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REPORT OF INVESTIGATION

UNITED STATES SECURITIES AND EXCHANGE COMMISSION
OFFICE OF INSPECTOR GENERAL

Case No. O1G-529

Investigation of Alleged Misconduct by the Atlanta
Regional Office in its Investigation of Krispy Kreme Doughnuts, LLC

Introduction and Summary of Investigation

On May 22, 2008, the Office of Inspector General (*O1G”) of the Securities and
Exchange Commission (“SEC” or “Commission”) opened an investigation prompted by a
February 26, 2008 complaint to the SEC OIG hotline, alleging investigative misconduct
by the Atlanta Regional Office (“ARQ”) Division of Enforcement (“Enforcement”). The
anonymous complaint alleged that the SEC Enforcement investigation of Krispy Kreme
Doughnuts, Inc. (“KKD”) was “botched” for a number of reasons, including that “. . . no
one was charged with intentional fraud despite there being evidence that fraud was
committed,” “ill-gotten profits” by a KKD officer were not disgorged, and “reports from
Special Investigators” were not followed up on appropriately. The complaint further
alleged that key testimony in the ARO investigation was never taken or taken too late,
certain auditor work papers “were not reviewed,” and the ARO’s investigation’s
excessive delay was incorrectly blamed on the U.S. Attorney’s Office for the Southern

District of New York (“USAQ”). Finally, the complaint claimed that four Enforcement
salT were improperly “taken off the case: by PRCTHTGGEE
wmaause they advocated a more aggressive prosecution of fraud in the
matter.

The OIG investigation did not find evidence that the ARO staff investigation into
securities violations and other wrongdoing by the officers of KKD was negligent or
“botched,” despite a pronounced delay in obtaining testimony and concluding the
investigation. The OIG also did not find evidence that the decision not to pursue fraud
charges was unsupportable in light of the litigation risks expressed. Further, the OIG
concluded that the ARO penalties assessed for the ill-gotten gains of the KKD officers’
fraudulent activities were supported by analysis from the SEC Office of Economic
Analysis ("OEA”). However, the OIG investigation did find that certain delays in the
investigation were excessive. The OIG further determined that some potential evidence
may have been unexamined, likely the result of poor communication among the ARO
staff, and this issue also affected other aspects of the investigation. Finally, while the
O1G found that there was considerable turnover in the staffing of the investigation, the
OIG did not uncover evidence substantiating the claim that (IS removed staff from
the investigation in order to negate these staff eftorts to conduct a more aggressive
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investigation. Accordingly, we are referring the matter to SEC Management for
informational purposes.

Scope of Investigation

In its investigation, the OlG reviewed numerous documents, including various
drafts of the Enforcement staff Action Memorandum, and Supplemental Action
Memorandum in this matter.” Further, we reviewed comments to the Action Memoranda
by the SEC’s Office of Chief Counsel (“OCC™), the Office of the Chief Accountant
(“OCA™), the Division of Corporation Finance, and the OEA.

We reviewed nearly 1,000 e-mails and related attachments from the various staff
attorneys assigned to the KK D investigation as well as from the other Divisions and
Offices who commented on drafts of the Action Memoranda. We also reviewed e-mails
and meeting notes submitted by a witness in this matter,

The OIG als k the sworn testimony of the fi liowing
between 2004 and 2009:

() N, - <cn on June 3,
2009;

(b) taken on June 3,
2009:

© RS taken on June 3,
2009;

o S - < on June
3, 2009; and,

() N, <2 on June 4,
2009

Relevant Legal Standard

The SEC’s Enforcement staff has the obligation to continuously and diligently
investigate instances of securities fraud, as set forth in the Commission Canon of Ethics
in the Code of Federal Regulations. The Policy of the Canon recognizes that “[i]t is

' The purpose of the Action Memorandum was to advise the Commission on the details and findings of its
investigation and recommend what securities violation charges, if any, should be brought as a result.

See Febroary 12, 2009 Action Memorandum in the matter of Krispy Kreme Doughnuts, Inc.. attached as
Exhibit 1. See February 19, 2009 Supplemental Action Memorandum in the matter of Krispy Kreme
Doughnuts, Inc.. attached as Exhibit 2.

[
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characteristic of the administrative process that the Members of the Commission and their
place in public opinion are affected by the advice and conduct of the staff, particularly the
professional and executive employees.” Hence, “it shall be the policy of the
Commission to require that employees bear in mind the principles specified in the
Canons.”” The Preamble of the Canon clearly indicates the serious duty placed upon
members of the Commission and the staft, as follows:

Members of the Securities and Exchange Commission are entrusted

by various enactments of the Congress with powers and duties of great
social and economic significance to the American people. It is their task
to regulate varied aspects of the American economy, within the limits
prescribed by Congress, to insure that our private enterprise system
serves the welfare of all citizens. Their success in this endeavor is a
bulwark against possible abuses and injustice which, if left unchecked,
might jeopardize the strength of our economic institutions.*

The Canon further provides: “In administering the law, members of this
Commission should vigorously enforce compliance with the law by all persons affected
thereby " The Canon also affirms that: “Members should recognize that their obligation
to preserve the sanctity of the laws administered by them requires that they pursue and
prosecute, vigorously and diligently but at the same time fairly and impartially and with
dignity, all matters which they or others take to the courts for judicial review.”®

Results of Investigation

L Allegation of Failure to Bring 10(b) Fraud Charges Despite Evidence to the
Contrary

The complaint to the OIG alleged that in the SEC Enforcement investigation of
KKD, “no one was charged with intentional fraud despite there being evidence that fraud

was committed . .. "
{(B)(5),(b){THC)

The Enforcement investigation of KKD and its officers for possible financial
o and dislosur ssues

217 CFR.§ 20051 (2009).
1d

17 CFR. § 200.33 (2009).
Y17 CER. § 200.55 (2009).
® 17 C.FR. § 200.64 (2009).

L
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rked on the KKD

A According to Neal A,
OO the Staff’ Accountant assigned to the KKD investigation, “By the time

Hwas being taken off the casc. g

" Exhibit 1 at 1.
® IJ
* Id. Concurrently, the Board of Directors of KKD convened a Special Committee to conduct an inquiry
into these issues and other possible wrongdoing. The Committee hired outside counsel to do independent
investigations which are noted in Section IV(E) of this Report of Investigation. In April 2006, as a result of
these investigations, KKD restated their financial statements for 2003 and 2004 and the first three quarters
of fiscal year 2005, These investigations also found fault with or forced the resignations of Livengood,
Casstevens, Tate, and Polansky. Jd. at 2-3.

" Draft Action Memorandum dated May 16. 2006 attached to May 16. 2006 ¢-mail from lo
among others. attached as Exhibit 3. Distributed to staff for comment, this draft only contained the
Table of Contents and Summary sections of the memorandum,

" January 22, 2008 Draft Action Memorandum in the matter of Krispy Kreme Doughnuts, Inc., at 1.
attached as Exhibit 4.

= June 24, 2008 Draft Action Memorandum in the matier of Krispy Kreme Doughnuts, Inc.. at 34,
attached as Exhibit 5.
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ONfirther stated that he

(b)
£)(5) 4

(B)E)LNTHC)

(b)(S)bIINC)

" Transcript of June 3, 2009 Testimony of [SIEE]
MId at 23-24.

" Transcript of June 3. 2009 Testimony of RIS 703/09 Tr.”) at 26, attached as

Exhibit 7.

6/03/09 Tr.”) at 40, attached as Exhibit 6.

03409 Tr. at 13,

v i

Id at 15,

" Transcript of June 4. 2009 Testimony of (G NNG_G_—— /0+/09 Tr.") at 21. attached as
Exhibit 8.

' Id at 18.

T

“ E-mail from G D cccmber 1. 2008), attached as Exhibit 9.

23 ) . . . - i .
=" The term scieafer refers to having the requisite knowledge of the wrongness/illegality of an act or
conduct; i.e., knowing the impropriety/illegality associated with doing cerfain acts. This is ofien an
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(B)(5).()(THC)

(B)(5).(bYTHC)

(BYELBUTHC)

(B)(S).(LYUTHC)

element of liability or guilt that must be proven before a judgment or conviction can be obtained in civil or
criminal cases, West's Encvelopedia of American Law. The Gale Group, Inc., 1998,

i {7

“* Exhibit 1 at 1.
* 1d at 38.

T 1d. at 30.
®Id at 42.

? Exhibit | at 26.
Y I1d at 40,

W Id at 42-43.

t

[
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(b)5).(L)THC)

(B)5),BITHC)

(B)(5).BITHC)

# Exhibit 2 at 3.
M 1d

" Id at 3-4.

% 1d at 4.

Y Id
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iI. Allegation that KKD Officer Was Improperly Not Ordered to Relinquish $10
Million in Hi-gotten Gains

The complaint to the OIG further alleged that “ [HiZJnade a profit of
approximately 10 Million dollars [illegally]” which was not “taken away ... ”*¥ This
claim apparently references the $10,018,005 profit made by Livengood in his August 25,
2003 stock sales following the misrepresentation of KKD's financial results which
inflated the stock price.”

b)(5).(bX7)(C)

* The OIG concluded that the complaint misstated the party that is the subject of this claim, The

complainant refers to RIS {DXTHE) as the recipient of the
approximately $10 million in ill-gotten gains. However, the context of the allegation only makes sense if it
refers to former KKD CEO Scott Livengood, who profited in this amount from his stock sale on August 23,
2003 (per the ARO Memorandum of Action dated February 12, 2009). Our conclusion about this error is
further supported by a second incorrect reference to QAN which the complainant uses the name
[CIEEEI instcad of Livengood., as the witness whose testimony took four years to obtain,

* Exhibit 1 at 21-22,

Id at 31,

" Exhibit 2 at 1.

B ld a4

Y

" Exhibit 1 at 22,

'\ Id.

“ Exhibit 1 at 1.

7 Exhibit 2 at 4. A detailed breakdown of the KKD Restatement’s nineteen ch:mcts“s comtained in
BITHC)
c.

Appendix A of the ARO Action Memorandum for Krispy Kreme Doughnuts, In
Exhibit 1.
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{(BX5)

(0)(5).(b)7HC)

1.  Allegation of Impreoper Removal of Key Staff Members

The complaint received by the OIG also identified ARO staff members who
were allegedly removed from the case because they favored a more vigorous
investigation of fraud charees against the KKD officers than did their supervisor, ARO
(CEN The OIG found that EEstaff members were
removed and there was considerable staff turnover in the investigation, but did not find
evidence substantiating the claim that the reason for the staff members’ removal was
because they disagreed with (RIS prosecution strategy, or was otherwise improper.

The OIG found that by the fall of 2006, approximately eighteen months into the
ARO investigation of KK D, of the original assigned staff, Staff Attorneys (RSN
I o d . were no longer actively working on
the KKD case.” and involvement remained nominal after this point,
while SN was brought back i periodically, from late 2007 until its closure, for
accounting analysis.”" Conversely, ®NTC) of the

LB (b)(6),(b)(7)(C)

(B)(5),(bX7HC)

1 i
Id.

*" While the claim in the complaint specifically stated that [QHICMBremoved the following Mlaﬁf

members from the case, A ndl [IGESII 11 is no evidence

that A vas ever assigned to the case. Therefore, our discussion relates only to the others

named.
AU (cstificd about conversations he had with bothm his supervisor and the Regional
about his reluctance to be associated with the case findings that

31
(b)(5).(bY7)C)




This document is subject to the provisions of the Privacy Act of 1974, and may require redaction
before disclosure to third parties. No redaction has been performed by the Office of Inspector
General. Recipients of this report should not disseminate or copy it without the Inspector General’s
approval.

1 2004 onward™” continued to be very involved, as did
a Staff Attorney and Certified Public Accountant
(CPA), who by his own account, began working on the matter in “early 2005.” ?

(b)B).(bU7HC)

W03/09 Tr.") at 6, attached as
approximately 6 months after the

* Transcri 03,2009 Testimony of JARKE
Exhibit 11 began working at the ARO on {11}

investigation was opened.

*3 Transcript of June 3. 2009 Testimony of [RASH b at 6. attached as
Exhibit 12. Additionally, the shift in staffing on this case is reflected in the various drafts of the ARO
Action Memoranda, While a December 2003 partial drafi Memorandum. a May 2006 Draft Memorandum
and the January 2008 Draft Memorandum list ESNCIUES as contacts. the later June
2008 draft, the final Action Memorandum of February 12, 2009 and the Supplemental to Action
Memoranda of February 19, 2009 and Febraary 23, 2009 omit reference to them. Unlike (0GR who. as

nreviously noted. requested that his name be taken off the memorandum [
(b)(7HC)

O (0)(7)(C)
> 6/05/09 Tr. at 30,

7 Id at 29,
* 1d. at 50.
' Id. at 49.
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(B)(E).B)HTHT)

Toward the end of the O1G’s testimony session with Ksla asked to
amend the response above, concerning whether he was taken off the investigation in
2006.* He stated the following:

(BYTHT)

F
i

“ Id at 51. N
(b)), (LY7NC)

LI (b)(7)(C)

(b)(5).()THC)

/509 Tr. at 31.
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While accounting expertise was solicited in the final stages of compiling
the Action Memorandum, he, too, felt that he was removed from the substance of the case
in the spring of 2006.°" 1t was then that his focus was redirected from charges against
individual KKD officers to the auditor files.® In his testimony. [iialnoted.
X I’m not really sure why.” *~ He
further testified, “Actually, it was just a bunch of us that kind of got one by one, and |
don’t remember the order, kind of removed from the case or pushed off the case.””

(ONC) lalso recalled that his role in the investigation changed after a specific case
meeting with KK and other ARO staff “somewhere in the Spring of *06, March,
April or something,” - presumably the same March 2006 meeting that [SRESEEreferred

to in his testimony.”" [ stated the following:

(B)7HC)

“ 1d. at 36.

“ Id at 37,

* [CIEE/03/09 Tr. at 43,

® Id

“ Id. at 9.

" Id. at 12. Later in his testimony, he idx:ntificdas lhe%mhcr ARO staffers “taken
off the case.” Id. at 39,

1 Id at 42,
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and giving the auditors, or being assigned to look at the
T
auditors,

The OIG found evidence that input was solicited again from mid-2007 to
the case’s conclusion. primarily regarding accounting questions. However, when Rl
was asked by W review Action Memorandum language in August 2007,” he
thought it was an odd request given his lack of familiarity with the main subject matter.”*
When asked again in February 2008 to discuss the January 22, 2008 Draft Memorandum,
he balked,_fstating in an e-mail to “. . . please keep in mind I remember very little about
the case.””

testiﬂed to the OIG that he did assume greater responsibility for drafting
the Enforcement recommendation as the investigation progressed, relying less on certain
staff who had earlier worked on the case, because he needed to synthesize the staft’s
investigative data.”® He testified as to his rationale in managing the case this way as
follows:

People were assigned to different areas to focus on. So

was looking at certain stuff,
)C)

BTHC)

was looking at certain stuff \gaklihe became involved and
he was looking at stuff, jlwas looking at stuff. . . .

(C)

And at a certain point. . . you've got to. . . bring it together
into one or two people who can then make some judgment
calls as to, you know, how do we present to the client,
what’s the story. . . Everyone knows their issue. They
don’t necessarily know their neighbor’s issue. They re not
understanding necessarily how their issue fits with their
neighbor’s issue or how there might be common themes.
There’s got to be somebody.”’

2 Id at 42443,

E-mail from ®XN(C) 1 0)(7)(C) Angnst 27. 2007)_att: as Exhibit 14.
4 (if().’s,’(}"} Tr. at 14, See also E-mail l‘mtho (August 27, 2007),
attached as Exhibit 13 stating:

In this same e-mail exchange. he also requested to be taken off the staff contact list for the ARO
Memorandum, discussed infra in Section IV(D) of this report and supra in footnote 51.

one

Memorandum for Krispy Kreme Doughnuts, Inc. (January 18, 2008) is referred to supra. attached as
Extubit 4.

" IS /03/09 Tr. at 59-61.

Id.
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(BXSLOUTHC)

While all the employees removed from the investigation expressed frustration
with the lack of communication from management in the KKD matter, none of them
specifically stated that they believed the decision to remove them was related to their
taking a more aggressive posture in the investigation. When directly asked in testimony
why he was removed from the investigation, did not state that he believed he was
removed because he favored a more rigorous investigation than his superiors. In fact,
eplied “I'm not quite sure why” but noted that he did not believe that it was
because he was so tied up with another matter at that time, as someone during the
investigation had suggested.*” Moreover, stated that he recalled discussing with
the other removed staff why they had been removed, and noted, “1 never remember
anybody having an answer of why.” *!

In summation, there was no testimony or documentary evidence to substantiate
the claim that these changes in personnel were the result of any divergent views with
respect to the investigation. Nor was there evidence to suggest that ihesem
individuals were removed because they refused to conduct the investigation 1 the
manner recommended by their supervisor. However, although acting within managerial
purview in removing original staff from the KKD investigation, we did find evidence that
management failed to communicate to these individuals the reasons why they were taken
off the case, causing a strained working environment and some uncertainty among the
removed staff.

®Id atoL
g (0)(7)(C)

“ IEIGI®NG/03/09 Tr. at 12,

BT at 39,
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IV.  Allegation of Failure to Conduct Adequate Investigation

A. Allegations in Complaint to O1G

The complaint to the OIG alleged generally that the KKD investigation was
“botched” by a lack of due diligence. The complaint noted that, “The SEC staff took four
years to take the testimony” of KKD Chief Financial Officer Scott Livengood® and
“Chief Operating Officer [John] Tate also refused to testify in the case and was never
made to.” The complaint stated that the ARO inappropriately blamed the USAO for the
lengthy delays in the ARO’s investigation and submission of recommendations for
action. The complaint also alleged that audit workpapers were never reviewed as part of
the investigation.

B. Case Stalled for a Significant Period of Time

The OIG investigation found that while initially active, the KKD investigation,
opened in May 2004, stalled for several years, shortly after the ARO staff had prepared
various drafts of an Action Memorandum to the Commission. The O1G learned that by
June 27, 2005, at least portions of an Action Memorandum detailing the evidence in the
case had already been drafted by the ARO Enforcement staff. *’

The OIG found evidence of little activity in the KKD investigation during the
second half ot 2006 and the majority of 2007, Following up on his testimony, ARO
®HIXC) e-mailed the OIG in June 2009 and decried the length of the

investigation as follows:

> While the complaint actually named w as the party whose interview was delaved for four
years, the context of the allegation and, indeed. the rest of the complaint, indicate that the source meant
Scott Livengood former CEO of KKD, rather thanwho was the SEC ARO supervisor of the
investigation. This misstatement (or transliteration crror) was likely caused by the fact that was
mentioned. or the subject of. other alleoations in the complaint.

# E-mail from (A to W(an& others) with attachment entitled ‘“‘F’irst Insert to
Action Memo Dated June 27, 2005.doc.” (June 27, 2005), attached as Exhibit 17.

1 Attachment to e-mail from (SRS o (IS 2 mong others (May 16. 2006) entitled “KKD
Action Draft Memo Circulated for Comment 3-16-06," attached as Exhibit 18, This draft, distributed for

AR() 7’" o review. contained the Table of Contents and Summary sections of the draft memorandom and.
per (bX ?'{ B containcd the “overall structure of the argument.” /d.
= (OIS /03/09 Tr. at 39.
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At various times, I did discuss with other staff members my
opinion on how long it would take for the action memo to
get out of this office and go to the home office — if it ever
got out at all. The failure to finalize the action memo was a
running joke in the oftice . . . [and] no one could
understand why it was taking so long to complete the case,
although there was much speculation as to why.

The OIG also reviewed a timeline of |G activity in the case from May 2004
to February 2008 which indicated inactivity from May 2006 to August 2007, with the
exception of attending one meeting about the case with other ARO staff.*” Further, the
O1G did not detect evidence of other significant activity during this period other than
CFO Livengood submitting a response to a Wells notice in May 2007.

In fact, the OIG investigation found that key testimony in the KKD investigation
was significantly delayed. We found that the primary witness, KKD CFO Scott
Livengood, did not testify until 2008, four years after the investigation was opened.*®
Further, our investigation verified that testimony from CEO John Tate was never taken.®

9

. ! SN2 d Tate and Livengood
P R 97 "
ignored the initial subpoenas’ based upon the defense that they could be used against

P

' . ' . . 5%
them in a criminal investigation.”

(b)(5),(bX7)(C)

% June 12.2009 e-mail with timeline attachment, from (RAEA to OIG Investigator (B)7)C) - A
as Exhibit 19,

S/

*“mmmu Tr. at 37. See also RAERGIIN6/03/09 Tr. a125.

» OIS in his inferview stated unequivocally. “ At the end of the dav we did not take his testimony.”
DIGICNN /03/09 Tr. at 52. See also other ARO staff testimony copening as follows: RIS 6/03/09
Tr.at 37. [EIE/04/09 Tr. at 29. [GICIEG/03/09 Tr. a1 26, B 6/03/09 Tr. at 10. Additionally,
Tate did not respond to a Wells notice until August 3, 2008 and did so in the form of a “Talking Point
Memoranda.” Exhibit 1 at v.

“ DG G/03/09 Tr. at 24,

K -03/09 Tr. at 41.

“Td at 52,
6/04/09 Tr. at 26.

93
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(b)E),(BXTHC)

* OIS 0309 Tr. at 55.
* Id. at 56.

Y Id at 55,

9** (I 6/03/09 Tr. at 22.
g [(1

H 6/04/09 Tr. at 39.
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(b)(5),(b}(7XC)

(D)) ((7HC)

Accordingly, the OIG concluded that there were unusual delays in the conduct of
the KKD investigation, even factoring in the impact of the ongoing criminal proceeding.
We found that almost five years elapsed from the onset of the ARO enforcement
investigation into KKD and its officers to the submission of the final Supplemental
Action Memorandum closing out the case. The investigation appeared dormant for much
of 2006 and 2007.

C. Failure to Examine Audit Work Papers

The OIG investigation also found that despite the length of the investigation, the
ARO did not examine other potential sources of information. The OIG investigation
found evidence to substantiate the claim in the complaint that some audit workpapers
were never reviewed by the ARO staff in the course of their investigation. Each ARO
staff member who testified in the OIG investigation acknowledged this to be correct.

15 (CHCSOI/03/09 Tr. at 44.
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stated that he had reviewed about
five boxes of audit work papers, but that “there were just at least 100, maybe 200
[boxes]” that may not have been reviewed.'" He explained that in June 2005, he was
detailed to the SEC DC trial unit to work on another investigation and . . . really didn’t
have the time to [review the work papers.]”'" [REHEN also stated he asked that another
1% He recalled that,

_ about which audit work papers the ARO possessed, stating, “1
is the one who is keeping track of this info.”'"” BiSHnoted in the same
(

})
However, § | a

In response to -mail referenced above, [REZIIN on the same day,
asked QECHINGTTGNGNGGEGEGEEEE (o was also a trained accountant) to “make
sure that we have all of the necessary audit work papers, etc. and to schedule some time
with BEEEMand go through in detail what we have.”''> However, the OIG found no
evidence that this review and assessment occurred.

(B)(THC)

request to get another person involved while he was

detailed to t.etrial unit in Washineton DC. but did not get the impression that it was a
113 [Blgle]

Driority.

" Id. at 35-38.
SR a9,

S fd al 35-37.
M I at 38,
%I

" E-mail from QTSI © (J anuary 10, 2006) attached as Exhibit 20.
FLek 2

i”Wemmw Tr at30
" E-mail from_(lzmuary 10, 2006) atached as

Exhibit 21.

3 [EIISIl 6 /04/09 Tr. at 45.
" Td. at 46,

)

T at 47,
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(B)(5}(BHTHT).(b)(8)

In conclusion, the O1G found that a significant number of audit files, which could

potentially have contained useful evidence, were not reviewed during the course of the
ARO investigation.

D. Improper Blaming of the U.S. Attorney’s Office for Delay in Investigation

The complaint alleged that the ARO inappropriately blamed the USAO for the
lengthy delays in the ARQ’s investigation and submission of recommendations for
action. The OIG investigation found evidence that the Action Memorandum overstated
the role of the USAQ’s office and understated the role of the ARO in causing delays.
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B (b)(7)(C) 13/09 Tr. at 38,
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2 Exhibit 1 at 2.
2
)
124 ](,1




This document is subject to the provisions of the Privacy Act of 1974, and may require redaction
before disclosure to third parties. No redaction has been performed by the Office of Inspector

General. Recipients of this report should not disseminate or copy it without the Inspector General’s
approval.
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6/03/09 Ty at 45,
7.
6/03/09 Tr. at 17.
WAO9 Tr at 22,
A03/09 Tr. at 46.

7 f03/09 Tr. at 41.

B See also Section I(C).

3 DIGESI/04/09 Tr. at 29-30.
B3 503/09 Tr. at 41.

13 6/04/09 Tr. at 31.

135

Id. at 32.
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s‘n enuously objected to the ARO iacino blame on the USAQ for the
' 7}‘5‘7 . Ml testified that he recalled that the

> mmrwmgs about the footnote in the Action
Memorandum bl aming the USAO were Sem)us enouvh to spur his August 27, 2007

request to remove his name from the fepoﬁ. 7 He stated as follows:

(BITHC)

In summation, the OlG found evidence to support the contention that the ARO
Action Memorandum incorrectly attributed so much delay to the USAQ.

E. Other Claims of Inadequate Investigation

Finally, the OlG considered two additional issues alleged in the complaint, and
found them both unsubstantiated, and meriting only brief comment."” First, the OIG
found that the claim that the “special investigation reports” about KKD were not utilized
by the ARO staff to be without merit. Testimony from each witness was unequivocal that
the ARO staff carefully reviewed the two reports prepared by firms hired by KKD, found
the authors of the reports to be very cooperative and held several meetings with them. "’

156 ()/01/09 Tr. at 26-27. :
lcl at 13-13. See also Exhibits 14-15, comprising an ¢~-mail chain betwe na‘md

beginning August 27 2008 and ending August 28 2008, conccmmngquesﬁ for his name to be
removed from the Action Memorandum,
U IS 6/03/09 Tr. at 15
¥ Details of our findings on these two claims are contained in the following two footnotes, 140 and 141,
respectively.
o iiiiinmm supporting the OIG’s conclusion that this claim was unfounded include the following;

was able to recount both reports provided to the ARO. He termed thelSUS) report

“complete crap” and thw very good” and “pretty detailed™ but faughed when recalling the
Wsummm because 1t did not conclude “that anything was like fraudulent . . .. That was like really
weird.” [DIIE6/03/09 Tr. at 33-34. (DK Iso expressed familiarity with the iny cslmamc reports
and mcal cd hd\mg, “a lot of contact” 6/03/09 Tr. at 21-23. QAR cstified that
there was SEC follow-up on these investigative reports slatum about one “it essentially conlirmed our
suspicions, revealed some things that we did not know . . . h/3/09 Tr. at 23-24.
testified that in addition to follow up after the report’s issuance, the ARO had * lclcphmm comcrcncc calls
where they [investigators] would apprise us during their investigation of what they found out.”
6/04/09 Tr. at 33, He c: he ARO coordination with them “the most cooperation I've cver seen from

opposing counsel,”
(BN5), (b;{m(??
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. ‘ . . DHEE . ‘
Second, we did not substantiate the claim in the complaint that -15 settling with
Livengood although there is no admissible evidence.”"'

Conclusion

The OIG investigation found ’Ehat while cer tam clalms made in the comp amt were
substantiated, there was insufficient evidence the
could be considered negligent.

However, the OIG did conclude that the ARO investigation was excessively
delayed. We found that in July 2005, ARO staff had already drafted portions of an
Action Memorandum detailing the evidence in the case. In May 2006, the staff had
revised the summary “facts™ section of the draft Action Memorandum laying out the case
for filing SEC enforcement actions againstindividuals_ However, we found that the
KKD investigation languished soon after, and found evidence of little activity in the
KKD investigation during the second half of 2006 and the majority of 2007. We also
found that key testimony in the KKD investigation was significantly delayed, and, in fact,
the primary witness did not testify until 2008, four vears after the investigation was
opened. Further, testimony from another key witness was never taken.

While the O1G investigation did verify that an ongoing criminal prosecution
factored into the delavs. the ARO’s decision not to compel testimony exacerbated the
{6)(5)

" The settlement with Livengood. recommended for SEC approval in the February 19. 2009
Supplemental Action Memorandum is discussed. supra. in this Report. Evidence of this officer’s
participation in financial fraud and other vielations of SEC rules is indisputable, documented in the
Supplemental Memorandum and the eatlier full Action Memorandum, and admitted by Livengood in his
plea agreement, Possibly, the complainant meant something else along the lines that there was no
“evidence” for the ARO to settle with Livengood. But that asscrtion. too. would be found by the OIG to be
without merit. Therefore, the OIG refrains from speculating what the allegation means, or further
commenting on it.
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Accordingly, we are referring this matter to the Deputy Chief of Staff and the
Director of Enforcement for review of this report and informational purposes.

Submitted:

Concur:

Approved:
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REPORT OF INVESTIGATION

UNITED STATES SECURITIES AND EXCHANGE COMMISSION
OFFICE OF INSPECTOR GENERAL

Case No. O1G-529

Investigation of Alleged Misconduct by the Atlanta
Regional Office in its Investigation of Krispy Kreme Doughnuts, LLC

Introduction and Summary of Investigation

On May 22, 2008, the Office of Inspector General (“OIG”) of the Securities and
Exchange Commission (“SEC” or “Commission”) opened an investigation prompted by a
February 26, 2008 complaint to the SEC OIG hotline, alleging investigative misconduct
by the Atlanta Regional Office (“ARO”) Division of Enforcement (“Enforcement”). The
anonymous complaint alleged that the SEC Enforcement investigation of Krispy Kreme
Doughnuts, Inc. (“KKD”) was “botched” for a number of reasons, including that “. . . no
one was charged with intentional fraud despite there being evidence that fraud was
committed,” “ill-gotten profits” by a KKD officer were not disgorged, and “reports from
Special Investigators” were not followed up on appropriately. The complaint further
alleged that key testimony in the ARO investigation was never taken or taken too late,
certain auditor work papers “were not reviewed,” and the ARO’s investigation’s
excessive delay was incorrectly blamed on the U.S. Attorney’s Office for the Southern
District of New York (“USAQ”). Finally, the complaint claimed that four Enforcement
staff were improperly “taken off the case” by Steven E. Donahue (“Donahue”), Assistant
Regional Director, because they advocated a more aggressive prosecution of fraud in the
matter.

The OIG investigation did not find evidence that the ARO staff investigation into
securities violations and other wrongdoing by the officers of KKD was negligent or
“botched,” despite a pronounced delay in obtaining testimony and concluding the
investigation. The OIG also did not find evidence that the decision not to pursue fraud
charges was unsupportable in light of the litigation risks expressed. Further, the OIG
concluded that the ARO penalties assessed for the ill-gotten gains of the KKD officers’
fraudulent activities were supported by analysis from the SEC Office of Economic
Analysis (“OEA”). However, the OIG investigation did find that certain delays in the
investigation were excessive. The OIG further determined that some potential evidence
may have been unexamined, likely the result of poor communication among the ARO
staff, and this issue also affected other aspects of the investigation. Finally, while the
OIG found that there was considerable turnover in the staffing of the investigation, the
OIG did not uncover evidence substantiating the claim that Donahue removed staff from
the investigation in order to negate these staff efforts to conduct a more aggressive



