to engage in onsite inspections and examinations of 
the books and records of a public company. Instead, the SEC must make a voluntary request for 
information and, if necessary, issue a subpoena. The SEC cannot simply show up at the door of a public 
company and demand immediate access to its books and records. 
 
In contrast, SEC-regulated entities such as investment advisers, mutual funds and broker dealers, are 
subject to routine as well as “cause” onsite SEC inspections and examinations. SEC examiners can and do 
conduct site visits of a regulated entity, during which they demand immediate access to the entity’s 
books and records. Should the regulated entity deny immediate access, that in itself can be a violation of 
the securities laws. 
 
This inspection authority gives the SEC a direct window into the operations of SEC-regulated entities. By 
contrast, the SEC has no such direct window into the operations of public companies. 
 

The Decline in Financial Fraud Enforcement Actions 
 
One reason for the decline in financial fraud cases is that the number of restatements by public 
companies has declined. Whenever a company restates its financial statements, the SEC normally opens 
an investigation. Indeed, the SEC’s main source of financial fraud investigations is company 
restatements. 
 
This decline in restatements may simply reflect the salutary consequence of the Sarbanes-Oxley Act, 
which increased sanctions against companies and its senior officers if a restatement occurred. Under 
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this view, senior management is insuring that the books and records are in proper form because of the 
personal liability that attaches if they are not. And there is no doubt that the law has had an impact. 
 
A more cynical view, however, is that the decline in restatements is due to the accounting firms’ retreat 
from the hard line that they took post-Enron. In the aftermath of Enron, and the enforcement actions 
against numerous public companies for financial fraud (e.g., Enron, Tyco and Worldcom), both public 
companies and accounting firms took very conservative positions with respect to a public company’s 
books and records, demanding restatements in circumstances in which, today, they might not. In other 
words, with the passage of time, accounting firms have softened their demands on public companies 
such that, some would argue, they are getting away with things that in the past would have resulted in a 
restatement. 
 
There is no definitive way to know which view, if either, is primarily responsible for the decline in 
financial fraud case. The truth, no doubt, is that both are true: Companies are more careful and audit 
firms are less conservative after witnessing the consequences of taking a conservative approach to 
matters that relate to judgment calls by public company clients. Either way, restatements have declined, 
and so have enforcement actions against public companies. 
 

The Increase in Enforcement Actions Against Regulated Entities 
 
One key factor responsible both for the decline in financial fraud cases and the increase in regulated 
entities action was the SEC’s decision in 2010 to establish five specialized investigative units in its 
Enforcement Division. Importantly, financial fraud was not one of those groups. But asset management 
and market abuse (relating to investment advisers and brokerage firms, respectively) were two separate 
units. 
 
If staff attorneys are assigned to a specialized investigative unit that focuses on asset management and 
market abuse by investment advisers and broker dealers, but not to one assigned to monitor financial 
fraud at public companies, then it is not surprising what the priorities and enforcement results will be. 
And the recent statistics bear that out — more actions against regulated entities and fewer actions 
alleging financial fraud. 
 
Another reason for the increased enforcement actions against SEC-regulated entities has been the 
increased training and specialization of SEC examiners who conduct the on-site inspections of 
broker/dealers and investment advisers. For many years, there was a general sense that SEC examiners 
were overwhelmed by the securities industry and its fast-changing practices and operations, and 
examiners did not understand the businesses they were inspecting and examining. Bernie Madoff has 
become the poster child for this view. 
 
As is well known, the Madoff fraud did not go undetected because his operations were hidden from the 
regulators; SEC examiners had access to and did inspect Madoff’s books and records several times. The 
problem was that the examiners did not understand or did not grasp the significance of the information 
available to them. Even when outside financial analysts met with the SEC and pointed out the sheer 
impossibility of the returns Madoff’s firm reported, the SEC still took no action. So the SEC had a window 
into Madoff’s operations. The SEC examiners simply didn’t understand what they were reviewing. 
 
But in the aftermath of Madoff, things have changed. The SEC has poured more resources into hiring 
qualified people from the private sector to come in and train the SEC examiners and have them 
specialize in certain types of areas at SEC-regulated entities. To ensure that it stayed on the cutting edge 
of industry trends, the SEC also hired securities industry professionals who have firsthand experience in 
running brokerage firms, investment advisers and mutual funds. These changes have caused, in part, the 
increased number of enforcement actions against regulated entities. 
 



Will This Change in the Composition of Enforcement Actions Continue? 
 
The big question is: Will this trend continue? Will financial fraud cases continue to decline, or at least 
not increase? Similarly, will cases against regulated entities continue to climb, or at least stay at this 
elevated level? In the near term, the answer is certainly yes to both questions. But two recent events 
may change this equation. 
 
The first is the SEC’s implementation of the Dodd-Frank whistleblower rules. As noted above, the SEC 
does not have a window into the operations of public companies as it does with SEC-regulated entities. 
However, the whistleblower rules create, in a sense, a window into public companies for the SEC. 
 
The SEC now receives thousands of whistleblower complaints (more than 3,000 tips by November 2012 
alone), which the SEC routinely touts as high-quality tips. And, significantly, SEC statistics show that the 
single largest category of whistleblower complaints (18 percent) is alleged disclosure and financial 
statement fraud. With access to more tips about alleged disclosure and financial fraud at public 
companies, the whistleblower rules may end up providing the SEC with the insight it needs to return to 
its historically high level of scrutiny of public companies. 
 
Second, as announced recently, the SEC is deploying a computerized tool designed automatically to 
trigger alert over suspicious accounting at public companies. This tool uses the computer-readable XBRL 
tags that are being attached to financial data to enable easier comparisons between businesses. The 
roll-out of this program, the SEC says, will take about nine months and so should be up and in full force 
by the end of 2013. 
 
This tool will analyze whether a company “sticks out from the pack” in areas such as accruals, off-
balance sheet transactions, changes in auditors and delays to earnings announcements. Tracking these 
practices will give the SEC a sense of the riskiness of a particular company relative to its peers. Craig 
Lewis, director of the SEC’s Division of Risk, Strategy and Financial Innovation, has expressly stated, “My 
hope is that we’ll turn over a number of accounting fraud cases.” 
 
With these two new tools, financial fraud enforcement actions may well begin to increase in 2013 and 
beyond. 
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