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The Securities Class-and-Derivative Litigation Two-Step

By William S. Freeman

Your client, a publicly traded company, has just
announced that it will miss its quarterly earnings
forecast by a significant amount. You are attuned
to the possibility of a class action complaint under
section 10(b) of the Securities Exchange Act of
1934, in which it will be alleged that the company
defrauded investors by “concealing” the “truth” for
many months, only to “shock the market” with the
announcement. You have prepared the company
for this possibility, and you are disappointed but
hardly surprised when the complaint is filed. You
reassure the company that under the Private
Securities Litigation Reform Act of 1995
(PSLRA), the plaintiff will have to meet an exact-
ing pleading standard and will not be able to con-
duct any discovery until and unless your motion to
dismiss is denied. You have a pretty good idea of

how the court will analyze that motion, since
many of the key provisions of the PSLRA have
now been interpreted.

The following week, however, a shareholder
derivative complaint is filed in superior court, nam-
ing all of the company’s directors and alleging that
they breached their fiduciary duties by permitting
the company to publish false information. The
allegations concerning the underlying wrongdoing
appear to have been lifted word-for-word from the
federal complaint, but this new lawsuit is beyond
the reach of the PSLRA’s procedural safeguards,
and it will unfold in a forum in which most judges
have had less exposure to these cases. You quickly
discover that there are no reported decisions in
California that explicitly address this type of suit.

continued on page 2

ERISA Stock Drop Pleading Motions

By Christopher J. Rillo

Over the past three years, the plaintiffs’ class
action bar has discovered that ERISA with its
common law trust antecedents can be used to
address securities law claims.! Eligible individual
account plans often feature the plan sponsor’s com-
mon stock as either a permitted investment or a
corporate contribution. Such funds are extremely
popular investment plans. Some experts estimate
that at least 19% of all 401(k) assets are invested
in employer stock and that 2,000 companies fea-
ture company stock in their plans.2 Due to tax
code changes enacted in 2001, many of these
401(k) plans are also designated as an ESOP.
When an employer’s stock declines in value and
there are some indicia of a securities violation, the
class action bar has filed ERISA-based complaints
that typically charge a wide variety of defendants
with breach of fiduciary duty. As there are only
two reported appellate decisions addressing these
claims3 and only one known trial of a stock drop
case as of November 20044, these claims raise
unique litigation challenges. These cases were

continued on page 5
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Litigation Two-Step

confin ued from cover

The securities litigation two-step—a federal class action
followed closely by a remarkably similar state derivative com-
plaint—is now commonplace. The shareholder derivative
suit, a tool traditionally used to attack alleged insider corrup-
tion or questionable corporate transactions, is now routinely
used as an alternative means to pursue claims of misleading
corporate disclosure.

A compelling case can be made that the use of derivative
suits to pursue corporate open-market disclosure claims is a
fundamental perversion of the derivative device. While that
argument should be made, defense counsel also must deal
with immediate questions of strategy and tactics. Handling
these cases effectively requires careful footwork, complex
conflict-of-interest analysis, thoughtful advice, and long-range
strategic planning. While attempting to shape the emerging
law in state court, counsel must also focus on day-to-day deci-
sions, anticipating multiple possible outcomes at every stage
of the litigation, and staying several moves ahead of the game.

How Did We Get Here?

To understand the dynamics of the current situation, it is nec-
essary to review the recent history of the securities class
action wars.

A dozen years ago, it seemed that every time a public com-
pany announced disappointing news, it was immediately hit
with a rash of class action fraud suits under section 10(b) of
the Exchange Act. In response to public outcry over per-
ceived litigation abuses, in 1995 Congress enacted the
PSLRA, which, among other things, set forth exacting plead-
ing requirements and imposed an automatic discovery stay
until a complaint had survived a motion to dismiss.

The PSLRA did in fact lead to an increased success rate
for defendants in motions to dismiss. In response, plaintiffs’
counsel sought to avoid the PSLRA altogether by filing class
actions in state courts under state securities laws, where they
hoped to take advantage of more lenient pleading require-
ments and immediate discovery. Congress thwarted that tactic
in 1998 by enacting the Securities Litigation Uniform
Standards Act (SLUSA), which provided that most sharehold-
er class actions must be litigated in federal court under the
federal securities laws. SLUSA, however, contained a loop-
hole: it provided that shareholder derivative actions could
continue to be litigated in state court. The significance of that
loophole has been growing ever since.

Differences between Class Actions and
Derivative Cases
Securities class and derivative actions are radically different
both in theory and in practice. In a class action, the plaintiffs
are shareholders seeking recovery of personal investment loss-
es allegedly caused by misleading disclosure. A judgment or
settlement results in a payment that is divided among the
shareholders.

The derivative suit is also commenced by a shareholder,
but the similarity with the class action ends there. The defen-
dants may include the same officers and directors, but the
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underlying plaintiff is the corporation itself; the suit is “deriva-
tive” because “the rights of the plaintiff shareholders derive
from the primary corporate right to redress the wrongs against
it” Desaigoudar v. Meyercord, 108 Cal.App.4th 173, 183
(2003). (Whether the company has in fact been damaged by
the alleged wrongs is highly debatable; plaintiffs resort to argu-
ing that the company will have to spend money to defend the
already-filed class action, and that its future ability to raise cap-
ital may be impaired.) In theory, at least, any monetary recov-
ery goes not to shareholders, but to the corporate treasury.
Derivative suits have long been brought to contest pro-
posed corporate transactions, generally on the theory that a
deal was improperly conceived or structured for the benefit of
corporate insiders, or that the directors breached their fiduci-
ary duties by failing to maximize the price paid to sharehold-
ers. The use of the derivative suit to repackage class action
claims that are already pending in federal court is both inno-
vative and controversial. While it can be expected that
California courts will eventually develop a uniform body of
law concerning these cases, for now the frontier is largely
unregulated, and defense counsel must adapt accordingly.

The Demand Requirement and Plaintiffs’
Attempts to Avoid It

The derivative suit is an exception to the rule that the corpora-
tion, acting through its board, has the sole right and power to
sue for redress of injuries to the corporation. Burks v. Lasker,
449 U.S. 471, 487 (1979) (concurring opinion of Stewart, I.).
It is, in essence, an attempt to wrest from the board a key
mechanism of corporate governance. Both Delaware and
California have statutory safeguards to prevent this seizure of
power from being routinely or easily accomplished. To estab-
lish standing to bring a derivative action, a plaintiff must
either make demand on the board that it institute the action
itself, or allege “with particularity” her reasons for not doing
so. Del. Chancery Ct. R. 23.1; Cal. Corp. Code section
800(b)(2). The presuit demand requirement is rooted in leg-
islative policy discouraging judicial interference with corpo-
rate decision making. Shields v. Singleton, 15 Cal.App.4th
1611, 1619 (1993), quoting 1A HENRY W. BALLANTINE &
GRAHAM L. STERLING, CALIFORNIA CORPORATIONS LAW sec-
tion 292.03, p. 14-19 (4th ed. 1992).

If the plaintiff makes pre-suit demand on the board and
the board determines not to pursue the claim, that determina-
tion is accorded considerable deference by the court under the
business judgment rule, and constitutes a defense to the suit.
Desaigoudar, supra, 108 Cal.App.4th at 183-85; Grimes v.
DSC Communications Corp., 724 A.2d 561, 565 (Del. Ch.
1998). Perhaps for this reason, plaintiffs routinely attempt to
avoid the presuit demand requirement.

Instead, plaintiffs allege that demand is “excused”
because it would be “futile.” The claim of “demand futility”
is based on boilerplate allegations that could be made with
equal force against any company’s board: that since the plain-
tiff has named all directors as defendants, they cannot be
expected impartially to consider suing themselves; that direc-
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tors “dominate” or “control” each other; and/or that a deriva-
tive claim will not seriously be considered because it might
not be covered under the company’s directors and officers
insurance policy.

In both California and Delaware, the demand futility
pleading requirements are stringent. Conclusory allegations
will not suffice; the plaintiff must allege specific facts as to
each individual director that demonstrate the absence of a dis-
interested majority of directors who could consider a demand.
Rales v. Blasband, 634 A.2d 927, 934 (Del. 1993); Oakland
Raiders v. Nat’l Football League, 93 Cal.App.4th 572, 587
(2001); Shields, supra, 15 Cal.App.4th at 1621-23. Asa
result, one would think that superior courts would uniformly
dismiss complaints that employ boilerplate language and
make generalized accusations that directors lack impartiality.
The reality is that enforcement of these pleading strictures
has, thus far, been inconsistent in the trial courts, and the
California appellate courts have yet to issue definitive pro-
nouncements about the use of derivative suits to advance
claims of corporate nondisclosure. As a result, defense coun-
sel must plan for a number of eventualities.

Managing Discovery in the Derivative Case

To defense attorneys accustomed to the PSLRA’s discovery
stay, an early set of interrogatories or document requests in a
derivative case may come as an unpleasant surprise. But
defense counsel is not without weapons.

The first is a possible stay of discovery. On occasion,
derivative plaintiff’s counsel may determine, for strategic rea-
sons of his own, that a stay would be useful, either to permit
the two actions to proceed in tandem if the federal motion to
dismiss is denied, or just to avoid the burden of “going it
alone” at the early stages. If counsel is not interested in a vol-
untary stay, there is a basis to seek a stay in federal court.

The PSLRA provides that “upon a proper showing,” the feder-
al court in which the class action is pending may order a stay
of discovery in the derivative suit “as necessary in aid of its
jurisdiction. ...” 15 U.S.C. § 78u-4(b)(3)(D). If it appears
that the discovery is being sought in the derivative case for the
purpose of evading the federal discovery stay, defense counsel
should seriously consider moving for such a stay. (At the
very least, counsel should be able to persuade the derivative
plaintiff’s attorneys to agree not to share discovery with the
class plaintiff’s counsel.) Another possible basis for a stay is
that until the demand futility demurrer is overruled, the plain-
tiff has not established that she has standing to sue, and there-
fore should not be permitted to take discovery.

Even if a complete stay is not obtained, you can still
negotiate, or apply for an order, for staged discovery in the
state court—limited initially to demand futility-related issues.
Counsel will often agree to restrict early discovery to infor-
mation that bears directly on the reasons why board members
could not evaluate a demand impartially, such as their eco-
nomic relationships with the company or their financial and
personal relationships with each other.

If the case survives demurrer, every effort should be
made to manage the discovery process to minimize the burden
on the company. Whether this leads counsel to seek a volun-

tary or involuntary stay of “merits” discovery will depend on,
among other factors, the similarity of the allegations in the
two cases, the pendency of an internal investigation by the
company, and the relative stages of the two cases. All other
things being equal, it is hard to imagine that conducting dis-
covery twice would be in anyone’s interest.

Motion to Stay Pending Internal Investigation
Because the derivative case implicates corporate governance
issues, the defense has available to it a tactic unknown to the
securities class action: a motion to dismiss based on a board
determination that the continued maintenance of the action is
not in the best interest of the company.

If the complaint survives demurrer, the company can
appoint a disinterested committee to investigate the com-
plaint’s allegations and consider

whether continued litigation is in
the corporation’s best interest. If a
determination is made that it is
not, the company can move to dis-
miss the complaint. This motion
takes on some characteristics of a
summary judgment motion, with
the court focusing on the inves-
tigative process underlying the
committee’s determination.
Desaigoudar, supra, 108
Cal.App.4th at 184-90. The most
defensible decisions are made only
after a thorough investigation by a
disinterested committee.

The determination of whether
and how the company should
undertake such an investigation is

Defense can
file to dismiss
if the board
determines that
continuing
could hurt

the company.

complex and highly individualized.

It is easiest to make this decision if the board has been prop-
erly advised from the outset as to its strategic options in the
event the demand futility demurrer is overruled.

Potential Conflicts of Interest
Multiparty representations typically raise potential conflicts of
interest, since it is conceivable that the clients’ interests, even
if unified at the outset, could diverge down the road. Parallel
derivative and class action litigation multiplies the number of
conflicts that must be considered under California Rule of
Professional Conduct 3-310(C). As with all questions of con-
flicts of interest, any waiver must be given in writing, upon
disclosure of the relevant facts and a discussion of “the actual
and reasonably foreseeable adverse consequences to the
client” of the potential or actual conflict. /d., Rule 3-310(A).
The analysis of conflicts in any particular situation is
beyond the scope of this article. The analysis will be highly
fact-specific, and the resolution will depend in part, as it
should, on client preferences. It is essential, however, that the
possible procedural twists and turns of a derivative case be
thought through in advance, so that defense counsel can edu-
cate their clients concerning the issues they will have to con-
sider at each stage of the proceedings.
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When a company and individual officers or directors are
faced solely with a class action, it is not uncommon for defense
counsel to represent all defendants jointly throughout the case.
In the class-derivative two-step scenario, however, matters get
far more complicated. To begin with, counsel is confronted by
the fact that the corporation, while procedurally aligned with
the individuals as a defendant in the class action, is technically
aligned (albeit against its will) against them as a putative plain-
tiff in the derivative suit.

Initially, the company and the individuals share a com-
mon interest in having the suit dismissed, although for differ-
ent reasons. The individuals seek to defeat any claim of per-
sonal liability; the company has a powerful interest in thwart-
ing the attempted hijacking of its power to initiate litigation.

The situation gets more complex in the event the
“demand futility” demurrer is overruled. The company now
has three strategic options. First, it can take a back seat,
allowing the plaintiff to proceed with the litigation on its
behalf while seeking to protect its personnel from procedur-
al abuse. Second, it can decide to seek a stay of the litiga-
tion to conduct its own investigation through a special liti-
gation committee of the board. If that investigation con-
cludes that the suit is meritless, the company can then move
for dismissal. Third, it can enter into settlement discus-

sions, also under the supervision of a special committee.
Each of these alternatives raises representation issues
requiring full consideration.

Case law regarding conflicts of interest in derivative cases
is neither well developed nor clear. What is clear, however, is
that defense counsel must think carefully at the outset about the
possible paths a derivative case can take, and how the interests
of the clients can best be served.

Conclusion

The recent emergence of the derivative action as a tool to pur-
sue corporate disclosure claims is an unintended consequence
of the effectiveness of the PSLRA, and it may well be a misuse
of the derivative device. In contrast to the PSLRA, the law
applicable to state law derivative actions is still developing and
clear guideposts have yet to emerge. At least until the courts
or the legislature resolve the doctrinal and policy issues raised
by these cases, defendants and their counsel must learn to mas-
ter the class-and-derivative litigation two-step.

William S. Freeman is a partner with the Palo Alto,
California, office of Cooley Godward LLP and Chair of the
firm's Securities Litigation Practice Group. He can be
reached at freemanws@cooley.com.
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ERISA Stock Drop

continued from cover

undoubtedly never contemplated when Congress passed
ERISA 30 years ago and the case law is still evolving.

These actions, which number over 505 as of November
2004, fit a basic pattern. All complaints allege that the com-
pany established an individual account defined contribution
plan, featuring company stock as an investment option, and
that participants suffered losses because the company stock
declined, often as the result of some purported wrongdoing by
the company or insiders. In addition, all actions allege that
defendants breached their ERISA fiduciary duties purportedly
owed to participants for several reasons. Plaintiffs assert one
or more of these contentions: (1) corporate insiders failed to
provide adequate information, including accurate financials,
to participants;® (2) corporate insiders acted imprudently, fail-
ing to close company stock as an investment option or failing
to divest the plan of company stock;’ (3) corporate insiders
acted imprudently in offering company stock as an investment
option in the first place;3 (4) corporate insiders labored under
a conflict of interest and violated their duties by failing to
retain an independent fiduciary;® (5) corporate insiders
improperly encouraged participants to invest in company
stock, knowing it was a bad investment;!0 (6) corporate insid-
ers breached their duties by failing to disclose to participants
material inside information regarding the company;!! (7) cor-
porate insiders failed to disclose illegal business practices at
the company, which devalued the stock;!2 (8) corporate insid-
ers breached their duties by trading for their own accounts
based upon inside information;!3 and (9) corporate insiders
breached their fiduciary duties when they froze company
stock as an investment alternative or froze further investments
of company stock.!4 Basically, these claims can be reduced to
three categories: (1) prudence; (2) disclosure; and (3) failure
to monitor or cofiduciary breach.

While some commentators predicted that ERISA stock
drop actions were tied to the 2000-2002 downturn and would
dissipate when the market recovered, these lawsuits appear to
have become a permanent feature in the securities litigation
landscape. This article analyzes defense strategies for plead-
ing motions against these actions.

Plan Structures
As a threshold matter, this litigation focuses on defined con-
tribution plans.!5 Specifically, these actions involve partici-
pant-directed eligible individual account plans (EIAP). An
EIAP is a profit sharing, stock bonus, thrift or savings plan,
or employee stock ownership plan that explicitly provides
for the acquisition and holding of stock issued by the
plan sponsor. 10

When Congress passed ERISA, it granted special treat-
ment to EIAPs.!7 Unlike other ERISA plans, an EIAP may
acquire and hold large amounts of company stock and is not
subject to any specific statutory diversification requirement.
Moreover, the tax code encourages the use of employer stock
to fund such plans.!8 These twin concepts are important to
this litigation.

To establish any plan, an employer must take some ele-
mentary steps. Every ERISA plan must have a sponsor,!°
which is not a fiduciary function, and a named fiduciary that
administers the plan.20 Fiduciaries must act solely in the
interest of plan beneficiaries and participants and must dis-
charge their duties “with the care, skill, provider and dili-
gence” of a “prudent man acting in a like capacity and famil-
iar with such matters. ...”2! Fiduciaries are also charged with
administering the plan in accordance with its documents to
the extent those are consistent with ERISA.22 In addition,
plan documents must establish every plan.23 The plan docu-
ments often prove key in this type of litigation. Normally an
employer sponsors the plan and adopts the plan documents.
These documents typically delegate to the board of directors
or a board committee the responsibility for appointing and
removing administrators, either a committee or an individual.
Sometimes, the employer retains the designated fiduciary
role, which can present problems in defending these cases. In
most cases, a plan committee, or several committees, are
appointed to oversee the plan.24

These actions often involve disputed claims over fiduci-
ary status. Plaintiffs often allege that anyone remotely con-
nected with the plan, including corporate directors and senior
corporate officers, are ERISA fiduciaries. As discussed
below, fiduciary status forms a necessary predicate for liabili-
ty in these actions. Fiduciary status is a functional test under
the statute, which is dependent upon a factual analysis of a
party’s actual conduct.25 Even for those not designated as
fiduciaries, ERISA imposes fiduciary status if they undertake
certain discretionary actions with respect to a plan or its
assets.26 Moreover, some courts have held that ERISA does
not require a showing of discretion for individuals who handle
plan assets.27

As mentioned above, a plan sponsor usually delegates its
fiduciary responsibility to the board and an administrative
committee. The directors on the board or the board commit-
tee charged with appointing and removing the fiduciaries,
however, enjoy limited fiduciary status under both DOL regu-
lations and the case law.28 ERISA has both general and limit-
ed fiduciaries; a limited fiduciary is charged with fiduciary
responsibility only over those activities for which he is
responsible.29 Before this litigation, such status was recog-
nized and courts generally held that a plaintiff was required to
plead and demonstrate causation against a limited fiduciary,
that is, plaintiff’s harm resulted from the limited fiduciaries
breach of her actual ERISA duty.30

In contrast, the administrative committee and its individ-
ual members are general ERISA fiduciaries. As general
ERISA fiduciaries, they are charged with the highest care
when exercising an actual fiduciary duty on behalf of the
plan.3! The Supreme Court has recognized the so-called
“two-hat rule” that recognizes that corporate officers often
serve as ERISA fiduciaries and that ERISA fiduciary obliga-
tions are imposed only when they actually perform a function
on behalf of the plan.32 Unlike its common law trust
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antecedents, ERISA contemplated that corporate officers
would serve as fiduciaries and that their interests in exercising
a corporate duty might raise conflicts with participants.
ERISA permits corporate officers to serve as plan fiduciaries
and allows certain conflicts of interest, so long as they do not
involve transactions with plan assets or are otherwise specifi-
cally prohibited by the statute.33 For example, an employer
may serve as a fiduciary and also act in its capacity as a sett-
lor, to modify the plan and to reduce the level of benefits to
participants.34

Plaintiffs’ Allegations Generally Fit a Paradigm
ERISA stock drop cases often accompany securities fraud
actions. There are two lines of cases that have developed in
this area. First, there are the corporate fraud transactions
exemplified by the notorious Enron Corporation and other
corporate scandals of the postdot-com era, where the issuers
are in bankruptcy and the securities have become worthless.
These cases involve allegations of

egregious fraud by corporate insid-
ers. Perhaps not surprisingly,
courts have more willingly expand-
ed ERISA concepts in these cases
in order to provide some recovery

Plaintiffs often

sue everyone,

winnow it to injured participants.35 Second,
there are the garden-variety stock
down to drop cases, where the plan’s stock
fund has lost value because of a
FidUCiG ries 0 decline in the company’s market
L capitalization.3¢ These cases typi-
||m|’r| ng ’rhe cally raise more negligence-based
. allegations of general breach of
action fo

fiduciary duty, including lack of
prudence or diligence.37 Although
some courts have refused to distin-
guish between these two cases,38

ERISA claims.

many courts recognize that more
deference should be given to fiduciaries where there are no
allegations involving fraud.39

The complaints are almost invariably styled as class
actions where a participant is suing on behalf of a class of
representatives who sustained losses. Some cases are pleaded
as derivative actions on behalf of the plan.40 ERISA allows
three types of claims that have different remedies. First, sec-
tion 502(a)(1) authorizes a participant or beneficiary to file
suit to recover benefits or to enforce rights under a plan.4!
Second, section 502(a)(2) permits a beneficiary or fiduciary
to file suit on behalf of a plan under section 409, which
imposes personal liability on fiduciaries who breach their
duties.#2 Third, section 502(a)(3) is an omnibus provision,
authorizing participants to sue either fiduciaries or parties in
interest for individual relief.43 Plaintiffs are limited to equi-
table relief under this provision.*4 Although plaintiffs have
invoked all three theories, most cases are styled as 502(a)(2)
claims.

Plaintiffs often use these theories interchangeably in their
complaints to seek individual relief without specifying on
which theory they are relying. Recovery issues increasingly
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arise because the statutory scheme limits relief depending
upon the statute.

In evaluating whether a new action is adequately pleaded,
a defense attorney should take several steps. First, the
defense attorney should chart out all defendants in the com-
plaint and determine what precise factual allegations are made
against each. Plaintiffs commonly sue everyone in sight and
sometimes fail to make any factual allegations against a
peripheral corporate officer. In order to impose liability,
plaintiffs need to plead and prove that each defendant enjoyed
fiduciary status. As discussed below, fiduciary pleading
motions are one of the most frequently litigated pretrial
motions.

Second, the defense attorney should obtain all plan docu-
ments including: the plan and all amendments, all summary
plan descriptions (SPD) for a reasonable period surrounding
the class period, board minutes discussing plan issues, includ-
ing appointing or removing fiduciaries, fiduciary committee
minutes and reports, fiduciary committee consultant reports
and individual account statements and summaries of the plan.
These documents help define fiduciary status and provide
clarification of the fiduciaries’ actual obligations under the
plan. Plaintiffs’ allegations often demand that the fiduciaries
override or ignore plan documents. To a large extent, plan
documents will shed light on whether these claims are viable.

Third, the defense attorney should chart out plaintiffs’
damage theories, including whether plaintiffs seek plan
relief as opposed to individual relief and if so, how they
propose such relief be given. The relief sought is critical
and individual relief (especially for money damages) may
not be available.

Defense Pleading Motions

In these actions, plaintiffs typically name more defendants
than necessary, such as every director and senior corporate
officer, and plead non-ERISA claims. Defense counsel will
want to winnow down the case to actual fiduciaries and move
against extraneous claims, in an attempt to limit the action to
ERISA claims. Defense counsel must consider whether the
complaint’s damage allegations are permissible under ERISA
and if not, whether to move against the complaint on this
basis. Basically, the goal is to straight-jacket the case to
ERISA claims pleaded against actual fiduciaries, and to limit
the factual record on which the case will be litigated.

For that reason, pleading motions are almost invariably
filed against most stock drop complaints. Although there are
over 20 reported and unreported decisions, courts have made
inconsistent decisions with respect to defendants’ pleading
motions. Besides being inconsistent, these decisions are not
always well written and often do not shed light on the statuto-
ry body of law. A few principles, however, have emerged
from this murky case law.

The vast majority of federal courts have held that Rule
9(b) does not apply to ERISA stock drop complaints and that
plaintiffs need only comply with Rule 8(a)’s limited require-
ments for pleading.4> For Rule 9(b) motions, some courts
have distinguished between claims based upon “prudence” as
opposed to claims that assert fraud, such as participation in
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the fraud.#¢ Courts uniformly have rejected motions to dis-
miss actions because the plan in question was a section 404(c)
plan.47 In addition, courts have been mostly unsympathetic to
claims that securities prohibitions against insider trading pro-
hibited disclosure of any additional information beyond that
disseminated to other public shareholders.48

Courts have given inconsistent treatment to motions to
dismiss defendants on the grounds that plaintiffs have insuffi-
ciently pleaded fiduciary status. There is a growing trend in
the decisions, which simply accept plaintiffs’ allegations as
factual claims that cannot be controverted on a Rule 12(b)(6)
motion.49

Motions to Dismiss Parties on Ground That
Defendants Lack Fiduciary Status

The most common pleading motions are motions challenging
defendants’ fiduciary status. As mentioned above, ERISA
prescribes a functional test for fiduciary status. The defini-
tion is “functional,” meaning that one is a fiduciary if, and
only to the extent, she is performing a function described in
section 3(21)(A).50 These defense pleading motions can
prove problematic because courts historically have regarded
fiduciary status as a mixed question of law and fact.5!

Some prestock drop decisions required a plaintiff to plead
affirmatively factual allegations sufficient to establish each
defendant’s fiduciary status.52 To be sure, some stock drop
decisions have adopted this view, granting motions to dismiss
where plaintiffs have failed to plead such facts>3 or where
plaintiffs have lumped all defendants together without speci-
fying what facts support each one’ fiduciary status.>4 The
issue is often whether plaintiffs must plead more factual con-
tent beyond parroting the words of the statute, by alleging, for
example, how a particular corporate officer asserted control
over plan assets or undertook discretionary actions with
respect to the plan. There has been a trend towards accepting
such bare-boned allegations, holding that they are sufficiently
factual to pass muster under Rule 12. Given that prior case
law uniformly required some factual detail to support a charge
of fiduciary status, which carries with it the knife of personal
liability, the better view is to require plaintiffs to plead more
facts rather than simply repeating the vaguely worded ver-
biage of the statute.

Plan Sponsors
Plaintiffs’ counsel often sue the plan sponsor on the grounds
that it is a fiduciary. Especially in a nonbankruptcy case,
plaintiffs’ counsel frequently seek to assert fiduciary claims
against plan sponsors, probably because fiduciary policy lim-
its are wasting. While it should be easy to determine whether
a company is a fiduciary based upon the plan documents,
courts have found these issues difficult, at least at a pleading
stage. However, a few courts have readily dismissed plan
sponsors.>> Plaintiffs commonly label sponsors as fiduciaries
based upon the fact that it employs the fiduciaries and other
parties who implement the actions at question. Such theories
are problematic for two independent reasons.

First, under NLRB v. Amax Coal,>¢ the Supreme Court
held over 20 years ago that where an employee is acting in a

fiduciary capacity, that employee is never acting as an
employer agent or fiduciary. Amax Coal involved a bargain-
ing dispute over whether a surface mine would be a member
of a multiemployer trust fund. Amax charged that union’s
pension trustees were representatives of the union, in connec-
tion with the labor dispute, and that its actions, taken in a
fiduciary capacity, constituted an unfair labor practice. The
Supreme Court rejected this argument, holding that as a mat-
ter of law, the union did not control trustees’ actions undertak-
en in their fiduciary capacity.57 Under Amax, a plan sponsor
cannot be vicariously liable for a plan fiduciaries’ actions that
were undertaken in a fiduciary capacity.

Second, the settlor doctrine undercuts these claims, at
least to the extent that they seek to attack a plan sponsor for
decisions made in a settlor capacity. Decisions regarding the
structure of the plan, amendment of the plan, or funding of
the plan historically have been regarded as settlor decisions.>8
As noted earlier, settlor actions are not undertaken in a fiduci-
ary capacity.

While some courts readily have dismissed sponsors,
other courts have wavered over these issues. Confronted
with this seeming bulwark of law, plaintiffs’ have adopted
chameleon-like theories to dodge defense pleading motions.
While acknowledging the settlor doctrine, plaintiffs still
argue that plan sponsors have liability for cofiduciary breach-
es or as parties-in-interest who conspired with fiduciaries.
The latter argument borders upon a non sequitor under the
statute. Since Mertens, it remains questionable whether non-
fiduciaries can be held liable for a fiduciary breach, and it is
clear that the sole remedy is equitable, a nonremedy in a
stock drop action against a plan sponsor. Courts have con-
fused the issue, refusing to hold a sponsor liable because of
the settlor doctrine, but leaving open cofiduciary or respon-
deat superior liability.59

Directors
On motions to dismiss directors, courts have split on the stan-
dards necessary to plead fiduciary status. As noted above,
directors charged with the authority to appoint or remove
directors constitute limited ERISA fiduciaries. Plaintiffs often
allege that these defendants are general ERISA fiduciaries or
fail to label them as limited fiduciaries. Some complaints
acknowledge that directors have limited fiduciary status but
allege that liability for all fiduciary breaches. Others acknowl-
edge that director-defendants’ duties were limited to appoint-
ment and removal of fiduciaries, but then fail to plead that
plaintiffs’ harm was caused by the breach of this limited duty.
In three early reported stock drop decisions, three district
courts granted motions to dismiss directors on the grounds
that plaintiffs’ complaints failed to allege sufficiently that
breach of directors’ limited fiduciary duty cause plaintiffs any
harm.60 All three courts held that plaintiffs needed to demon-
strate causation as a matter of pleading, that is a nexus
between the directors’ breach of their limited duty and plain-
tiffs” injury. These holdings are congruent with ERISA as
they flow directly from the concept that fiduciary status may
be limited and that corporate officers may wear “two hats”
when acting as ERISA fiduciaries.
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ERISA recognizes limited fiduciaries as well as general
ones. Where a party is a limited fiduciary, one is required to
prove that the breach of his limited duty caused the injury. In
nonstock drop cases, courts have dismissed claims against
limited fiduciaries where plaintiffs cannot demonstrate such
causation.6!

The Supreme Court in Pegram v. Herdrich,%2 reaffirmed
the so-called “two-hat” rule which provides that a corporate
officer who also is an ERISA fiduciary is only liable under
ERISA if she violates her fiduciary duty while she is per-
forming a fiduciary function or acting in a fiduciary capacity.
Although ERISA has some of its antecedents in common law
trust law, which requires absolute loyalty from trustees,
Congress recognized that employers and corporate officers
will often act as employers and plan fiduciaries. Because
employers are charged with day-to-day affairs in running a
business, ERISA’s drafters acknowledged that it would be
counterproductive to prohibit each and every conflict of inter-
est that could arise between an employer’s interests and those
of plan participants. If ERISA provided otherwise, corporate
employees would be disqualified from serving as fiduciaries
and plan administrative costs would drastically increase.
Therefore, so long as fiduciaries do not perform any fiduciary
functions, deal in plan assets or commit a prohibited transac-
tion, ERISA anticipates and allows their divided loyalties.%3
The two-hat rule articulates these concepts and simply holds
that when an employer is performing a corporate function, he
is not liable under ERISA for breach of fiduciary duty.64

Some courts have permitted defendants to raise the two-
hat concept on a pleading motion,%5 but most courts have
been hostile to motions to dismiss corporate directors and
officers on this basis.®® These rulings are consistent with the
framework of Rule 12. In essence, the two-hat concept calls
for an examination of defendant’s contention that she was per-
forming a corporate as opposed to a fiduciary function when
she undertook the action in question. In most instances, the
defense necessarily contradicts a factual allegation of the
complaint.

Corporate Officers

Plaintiffs often sue senior corporate officers, perhaps because
such officers are named as defendants either as primary
defendants or as controlling persons in parallel securities
complaints. Plaintiffs allege that such officers performed a
discretionary function under the statute, which transformed
their role into fiduciaries. Unless designated as fiduciaries or
transacting in plan assets, most corporate officers should not
be regarded as ERISA fiduciaries.®” Despite recognizing that
principle, most courts have been reluctant to dismiss officers
on the grounds that plaintiffs have failed to plead adequately
fiduciary status in stock drop cases.

The case law denying motions to dismiss corporate offi-
cers draws its support from the fraud cases.o8 In Enron, the
Department of Labor’s (DOL) amicus brief advocated, for per-
haps the first time, the concept that corporate officers who
participated in corporate securities fraud were personally
liable under ERISA if the issuer retained its fiduciary sta-
tus.%® To some extent, Enron is a testament to questionable
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plan documentation. In Enron, the designated fiduciary was
the corporation. Enron did not delegate its fiduciary duties to
the board and acted through its board and corporate officers.
The Enron court adopted the DOLs view, holding that plain-
tiffs’ claim that directors and corporate officers alleged failure
to provide accurate information to the plan fiduciary commit-
tee constituted a violation of ERISA. Moreover, defendants
were personally liable by reason of their actions for the corpo-
ration’s breach of fiduciary duty.”0

In WorldCom, the court illustrated these principles by dis-
tinguishing between Bernard Ebbers, WorldCom’s former
chief executive officer, and other officers, holding that plain-
tiff’’s allegations were insufficient against other officers, but
sufficient against Ebbers.”! Plaintiffs’ pleadings, however,
centered on Ebbers and Scott Sullivan, WorldCom’s former
chief financial officer. Sullivan, who subsequently pleaded
guilty to securities fraud and other charges, did not even move
against the ERISA complaint. The other officers were simply
alleged to be fiduciaries under the plan’s documents, which
permitted any officer of WorldCom to act as a plan fiduciary
in the event that the company failed to appoint fiduciaries.”?

The case law suggests that a fiduciary who commits
fraud owes a higher duty of care to participants. Under the
law of trusts, however, no principled basis distinguishes the
scope of fiduciary duty in a company charged with fraud and
a company accused of a mere lack of prudence. To state the
obvious, fiduciaries, who are charged with the highest duty,
are not supposed to commit fraud. Therefore, a fiduciary’s
duties are not increased when he has engaged in fraud. These
decisions, which appear to lower the fiduciary status bar for
officers charged with fraud, may simply reflect the school of
judicial realism, at least at a pleading stage.

Directed Trustees

A directed trustee invests plan assets based upon directions it
receives from the named fiduciary, an investment manager or
plan participants.”> While directed trustees are limited
ERISA fiduciaries, case law established that they were not
general ERISA fiduciaries. Directed trustees were generally
permitted to assert reliance upon a fiduciary’s direction as a
complete defense to any ERISA claim.’4 That was the state
of the law before Enron.

In Enron, plaintiffs charged Northern Trust with breach
of fiduciary duty because it accepted the direction of the
appointed fiduciary to institute a “lockdown period” during
which participants would be unable to sell their Enron
stock. The directed trustee moved to dismiss the claim,
contending that it had no obligation to investigate the pro-
priety of the fiduciary’s instruction under ERISA (the plan
permitted such lockdowns) and was absolutely entitled to
rely upon it. Plaintiffs acknowledged that Northern Trust
was following a fiduciary’s instructions, but argued that it
breached its fiduciary duties in implementing the lockdown
because the trustee knew or should have known that the
instructions violated ERISA. The court denied the motion
to dismiss, holding that a trustee still had an obligation to
investigate a fiduciary’s instruction to determine its compli-
ance with ERISA.75
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Since Enron, courts have divided over whether directed
trustee liability can be adjudicated on a pleading motion. The
First Circuit recently affirmed dismissal of Putnam, the direct-
ed trustee, albeit on slightly different grounds than the district
court. The First Circuit reasoned that Putnam was not a fidu-
ciary because it was not responsible for the ESOP’s choice to
invest in Textron stock.”6 Other courts have denied directed
trustees’ motions to dismiss where plaintiffs have merely
alleged that the trustee was aware of some information that
made the investment not prudent.””

As a result of these decisions, the directed trustee indus-
try requested the DOL to issue some clarification of this con-
stituent’s duties. In December 2004, the DOL issued a Field
Assistance Bulletin in an attempt to provide some guidance to
directed trustees.”8 While the Bulletin was written in
response to a request from the American Bankers Association
and provides some direction, it still leaves many questions
unanswered. The Bulletin acknowledges that many of these
questions are “difficult.”7® Essentially, the Bulletin states that
a trustee may follow proper directions that are consistent with
ERISA.

In an uncontroversial assertion, the Bulletin states that a
trustee is responsible for reading and knowing the plan’s writ-
ten documents in order to determine the propriety of a fidu-
ciary’s direction under the terms of the plan. If the terms of
the plan are ambiguous or unclear, the trustee may rely upon a
clarification from the responsible fiduciary.80 However, the
trustee may not follow an instruction that violates ERISA,
either because it is a prohibited transaction or not prudent.

With regard to prudence, the Bulletin emphasizes that the
trustee is charged with material nonpublic information, or at
least such information that is in the hands of, or known to,
trustees responsible for implementing the client’s
instructions.8! Moreover, such information does not always
fit the securities definition of material nonpublic information.
For example, the Bulletin instructs that if the trustee “con-
cludes” after performing an internal analysis that a company’s
financial statements are “materially inaccurate,” then it is
charged with such knowledge for purposes of performing its
ERISA functions.82 Generally, a trustee is entitled to rely
upon public information under the efficient market theory.
However, where the public information discloses extraordi-
nary events or a risk of insolvency, the Bulletin charges a
trustee with such information and the trustee must consider
that information in exercising its duties.83 Finally, the
Bulletin states that a trustee would have to carefully consider
its options where fiduciaries instruct the trustee to acquire or
to hold securities after state or federal regulators have charged
the company, its officers or the directors with “financial irreg-
ularities.” A trustee may always follow the “proper directions”
of an independent fiduciary.84

Recently, a district court applied the Field Bulletin in the
WorldCom action and granted a directed trustee’s motion for
summary judgment.85 In WorldCom, participants sued
Merrill Lynch, the 401(k) plan’s directed trustee, contending
that it should have unilaterally frozen plan investment in the
company’s stock and later liquidated all stock as a plan asset.
Merrill Lynch contended that although WorldCom stock had

declined, there were no public indications that such action was
warranted.

The district court held that Merrill Lynch did not breach
the limited fiduciary duty that it owed to participants. The
court emphasized the limited nature of Merrill Lynch’s servic-
es, observing that the “choice of investment options” remains
in the hands of the plan fiduciaries and “a directed trustee has
no duty to investigate the wisdom of those choices or any
obligation to render advice regarding those choices.” Relying
upon the Field Bulletin, the court held that a duty of inquiry
only arises when a trustee knows or should have known of
reliable public information that calls the company’s financial
viability into question.3¢ In this regard, the court observed
that analyst recommendations to investors to sell the compa-
ny’s securities do not constitute reliable information, which
would trigger a duty of inquiry. Moreover, mere declines in
the company’s stock price or financial fortunes also do not
raise a duty of inquiry.87 Since plaintiffs raised no evidence
that Merrill Lynch possessed any

public information warranting fur-
ther inquiry, the court granted the
motion for summary judgment.

If public

Motions to Dismiss Claims information
In stock drop cases, courts have
been reluctant to grant pleading ShOWS risk

motions dismissing complaints.88
While some decisions have granted
such relief,89 the case law is again
inconsistent and not easily recon-
ciled. With these caveats, the major
pleading issues are whether fiduci-
aries have a duty to override plan
design, including whether fiduciar-
ies are entitled to a presumption of
fiduciary prudence when they fol-
low plan design and whether fidu-
ciaries may raise the securities

of insolvency,

trustees must
consider it

in exercising

duties.

laws’ prohibition against disclosure
of material inside information as a
defense to a fiduciary disclosure claim.

Plan Design and Fiduciary Prudence
As a general matter, fiduciaries must administer the plans as
written and are not permitted to vary from plan design.90
Prior to the current wave of stock drop cases, this provision of
ERISA was noncontroversial and was believed to constitute a
substantial defense against a participant’s claim that a fiduci-
ary breached his statutory duties by following a plan.9!

This prestock case law has its genesis in ESOP litigation.
In the ESOP area, participants filed several actions in the
early 1990s charging fiduciaries with breaching their fiduci-
ary duties by failing to divest company stock from the plans.
Since ERISA expressly stated that ESOPs shall invest their
assets “primarily” in company stock and excepted ESOPs
from the duty to diversify, defendants argued that they could
not be charged with a fiduciary breach for failing to
diversify.92 Defendants persuasively contended that Congress

9



The American Bar Association ® The Section of litigation ® Securities Litigation Journal ® Winter/Spring 2005

was well aware of the risks posed to retirement savings by
ESOPs, but nevertheless encouraged their development for
policy reasons.?3 The problem was posed by two seemingly
irreconcilable statutory provisions: section 404, requiring a
fiduciary to diversify, and section 407, excepting ESOPs from
the duty to diversify. Prior to the current wave of stock drop
litigation, however, a federal appellate decision®* and a DOL
opinion letter?> questioned whether ESOP fiduciaries could
absolve themselves entirely based upon the nondiversification
statutory provision.

To reconcile these provisions, courts developed the doc-
trine of the presumption of fiduciary prudence. In Moench v
Robertson,%° the Third Circuit illustrated this doctrine. Bank
ESOP participants sued after the bank’s failure and subse-
quent seizure by the FDIC. Plaintiffs contended that the plan
fiduciaries should have divested the bank shares from the
plan. The fiduciaries argued that they were entitled to rely
upon the statutory exemption for ESOP plans. The district
court granted the fiduciaries’ motion for summary judgment,
holding that they were entitled to rely upon the statutory
provision excepting ESOPs from any diversification
requirement.%’

On appeal, the Third Circuit reversed and remanded. The
Third Circuit commented that the statute presented an inher-
ent conflict, which courts needed to address in order to pro-
vide “a way for the competing concerns to coexist.”98 To
evaluate an ESOP fiduciaries’ decision under a strict fiduciary
standard was inappropriate and “would render meaningless
the ERISA provision excepting ESOPs from the duty to diver-
sify.”99 Accordingly, the Third Circuit adopted an abuse of
discretion standard to evaluate fiduciaries’ compliance with
the statute. It held that “keeping in mind the purpose behind
ERISA and the nature of ESOPs themselves ... an ESOP
fiduciary who invests the assets in company stock is entitled
to a presumption that it acted consistently with ERISA by
virtue of that decision. However, the plaintiff may overcome
that presumption by establishing the fiduciary abused its dis-
cretion.”100 The Third Circuit vaguely described the showing
necessary to rebut the presumption, simply stating that plain-
tiffs may introduce evidence that demonstrates continued
investment in employer securities would defeat the purpose of
the trust because of unanticipated and unknown circumstances
at the time the plan was settled. The court also commented
that fiduciaries could show that they impartially considered
alternative actions to demonstrate that they properly exercised
their discretion. The court cautioned that in evaluating this
presumption, a district court must keep in mind that if a fidu-
ciary “does not maintain the investment in employer’s securi-
ties, it may face liability for that caution, particularly if the
employer’s securities thrive.”101

For better or worse, this case law has been interjected
into stock drop cases on plan design and prudence.
Plaintiffs unsuccessfully have attempted to distinguish this
authority on the grounds that ESOPs are statutorily
charged with investing in company stock.!02 As is true
with much of the stock drop law, the Enron decision also
created some confusion and ambiguity in these prudence
concepts. The Enron court adopted the DOL’s view, as
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expressed in its remarkable amicus brief, which argued
that notwithstanding the provisions of a company plan
requiring investment in employer securities and ERISA’s
provisions deleting the diversification requirements for
EIAPs, fiduciaries still had an obligation to examine the
prudence of the investment.103 Although the court adopt-
ed the DOL’s view that fiduciaries must always exercise
prudence and consider diversification, it was unnecessary
to make such a broad holding. As the Enron court com-
mented, Enron’s plan contained boilerplate language,
which generally required fiduciaries to exercise prudence
and to diversify plan investments “unless it is clearly not
prudent to do so0.”104 Several district courts have adopted
the Enron court’s reasoning and routinely have denied
motions to dismiss breach of fiduciary claims alleging
failure to diversify or to exercise prudence.!95 The deci-
sions suggest that a fiduciary’s obligations increase in the
presence of allegations of fraud.

The recent appellate decisions have not resolved the
issues, although one decision sharply questions plaintiffs’
theory. The First and Ninth Circuits have held that the
Moench standards apply with full force to stock drop cases
involving ESOPs but remain divided over whether such a
defense can be asserted on a pleading motion. The difference
between the two decisions may rest on the simple distinction
that one complaint asserted merely a market drop and the
other pleading alleged securities fraud, which required dis-
covery for resolution.

In Wright v. Oregon Metallurgical Corp.,'96 the Ninth
Circuit questioned the Moench standard consistency with
ERISA, given the statute’s express treatment of the diver-
sification requirement for ESOPs.107 In Wright, plaintiffs
sued after the company’s stock declined following a merg-
er with a telecommunications firm. There were no allega-
tions of corporate fraud or mismanagement. The Ninth
Circuit applied the Moench presumption and affirmed a
district court’s dismissal of a stock drop lawsuit against
ESOP fiduciaries. The district court found that the fiduci-
aries had no obligation to investigate diversification mere-
ly because the stock fluctuated after the merger. 108

In contrast, the First Circuit adopted the Moench test
in an ESOP case, but reversed the district court’s dismissal
of fiduciaries. In Lalonde v. Textron, Inc.,199 plaintiffs sued
fiduciaries, the issuer, and the directed trustee alleging that
defendants violated their fiduciary duties by failing to
diversify the ESOP’s assets. Plaintiffs alleged that Textron
and its fiduciaries, some of whom were senior corporate
officers, participated in a scheme, or at least had knowl-
edge of the violations, to inflate Textron’s stock value. The
ESOP sustained a financial loss, at least on paper, because
the value of Textron’s shares declined. The First Circuit
held that as a matter of pleading, it was impossible to
determine that plaintiff could prove any set of facts to sup-
port their claims. The court noted that if plaintiffs proved
their claims that the fiduciaries participated, in essence, in
securities fraud, then defendants might have breached their
fiduciary duties owed to participants. The First Circuit
reasoned, “the odds of plaintiffs’ succeeding on their
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breach of fiduciary duty claims against the Textron defen-
dants might be very long, but ‘that is not the test [on a
motion to dismiss].””110

Pleading Motions and Securities Law Defenses
With a few exceptions, courts have not granted defense
motions based upon securities law arguments, including the
assertion that the insider information provisions of the statutes
prohibit fiduciaries’ selective disclosure of corporate informa-
tion to participants.!!! As with much of this case law, courts
have not fully developed their reasoning in adjudicating these
defenses. These arguments may yet present some of the best
defense arguments, especially where defendants have not
engaged in fraud or self-dealing.

First, defendants have argued in several cases that securi-
ties statutes, including section 10(b) of the Exchange Act’s
prohibition against selective disclosure of material inside
information, should govern their disclosure obligations to par-
ticipants. Two early courts have adopted this argument with-
out engaging in much analysis. In Hull v. Policy Management
Systems Corp.,112 the district court granted a motion to dis-
miss the complaint, finding that plaintiff’s claims failed to
name for the most part fiduciaries and that with respect to the
appropriately named fiduciaries, plaintiffs failed to allege any
breach of fiduciary duty. The complaint, which pleaded an
ERISA breach of fiduciary duty claim, alleged that the plan
committee defendants, who were not alleged to have known of
or participated in the securities fraud, should have determined
the adequacy of the company’s disclosure. There were no
allegations that the fiduciaries had sold stock based on inside
information or had engaged in any company stock transac-
tions. The district court reasoned that these allegations failed
to state a claim because the securities laws prohibited the
committee from trading securities based upon material inside
information.113

Without much analysis, a California district court in 2002
dismissed a similar claim, simply observing that “[f]iduciaries
are not obligated to violate the securities laws in order to sat-
isfy their fiduciary duties.’!14 In its Enron amicus brief, the
DOL announced that it rejected this case law.115 It is an open
question whether this case law is isolated or will be followed
by other courts.

Subsequent courts have refused to follow this authority,
holding that fiduciaries’ obligations under ERISA transcend
any securities concerns. In Enron, the DOL argued that fidu-
ciaries could follow several courses of action, including dis-
closing material adverse information to all shareholders or
eliminated company stock as a permitted investment and
match. The DOL asserted that the securities laws always per-
mit insiders to either “disclose or abstain” from trading when
they become aware of material inside information.!10 The
Enron court and several other courts have adopted this posi-
tion, rejecting the insider-trading defense.!117

These cases are not inconsistent, especially at a pleading
stage. They often involve allegations, perhaps deliberately
pleaded by plaintiffs to overcome this defense, that fiduciaries
traded for their own account based upon inside information.
The “disclose or abstain” principle flows from trust law and is

well recognized in securities law.118

Preemption of State-Based Claims

Plaintiffs sometimes allege state-based tort claims or common
law causes of action.!!9 ERISA contains a comprehensive
preemption provision,!20 which expressly preempts any state
law that relates to a pension plan. Such claims are almost
invariably preempted.

The Supreme Court has held that a state law claim will
relate to an employee benefits plan if it has connection with
or reference to such a plan.!2! Therefore, any common law
claims that either rely on the existence of an ERISA plan to
state a claim, or attempt to provide a remedy for misconduct
growing out of the administration of an ERISA plan, are suf-
ficiently connected with a plan to

be preempted by ERISA.122
Punitive Damages Some courts
Plaintiffs sometimes plead claims
for punitive damages. While
ERISA permits federal courts
some discretion in fashioning
relief, the Supreme Court has held
that punitive damages are generally
not available in breach of fiduciary

now mix the
concepts of
respondent
superior and

duty cases.!23 In addition, a state- cofid uciory
based claim asserting punitive
damages, which relies upon the |IC1 blllfy to
plan, should be preempted.!24

approve

Cofiduciary and Respondent
Superior Claims

There is a growing trend for plain-
tiffs to assert claims against ancil-
lary parties, such as directed
trustees or directors. Plaintiffs

pleadings
against

nonfiduciaries.

often assert claims that the plan
sponsor is liable on a respondent superior theory, claiming
that it controlled the actions of fiduciaries who committed the
misdeeds.125 In addition, plaintiffs assert cofiduciary claims
under ERISA § 405126 against directed trustees, directors, or
other corporate officers.!27 Courts traditionally have been
wary of applying respondent superior in fiduciary cases,
requiring the principal to have knowledge of the agents’
wrongdoing.128 The stock drop pleading decisions have
blurred that line. While some courts have rejected such
claims as a matter of pleading,!29 several courts have held
that these allegations state claims.130

Plaintiffs have also pleaded such claims under ERISA
§ 405,131 which recognizes cofiduciary liability. Section
405(a) makes each fiduciary “liable for a breach of fiduciary
responsibility of another fiduciary with respect to the same
plan if he participates knowingly in, or knowingly undertakes
to conceal, an act or omission of such other fiduciary, know-
ing such act or omission is a breach.”132

To have cofiduciary liability, courts have held that each
defendant, in accordance with the express terms of the
statutes, must be a fiduciary.!33 Some courts, however, have

11
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begun to mix the two concepts of respondent superior and co-
fiduciary liability to approve pleadings of cofiduciary liability
against a nonfiduciary on the grounds that it controlled a
fiduciary who participated in a breach.!34 Another court has
suggested that a defendant who is a fiduciary may be held
liable under section 405(a) for concealing a fiduciary-breach
to the extent he does not disclose what he learned before he
became a fiduciary.!35

404(c)

Section 404(c) of ERISA!36 relieves EIAP fiduciaries of fidu-
ciary responsibility for any losses that are incurred by plan
participants as a result of their investment directions. In
accordance with the statute, DOL has promulgated regulations
implementing this provision. Under the DOL regulations, a
plan must meet two elements to qualify for 404(c) treatment:
(1) diversified investment options; and (ii) opportunity for par-
ticipants to exercise control over

their assets, which includes having
sufficient information for partici-
pants to make sound investment
decisions.!37 The regulation states
that sufficient information means
providing participants with the 33
Act filings for a publicly held
security.!138 The DOL has asserted
that section 404(c) does not apply
to the fiduciary’s selection of
investment alternatives.!3%

Even though the DOL has
asserted that section 404(c) does
not apply to the selection of invest-
ment alternatives, even where there
are numerous alternatives, both the
legislative history and at least one

Courts have
held that
the fiduciary
carries the
burden
to prove

section 404(c)
applicability.

court suggest otherwise. In dis-
cussing the intent underlying section 404(c), the House
Committee Report unequivocally stated: “If the participant
instructs the plan trustee to invest the full balance of his
account in, e.g., a single stock, the trustee is not liable for any
loss because of a failure to diversify or because the invest-
ment does not meet prudent-man standards.”140 In a non-
stock drop case, the Third Circuit in the case of In re Unisys
Plan Litigation,'*! suggested that section 404(c) is compre-
hensive, holding that a fiduciary, who committed a breach,
could not be held liable for a participant’s exercise of control
over her investments. The Third Circuit, however, reversed a
summary judgment on whether the plan qualified as a 404(c)
plan.142

Although many sponsors have qualified their plans under
section 404(c), the statute has not deterred stock drop claims.
Many complaints acknowledge that the plans are 404(c) plans,
but affirmatively allege that the plans do not qualify under the
regulations. Courts have been hostile to pleading motions seek-
ing to dismiss claims on the ground that the plan is a section
404(c) plan.!43 Courts have held that the fiduciary has the bur-
den of demonstrating that the statute applies.!44 Plaintiffs’ con-
tentions that the plan lacks 404(c) protection usually center on
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the lack of diversified investment alternatives or the adequacy
of information regarding the stock.!45 Courts have found such
reasons sufficient to preclude a Rule 12 dismissal.

Christopher Rillo is a partner in the Labor and Employment
and Litigation Practice of Arent Fox in Washington, D.C.
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THE ENRON PIECES, Feb. 27, 2002, available at www.ebri.org/testimo-
ny/t135.pdf.

3. Wright v. Oregon Metallurgical Corp., 360 F.3d 1090 (9th Cir.
2004); Lalonde v. Textron, Inc., 369 F.3d 1 (Ist Cir. 2004).

4. Landruff v. Columbia/HCA, No. 3-98-0090 (M.D., Tenn. May 24,
2000), aff'd, 2002 WL 203208 (6th Cir. 2002).

5. See, e.g., Brett Nelson, Open Season on 401(k)s; Lawyers Line Up
to Sue Employers with Thrift Plans, FORBES, Nov. 25, 2002 at 60.
6.Virtually all of these actions make this allegation. See e.g., In re
Enron Corp. Securities, Derivative and ERISA Litigation, No. Civ. A.
H-01-3913 (S.D. Tex. filed Nov. 13, 2001); In re WorldCom, Inc.
Securities ERISA Litigation, No 1:02-MDL-01487-DLC (S.D.N.Y.
filed Oct. 16, 2002); In re Global Crossing ERISA Litigation, Case
No. 1:02 -CV-07453-GEL (S.D.N.Y. filed Sept. 16, 2002).

7. This is also one of the most common claims. See, e.g., Schilling v.
CMS Energy Corp., Case No. 02-72834 (E.D. Mich, filed July 11,
2002) (“Defendants CMS Energy ... as the named fiduciaries of the
Consumer Energy Plan filed to discharge their duties ... by among
other things ... causing the Consumer Energy Plan to continue to
offer the Company Stock Funds as investment options for the invest-
ment of new assets of the Plan at a time when Defendants knew or
should have known that new shares of Company Stock were inflated
in price and were not a prudent investment for the Plan.”)
(Complaint 9§ 56(d)).

8. This claim is sometimes made with tech stocks. See, e.g., Hill
McCourt, No. 03:04 C.S.V. 5368 (D.N.J. filed Nov. 5, 2004)
(Complaint § 25).

9. See, e.g., Muller v. Merck & Co., Inc., No. 04-2716 (E.D. La.,
filed Sept. 30, 2004).

(Pursuant to ERISA section 404, defendants had a duty to discharge
their duties with respect to the Plans solely in the interests of
Participants and for the exclusive purpose of providing benefits to
Participants. As alleged above, defendants engaged in a scheme and
course of conduct to artificially inflate the price of Merck stock,
thereby allowing them to benefit from the artificial inflation in the
form of stock options, stock ownership and in other ways connected
to executive compensation at Merck. Defendants breached their fidu-
ciary obligations when they acted in their own interests rather than
solely in the interests of the participants.)

10. Wolf v. Aquila Inc., No. 4:04 CV 934 (W.D. Mo. filed Oct. 12,
2004) (99 47-52).

11. These claims are almost always made. See, e.g., In re Sprint
Corporation ERISA Litig., (D. Kan. filed Oct. 9, 2004), Third



The American Bar Association @ The Section of litigation ® Securities Litigation Journal ® Winter/Spring 2005

Amended Complaint 99 112-113 (citing misstatements in 34

Act filings).

12. Fagan v. Aon Corp., Case No. 04:7650 (N.D. IlL, filed Nov. 26,
2004); Spear v. Hartford Financial Services Group Inc., No. 04-1790
(D. Conn., filed Oct. 22, 2004).

13. In re Global Crossing, ERISA Litig., No. 2:02 CV 1478
(S.D.N.Y., filed Feb. 12, 2002).

14. Tatum v. RDR Pensions Investment Committee, No. 1:02CV373
(M.D.N.C. filed May 13, 2002); Bunch v. W.R. Grace & Co., Inc.,
No. 64-218-DLB (E.D. Ky., filed Oct. 26, 2004).

15. ERISA recognizes two general categories of retirement plans,
which are defined benefit plans and defined contribution plans. See
generally Hughes Aircraft Co. v. Jacobson, 525 U.S. 432, 433 (1999).
A defined benefit plan is the traditional retirement pension where the
participant is entitled to a fixed payment upon retirement. /d. at 439.
Defined contribution plans, on the other hand, establish an individual
account for each participant, to which the employee makes contribu-
tions, often augmented by the employer. In a defined contribution
plan, the participant makes the investment decision and assumes the
risk of loss.

16. ERISA 407(d)(3), 29 U.S.C. § 1107(d)(3).

17. This result reflects the interplay between ERISA §§ 404 and
407,29 US.C. § 1104, § 1107. Company stock in a plan, other
than an EIAP, is subject to diversification requirements that pro-
hibit a large concentration in a single security or other asset.
ERISA § 407(a), 29 U.S.C. § 1107(a)(2). Such a plan may not
invest more than 10% of its total plan assets in a single security or
other asset. In sharp contrast, an EIAP is not subject to this rule,
or any limitation and may be 100% invested in company stock,
subject to certain other limitations. ERISA § 407(b)(1), 29 U.S.C.
§ 1107(b)(1). Congress intended this result so long as the plan dis-
closes this intent. The House/Senate Conference Committee on
ERISA states: “[A] special rule is provided for individual account
plans ... since these plans commonly provide for substantial invest-
ments in [company stock] ... In recognition of [their] special pur-
pose ... the 10 percent limitation with respect to the acquisition or
holding of [company stock] ... does not apply to such plans if they
explicitly provide for greater [than 10 percent] investment in
[company stock]. In addition, the diversification requirements of
[ERISA are] not to restrict investments by [EIAPs] in [company
stock].” Joint Explanatory Statement of the Committee of
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9(b) applies to intentional misrepresentation claims).

46. In re Ikon Office Solutions, Inc. Securities Litig., 86 F. Supp. 2d
481, 488 (E.D. Pa. 2000) (where complaint alleges that ERISA
defendants “participated in fraudulent practices,” Rule 9(b) applies).
47. In re Enron Corp., 284 F. Supp. 2d at 577-79.

48. In re Enron Corp., 284 E. Supp. 2d at 577-79; In re Electronics
Data Systems, Corp. ERISA Litig., 305 F. Supp. 2d 658, 673 (E.E.
Tex. 2004).

49. See e.g., In re Electronic Data Systems ERISA Litig., 305 F.
Supp. 2d 658, 666-67 (N.D. Tex. 2004) (accepting plaintiffs’ boiler-
plate allegations against board members, holding such allegations
apparent to deny pleading motion); Howell v. Motorola Inc., 2004
WL 2125373 (N.D. Ill. Sept. 23, 2004).

50.29 US.C. § 1102(21)(A).

51. Reich v. Lancaster, 55 F.3d 1034, 1044 (5th Cir. 1995); In re
Electronic Data Systems Corp. ERISA Litig., 305 F. Supp. at 664.
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cer); Arevalo v. Herman, 2002 U.S. Dist. LExis 7076 at *4 (E.D. Va.
2002) (“A business entity’s officer or director who has responsibility
for corporate affairs does not have fiduciary responsibility with
regard to an employee benefit plan simply by virtue of that corporate
position”); Riley v. Murdock, 828 F. Supp. 1215, 1219 (E.D.N.C.
1993) (mere allegations that defendant was a majority shareholder
are insufficient to establish ERISA fiduciary status; “absent allega-
tions that a party exercised controlling authority over a retirement
plan, a mere conclusion in the complaint that a party is a ‘fiduciary’
for ERISA purposes is insufficient”), aff'd mem., 83 F.3d 415 (4th
Cir.), cert. denied, 519 U.S. 964 (1996).

68. See, e.g., In re Enron, 284 F. Supp. 2d at 567-574; In re
WorldCom, 263 F. Supp. 2d at 759.

69. See DOL Amicus Brief at 5-8 submitted in Title v. Enron Corp.,
Civil Action No. H-01-3913 (S.D. Tex., filed Nov. 13, 2001) (DOL
Enron Amicus Brief).

70. 284 F. Supp. 2d at 657-58.
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The Future of Loss Causation:

Pleading Manipulative and Deceptive Schemes to Avoid Dismissal
By Michael L. Cypers, John M. Landry, and William H. Forman

Courts continue to develop and refine the requirements for
pleading loss causation in Rule 10b-5 actions. Among the
various issues that arise, one concerns whether a plaintiff need
only allege that the defendant’s material misrepresentations or
omissions artificially inflated the price of the security at the
time of purchase. In a recent decision, Broudo v. Dura
Pharmaceuticals, Inc.,! the Ninth Circuit answered this ques-
tion in the affirmative. In contrast, several other circuits hold
that an allegation of price inflation, standing alone, is insuffi-
cient. They require a plaintiff to also allege facts showing
that a subsequent event triggered a decline in the market price
of the security.?2 This typically takes the form of a public dis-
closure of information that leads the market to appreciate the
true value of the security.

The United States Supreme
Court has granted certiorari in
Broudo and will resolve the loss
causation issue as presented by that
case. The pleading issue framed in

Under
Rule 10b-5,

a plthﬂ: Broudo is a narrow one: Whether
an allegation of price inflation due
must p|ecd to the alleged misstatement or
omission at the time of purchase
bth alone is sufficient.
. This article does not consider
transaction whether Broudo is correctly decid-

ed. But even if Broudo is reversed,
the debate over the role of loss
causation as a pleading require-
ment will continue to manifest
itself in other ways. Already, sev-

causation and

loss causation.

eral recent decisions from the
Southern District of New York, following the Second Circuit’s
adoption of the more restrictive approach in Emergent Capital
Investment Management, LLC v. Stonepath Group, Inc.,3 sug-
gest that courts that are reluctant to dismiss securities actions
at the pleading stage may be willing to accept imaginative
theories of liability. These decisions likely foreshadow what
will be the “post-Broudo” generation of loss causation cases,
providing an opportunity to see the fault lines in the future
loss causation debate.

This article first describes the present state of the law
regarding the pleading of loss causation, particularly the prac-
tical impact of the more restrictive rule, i.e., the need to plead
that the effect of the alleged material misrepresentation or
omission was eliminated by a subsequent disclosure that trig-
gered a stock price decline. Examining the Emergent Capital
decision, the article then shows how that case adopts this rule
but, upon closer inspection, also opens the door to theories of
Rule 10b-5 liability that arguably do not depend on the effect
of any specific misrepresentation or omission at the time of
purchase.

The article examines how district courts responding to
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Emergent Capital have seized on the distinction between
10b-5 violations based on alleged material misrepresenta-
tions and omissions and those based on so-called manipu-
lative and deceptive “schemes” to defraud. These cases
effectively circumvent the stricter pleading requirements by
(1) inferring economic loss when the basis of liability rests
on an alleged market manipulation scheme; or (2) inferring
a sufficient nexus between an actual decline in the market
price of a security and a violation when the basis of liabili-
ty rests on an alleged deceptive scheme, and any alleged
misrepresentations or omissions are deemed to be part of
that scheme.

Two Approaches to Loss Causation

A private plaintiff must plead two causal elements to state a
claim for damages under Rule 10b-5. The first, transaction
causation, requires facts showing that the alleged fraud
induced the plaintiff to enter into the transaction.# It is analo-
gous to a showing of reliance under the common law of
fraud.> While transaction causation is essential, it does not
preclude the possibility that the plaintiff’s alleged investment
loss was caused by risks having nothing to do with the matters
allegedly misrepresented or omitted by the defendant.® What
is also required is loss causation—facts showing that the fraud
that induced the plaintiff to enter the transaction also caused
the transaction to be a losing one.”

There are many articulations—some exceedingly
abstract—of the loss causation element, including the often-
quoted phrase that the fraud must “touch ... upon the rea-
sons for the investment’s decline in value.”$ More concrete-
ly, “the plaintiff must allege that it was the very facts about
which the defendant lied which caused its injuries.” The
concept of loss causation is broad and flexible enough to be
employed by some courts in a role analogous to proximate
causation in tort law, with a focus on whether the causal
nexus between the fraud and the alleged harm was suffi-
ciently “foreseeable” or “direct,” or whether the harm is
more properly considered the result of intervening causes
unrelated to the fraud.!0

As mentioned above, two distinctly varying approaches to
pleading loss causation in the fraud-on-the-market context
have developed. The more liberal approach, embraced most
notably by the Ninth Circuit in Broudo, focuses on the effect
of the alleged misstatement or omission on the market price
of the security at the time of purchase.!! A plaintiff need only
allege, as a conclusion, that the market price of the security at
the time of purchase was overstated and that the alleged mis-
statement or omission caused the inflation.12

In Broudo, for instance, plaintiffs claimed that Dura
Pharmaceuticals, Inc. (Dura) falsely suggested in public
statements the imminent FDA approval of a new delivery
system for asthma medicine and falsely touted rising sales
of its antibiotic. On February 25, 1998, the last day of the
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alleged class period, Dura issued a press release disclosing
that it expected lower-than-forecasted revenues and earnings
due to slower-than-expected antibiotic sales. The price of
Dura’s shares immediately declined. The press release,
however, said nothing about FDA nonapproval of the asth-
ma treatment, a fact that was only first publicly disclosed in
November 1998, eight months after the close of the class
period. Plaintiffs, however, sought to premise liability on,
and to recover losses attributable to, Dura’s alleged mis-
statements concerning both sales of the antibiotic and FDA
approval of the asthma treatment. The district court, apply-
ing the more restrictive approach, dismissed the claim as to
the asthma treatment-related misstatements, observing,
“The SAC does not contain any allegations that the FDA’s
nonapproval [of the asthma treatment] had any relationship
to the February price drop.” Broudo, 339 F.3d at 937-38.
In reversing, the Ninth Circuit applied the purchase-time
inflation test and eschewed any need for the plaintiffs to
plead a disclosure relating to the asthma treatment and a
resulting price drop. It specifically commented that the
Broudo complaint would not survive the “less favorable”
approach of several other circuits.!3

In contrast, a more restrictive approach advanced by the
Third and Eleventh Circuits, among others, holds that a
plaintiff must allege not just a purchase at an artificially
inflated price due to the alleged fraud, but facts showing that
a disclosure or some other subsequent event lowered the
security’s market price, in whole or in part to reflect the true
facts concealed by the fraud.!4 The Third Circuit in
Semerenko v. Cendant Corporation explained: “Where the
value of the security does not actually decline as a result of
an alleged misrepresentation, it cannot be said that there is
in fact an economic loss attributable to that misrepresenta-
tion.”!5 Thus, this competing approach embraces two con-
cepts. The first is the need for the plaintiffs to suffer an
economic loss, usually in the form of a decline in the market
price of the security.10 As the Semerenko court observed,
“In the absence of a correction in the market price, the cost
of the alleged misrepresentation is still incorporated into the
value of the security and may be recovered at any time sim-
ply by reselling the security at the inflated price.”!7 Second,
the alleged actual loss must result from a disclosure of infor-
mation that either reveals the truth (or the materialization of
the risk) or leads the market to realize the truth allegedly con-
cealed by the fraud.

But, regardless of the outcome of Broudo, there are
pleading strategies and interpretations of loss causation prin-
ciples independent of the issues in Broudo. These approaches
are on display in the decisions of district courts in the Second
Circuit as they have reacted to that circuit’s Emergent Capital
decision.

The Holding and Dicta of Emergent Capital

The Second Circuit recently adopted the more restrictive
approach for pleading loss causation with its decision in
Emergent Capital. Subsequent district court cases applying
Emergent Capital’s holding demonstrate that this rule leaves
unanswered questions regarding loss causation, and suggest

that plaintiffs can avoid certain pleading requirements of the
more restrictive approach.

In Emergent Capital, the plaintiff sued for alleged misrep-
resentations and omissions in connection with its purchase of
stock of Net Value Holdings, Inc. (NETV). The plaintiff
claimed that, during negotiations with NETV in early 2000
while NETV’s stock was trading generally between $10 and
$20 a share, NETV misstated the size of certain assets and
failed to disclose the relationship between one of NETV’s prin-
cipals (Panzo) and an individual (Appel) who had been barred
from the securities industry for a history of engaging in so-
called “pump and dump” schemes.!® After the plaintiff made
a significant investment in NETV, the company’s stock price
steadily declined in value, ultimately trading at less than $1 a
share. Plaintiff’s complaint sought to establish liability based
on, among other things, the alleged omissions regarding Panzo
and Appel. The plaintiff, however, did not explicitly attribute
the decline in share value to these specific nondisclosures.
Rather, the plaintift—Ilike the plaintiff in Broudo, a fraud-on-
the-market case—contended that the omissions “induced a dis-
parity between the price plaintiff paid for the NETV shares
and their true investment quality at the time of purchase.”!9
The plaintiff relied on the Second Circuit’s decision in Suez
Equity Investors, L.P. v. Toronto-Dominion Bank, which
appeared to find that a purchase-time price inflation allegation
alone could satisfy the loss causation pleading requirement.

In a “clarification” of Suez Equity, the Second Circuit in
Emergent Capital stated that an allegation of price inflation at
the time of purchase is not sufficient in and of itself to plead
loss causation. Although Emergent Capital was not a fraud-on-
the-market case, the court’s decision was not limited to direct-
reliance cases. The court noted that the plaintiff alleged only
that the Panzo and Appel omissions caused the plaintiff to
incorrectly appraise the value of NETV securities and to pur-
chase the shares at an inflated price—a price it would not have
paid had it known the true facts. Finding this allegation insuffi-
cient as a matter of law, the Emergent Capital court stated:

[It] amounts to nothing more than a paraphrased alle-
gation of transaction causation. While it may explain
why plaintiff purchased the NETV’s stock, it does
not explain why it lost money on the purchase, the
very question that the loss causation allegation must
answer.20

The court then announced that the “established” law of the
Second Circuit required “that securities fraud plaintiffs
demonstrate a causal connection between the content of the
alleged misstatements or omissions and the “harm actually
suffered.”2!

Were this all there were to Emergent Capital, it would
constitute nothing more remarkable than the Second Circuit
adopting the more restrictive approach to pleading loss causa-
tion—a debate that should be definitively settled by Broudo.
But Emergent Capital’s “clarification” of the Second Circuit’s
standard for pleading loss causation is dicta. The actual hold-
ing of Emergent Capital points to a post-Broudo world that is
already in the making, where plaintiffs may seek to satisfy the
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more restrictive ruling of loss causation pleading by describ-
ing defendant’s conduct as a manipulative or deceptive
“scheme.”

In its actual holding, the court in Emergent Capital found
that the plaintiff’s allegation of a “pump and dump” scheme
did adequately allege loss causation. After recounting the
allegations in the complaint that other ventures controlled by
Panzo and Appel were “pump and dump” schemes, the court
concluded:

[W]e infer that Emergent alleges that NETV itself
was a “pump and dump” scheme—that is, a scheme
where the company principals artificially inflated
NETYV stock prices before “dumping” their own
shares of NETV stock on the market. [citations
omitted] ... Because the second amended complaint
may be read as alleging that NETV was a “pump and
dump” scheme, appellant has adequately alleged loss
causation for the purposes of its federal securities
fraud claims.22

Emergent Capital thus reformulates what was essentially a
material omissions claim—that defendants failed to disclose
information about Panzo and Appel—as a claim alleging a
manipulative or deceptive “scheme.” The court then con-
cludes that the element of loss causation may be inferred from

the nature of the scheme itself. In other words, the requisite
decline in share price was not caused by any corrective disclo-
sure, but by the natural effect of the scheme having run its
course.

The Implications of Emergent Capital: Pleading
Manipulative and Deceptive “Schemes” to Avoid
Loss Causation Requirements

Manipulative “Schemes” and Loss Causation

Emergent Capital charts two approaches for loss causation
analysis, depending on whether the claim in question is based
on: (1) an alleged material misrepresentation or omission; or
(2) an alleged manipulative or deceptive “scheme.” These dis-
tinctions are statutory. Material misstatements or omissions
are actionable under Rule 10b-5(b). Rule 10b-5(a) and (c)
forbids conduct not necessarily involving misstatements or
omissions:

It shall be unlawful for any person, directly or indi-
rectly ...

(a) To employ any device, scheme, or artifice to
defraud ... or,

(c) To engage in any act, practice, or course of busi-
ness which operates or would operate as a fraud or
deceit upon any person, in connection with the pur-
chase or sale of any security.23
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The conduct proscribed by Rule 10b-5 is co-extensive with
that proscribed by Section 10(b) of the Exchange Act, which
provides:

It shall be unlawful for any person, directly or indi-
rectly ... (b) To use or employ, in connection with
the purchase or sale of any security ... any manipula-
tive or deceptive device or contrivance in contraven-
tion of such rules and regulations as the [SEC] may
proscribe as necessary or appropriate in the public
interest or for the protection of investors.24

In contrast to the term “deceptive” device, the term “manipu-
lative” device has historically had a narrow definition in the
case law, essentially confined to practices “such as wash sales,
matched orders, or rigged prices, that are intended to mislead
investors by artificially affecting market activity.”25

In the wake of Emergent Capital, at least one district
court, in passing on the adequacy of loss causation allegations,
has focussed on the distinction between fraud based on an
alleged misrepresentation or omission and fraud based on an
alleged manipulative scheme. In re Initial Public Offering
Securities Litigation26 is an TPO “laddering” case, in which
plaintiffs alleged that defendant investment banks required or
induced their customers to buy shares of stock in the aftermar-
ket as a condition of receiving initial public offering stock allo-
cations. “These prearranged purchases,” it was alleged, “creat-
ed an artificial market for the securities, and caused plaintiffs
to purchase at an inflated price.”27 Plaintiffs thus alleged a
classic manipulation scheme as the term has been defined in
the case law, i.e., the conduct in question essentially amounted
to price “rigging.” Plaintiffs brought two claims: one for the
market manipulation scheme itself and one for alleged material
misstatements and omissions that concealed the scheme.
Plaintiffs alleged that the conduct at issue under both claims
artificially inflated the market price of the securities at issue at
the time of purchase. The court considered whether this bare
allegation of price inflation was sufficient under Emergent
Capital to satisfy the element of loss causation.

Addressing the market manipulation claim, District Judge
Shira Scheindlin wrote, “Emergent Capital stands for the propo-
sition that a court may not infer, on a motion to dismiss, that the
inflationary effect [of a misrepresentation or omission] will dis-
sipate” over time and thus cause the investor to suffer an actual
economic loss.28 But cases involving market manipulation are
“different”’29 The court explained, “A market manipulation is a
discrete act that influences stock price. Once the manipulation
ceases, however, the information available to the market is the
same as before, and the stock price gradually returns to its true
value.”30 Tt offered the following as an example:

Suppose that a bank manipulates the market for a
stock by engaging in “wash sales,” fictitious trading
for the purpose of creating a false appearance of
activity. By creating an appearance of increased
trading volume, wash sales may drive up the price of
a security. Once the wash sales cease, ordinary trad-
ing resumes. The spectre of wash sales may continue

to affect the stock price for some time as investors
recall the recent increased activity and observe the
higher price; over time, however, the security will
fall back to its true investment value.3!

Because the price disparity caused by the alleged manipulation
scheme (presumably) ceased at some point after the manipula-
tion ceased, the court found that it “may be permissible to infer
that the artificial inflation will inevitably dissipate.”32
Accordingly, the court concluded, an allegation of artificial
price inflation alone is sufficient to plead loss causation in
market manipulation cases.33 The court, however, went fur-
ther, determining that the market manipulation scheme allega-
tions also satisfied the loss causation element of plaintiffs’
alleged misstatement and omission claim. According to the
court, the content of the alleged misstatements was essentially
that the IPO market was efficient and unaffected by manipula-
tion. Thus, the court held that the same presumption—that the
alleged price inflation from the market manipulation scheme
would inevitably dissipate and cause losses—applied as well to
the misstatement and omission claim.34

Deceptive “Schemes” and Loss Causation

In re Initial Public Offering may have limited influence.
Relatively few cases so far appear to involve conduct that fits
the narrow definition of a “manipulation” under the case law.

Where the holding of Emergent Capital might have its
greatest effect is in those cases where plaintiffs have alleged a
“deceptive,” as opposed to “manipulative,” scheme under Rule
10b-5(a) and (c). Like a “manipulative” scheme, a “decep-
tive” scheme can form the basis of liability;35 but unlike
“manipulative” schemes, “deceptive” schemes are essentially
undefined in the case law.

A “deceptive” scheme in fact may be something different
and broader than a “manipulative” scheme. This understanding
was the basis for a decision in In re Enron Corporation that the
plaintiffs had adequately alleged claims of primary liability
against certain secondary actor defendants (Enron’s accountants,
lawyers, and bankers).3¢ Specifically, the court held that plain-
tiffs could pursue claims under Rule 10b-5(a) and (c) against
investment banks and other defendants who did not make any
actual misrepresentations but allegedly had assisted in structur-
ing certain sham entities that were vehicles for Enron’s fraud.
One important aspect of this decision was the court’s acknowl-
edgment that the plaintiffs’ allegations did not fit the definition
of a “manipulative” scheme.37 Nevertheless, after noting that the
law also imposed liability for “deceptive” schemes, the court
held that the novelty of any such scheme should not bar
liability.3® Thus the court concluded that the allegation of a
“deceptive” scheme, not defined by any examples in the case
law, could form the basis of liability. In fact, the Enron court
found that it was “irrelevant,” in light of the secondary actor
defendants’ alleged involvement in structuring the Enron fraud,
whether plaintiffs had alleged facts sufficient to show that
defendants’ misrepresentations about Enron were actionable.39

In re Enron is not a loss causation case, but it is signifi-
cant in the loss causation debate in light of Emergent
Capital 40 After Emergent Capital, there is some incentive
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for plaintiffs to try, where possible, to characterize misrepre-
sentation or omission claims as schemes to defraud. Ata
minimum, after /n re Enron, litigants are likely more attuned
to the possibility of characterizing as “schemes” conduct that
falls outside the classic definitions of manipulation.

Taken together, the In re Initial Public Offering and
Enron cases provide a window into a post-Broudo world
where plaintiffs may define a deceptive scheme to include
acts of misrepresentation and omission, and thus avoid the
need to plead price drops resulting from corrective disclo-
sures. The case that best illustrates the use of the deceptive
“scheme” model is DeMarco v. Robertson Stephens Inc.*! In
DeMarco, plaintiffs alleged that the defendant analysts dis-
seminated research reports and recommendations regarding a
stock that were contrary to defendant’s true opinion of the
stock, and that plaintiffs purchased the stock in reliance on

defendant’s statements. The defen-

dant argued that plaintiffs failed to
allege loss causation because an
intervening event obvious from the
face of the complaint—the col-
lapse of the telecommunications
bubble—caused the decline in the
stock before the material misrepre-
sentations were revealed.
Nevertheless, the court in
DeMarco found plaintiffs’ loss cau-
sation allegations sufficient to with-
stand a motion to dismiss. The court
appropriated the defendants’ “bub-
ble” argument, converting it from an
intervening cause defense to evi-
dence of the defendant’s control of

In Fogarazzo,
the hyping
of the stock

alone carried

within it
the necessary
element of

loss causation.

the market. According to the court,
the alleged misrepresentations “inflat[ed] the bubble,” and there-
fore the defendant should be “held responsible when the market
eventually corrects the artificially inflated price by bursting the
bubble.”#2 There was thus no need to tie the alleged loss to any
corrective disclosure concerning any specific alleged misrepre-
sentation or omission. The allegation of a “scheme” itself sup-
plied a nexus between the loss and the alleged fraud.

Central to the DeMarco court’s view that the bursting of the
telecommunications bubble should be seen as a result of defen-
dant’s conduct, rather than as an independent cause of injury,
was its willingness to view the case as a scheme to defraud akin
to the “pump and dump” alleged in Emergent Capital.
Although the defendant argued that a classic “pump and dump”
scheme was not present because the plaintiffs had not alleged
that the defendant’s rapid sale of the stock (the “dump”) caused
the price of the stock to drop, the court brushed aside this dis-
tinction, finding that the plaintiffs’ allegations could at least be
analogized to a “pump and dump” scheme:

Defendants are correct that “pump and dump” is not a talis-
man, and merely citing those words is not sufficient to

allege loss causation. By the same token, however, the fact
that the alleged fraud is not a classic “pump and dump,” but
rather a variation on that theme, does not in itself mean that
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plaintiffs fail to allege loss causation. The analogy to a
pump-and-dump scheme is that defendants misused their
status as market commentators to prop up the ... stock price
until they could unload their own shares. When defendants
chose to speak about [the stock], they hid their true opinion,
which could have depressed the price, and lied with the
intent to increase the demand for [the] stock for their own
gain. The impact of defendants’ false opinions on share
price is a question of fact for a jury to decide, regardless of
the jargon used to describe the scheme.*3

The court further reinforced the analogy when it wrote,
“[T]he bursting of the ... stock bubble could reasonably be
construed, at least in part, as the market’s correction of an
inflated stock price, pumped up in part by defendants’ false
statements about its opinions.”

Some may argue that DeMarco’s reliance on the “pump
and dump” analogy proves too much: Any action against an
analyst could involve an allegation that the analyst misrepre-
sented its true opinion of the stock in question, thus “pump-
ing” the price. Any subsequent decline in the stock—whether
or not correlated to the revelation of the analyst’s “true” opin-
ion or to the facts underlying that opinion—could be in part
an inferred consequence of the “pump” and thus satisfy the
loss causation element.** But DeMarco advances the same
loss causation analysis that the court in /n re Initial Public
Offering applied to the market manipulation claim in that
case, and similarly provides a roadmap for avoiding the
majority rule for pleading loss causation, as adopted (or
restated) in Emergent Capital. Under the logic of these cases,
as long as a misrepresentation can be characterized as a
scheme to inflate or “pump” the price of a stock, it need not
be alleged at the pleading stage that any subsequent decline in
the price was caused by the revelation of the misrepresenta-
tion. The allegation of a decline alone—the “inevitable” con-
sequence of “pumping”—will suffice.

While the immediate impact of DeMarco may not be
apparent, the potential implications are significant when one
considers that it is a fairly straightforward application of the
holding in Emergent Capital that allegations of “pumping”
caused by misrepresentations or omissions carry within them-
selves a sufficient implication of loss causation.*>

Since DeMarco, at least one other district court has relied
on similar reasoning in denying a motion to dismiss for failure
to plead loss causation. Fogarazzo v. Lehman Bros., Inc.,40
also an opinion by Judge Scheindlin, involved allegations by
investors in RSL Communications (RSL), a telecommunica-
tions company, that defendant stock analysts had issued
“fraudulently” optimistic opinions regarding RSL, even as they
actually believed that the company’s prospects were poor. The
defendants moved to dismiss the complaint on the ground that
plaintiffs had failed to allege that their losses were caused by
the revelation of defendants’ true opinions of RSL.

The district court agreed that the defendants had not con-
cealed any facts regarding RSL, and that the revelation of
defendants’ “true” opinions of RSL did not cause the decline
in the price of RSLs stock.#” Moreover, the court took pains
to explain that plaintiffs’ allegations did not amount to “a
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pump and dump scheme that would suffice to allege loss cau-
sation.”¥8 The court specifically found that the plaintiffs had
failed to allege that defendants could “easily manipulate the
price” of the stock to facilitate any alleged scheme.

Nonetheless, the district court denied the motion to dismiss.
It found that “there [was] no doubt” that the plaintiffs had ade-
quately alleged loss causation.#® In reaching this conclusion, the
court relied on allegations that the defendants had “hyped” the
securities, and in so doing had “inflated” their value.59 The alle-
gation of “hyping” alone carried within it the necessary element
of loss causation: “[L]oss was foreseeable because the misrepre-
sentations induced plaintiffs to purchase securities at artificially
inflated prices.”>! The misrepresentations thus caused the plain-
tiffs’ losses “even if they did not cause the decline in the value of
the securities’>2 Judge Scheindlin wrote, “the [defendants],
knowing that RSL was actually in decline, inflated the price of
RSL shares and then worked doubly hard to conceal or obfuscate
the meaning of every fact that would have revealed that decline
to the investing public. How could the [defendants] not have
foreseen the loss to investors?”53

Despite Judge Scheindlin’s ostensible desire to cabin the
effects of a “scheme” analysis, in the end she succumbs to it:
The “hyping” element of Fogarazzo is indistinguishable from
the “pumping” element of DeMarco, both as to content and
to the effect each allegation has of permitting the court to
infer a causal connection between the misrepresentation and
the loss. By holding that misrepresentations that inflate the
market price of a security at the time of purchase also con-
tain the seeds of inevitable loss, Fogarazzo imports the notion
from In re Initial Public Offering that a correction in price,
even if not the alleged result of the misrepresentation, is
somehow inevitable.

Conclusion

Whatever the outcome in Broudo, In re Initial Public
Offering, DeMarco, and Fogarazzo articulate theories of loss
causation independent of Broudo. These recent developments
in the Second Circuit indicate that a new generation of analy-
ses are forming where the loss causation inquiry, beginning at
the pleading stage, will focus less on the presence and effect
of any corrective event and more on whether the defendant’s
alleged conduct may be characterized as a manipulative or
deceptive scheme. Questions about what constitutes a decep-
tive scheme and whether such schemes inherently cause loss
may form the next round in the loss causation debate. *

Michael L. Cypers, John M. Landry, and William H. Forman
are members of Heller Ehrman White & McAuliffe LLP's
Securities Litigation Practice Group and residents of the
firm'’s Los Angeles office. The views expressed are not neces-
sarily those of the firm or any of its clients.
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PINION

CFTC Speaking Orders: Are They Lawful?

By Charles R. Mills and Richard E. Nathan

Since 1994, the Commodity Futures Trading Commission
(CFTC or Commission) routinely has settled administrative pro-
ceedings through the entry of speaking orders. The term
“speaking order” is used by the Commission itself and is derived
from an order’s inclusion of elaborate findings of fact and con-
clusions of law that greatly exceed the content legally required
to enter and impose consensual findings and sanctions.!

The Commission uses speaking orders to give public notice
of its interpretation of the Commodity Exchange Act (CEA) and
the Commission’s regulations and of conduct the Commission
considers unlawful. This presumably allows members of the
futures and derivatives industry to conduct their operations in
compliance with the Commission’s expectations and views.

In practice, speaking orders

do, indeed, command the attention
of industry participants and their
counsel. When advising their
clients, prudent lawyers normally
will give great weight to any
expression of Commission views—
even if they believe the
Commission to be mistaken. And
industry participants will typically
alter their business practices to
conform to the Commission’s pro-
nouncements, regardless of almost
any other consideration.

In view of the deference they
are given, it is appropriate to con-
sider whether speaking orders are
in fact sound vehicles for the
promulgation of standards to

Are speaking
orders sound
vehicles for the
promulgation of
standards to
which the public
is expected

to perform?

which the public is expected to
conform. We think they are not and that there are substantial
reasons why their use should be abandoned.

Notwithstanding the Commission’s worthy objectives,
speaking orders too often spawn unnecessary confusion and
controversy. Much of this owes to the flawed process for
their issuance, which generally involves the Commission’s
uncritical acceptance of the Division of Enforcement’s one-
sided view of the relevant facts and law. In the context of a
settlement, the Commission acts without meaningful debate
or the benefit of a fully developed record and with little or no
apparent consideration of a speaking order’s implications
beyond the enforcement matter at hand. In a related context,
the Commission has acknowledged that it “is not well posi-
tioned to adjudicate factual disputes in the absence of a fully
developed factual record.”? The Commission is equally ill-
advised to attempt to formulate important legal positions and
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other statements of policy without hearing and considering
all relevant viewpoints.

In our opinion, interpretive releases that reflect the full
range of relevant staff (and possibly public) opinion are a far
better vehicle for the formulation and expression of
Commission policy. The Commission has relied on such
releases in the past.3 Although they, too, can spawn intense
debate within the industry, the deliberative and inclusive pro-
cedure leading to their adoption—particularly when contrast-
ed to the narrow enforcement context in which speaking
orders are produced—tends to promote (although not assure)
a more thorough and probing evaluation of the issues.

The negotiation and preparation of speaking orders also
are a needless drain on the Commission’s limited enforcement
resources, requiring a substantial investment of staff time and
effort when simple findings and conclusions would suffice.
This drain on resources is especially wasteful since detailed
factual findings in a particular case have no legal effect on
anyone but the parties involved. Indeed, speaking orders nor-
mally state that they may not be relied upon in third-party
proceedings.

Furthermore, speaking orders address only issues that
happen to arise in the context of a particular enforcement pro-
ceeding, and only those that a respondent is willing to settle.
As a result, it is entirely fortuitous if a speaking order con-
cerns an important issue of broad public interest—one worthy
of the substantial time and attention that might profitably be
devoted to other matters.

The use of speaking orders can also undermine funda-
mental fairness in administrative proceedings. Particularly in
partial settlement of multiparty cases, there is a substantial
question whether the Commission complies with applicable
statutory and constitutional standards in the preparation, con-
sideration and adoption of its speaking orders. Indeed, the
Commission seems frequently to ignore the due process
rights of nonsettling parties, expressing its prejudgment of
issues as to which no evidence has been adduced and no
arguments heard, and permitting its enforcement staff to
address the Commission regarding their view of the merits of
the ongoing case without meaningful regard to the separation
of function’s requirements of the Administrative Procedure
Act and the Commission’s own rules.

The History of Speaking Orders

The CFTC’s use of speaking orders follows a similar prac-
tice of the Securities and Exchange Commission in settling
its administrative proceedings. The first CFTC speaking
order identified as such was issued in the settlement of In re
BT Securities Corporation, CFTC Doc. 95-3 (Dec. 22,
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1994), which was issued concurrently with an order of the
SEC resolving securities law violations arising from the
same operative facts.# Approximately six months later, the
CFTC'’s speaking order in In re MG Refining & Marketing,
Inc., CFTC Docket No. 95-14 (July 27, 1995), generated
significant controversy regarding whether the order’s discus-
sion of the indicia of futures contracts and its implications
with respect to the CFTC’s authority over over-the-counter
derivatives reflected a change in the CFTC’s position. The
MG Refining & Marketing, Inc. order drew fire from the
petroleum trade, the derivatives industry, academics and The
Wall Street Journal® and resulted in the CFTC’s Chairperson
writing a letter to the Journal addressing the criticisms and
contending that the order was consistent with the
Commission’s prior position.

Few, if any, speaking orders since have involved such
publicized debate, but many have caused consternation for
industry participants and members of the commodity bar
attempting to decipher the Commission’s position on the law.
This is especially the case when the Commission has
announced a novel legal position through a speaking order.®

The Legal Status of Speaking Orders

Speaking orders have an ambiguous legal status. Although
they appear to reflect the Commission’s carefully consid-
ered views, by their terms they are not intended to be bind-
ing legal precedent. Nor are they issued as a result of pro-
cedures appropriate to establish binding legal precedent. As
each order states, it is issued without conducting any hear-
ing to determine the truth of the factual findings made or
the merits of enunciated principles of law. Each order
explains that the settling respondent consented to the order
solely for purposes of that proceeding and without admit-
ting or denying the truth of the findings made. Moreover,
the orders typically declare that their findings are not bind-
ing on any other person or entity.

It is not surprising, therefore, that some courts have
found that a consent order should have little precedential
weight.” Yet the SEC and other courts have sometimes attrib-
uted significant weight to SEC speaking orders. Indeed, the
SEC has opined that its speaking orders may be considered
“as authoritative as opinions in [contested] cases.”’® Further,
the D.C. Circuit has observed that “the [SEC’s] construction
of the securities laws in settled cases as well as litigated ones
is entitled to great weight.”® More accurate and appropriate
by far is the CFTC’s observation, made prior to its use of
speaking orders, that “settlements are not precedential in the
ordinary sense, [although] they are some indication of the
Commission’s” approach.10

Prudential Concerns That Militate Against the
Use of Speaking Orders

Typically, once a settling respondent has reached terms

with the Division of Enforcement, the Division will prepare
a draft of the speaking order it proposes to submit to the
Commission. The draft sets forth the Division’s view of the
evidence, which may well be identical to the allegations con-
tained in the Division’s complaint. It ignores infirmities in

the Division’s proof and the existence of legal and factual
defenses that might compel a different outcome if the matter
were adjudicated. And, in the authors’ experience, the
Division is generally unwilling to accept significant changes
to its proposed speaking order, requiring the respondent either
to acquiesce in the Division’s point of view or bear the sub-
stantial cost and inconvenience of protracted litigation.!1

For their part, settling respondents are frequently
ambivalent about, and therefore do not contest, the specific
phrasing or content of the draft order. Findings of fact and
conclusions of law regarding the conduct of other parties
often are unopposed where they do not affect the settling
respondent’s interests.!2

In any event, the drafts prepared by the Division to which
respondents have agreed are rou-

tinely approved and become the
orders of the Commission. The
authors are not aware of any evi-
dence that the findings and con-
clusions they contain are substan-
tially debated by the Commission
before being issued in its name.

The process
for speaking

orders lacks

Indeed, to the extent that the h I( d
Division is permitted to utilize the checks an
seriatim procedure of Commission b |
Rule 140.12, 17 C.ER. § 140.12, ailances
the order drafted by the Divisi

e order drafted by the Division fho’r WOUlCI

may well be approved without any
Commission deliberations.

Thus, unlike the processes
for adjudication and rulemaking,
the process for speaking orders
lacks any checks or balances

assure rigorous

analysis.

serving to ensure rigorous analy-

sis and the fullest consideration of possible effects and conse-
quences. In adjudicated cases, findings and conclusions are
born of a vigorous adversary process in which the merits of
factual and legal contentions are thoroughly tested and debat-
ed. In rulemaking, all elements of the Commission’s staff and
all interested parties may participate, offering debate with the
broadest possible presentation of views regarding the effects
and implications of any particular agency proposal.

The decisional process for entering speaking orders not
only lacks those safeguards, but, to the contrary, is rooted in
the natural bias that the Division of Enforcement will
inevitably bring to the process as an advocate:

A man who has buried himself in one side of an
issue is disabled from bringing to its decision that
dispassionate judgment which Anglo-American tradi-
tion demands of officials who decide questions. The
Final Report of the Attorney General’s Committee on
Administrative Procedures at 56 (1941) (Final
Report) (which guided the development of the
Administrative Procedure Act (APA)).13

Eliminating such bias from administrative decisional process-
es was one of the principal impetuses for the separation-of-
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functions requirements of the APA.

Evidence of the unsoundness of speaking orders is found
in the numerous Commission opinions in fully litigated cases
that have rejected the Division’s factual allegations and legal
theories.!4 Had any of these cases been resolved through set-
tlements, the speaking orders issued by the Commission
would have set forth findings of fact and conclusions of law
far different than those reached by the Commission after the
views of the Division were vigorously contested.

Legal Infirmities of Speaking Orders in
Multiparty Cases

Prejudgment and Bias

When the Commission settles an administrative proceeding,
it performs both prosecutorial and quasi-judicial functions.

It acts as a prosecutor when it supervises the Division’s nego-
tiation of settlement terms; it acts
as a judicial decision maker when

it enters an order stating findings
and conclusions, imposing consen-
sual sanctions and dismissing the
proceeding against the settling
respondent.

While the concurrent perform-
ance of these apparently conflict-
ing responsibilities is not inherent-
ly unconstitutional,!3 it presents a
risk that prosecutorial bias may
unconstitutionally infect quasi-
judicial determinations.16 The
Commission must avoid even the
appearance of such impropriety,
particularly when the proceeding
will continue against nonsettling
respondents.

The Commission falls short of

A speaking
order finding
a nonsettling

party in
violation of
the law cannot
satisfy the
standard for
fairness and

due process.

that objective when it issues
speaking orders setting forth the
Division’s views as “findings” of the Commission concerning
the conduct of nonsettling respondents. The rights of nonset-
tling respondents are further impaired when the Commission
“orders” a settling respondent to comply with settlement
terms that materially interfere with the ability of nonsettling
respondents to obtain cooperation and testimony from the
settling respondent that may dispute the “findings” the
Commission has made.

Speaking orders violate constitutional and statutory
rights of nonsettling parties to a fair adjudication when they
contain definitive findings that either expressly or impliedly
find that a nonsettling party violated the law. This occurs
most often when the Commission settles with a corporate
respondent, finding the corporation liable for the acts of its
corespondent agents and, although those agents have admit-
ted nothing and had no hearing, gratuitously enters detailed
“findings” about their conduct and “conclusions” that they
violated the CEA.17 The Commission’s prejudgment of a
nonsettling party’s guilt, before the presentation of any evi-
dence against him or her, and without a meaningful opportu-
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nity to be heard, undermines the integrity of the
Commission’s adjudicative process, is fundamentally unfair
and a denial of due process.

Nor is it constitutionally permissible for the
Commission, acting in its quasi-judicial capacity, to issue
orders that clearly favor one party (the Division) over others
(all nonsettling respondents). Yet that is the effect—if not the
purpose—of boilerplate language that every speaking order
contains. All speaking orders expressly require a settling
respondent to cooperate with the staff in its further prosecu-
tion of the proceeding. They also expressly forbid a settling
respondent publicly to dispute the findings of fact the speak-
ing order contains.

To be sure, an exception is stated with regard to the set-
tling respondent’s “testimonial obligations” and its right to
take factual or legal positions in other proceedings. As a
result, a settling respondent may testify truthfully in any pro-
ceeding and may take positions contrary to the Commission’s
findings in third-party litigation.

These exceptions implicitly recognize that a settling
respondent who consented to Commission “findings” without
admitting or denying their truth (perhaps only to avoid the
substantial costs and other burdens of further proceedings)
may well be in a position to controvert those “findings”
through truthful sworn testimony given on behalf of nonset-
tling respondents. But in the authors’ experience, these
exceptions do not negate the inevitable effect of the
Commission’s order—raising a not unreasonable fear of retri-
bution and possible sanctions if the settling respondent should
cooperate with nonsettling respondents, by providing informa-
tion and giving testimony casting doubt on the Division’s alle-
gations and the Commission’s findings.

Of course, it is proper for the Division to extract a prom-
ise of future cooperation as a condition of its agreement to
recommend a settlement to the Commission. Such an agree-
ment, appropriately phrased, without more, would not inter-
fere with a settling respondent’s ability to cooperate with
anyone else. It may also be reasonable for the Commission
to take action to ensure that its public announcement of the
terms of a settlement will not be accompanied in the press by
a settling respondent’s denial of wrongdoing and dispute of
findings to which he or she has consented. But any action
the Commission may take for such a purpose should be
drawn as narrowly as possible. It simply does not follow
from a need to address this legitimate concern that the
Commission may broadly restrict free speech and communi-
cation regarding matters that remain in dispute, issuing an
order that provides substantial advantages to the Division and
impairs the ability of nonsettling respondents to prepare and
present their defense.

The Supreme Court has made clear that “a biased deci-
sionmaker [is] Constitutionally unacceptable,”!8 and that “an
administrative remedy may be inadequate where the adminis-
trative body is shown to be biased or has otherwise predeter-
mined the issue before it.’19 In determining the fairness of
adjudicatory proceedings, the Commission is held to a high
standard—“our system of law has always endeavored to pre-
vent even the probability of unfairness.”20
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A speaking order that finds a nonsettling party to be in viola-
tion of the law cannot possibly satisfy the standard for fairness
and due process to which the Commission is held. Impermissible
prejudgment exists wherever “a disinterested observer may con-
clude that the [decision maker] has in some measure adjudged the
facts as well as the law of a particular case in advance of hearing
it”21 When a Commission speaking order makes findings of vio-
lations with respect to the conduct of nonsettling parties, a disin-
terested observer not only may, but must conclude that the
Commission has “in some measure adjudged the facts as well as
the law ... in advance of hearing it.”22

Relevant precedents support this conclusion. The Court
of Appeals for the District of Columbia Circuit overturned a
rule of the Federal Trade Commission where a Commissioner
who participated in adoption of the rule had earlier given a
luncheon speech and press interviews revealing his bias
and prejudgment.?3 Under this precedent, if any CFTC
Commissioner gave a speech prior to the agency’s adjudication
in a nonsettling party’s case, expressing his or her views regard-
ing the facts and legal significance of that party’s conduct on
terms identical to the definitive findings and conclusions of a
speaking order, a judicial finding of bias and prejudgment
would be inevitable. The same result must surely obtain when
a majority or even all of the Commission members—not mere-
ly one—have subscribed to a formal order, on the public record,
stating their findings of facts and the determinative law before
hearing evidence and arguments of a nonsettling party.

Prohibitions of Ex Parte Communications

Section 5(c) of the APA, as codified, 5 U.S.C. § 554(d), and
Commission Rule 10.9, 17 C.ER. § 10.9, prohibit ex parte
communications between enforcement personnel and the
Commission regarding the disposition of any case. Section
554(d) provides in pertinent part:

An employee or agent engaged in the performance of
investigative or prosecuting functions for an agency
in a case may not, in that or a factually related case,
participate or advise in the decision, recommended
decision, or agency review ... except as witness or
counsel in public proceedings.

Commission Rule 10.9 similarly provides:

No ... employee ... of the Commission who is
engaged in the performance of ... prosecuting func-
tions in connection with any proceeding shall, in that
proceeding ... advise in the decision of ... the
Commission except as witness or counsel in the pro-
ceeding, without the express written consent of the
respondents in the proceeding.

Consistent with these provisions, Commission orders
instituting proceedings typically direct that, in the absence
of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or
prosecutorial functions in that or any factually related pro-
ceedings will be permitted to participate or advise in the deci-

sion of that proceeding except as a witness or counsel.

To address these concerns, when an offer of settlement and
proposed speaking order is presented for Commission consider-
ation, the Commission’s rules effectively require that the settling
party consent to the Division’s presentation of the offer and
order to the Commission24 and formally waive any objection to
participation in the Commission’s decision by the members of
the Commission’s staff.2> As a result, once the Division recom-
mends the Commission’s adoption of the agreed form of speak-
ing order, the staff members who investigated and prosecuted
the matter are free to discuss its merits and advocate its adoption
to the Commission without regard to otherwise applicable sepa-
ration-of-functions or other due-process considerations.

There is nothing inherently wrong with these procedures or
the rules on which they are based, provided they do not materi-
ally involve and prejudice nonsettling parties’ rights. But the
Commission and the Division of Enforcement have often used
settlements to obtain the consent and waiver of a settling
respondent to findings of fact, conclusions of law and staff par-
ticipation regarding the conduct of other respondents who will
remain in the case. Those findings and conclusions effectively
foreclose any chance of a successful defense by those respon-
dents unless they can persuade the Commission to enter a sub-
sequent ruling that directly contradicts the Commission’s find-
ings and conclusions in the speaking order.20

Such process violates applicable separation-of-functions
provisions and is a denial of due process. The nonsettling
parties have given no consent to the staff’s presentation or to
its participation in the Commission’s consideration and dispo-
sition of a speaking order addressing their conduct and affect-
ing their rights. Nor have they waived the prohibition against
ex parte communications that will necessarily affect the
Commission’s ultimate decision in their case.

Findings and conclusions regarding the allegations
against non-settling respondents are in no sense necessary to
resolve a case against a consenting party. They are appropri-
ately determined only through adjudication. Accordingly, the
Commissioners should not accept memoranda from, or hold
meetings with, enforcement staff involving an ex parte pres-
entation that may influence the Commission’s performance as
a decision-maker with regard to the conduct of the nonsettling
respondents.

Section 554(d) was enacted precisely to prevent ex parte
advocacy. As the Final Report of the Attorney General’s
Committee observed:

It is clear that when a controversy reaches the stage
of hearing and formal adjudication the persons who
did the actual work of investigating and building up
the case should play no part in the decision. ...
Clearly the advocate's view ought to be presented
publicly and not privately to those who decide.?’

Thus, the House and Senate Committees each made clear at
the time the APA was enacted, “The purpose of the section
[now 5 U.S.C. 554(d)] is to assure that no investigating or
prosecuting officer shall directly or indirectly in any manner
influence ... the operations of ... deciding officers, except as a
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participant in public proceedings.”28

The SEC has acknowledged the severe risk of improper
decisional influence and related violations of the separation-
of-functions requirement with respect to partial settlements of
multiparty cases. In In re The Stuart-James Co., Inc., 50
S.E.C. 468 (1991), the SEC considered the applicability of
APA section 554(d) to a situation in which the enforcement
staff had proposed a settlement with only one of several
respondents. The SEC recognized, “/IJn a multiparty ... per-
mitting ex parte contacts concerning a pending settlement ...
poses a danger of abuse.” It consequently held, “Discussions
between [the SEC] and the staff litigating a multiparty pro-
ceeding should be carefully circumscribed, so as to prohibit
improper advice or influence with respect to a decision in the
case against non-settling respondents.” 2 Accordingly, while

the SEC held that the separation-

of-functions provision of section
554(d) “should not be read to bar
discussion of a settlement proposal
in a multiparty proceeding,” it

The process

u nFcn I rly emphasized that this would be true
” fh only “if the discussion does not
allows the involve advice or participation in
e . decisionmaking as to the other
Division to : R0
nonsettling parties.
argue the Conclusion
merits OF its The Commission’s use of speaking

orders to announce findings and
legal positions without the benefit
of a process that ensures full con-
sideration of competing views and
collateral effects is at best a very
poor approach to the formulation

cases against

absent parties.

of policy. At worst, for the reasons

discussed above, it is a procedure that denies due process to
respondents who choose to defend against the Division’s alle-
gations rather than settle on terms demanded by the Division.

The foregoing authorities counsel that it is fundamentally
unfair and a denial of due process for the Commission, per-
forming in its role as a decision maker, ever to permit the
Division to argue ex parte the merits of its administrative
cases against absent and nonconsenting parties, especially
where, as in speaking orders, this formally crystallizes in the
Division’s favor the Commission’s characterization of the rele-
vant facts and law. Nevertheless, the Commission routinely
permits the personnel involved in the investigation and prose-
cution of a case to prepare the Commission’s findings and
conclusions in speaking orders that recite the culpability of
nonsettling and nonconsenting respondents, often in language
that tracks the Division’s complaint. This joining of decision-
al and prosecutorial functions is inconsistent with the conduct
of fair proceedings against nonsettling respondents.3!

The power to investigate and prosecute violations of law
involves an awesome responsibility. The costs that may be
imposed and the damage that may be done to reputations,
careers and livelihoods require the exercise of great care and
caution. The Commission must be sensitive to the fact that
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Authors’ Note: On Page 34 of this issue, Geoff Aronow
responds, primarily arguing that speaking orders are valu-
able as a means fo know the Commission’s thinking. He
argues that an order that lacks detailed findings and conclu-
sions would be “virtually opaque” for this purpose. We
agree that publication of Commission views—even regard-
ing narrow issues—can be a useful thing. We endorse
endeavors to advise the public as often and clearly as possi-
ble of the Commission’s views on any subject within its juris-
diction. But, speaking orders are seriously flawed vehicles
for that purpose and their unfair impact upon nonsettling
respondents requires their abandonment.

An unchallenged wish list of findings and conclusions
prepared by the Enforcement Division should not be present-
ed as the views of the Commission. These findings and con-
clusions have not been critically tested or analyzed against
the full evidence and countervailing legal viewpoints. The
acquiescence of a respondent desperate to escape the quag-
mire of a Commission proceeding is no substitute for a fully
developed record as a basis for Commission action.
Aronow's statement that, “there are infernal procedures by
which the reasoning behind the orders is vetted, including
with the CFTC’s Office of General Counsel,” does not
assuage our concerns that the Commissioners have no sub-
stantial role in the process and that whatever “vetting” occurs
is no more than a “once over lightly.”

In any event, a desire fo inform the public cannot
justify insensitivity to unfairness or excuse violations of the
constitutional and statutory rights of nonsettling respondents
in multiparty cases. Aronow acknowledges that the seffle-
ment of multiparty cases raises fairness concerns to which the
Commission and ifs staff must remain extremely sensitive. Yet
he asserts that, “there is no evidence of actual ‘prejudg-
ment.”” He observes that the Commission sometimes “contra-
dict[s] the position taken in an earlier speaking order,” and
that “the record is replete with instances” in which the
Commission has “tak[en] different positions with regard to
both the facts and the law in later, adjudicated proceedings.”

But the Commission’s prejudgment is evident when a
speaking order contains findings of fact and conclusions of
law concerning the conduct of others than the seftling respon-
dent and the Commission’s press release announces the order
as a victory against wrongdoing. With respect fo bias, all
speaking orders contain boilerplate that unambiguously favors
the Division to the detriment of nonsettling respondents.

That the Commission may sometimes take a position
different from that taken in an earlier speaking order is it
fle comfort to a nonsettling respondent who has been
found guilty before trial in a public statement issued in the
name of the persons who will hear and decide his case.
We also note that every time the Commission contradicts
the position taken in an earlier speaking order after review
of an evidentiary record and consideration of opposing
briefs, it demonstrates anew that speaking orders do not in
fact provide a useful form of guidance.
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Division of Enforcement personnel, though well motivated and
honest in their allegations, are surely not infallible. And it must
also appreciate that respondents will often settle cases—and
make concessions for that purpose—for reasons having little or
nothing to do with the merits of the Division’s claims against
them or others. The Commission’s current process fails to take
these factors into account and, in the balance, harms the quality
and reliability of its adjudicatory process and orders. *

Charles R. Mills is a partner in the Washington, D.C., office
of Kirkpatrick & Lockhart LLP in the firm's Derivatives and
Securities Enforcement Practice Groups. Mr. Mills can be
contacted at cmills@kl.com.

Richard E. Nathan practices law in Los Angeles. He served
previously as Deputy General Counsel and Acting General
Counsel to the Commodity Futures Trading Commission and
earlier as Assistant General Counsel to the Securities and
Exchange Commission. Mr. Nathan can be contacted at
renathan@att.net.

This article originally appeared in the Futures & Derivatives
Law Report 24:7, October 2004.
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PINION

Keep Speaking, CFTC: In Defense of Speaking Orders

A Response to Mills and Nathan

By Geoffrey F. Aronow

“The true genius shudders at incompleteness—and usually
prefers silence to saying something which is not everything
it should be.” Edgar Allan Poe

In their article, “CFTC Speaking Orders: Are They
Lawful?” Charlie Mills and Dick Nathan argue that so-
called “speaking orders” that the Commodity Futures
Trading Commission (CFTC) issues are both legally
improper and wrong-headed as a matter of policy. While
their arguments are often elegant, they ultimately fall short
on both fronts. They are based on mistaken premises with
regard to both the law and the processes.

First, full disclosure. While the use of speaking orders
began shortly before I became Director of the CFTC’s
Division of Enforcement in 1995, it is fair to say that I
embraced them, used them, and defended them enthusiasti-
cally. While I certainly believed I had an obligation to do
so as a result of the position I held, I continue to believe
that they do much more good than harm, not only for the
Commission but, contrary to the perspective of Mills and
Nathan, for the regulated community as well. I also
believe that, while they are certainly subject to potential
misuse, the law permits the Commission to issue them.

Like most manifestations of governmental authority
and power, speaking orders certainly can be abused.
Because they are the result of a nonadversarial process, the
agency and its staff admittedly need to consider carefully
what is said in these orders and how they are used. Indeed,
as I have argued elsewhere,! there are unusual distortions
in the process that produces settlement orders that warrant
care: the context in which settlement orders are negotiated
means that the respondents have little or no reason to con-
cern themselves with certain aspects of the order, and
every incentive to push for the most innocuous description
of their conduct, which can lead to apparent distortions of
the relationship between violations and sanctions. But
equivalent risks are found in many aspects of the exercise
of discretionary power by administrative agencies. This
exercise of that power presents no greater risk than others.

Mills and Nathan begin by arguing that speaking
orders are both too narrow and too serendipitous, and
should be replaced by broad-ranging interpretive releases.
But these characteristics of speaking orders are really their
strengths, not their weaknesses. Unlike an interpretive
release, a settlement order does not reflect an effort to pro-
vide comprehensive guidance, to identify and address all
the contingencies that can arise with regard to some inter-
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pretive issue. Rather, a settlement order simply reports the
Commission’s thinking at a particular point in time with
regard to a particular set of facts. In accepting a settle-
ment, the Commission necessarily must decide what is a
violation and what is an appropriate sanction. All the
speaking order does is inform the reader of the reasoning
that lies behind that particular decision.

The authors also assert that the negotiation of speaking
orders is “a needless drain on the Commission’s limited
enforcement resources.” But the agency is in the best posi-
tion to determine whether the value of speaking orders is
worth the cost in time and effort. If the agency thought
otherwise, there is certainly nothing to prevent it from
returning to the old methodology that Mills and Nathan
advocate, “simple findings and conclusions.”

The question of what is meant by “simple findings and
conclusions,” as contrasted with what is labeled “speaking
orders,” moreover lies at the heart of the disagreement here.
for the old form of orders that Mills and Nathan would like
to see return was virtually opaque. Those orders told the
reader virtually nothing about how the Commission got from
the facts, which were set forth in bare-bones fashion or not
at all, to the conclusion that a violation had occurred and
that a sanction of the type imposed was appropriate.2 The
regulated community was left to try to divine from these
scratchings on the wall what the Commission was thinking.
“Speaking orders” are nothing more than an effort to con-
nect-the-dots, to add the missing links so that those poten-
tially affected by CFTC know what the agency is thinking.
A speaking order lays out what got the Commission from
point A to point B, rather than leaving the reader to guess.

It tells the world what interpretation and application of the
law to the facts in the particular case led the Commission to
believe that it was making an appropriate finding and impos-
ing an appropriate sanction in the context of a settlement.

Understanding that relationship between the “old”
form of orders and the “speaking order” suggests a differ-
ent conclusion as to their value and efficacy than Mills and
Nathan reach. It is hard to see how the potential targets of
CFTC enforcement scrutiny and actions, that presumably
are trying to avoid getting in the Commission’s crosshairs,
are better served by the old form of order, requiring
Delphic oracles to interpret. It should not be only insiders
who know what is going on. The speaking order gives the
regulated community a fighting chance by offering, for
better or worse, a clear exposition of the Commission’s rea-
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soning lying behind the enforcement action reflected in the
settlement.

The value of the speaking order is, indeed, much greater
at the CFTC than at the Securities and Exchange Commission
(SEC), where, as Mills and Nathan note, the practice originates
and indeed where it has been used much more extensively and
for a much longer period of time.3 There is greater value to be
had from the CFTC’s use of the speaking order because of the
sparseness of adjudicated CFTC enforcement actions.
Between the agency’s modest docket, the percentage of settle-
ments, and the limited number of matters that wend their way
to an actual decision by the Commission itself, the body of
adjudicated precedent at the CFTC leaves the regulated com-
munity with extremely limited guidance on many interpretive
questions. Indeed, it is not unusual for a search for guidance
on a particular issue to produce no relevant adjudicated cases,
or at most one or two, often aged, precedent of only marginal
relevance. While, as is discussed more thoroughly below, set-
tlement orders are decidedly not precedent in the way that
adjudicated decisions are, they at least provide a greater
chance that those trying to understand the CFTC’s thinking can
find some insight into the way the Commission has
approached a similar issue or a similar set of facts in the past.

In contrast, the SEC has a more extensive docket
extending back over many more years, and hence much
more useful adjudicated precedent.# In those circum-
stances, there is a better case to be made that the hazards
associated with speaking orders could outweigh their value.
But in light of the CFTC’s sparse administrative precedent,
the insights provided by speaking orders make an impor-
tant contribution to the understanding of the Commission’s
perspective on issues.

Speaking orders are said to cause “consternation”
especially when they are used to “announce ... a novel
legal position.” The example Mills and Nathan offer is a
recent settlement order that indicated that a sanction was
being imposed in part for the failure of a nonclearing con-
tract market member to retain records of cash commodity
transactions that were unrelated to any futures transactions
of the contract market member.> Using that example, let
us look at the situation the regulated entities would find
themselves in if this case had been settled without a speak-
ing order, and consider whether they would be better off.

By issuing a speaking order, the Commission has told the
world that it is applying this interpretation of the law through
its enforcement program. Contract market members therefore
know that there may be investigations based upon that theory,
and they may face the possibility of enforcement actions
based upon the failure to meet that standard. This is valuable
knowledge, since most targets of CFTC enforcement actions
settle rather than fight, for a variety of reasons that only par-
tially includes their evaluation of the potential for success on
the merits. Moreover, knowing the analysis that was behind
that settlement allows participants and their counsel to raise a
ruckus, complain about how this theory overreaches—even, if
they wish, seek to trigger the very interpretive release process
that Mills and Nathan embrace, in an effort to get the
Commission to evaluate this issue anew.

The alternative advocated by Mills and Nathan would
have the Commission recite a limited number of facts, and
then simply recite the violations, presumably including a
recitation of violations of the rules in question. The
Commission would leave out the interpretive gloss on the
rules that led the Commission to conclude that there were
violations. The regulated entities and their attorneys would
be left to scratch their heads and try to figure out from the
limited, recited facts why the Commission thought there
were violations of the rules.

To illustrate, let us go now to the Law Offices of
Geoffrey Aronow (a person purely of my invention), where
Mr. Aronow is perusing this latest “simple” settlement order
issued by the CFTC. We see Mr. Aronow sitting at his desk, a
puzzled look on his face. He is muttering out loud to himself:
“Let’s see now. The Commission

found record-keeping violations,
but I wonder why. Were there
some missing records related to
futures trading? I do not really see
that in the facts. Were there
records of cash market transactions
related to futures trading that the
CFTC could not get? I cannot
really see that in these facts either.
Wait—could it be that the CFTC
thinks contract market members
have to keep records of cash mar-
ket transactions unrelated to
futures trading? That does not
seem possible. I certainly cannot
start advising all my clients that
they had better keep those records
if they want to avoid trouble with

All a speaking
order does
is inform
the reader of
the reasoning
that lies behind
a particular

decision.

the CFTC just because that may be
what this settlement suggests the Commission is thinking.
Gosh, I do not know what to make of this settlement.” I can-
not see how the fictitious Mr. Aronow, his clients or any of
the rest of us would be better off with this scenario in contrast
to being told what lay behind the Commission’s action.®
Indeed, in the opaque world of nonspeaking orders, the
picture is likely to be even murkier than the scenario set forth
above suggests. It is quite possible that the reader could be
misled by a limited or no recitation of facts and a finding of
violations into making the wrong analytical connections. It
is quite possible, to use the same example, that the reader
would presume that the violations were based upon missing
records related to futures trading, or cash market trading
related to futures positions, and thus the reader would blithe-
ly assume that the Commission had imposed sanctions sim-
ply by application of a well-established view of the rule. She
would not even stop to think that the Commission was acting
on the basis of a new, more controversial interpretation of the
rule, and so she would not even think about whether to warn
her clients about this new peril. The only ones who might
know the truth would be the respondent and its attorneys.
Again, it is very hard to see how that is a better or fairer state
of affairs for anyone.
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Mills and Nathan are rightly concerned about efforts
by the courts and agencies to treat speaking orders as
precedent. To the degree the SEC has suggested it would
do so,7 it is treading on dangerous ground. But the idea
that speaking orders can be treated as precedent that is
equivalent to adjudicated cases is not even universally
embraced within the walls of the SEC. See, e.g., In the
Matter of EX.C. Investors Corp. et al., 2002 WL 31741561
at *9 (S.E.C. Release No. 218, ALJ Dec. 9, 2002) (“The
Division’s reliance on settlement orders is misplaced. ...
Settlements involving so-called ‘speaking orders’ are par-
ticularly suspect.”); In the Matter of Dean Witter Reynolds
Inc. et al., 2001 WL 47244 at *49 n. 106 (S.E.C. Release
No. 522, ALJ Jan. 22, 2001) (rejecting the staff’s reliance
on two settled cases, at least one of which was announced
in a speaking order, because “[s]ettled cases are of little, if
any, precedential value”). More important, in this context,

as Mills and Nathan acknowl-

edge, it is decidedly not the view

Remaining that the CFTC has adopted. The
Commission got it right when it
respondenfs wrote, “settlements are not prece-
dential in the ordinary sense,
can see [although] they are some indica-

tion of the Commission’s
approach.”8

The heart of Mills’s and
Nathan’s concerns seems to lie
with the impact of speaking
orders in multiparty cases. Those
situations certainly do raise the
greatest concerns with regard to
fairness, concerns to which the
Commission and the staff must
remain extremely sensitive as
they go about their work. But

the reasoning
behind the

Commission's
judgments in
a speaking

order.

before addressing the legal con-
cerns, the prudential concerns expressed in this regard trig-
ger two observations that essentially echo the discussion
above, but applied to this particular context. First, Mills
and Nathan themselves note a number of instances in
which the Commission has taken a position in an adjudica-
tory proceeding that contradicted the position taken in an
earlier speaking order. There can be no better evidence
that the Commission takes seriously its commitments not
to treat speaking orders as precedent, not to treat other par-
ties as bound by any of the findings in speaking orders, nor
to prejudge the case based upon the findings made in the
speaking order. Second, unless you are going to prohibit
the agency from separately settling related cases or charges
against different respondents, then there is no way to avoid
having the Commission consider whether it believes the
facts and the law support the proposed settlement. That
inevitably draws the Commission into a process of looking
at the facts, looking at the law, and making judgments. If
that is inevitably going to happen, the remaining respon-
dents are better off seeing the reasoning that lies behind
those judgments laid out before them in a speaking order,
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rather than having that reasoning hidden from them behind
an opaque “simple” settlement order.

The legal arguments against the practice of settling with
some defendants in related cases rest mainly on extrapola-
tion from general legal principles with which few would
argue. For instance, Mills and Nathan assert that speaking
orders violate constitutional and statutory rights of nonset-
tling parties to a fair adjudication when the orders contain
“definitive findings” that “impact” on the nonsettling par-
ties’ case, without citing any law to support that claim.

The fact is that there is no evidence of actual “prejudg-
ment.” As it states quite specifically in each settlement
order, the Commission makes findings solely for the purpos-
es of the case before it. If respondents find evidence that
those previous findings prevent fair adjudication of their
later-adjudicated case, they can raise an objection, although
the legal standard for demonstrating prejudice is appropriate-
ly high.® Moreover, as Mills and Nathan themselves point
out, the record is replete with instances of the Commission
taking different positions with regard to both the facts and
the law in later, adjudicated proceedings. So, contrary to the
authors’ suggestion, as a matter of form and as a matter of
reality, there is not evidence of prejudgment or bias.

Mills and Nathan also express some concern about the
restrictions placed upon a settling party with regard to
denying publicly the findings of fact in the settlement
order. Whatever the merits of this concern, it really is not
an issue that arises because the Commission uses a speak-
ing order. Even the “simple” orders that the authors advo-
cate would contain some factual findings, albeit perhaps
conclusory, and the same violations. The Commission
would still insist that a settling party not turn around and
deny the facts and the violations in the same breadth that
he or she is agreeing to “neither admit nor deny” them,
which is a standard requirement for settling with the SEC,
the CFTC and other federal regulatory agencies.10

Putting aside the question of the relevancy of this con-
cern to a discussion of speaking orders, while the authors
agree that the agency has some right to require the settling
party not to deny wrongdoing or dispute the findings to
which he or she has consented, they say that the
Commission should not be able to “broadly restrict free
speech and communication regarding matters that remain
in dispute,” thus disadvantaging nonsettling respondents.
But the standard settlement order language simply restricts
“actions and public statements” that effectively deny the
findings. And, as Mills and Nathan note, the standard lan-
guage expressly exempts all “testimonial obligations” from
the restriction.!! So, it does not follow that these provi-
sions restrict the ability of nonsettling respondents to put
on their defense. While the authors point to their experi-
ence dealing with “a not unreasonable fear of retribution
and possible sanctions if the settling respondent should
cooperate with nonsettling respondents,” they do not point
to any instance where the Enforcement Division has made
such a threat in the face of such cooperation, let alone to
any evidence that the Commission or the courts would sup-
port an effort to prevent such cooperation.
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In a similar vein, Mills and Nathan concede that it is
okay for the CFTC to extract a promise to “cooperate” with
the agency, but they say that the phrasing of the promise
“interferes” with the ability of the respondent to cooperate
with anyone else. They do not cite particular language creat-
ing their concern. While the cooperation provisions of the
settlement orders often denominate the ways in which the
settling respondent agrees to cooperate with the CFTC, no
language restricts the ability of the settling party “to cooper-
ate with anyone else.” 12 The authors do not cite any
instance where the Commission has tried to assert otherwise.

While the authors cite the established general prece-
dent regarding bias and prejudice,!3 they cite no cases that
suggest the process of issuing settlement orders of the type
about which they are complaining create improper preju-
dice or bias—this, despite the fact that the SEC has been
issuing them for many years.!4

This lack of direct precedent undoubtedly results from
the fact that the test for establishing bias is not as easy as
Mills and Nathan would make it sound. As the D.C.
Circuit has stated:

In each new case the judge confronts a new factual
context, new evidence, and new efforts at persua-
sion. As long as the judge is capable of refining
his views in the process of this intellectual con-
frontation, and maintaining a completely open
mind to decide the facts and apply the applicable
law to the facts, personal views on law and policy
do not disqualify him from hearing the case. The
test may be stated in terms of whether the judge’s
mind is “irrevocably closed” on the issues as they
arise in the context of the specific case.l®

In the situations involving partial settlements in multire-
spondent cases, the Commission specifically states in its
speaking order the limited purpose and reach of the findings
it has made. Barring evidence that it is unable to make the
separation that it undertakes—and Mills and Nathan suggest
that the evidence supports the fact that the Commission can
and does make that separation—then there seems to be little
basis to claim that the Commissioners’ minds are “irrevoca-
bly closed on the issues as they arise in the context of the
specific case.”

Mills and Nathan also base their argument for the legal
impropriety of the speaking order on the legal prohibitions
on ex parte communications. But, again, their argument
proves too much. Unless we are prepared to prohibit all
settlements with only some respondents in a multirespon-
dent case, then the types of communications about which
Mills and Nathan worry will necessarily take place,
whether or not the arguments in favor of the findings of
violation are laid out for the public to see in a speaking
order. The staff must explain to the Commission why the
settlement is appropriate. They can do that only by
explaining why the law and facts support a finding of a
violation and why the particular sanctions are appropriate.
Thus, the choice is between having that analysis laid out in

the open for everyone to see, or to have it hidden behind an
opaque “simple” settlement order.

As for the law, Nathan and Mills cite only a case from
the SEC, in which the Commission properly advised that
because of the “danger of abuse” in multiparty cases, dis-
cussions with staff “should be carefully circumscribed,” so
that “improper advice or influence” with regard to “a deci-
sion” in the case against nonsettling respondents is not
communicated.!® All that is undoubtedly true, and would
apply to the CFTC deliberative process as well—the dis-
cussion of the settlement should not include “advice or
participation in decision making” as to the nonsettling par-
ties. But the process of explaining to the Commission why
a settlement should be accepted does not require “advice or
participation in decision making” as to the nonsettling par-
ties, nor is there anything about speaking orders that cre-
ates the necessity to violate that stricture. This is not to
say abuse cannot occur, but abuse does not appear to
become inherently part of the

process simply by reason of the
fact that the Commission chooses
to set forth in its order the ration-
ale behind the settlement.

Indeed, this argument against
speaking orders is really another
way of questioning the
Commission’s ability to put aside
its reasoning in accepting a set-
tlement when it is later called
upon to decide the facts and law
in a subsequently contested pro-
ceeding involving a nonsettling
defendant. Again, there does not
seem to have been any difficulty
in it doing so in reality, nor
should it be any more legally sus-

Speaking
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Commission in
its enforcement

program.

pect than when a court must
rehear a case on remand because
of a mistake in the original trial of the matter. In any case,
whatever problem exists is inherent to the process of decid-
ing whether to accept a partial settlement in a multiparty
case, and is not created by issuing speaking orders.

In sum, Mills’s and Nathan’s attack on speaking orders
is not ultimately supported by the law and, as a matter of
policy, advocates a position that is not really beneficial to
the regulated community. Speaking orders throw light on a
process that would otherwise be hidden away from view.
They allow the world to see what lies behind Commission
action in the exercise of its most awesome responsibility, the
sanctioning of market participants. They allow persons
other than insiders to understand what is motivating the
Commission in its enforcement program and to weigh risks
before it is too late. In a context in which most participants
will ultimately settle rather than risk litigating against the
Commission, this is critical information. And they allow
those subject to the Commission’s enforcement authority and
their counsel to raise a stink before it is too late if they think
the Commission is pursuing an enforcement agenda based
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on a mistaken view of the law. The opportunity to raise
those concerns would not exist without speaking orders.

There are undoubtedly tensions and risks that arise as
well from the process of issuing speaking orders. Much of
administrative law represents the effort to balance the risks
and tensions inherent in the administrative processes that this
nation embraced wholeheartedly in the twentieth century,
processes that meld together elements of legislative and exec-
utive authority, elements of prosecutor and judge, and ele-
ments of policy making and enforcement.!” Speaking orders
reflect risks and tensions no greater than those inherent in
such a system, and provide many benefits, particularly with
an agency like the CFTC that has few adjudicated precedents
to which people can look for guidance and where most liti-
gants settle. There certainly do not seem to be greater consti-
tutional issues in using speaking orders than those issues
inherent in such a system of administrative law.

In the end, therefore, I believe a dispassionate look at
the facts and the law, as Mills and Nathan ask the CFTC
to take, shows that the alarm they sound is unnecessary.
After a decade of their use, it is time to embrace CFTC
speaking orders and to acknowledge their real value, not
argue for their abolition. *

Geoffrey F Aronow is a shareholder in the Washington
D.C., office of Heller Ehrman White & McAuliffe LLP His
practice includes representation and counseling of clients
in connection with CFTC and SEC regulatory and enforce-
ment matters. Mr. Aronow can be contacted at
garonow@hewm.com.
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help protect you no matter which way the
wind blows. And with its unique charitable
giving feature, you'll be helping others while
helping yourself.

For more information on how ABE plans can help meet your
insurance and charitable giving needs, call us at 1-800-621-
8981, visit us at www.abendowment.org or email us at

nfgrmgjlgn@g_l;g ndowment.org. we'll also tell you

how ABE insurance supports more than 200 law-related educa-
tional, public service and research programs.

/BE

A\"[thFA\ BAR ]" NDOWMENT
nsuring your life’s needs. Advancing your life’s work
o Term Life » Disability o Excess Major Medical »
o Accidental Deatlh and Dismemberment
* Hoopital Indemnity * Office Overbead »
o Charitable Gift Fund »

Lawyers Insurance for Lawyers—
for members of the Section of Litigation

LEGAL PUBLISHING SPONSOR OF fi
THE ABA SECTION OF LITIGATION Nonprofit
Organization

Defending Liberty SECTION OF LITIGATION é LexisNexis" U'S'PZTgage

Pursuing Justice American Bar Association

American Bar
Association

American Bar Association
321 N. Clark Street
Chicago, IL 60610



