Born Under a Bad Sign? Maybe Yes, Maybe No

By C. Evan Stewart

True music aficionados know that Stax Records (based
in Mempbhis, aka Soulsville, U.S.A.) went toe-to-toe in the
1960s with its rival Motown Records (based in Detroit); fea-
turing such artists as Otis Redding, Sam and Dave, Booker
T. & The MGs, Isaac Hayes, Wilson Pickett, Carla Thomas,
Eddie Floyd, and Albert King, Stax left an enduring legacy of

great soul/blues/funk music.

King’s 1967 hit, “Born Under a Bad Sign,” was a trail-
blazing song, called by one music historian “one of the most
smokingly intense blues recordings of the modern era.” And
King’s innovative guitar style influenced many legendary gui-
tarists, including Eric Clapton, Mike Bloomfield, Jimi Hen-
drix, and Stevie Ray Vaughan. Written by Booker T. Jones
and William Bell, “Born Under a Bad Sign” has been induct-
ed into the Blues Foundation Hall of Fame, the Grammy
Hall of Fame, and the National Recording Rggistry.1

The song’s opening lyrics are particularly apt (at least to
this author):

Born under a bad sign.

Been down since I began to crawl.
If it wasn't for bad luck,

I wouldn'’t have no luck at all.

For, as readers of this distinguished journal know, after
the U.S. Supreme Court’s 2019 ruling in Lorenzo v. S.E.C.,>
I concluded that lawyers with a capital markets practice (like
me) had truly been born under a bad sign.?

Lorenzo

Before the Supreme Court’s ruling in Lorenzo, three prior
precedents of the Court, as well as case law following those
decisions, had been pretty darn clear that primary liability
for securities fraud was actionable only for the maker of mis-
leading statements under Rule 10b-5(b)—and could not be
end-runned by the scheme liability provisions of Rules 10b-
5(a) and 10b-5(c). Bur Justice Breyer (who had written the
dissent in the then most recent Supreme Court decision in
this area—the Janus decision®) was now in the majority and
changed the Court’s jurisprudence as to who could be ac-
countable for securities fraud.

Justice Breyer’s first foray into this new jurisprudence em-
phasized the plain meaning of the words in subsections (a)
and (c), and the fact that those words had to have substance
beyond the words set forth in subsection (b). Rejecting Lo-
renzo’s argument (and a legion of decisions) that only a “mak-
er” of misstatements could be accountable under subsections

(a) and (c),® Justice Breyer opined that such a position “would
render subsection b of Rule 10b-5 ‘superfluous” and (in his
view) misunderstood the different and “considerable” over-
lapping ways the federal securities laws have been layered in
to capture as many fraudulent acts and actors as possible.’

As for the notion that allowing for actionable claims un-
der subsections (a) and (c) would render Jamus “a dead let-
ter’—the dissent’s view—Justice Breyer wrote: “we do not
see how that is s0.” Janus only concerned the “maker” of the
misrepresentation(s); there was nothing in Janmus that ad-
dressed the “dissemination of false or misleading informa-
tion.” Thus, in Justice Breyer’s view, Janus was still good law
and would preclude primary liability “where an individual
neither makes nor disseminates false information.”

As far as his opinion undercutting the whole rzison d'etre
of the Court’s prior demarcation in Central Bank of Denver®
between primary and secondary liability (i.e., that, at best,
Lorenzo aided and abetted the fraud; he was not a primary
violator), Justice Breyer was unconcerned and waved off the
notion that his opinion greatly expanded potential liability for
fraud.’ He further justified the result by citing to the investors
who received Lorenzo’s emails (which contained his boss’s
misrepresentation), and noting that those investors would
“not view the deception” as less harmful coming from him, as
opposed to coming from the actual “maker.”

Finally, as for undercutting/voiding the Court’s prior rul-
ing in Stoneridge,'® Justice Breyer first found that unavailing
because the SEC, “unlike private parties, need not show reli-
ance [by investors] in its enforcement actions.” But even more
ominously (in the context of prospective private claims), he
then wrote that “Lorenzo’s conduct involved the direct trans-
mission of false information intended to induce reliance
[which] is far from the kind of concealed fraud at issue in
Stoneridge.” He concluded by rejecting (again) Lorenzo’s argu-
endo argument that, at worst, he could only be held second-
arily liable (based upon Stoneridge, Central Bank of Denver, et
al.): “That is not what Congress intended. Rather, Congress
intended to root out all manner of fraud in the securities in-
dustry. And it gave to the Commission the tools to accom-

plish that job.”!!

Justice Clarence Thomas, the author of Janus (and on be-
half of Justice Gorsuch), dissented. jznus, he declared, was
now a “dead letter,” as were the Court’s prior decisions in
Central Bank of Denver and Stoneridge, and with them the
“bright line” between primary and secondary violators, be-
cause “it is undisputed that Lorenzo did not engage in any
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conducr involving planning, scheming, designing, or strat-
egizing,” as required by subsection (a). And subsection (©),
which “seems broader at first blush,” does not reach Lorenzo’s
conduct either (at least under the Court’s prior jurispru-
dence). At bottom, and notwithstanding the majority’s dicta
suggestion that minor actors (e.g., mail clerks, secretaries)
should not be caught up in the liability net, Justice Thomas
correctly noted that any person (including secondary actors
like lawyers who are tasked with regulatory filings and/or
play a role in communicating with the investing public) who
“knowingly sen[ds] false statements” will now be exposed to
primary violator liability.

The Aftermath (Thus Far) of Lorenzo
On the heels of the Lorenzo decision, the SEC Enforce-

ment Division publicly promised to push the Lorenzo rul-
ing beyond “dissemination,” and further predicted that the
federal judiciary would be sympathetic to such an expansive
reading.'? The commission quickly found a test case.

Dennis Malouf was an executive at two firms: a securi-
ties brokerage firm and an investment advisor (UASNM).
He sold his interest in the brokerage firm in a transaction
that compensated him in installments based on the commis-
sions the firm earned on securities sales. Malouf later steered
UASNM cdlients to the brokerage firm without disclosing to
the clients or UASNM his financial interest in the firm and
despite knowing that UASNM had represented that Malouf
did not have any financial conflicts. Based on the foregoing,
the SEC brought an enforcement proceeding against Malouf,
and an administrative law judge found that he had violated,
among other provisions, Rules 10b-5(a) and (c).

On appeal to the Tenth Circuit, that court expanded Lo-
renzo’s theory of scheme liability, finding that Malouf was
a primary violator of securities fraud for failing to correct
another partys material misrcpresentations.13 Thereafter, the
commission, thinking it was on a roll, tried to get the Second
Circuit to buy into that same theory.

In 2017, the SEC filed a complaint in federal court in
New York City against Rio Tinto plc and Rio Tinto Ltd., as
well as Rio Tinto’s prior CEO and CFO. At issue were a series
of alleged misstatements and omissions regarding the value
of potential mining territory in Mozambique owned by Rio
Tinto. In 2019, the judge dismissed most of the SEC’s fraud
claims, including all of the scheme liability claims brought
under Rules 10b-5(a) and (c).}4 With respect to these later
claims, the judge held that “the SEC must allege the per-
formance of an inherently deceptive act that is distinct from
the alleged misstatement.”!? At the same time, however, the
judge noted that the then pending Lorenzo case before the
U.S. Supreme Court might “clarify” the standard for claims
brought under Rules 10b-5(a) and (¢).1®

After the Court handed down its Lorenzo decision, the
SEC moved for reconsideration, contending (as it had in Ma-
louf) that the defendants should be held liable for failure to
prevent misleading statements from being disseminated by
others. The judge denied that motion on the ground that the
only actions identified by the SEC were “misstatements or
omissions,” and that Lorenzo had only held that those who
“disseminate” false or misleading statements can be liable,
“not that misstatements alone are sufficient to trigger scheme
liability.”7 The SEC thereafter sought interlocutory appeal to
the Second Circuit on the applicability of Lorenzo and that
request was granted.

The Second Circuit rejected the SEC’s appeal, ruling that
Lorenzo did not abrogate existing case law in the Second
Circuit (i.e., Lentell v. Merrill Lynch).'® Consistent with the
district court’s determination, the court noted that Lentell re-
quires something more than misstatements or omissions for

scheme liability.

The Second Circuit’s decision is a fascinating needle and
thread dissection of Justice Breyer's Lorenzo opinion. First
off, the court highlighted the Lorenzo reaffirmance that Janus
continues to be good law. It then stressed that Lorenzo im-
posed scheme liability for “dissemination”—that “dissemina-
tion” was the additional act beyond the misstatements/omis-
sions triggering primary liability (and thus was consistent
with Lentell). The court then observed that Lorenzo did not
go further and create primary liability for “participation in
the preparation” of misstatements.'® Finally, the court (again
using Justice Breyer's words in response to the Thomas dis-
sent) went on to stress Lorenzo’s emphasis in purporting to
uphold the demarcation between primary and secondary li-
ability. With that emphasis directly in mind, the Second Cir-
cuit ruled that to adopt the SEC’s argument would eviscerate
the primary-secondary demarcation and widen the scope of
scheme liabili't;', which would in turn (i) defeat the congres-
sional limitation placed upon the enforcement of secondary
liability, (ii) multiply the number of defendants subject to
private securities law suits, and (iif) render the statutory pro-

vision for secondary liability superfluous.?

Where does this circuit split leave us? Clearly better (in
one man’s view) than where we stood after Malouf; but we
have a lot more circuit courts before which the SEC will be
pressing its agenda in this area aggressively.

And while we ponder on this state of affairs, there is an-
other important SEC development to be flagged.

Jarkesy

In 2013, the SEC brought an in-house enforcement case
against George R. Jarkesy, Jr. and his investment advisory
firm, Patriot28 LLC. The respondents were charged with in-
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flating the valuation of two hedge funds in order to increase
the fees they received. An in-house SEC administrative law
judge (ALJ) found them liable and ordered (i) Jarkesy barred
from the securities industry, (2) Jarkesy and Patriot28 to pay a
$300,000 civil penalty, and (3) Patriot28 to disgorge approxi-
mately $685,000 plus interest. Those determinations were af-
firmed by the commission itself, but the respondents thereafter
sought to overturn them in the Fifth Circuit Court of Appeals.

In its May 18, 2022 decision, a Fifth Circuit panel (by 2-1
vote) vacated the SEC’s decision.?! Although the Dodd-Frank
Act allows the commission to bring securities fraud actions
for money damages either before an in-house ALJ (without a
jury) or before an Article III judge in federal court, the court
of appeals found the SEC’s in-house proceeding violated the

Constitution for three reasons:

o First, that denying Jarkesy his Seventh Amendment
right to a jury trial was unconstitutional.”?

Second, that Congress authorizing the SEC to elect
in which forum to proceed withous any guidance

was an unconstitutional delegation.?®

o  Third, that the SEC’s ALJs are unconstitutionally
insulated from presidential oversight (in violation
of the Constitution’s “Take Care Clause”).?4

On July 1, 2022, the SEC asked the Fifth Circuit to review
the decision en banc.2’ On October 22, 2022, the Court of
Appeals denied that petition.?

In fiscal year 2021, the SEC brought approximately 350
enforcement actions (excluding delinquent filing cases) be-
fore in-house AL]Js; for that same year, the commission filed
226 cases in federal court. Presumably (at least while these
constitutional issues are fully litigated and resolved), those
statistics should dramatically change in light of the Fifth Cir-
cuit’s decision, and they should.

Practical Problems of the SEC's In-House System

The constitutional issues addressed by the Fifth Circuit are
serious ones and it is probable that they will all (at some point)
be teed up for resolution by the U.S. Supreme Court. But
underlying those weighty matters are other, practical problems
with the SEC’s in-house jurisprudential process. As Jarkesy’s
attorney aptly described it, there is “the inherent unfairness
of agency administration procedures, when the agency acts as
prosecutor, judge[,] and appellate court.”®” One very signifi-
cant case won by the SEC highlights that unfairness.

As highlighted earlier in this article, in Lorenzo, the Su-
preme Court side-stepped three prior precedents of the
Court and expanded Rule 10b-5 liability to individuals who
actually do 7o# “make” fraudulent misrepresentations (thus
eviscerating a previously well-defined line between primary

and secondary liability).?% The factual underpinnings of that
case make the decision even more unfortunate. The SEC ALJ
opined that Lorenzo’s “falsity” had been “staggering” and that
his mental state had been at least “reckless.” The full commis-
sion did not evaluate the factual record developed at trial in
affirming the AL]’s decision, and neither did the two-mem-
ber panel of the D.C. Circuit that also found Lorenzo on the
wrong side of Rule 10b-5.

The dissenting vote on the D.C. Circuit panel came from
none other than then-Judge Brett Kavanaugh. As an initial
matter, he noted that the factual record and the ALJ’s legal
determinations did not “square up”: “At most, the judge’s fac-
tual findings may have shown some mild negligence on Lo-
renzo’s part. . . .[IJt is impossible to find that Lorenzo acted
‘willfully’.”? Kavanaugh then opined that the commission
had “simply swept the judge’s factual and credibility findings
under the rug” in its rush to judgment. In his view, the D.C.
Circuit panel should not have given deference to the SEC, but
should instead have looked de 70vo at the record developed
before the ALJ in assessing whether Lorenzo had in fact will-
fully engaged in a scheme to defraud. Of course, the majority
of the panel did not do so, and neither did the U.S. Supreme
Court in its determination to expand Rule 10b-5 liability.?”

Since individuals mainly litigate with the commission
(regulated corporations cannot take on that risk), the Sev-
enth Amendment rationale of the Fifth Circuit is well justi-
fied. And given the Supreme Court’s recent decision in West
Virginia v. EPA?'~where the Court struck down the EPA’s
far-reaching fossil-fuel regulations as delegated “power be-
yond what Congress could reasonably be understood to have
granted”—the Fifth Circuit’s impermissible delegation ratio-
nale seems to be in line with current jurisprudence (and, of
the three prongs of the Fifth Circuit’s decision, it will likely
prove to be the most impactful beyond the SEC). As for the
third prong of the court’s decision, it would appear that that
issue may well soon be resolved by the Supreme Court.??

Conclusion

The developments detailed above in these two important
areas are indeed important. As is equally obvious, however,
there is more news to come in both. Stay tuned!

C. Evan Stewart is a senior partner in the New York City office
of Cohen & Gresser, where he focuses on business and com-
mercial litigation. He is an adjunct professor at Fordham Law
School and a visiting professor at Cornell University.
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