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GOLDMAN SACHS
CONFIRMS COURTS
MUST CONSIDER ALL
RELEVANT “PRICE
IMPACT” EVIDENCE
WHEN ADDRESSING
CLASS CERTIFICATION
IN FEDERAL
SECURITIES FRAUD
CLASS ACTIONS

By James J. Beha Il and Jocelyn E.
Greer
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Foerster’s New York office. They focus on
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In a significant ruling for securities class
action defendants, the Supreme Court re-
cently confirmed in Goldman Sachs Group,
Inc. v. Arkansas Teacher Retirement System
that district courts must consider at the class
certification stage “all evidence relevant to
price impact.” The “price impact” analysis in
a federal securities fraud action considers
whether a defendant’s alleged misrepresenta-
tion actually affected the company’s stock
price, as required to support a presumption
of reliance under the “fraud-on-the-market”
theory. A recent line of Supreme Court deci-
sions permits a securities fraud defendant to
defeat class certification by demonstrating
the lack of price impact. But those decisions
left some uncertainty about the type of evi-
dence a defendant could present to make that
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showing. In Goldman Sachs, the Court con-
firmed that, when deciding class certification
in a securities fraud case, “[t]he district
court’s task is simply to assess all the evi-
dence of price impact . . . and determine
whether it is more likely than not that the al-
leged misrepresentations had a price impact.”

Background: Reliance, the Basic
Presumption, and “Price Impact”

To recover damages for securities fraud, a
plaintiff must prove—among other things—
that it relied on the defendant’s misstatement
when entering into a securities transaction.
The “traditional (and most direct) way” to
prove reliance is for the plaintiff to show that
it knew of the alleged misrepresentation and
relied on it when deciding to engage in a se-
curities transaction.' In Basic Inc. v. Levin-
son, the Supreme Court held that a securities
fraud plaintiff could also invoke a rebuttable
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presumption of reliance based on the “fraud-on-the-
market” theory.? Under the Basic presumption, a
plaintiff is presumed to rely on a statement if it is
incorporated in the market price when the plaintiff
buys the stock, and a misstatement is presumed to be
incorporated in the market price if the plaintiff can
show that the stock trades in an efficient market.?
“Basic emphasized that the presumption of reliance
was rebuttable rather than conclusive.”* Thus, even
if a plaintiff establishes that the defendant’s stock
traded in an efficient market, “if a defendant could
show that the alleged misrepresentation did not, for
whatever reason, actually affect the market price

. . then the presumption of reliance would not
apply.”® This question—whether the alleged misrep-
resentation actually affected the stock price—is
referred to as “price impact.”

While the Basic presumption can be invoked in
any federal securities fraud case, it has “particular
significance in securities-fraud class actions.”®
Under Rule 23(b)(3), in order to certify any class,
the plaintiff must show through evidentiary proof
that common questions of fact predominate over
individualized ones. Without the Basic presumption,
individual reliance issues ordinarily would predomi-
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nate and “preclude certification” of a securities-fraud
class action.” Thus, whether the Basic presumption
applies—i.e., whether the plaintiff has successfully
shown an efficient market and, if so, whether the
defendant has rebutted the presumption by showing
a lack of price impact—is often the key contested is-
sue in class certification proceedings in federal secu-
rities fraud cases.

In a series of decisions over the past decade, the
Supreme Court revisited and refined the parameters
of when the Basic presumption applies. First, in
Erica P. John Fund, Inc. v. Halliburton Co..® (Hal-
liburton I), the Court held that plaintiffs do not need
to establish loss causation—that the decline in price
was a direct result of the alleged misrepresenta-
tions—at the class certification stage for the Basic
presumption to apply. Next, in Amgen Inc. v. Con-
necticut Retirement Plans and Trust Funds,® the
Court held that plaintiffs need not prove that the al-
leged misstatements were material in order to bene-
fit from the presumption. Then, in Halliburton I,
the Court held that “defendants must be afforded an
opportunity before class certification to defeat the

presumption through evidence that . . . the alleged
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misrepresentation had no price impact” when the
misrepresentation was made. '

On its face, Halliburton II seemed to offer defen-
dants a meaningful opportunity to rebut the Basic
presumption. But since the decision, plaintiffs have
sidestepped its effect by increasingly relying on a
theory of price maintenance—i.e., instead of arguing
that a misrepresentation caused a stock’s price to
increase, they argue that the alleged misstatement
prevented the price from declining in the amount that
it would have if the truth had been disclosed—in
other words, instead of causing an artificial increase
in the price, the misstatement artificially “main-
tained” an inflated price. Under the price mainte-
nance theory, there would be no expectation that a
misrepresentation would be associated with a con-
temporaneous rise in price, and plaintiffs could dem-
onstrate price impact simply by pointing to a price
drop after a corrective disclosure of the earlier al-
leged misrepresentation. While pointing to the stock
drop following an alleged corrective disclosure as
evidence of price impact, plaintiffs typically seek to
foreclose defendants from contesting price impact
by characterizing defendants’ arguments as improper
attempts to argue materiality or loss causation at the
class certification stage, which Halliburton I and Am-
gen prohibit."

In Goldman, the Supreme Court addressed the
standards that apply when a defendant seeks to rebut
the Basic presumption by showing a lack of price
impact and provided guidance for lower courts
considering evidence of price impact under the price
maintenance theory.

The Goldman Decision

The Goldman Court considered two recurring
questions arising when defendants seek to rebut the
Basic presumption: (i) whether, in light of Amgen’s
and Halliburton I's prohibitions on inquiries into
loss causation and materiality at the class certifica-

© 2021 Thomson Reuters
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tion stage, courts may consider evidence about the
generic nature of a misrepresentation offered to
show lack of price impact under Halliburton II; and
(i1) whether defendants bear the ultimate burden of
proof to prove the absence of price impact by a
preponderance of the evidence.

Plaintiffs in Goldman alleged that the bank and
three former executives maintained an artificially in-
flated price by making various misstatements about
Goldman Sachs’ ability to manage potential conflicts
of interest. Among the statements the plaintiffs chal-
lenged were generic statements such as “We have
extensive procedures and controls that are designed
to identify and address conflicts of interest.” Plain-
tiffs alleged that the “truth”—that those generic
statements were false—was revealed when the SEC
filed an enforcement action against Goldman Sachs
concerning alleged conflicts of interest in the struc-
turing of a complex structured finance transaction.

Plaintiffs moved to certify the class in the South-
ern District of New York, seeking to invoke the Ba-
sic presumption. Goldman Sachs attempted to rebut
the presumption with evidence of a lack of price
impact, including evidence that news articles had al-
ready placed information about the alleged conflicts
into the market and the stock price did not react at
that time.

In a 2015 order, the district court initially refused
to consider Goldman’s evidence of lack of price
impact and certified the class.'? The district court
required Goldman to prove that there was no pos-
sibility that the statements had price impact in order
to rebut the Basic presumption, finding that, “here,
where Defendants cannot demonstrate a complete
absence of price impact, and where Plaintiffs have
demonstrated an efficient market, the Basic pre-
sumption applies.”*® On appeal, the Second Circuit
vacated the class certification order, holding that the
defendant bears the burden of persuasion to prove a
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lack of price impact by a preponderance of the evi-
dence and that the district court erred by holding
Goldman to a higher burden of proof. The Second
Circuit also found error in the district court’s refusal
to consider Goldman’s price impact evidence.'

On remand, the district court certified the class
again, finding that Goldman’s expert testimony
failed to establish by a preponderance of the evi-
dence a lack of price impact.'® In a split decision, the
Second Circuit affirmed, finding that the district
court’s price impact determination was not an abuse
of discretion.® The court found that evidence Gold-
man presented regarding the generic nature of the al-
leged misstatements touched on materiality and was
not confined to the price maintenance analysis, and
“materiality is irrelevant at the Rule 23 stage.”"”
Judge Richard J. Sullivan dissented, observing that
given “the generic quality of Goldman’s alleged mis-
statements” and in light of its expert testimony,
Goldman had met its burden to prove lack of price
impact.'® The Supreme Court granted certiorari to
consider two questions:

1. Whether a defendant in a securities class ac-
tion may rebut the presumption of classwide
reliance recognized in Basic Inc. v. Levinson,'®
by pointing to the generic nature of the alleged
misstatements in showing that the statements
had no impact on the price of the security, even
though that evidence is also relevant to the
substantive element of materiality.

2. Whether a defendant seeking to rebut the Ba-
sic presumption has only a burden of produc-
tion or also the ultimate burden of persuasion.

As to the first question, the Supreme Court held
that, “[i]n assessing price impact at class certifica-
tion, courts should be open to all probative evidence
on that question . . . regardless whether the evi-

dence is also relevant to a merits question . . .”2° And
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the Court recognized it is particularly important to
consider “all probative evidence” where the plaintiff
relies on the “price maintenance theory.”?! As the
Court explained, under the “price maintenance” the-
ory, “[p]laintiffs typically try to prove the amount of
inflation indirectly: They point to a negative disclo-
sure about a company and an associated drop in
stock price; allege that the disclosure corrected an
earlier misrepresentation; and then claim that the
price drop is equal to the amount of inflation main-
tained by the earlier misrepresentation.” But, the
Court explained, “that final inference—that the
back-end price drop equals front-end inflation—
starts to break down when there is a mismatch be-
tween the contents of the misrepresentation and the
corrective disclosure.” Thus, defendants in “price
maintenance” cases must be given the opportunity to
present evidence of the “mismatch between the
contents of the misrepresentation and the corrective
disclosure.” While the Court recognized that price
impact evidence may overlap with evidence that is
relevant to materiality and loss causation, it ex-

I

plained that *“ ‘a district court may not use the

overlap [between “merits” questions and price

3 9

impact] to refuse to consider the evidence.

As to the second question, the Court agreed with
the plaintiff that defendants bear the burden of
persuasion to show that the alleged misrepresenta-
tions had no impact on stock price. However, the
Court further observed that “[t]he defendant’s burden
of persuasion will have bite only when the court
finds the evidence in equipoise—a situation that
should rarely arise.” Regardless of the allocation of
evidentiary burdens, the Court confirmed “the dis-
trict court’s task is simply to assess all the evidence

. . and determine whether it is more likely than
not that the alleged misrepresentations had a price
impact.”

Takeaways

The Supreme Court’s decision in Goldman con-
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firms that district courts must consider “all probative
evidence” when assessing price impact and that the
Court’s earlier decisions in Halliburton I and Amgen
do not limit the evidence that defendants may pre-
sent to show the lack of price impact at the class cer-
tification stage. The Court further confirmed that, af-
ter considering “all probative evidence,” district
courts must weigh that evidence and determine
whether it is more likely than not that the alleged
misstatements actually affected the stock price.
Taken together, these holdings should make it more
difficult for securities fraud plaintiffs simply to point
to a stock drop following an alleged corrective
disclosure as evidence that an earlier alleged mis-
statement had price impact.
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When the Dodd-Frank Wall Street Reform and
Consumer Protection Act (“Dodd-Frank” or, the

“Act”) was passed in 2010, many commentators
focused on the breadth of the legislation. Yet one of
the underappreciated aspects of Dodd-Frank was the
extent to which it passed responsibility for a large
number of rulemakings and studies back to the Se-
curities and Exchange Commission (the “SEC” or,
the “Commission”) and the Staff of its various
divisions. While many of these rulemakings, as well
as several studies that the Act required the Commis-
sion to undertake, have generated a great deal of
sustained interest over time as the Commission has
completed those projects, the Commission has yet to
complete all of its required work. One such required
rulemaking under Dodd-Frank, which has recently
begun to garner more widespread attention, directed
the Commission to expand the current investment
position reporting required under Section 13(f) of
the Securities Exchange Act of 1934, as amended
(the “Exchange Act”), to include short sale positions.

That required rulemaking, which can be found in
Dodd-Frank Section 929X, amended Exchange Act
Section 13(f) to require the Commission to “pre-
scribe rules providing for the public disclosure of
the name of the issuer and the title, class, CUSIP
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number, aggregate amount of the number of short
sales of each security, and any additional informa-
tion determined by the Commission following the
end of the reporting period,” with the further direc-
tion that, “[a]t a minimum, such public disclosure

shall occur every month.”"

While this provision has
been part of existing law for more than 10 years, the
Commission has never acted on it. Recent events,
however, including Congressional hearings related
to the volatility of trading in GameStop, Inc.
(“GameStop”),? and the unraveling of Archegos
Capital Management,?® have brought renewed focus
to Section 929X. Moreover, what was once a long
list of mandatory SEC rulemakings required by
Dodd-Frank has become a much shorter list, with
Section 929X remaining as one of only three manda-
tory rulemakings for which the Commission has yet
to put forth a rulemaking proposal.* And, while the
SEC’s unified regulatory agenda has during several
recent periods indicated that the SEC’s Division of
Trading and Markets was “considering recommend-
ing that the Commission propose rules to implement
section 929X(a) of the Dodd-Frank Act,” such
consideration had been characterized as a “Long-
Term Action” until the most recently released
agenda, issued on June 11, 2021, which changed its
status to the “Proposed Rule Stage,” with a targeted
Notice of Proposed Rule-Making by November
2021.8

These recent events highlight and underscore the
likelihood that the SEC will introduce rulemaking
concerning short sale position disclosure for institu-
tional investment managers in the near future.

Recent SEC Efforts to Amend Rule 13f-1

After many years in which the current reporting
requirements of Rule 13f-1 had gone unchanged, on
July 10, 2020, the Commission issued a proposed
rulemaking to adjust upward the reporting thresholds
for Exchange Act Section 13(f) reporting.® That pro-

© 2021 Thomson Reuters
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posal was met with significant pushback from com-
menters, and was ultimately abandoned by the
Commission. At the time of the proposal, the SEC
acknowledged in a footnote that they had previously
“received petitions for rulemakings regarding other
aspects of Form 13F,” including one cited proposal
asking the Commission to “consider requiring peri-
odic public disclosure of short-sale activities of
managers on Form 13F”7 At that time, however, the
Commission said that they believed that “it is ap-
propriate to propose changes to the scope of manag-
ers required to file reports on Form 13F before
considering other potential amendments to the

Form.”®

Among the critics of the SEC’s July 2020 13(f)
proposal were Senators Tammy Baldwin (D-WI),
Sherrod Brown (D-OH), Jack Reed (D-RI), and
Chris Van Hollen (D-MD), who co-signed an Octo-
ber 22, 2020 letter to then-SEC Chair Jay Clayton
that called on the SEC to “Withdraw Proposal that
Undermines Transparency.” The Senators noted that,
“While proposing an unprecedented 3,400% increase
in the Form 13F reporting threshold, the Commis-
sion ignores several ways to improve transparency
and provide more information to investors and mar-
ket participants. For example, the Commission fails
to acknowledge the required rulemaking under Sec-
tion 929X of the Dodd-Frank Wall Street Reform
and Consumer Protection Act of 2010 (Wall Street
Reform Act), which directed the Commission to
require Form 13F filers to report short sales each

month.”®

Chair Clayton subsequently acknowledged
during questioning before the Senate Banking Com-
mittee in November 2020 that the Commission was
abandoning this proposal,'® and Congressional calls
for the SEC to take up its required rulemaking under
Dodd-Frank Section 929X appeared temporarily to
have lost any momentum heading into a change in

administrations.

© 2021 Thomson Reuters
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Renewed Congressional and SEC Focus
on 929X and Short Sale Reporting
Legislation

With the new administration, and recent events
concerning trading in GameStop and the losses suf-
fered by Archegos Capital, Congressional and Com-
mission focus appears to have shifted back towards
expanding the scope of reporting obligations under
Section 13(f).

Congressional calls for action began shortly after
the change in administration, and were initially
prompted by interest in the volatility around trading
in GameStop. For example, on January 29, 2021,
Senator Elizabeth Warren (D-MA) sent a letter to
SEC Commissioner (and then-Acting Chair) Lee
asking a number of pointed questions about the
SEC’s response to volatility in the trading of
GameStop." In a February 25, 2021 response letter
later made public by Senator Warren, then-Chair Lee
wrote, “I believe the Commission should consider
requiring increased disclosure of short-selling to
regulators and the general public as well as comple-
tion of the Dodd-Frank mandate for a rule under Sec-
tion 929X of Dodd-Frank.”'2

Subsequently, on March 17, 2021, the House
Financial Services Committee (“HFSC”) held the
second of three hearings on trading in the securities
of GameStop, titled, “Game Stopped? Who Wins
and Loses When Short Sellers, Social Media, and
Retail Investors Collide, Part II.” In a memorandum
released prior to the hearing, the HFSC Majority
Staff took up the baton from then-Acting SEC Chair
Lee’s February 25, 2021 letter by noting the fact that
the Commission had yet to undertake any action with
respect to Section 929X."® Specifically, the HFSC
Majority Staff noted that “929X(a) of the Dodd-
Frank Wall Street Reform and Consumer Protection
Act (Dodd-Frank) requires the Commission to ‘. . .
prescribe rules providing for the public disclosure of
the name of the issuer and the title, class, CUSIP
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number, aggregate amount of the number of short
sales of each security, and any additional informa-
tion determined by the Commission following the
end of the reporting period.” ” The HFSC Majority
Staff memorandum then went on to note that “the

SEC has not engaged in this rulemaking to date.”"*

Perhaps motivated by the lack of engagement by
the Commission on the issue to date, on May 3,
2021, the HFSC released for discussion several bills
in connection with their third GameStop-related
hearing, which was held on May 6, 2021.'®* While
none of these bills have yet to be sponsored or
formally introduced, one of the noticed draft bills,
titled “Capital Markets Engagement and Transpar-
ency Act of 2021,” proposes modifying Exchange
Act Section 13(f) to:

o Redefine the scope of Section 13(f) to apply to
“covered securities,” a new defined term which
would expand the current coverage from any
equity security of a class described in Ex-
change Act Section 13(d)(1) to also include
any “direct or indirect short interest or position
in an equity security,” as well as any “direct or
indirect derivative interest or position in an
equity security”’;

e Increase the frequency of Section 13(f) report-
ing by requiring Form 13F reports to be filed
“not later than 5 business days after the end of
each month with the Commission in such form
as the Commission may prescribe by rule”;

o Require the Commission to “conduct a study
to evaluate the standards and criteria used to
determine whether confidential treatment shall
apply” to Form 13F reports filed by institu-
tional investment managers; and

o Require the Commission, within two years of
the enactment of the proposed Act, to “issue
rules to improve the transparency of equity
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ownership positions by reducing the use of
confidential treatment” for positions required
to be reported on Form 13F, including by limit-
ing “the duration of such confidential treat-
ment” and “the number or types of securities

for which such treatment applies.”®

Whether or not spurred to speak to the issue by
this draft legislation, SEC Chair Gensler subse-
quently addressed the possibility of future rulemak-
ing in his prepared testimony before the HFSC in the
May 2021 GameStop-related hearings. In that testi-
mony, Chair Gensler wrote, “While FINRA and the
exchanges currently publish or make available
certain short sale data, Congress directed the SEC
under the Dodd-Frank Act to publish rules on
monthly aggregate short sale disclosures. In addi-
tion, Dodd-Frank provided authority to the SEC to
increase transparency in the stock loan market. I’ve
directed SEC Staff to prepare recommendations for

the Commission’s consideration on these issues.”"”

Similarly, when Chair Gensler was asked by Rep-
resentative Alma Adams (D-NC) if he thought Form
13F filings should be expanded to include deriva-
tives, Chair Gensler replied, “I do think that Con-
gress anticipated this by giving authority to the SEC
to do that. I think these derivatives are what’s known
in this case [Archegos] as total return swaps, being
included in those filings would be positive. I can’t
. but I've
asked Staff to prepare recommendations to the five-

speak on behalf of the Commission . .

member Commission to use that authority that the
SEC has. I also think that there might be other
updates that we should do beyond just derivatives as

well.”18

Similarly, when Chair Gensler was asked by Rep-
resentative William Timmons (R-SC) if he believes
that it is necessary for short sellers to disclose their
short positions on Form 13F filings, and whether
such a requirement could lead to regulatory over-

© 2021 Thomson Reuters
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reach, Chair Gensler replied, “Congress anticipated
and gave authorities to the SEC to, on a monthly
basis, require aggregate information in the short-
selling market. FINRA [. . .] already publishes
some information on a bi-weekly basis."® I think that
transparency is positive to markets, and I've asked
Staff to put forward recommendations to our five-
member Commission. It was actually a mandate
from Congress. It wasn’t a ‘may,’ it was a ‘shall.” So,
we’re going to lean in and follow Congress’ mandate

from 12 years ago.”?

Possible Expansion of Swap Reporting
Under Exchange Act Sections 13(d) and 16

As with possible regulatory activity in the context
of Exchange Act Section 13(f), recent Commission
actions suggest that the SEC may also be interested
in revising the definition of beneficial ownership for
purposes of Exchange Act Sections 13(d) and 16 in
order to expand the scope of reporting required
under those provisions to cover additional types of
swap positions.?!

For example, Chair Gensler remarked in his pre-
pared testimony for the most recent GameStop hear-
ings that, “[u]nder Dodd-Frank, Congress gave the
SEC rulemaking authority to extend beneficial
ownership reporting requirements to total return
swaps and other security-based swaps.”?? As with
Dodd-Frank’s direction to the SEC concerning
monthly aggregate short sale disclosures, Chair
Gensler noted that he had directed the SEC Staff to
“consider recommendations for the Commission
about whether to include total return swaps and other
security-based swaps under new disclosure require-
ments, and if so how.”?® Similarly, when asked by
Representative Anthony Gonzales (R-OH) during
the recent GameStop hearings whether greater than
5% beneficial ownership reporting should be “trig-
gered instead by exposure, as opposed to outright
ownership,” and whether that would have solved the

© 2021 Thomson Reuters
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problems that arose with Archegos, Chair Gensler
replied, “I think you raised a very good point.
Congress anticipated this and in reforms passed 12
years ago [in] the Dodd-Frank Act [. . .] gave
authority to the SEC with certain conditions, with
authority to bring what’s called security-based swaps
into these regimes, this five and ten percent
disclosure. I’ve asked Staff to try to prepare recom-
mendations for the full commission. I think this
Archegos circumstance where this family office had
well in excess of those numbers shows some of the
market-based and systemic-based reasons why, even
if they didn’t have the vote, it was an important set

of exposures.”

Chair Gensler’s comments have been borne out
by the Commission’s recently released regulatory
agenda, which separately introduced for the first
time an entry titled “Disclosure Regarding Benefi-
cial Ownership and Swaps.”?® Pursuant to this
agenda item, the Division of Corporation Finance
and the Division of Trading and Markets have been
identified as “considering recommending that the
Commission propose amendments to enhance mar-
ket transparency, including disclosure related to ben-
eficial ownership of interests in security-based
swaps.”?® While the Commission has yet to provide
any detailed gloss on the form of this separate
agenda item, it is possible, and probably likely, that
any proposed rulemaking in this space will serve as
a complement to proposed legislation under 929X.

Anticipated Developments

Given the direction given to the Commission in
the language of Section 929X, its place on the
diminishing list of SEC rulemakings required by
Dodd-Frank that have not yet been acted upon, the
focus on expanding short position disclosure in
recent Congressional hearings (whether through
changes to Section 13(f) reporting or the expansion
of beneficial ownership reporting), and the recent
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statements of SEC Chair Gensler (referring to the
required rulemaking as a “mandate,” noting that he
had directed Commission Staff to put forward rec-
ommendations, and remarking that the Commission
is going to “lean in” to this issue), some form of
rulemaking to require institutional investment man-
agers to disclose additional information regarding
their short positions should be expected. Whether
such a rulemaking will mirror the concerns of the
draft discussion bill drafted by the Majority Staff of
the HFSC remains to be seen, but that draft stands as
a marker that may have some influence on the Com-
mission Staff’s thinking.

Any proposed rulemaking by the SEC will be
subject to a notice and comment period, and parties
who will be impacted by any resulting legislation
are well advised to consider in advance any potential
concerns that such legislation might raise for their
business, and to assess whether such concerns should
be raised with the Commission, whether in advance
of, or in connection with, a formal notice and com-
ment period.?

This article is not intended to provide legal advice,
and no legal or business decision should be based
on its contents.
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GAMIFICATION OF STOCKS:
HOW CAN THE SEC ACT?

In late June, Wall Street Lawyer spoke to Amy

Lynch, president and founder of the consulting firm
FrontLine Compliance, on the topic of “meme
stocks” and how the Securities and Exchange Com-
mission may act to try to regulate them. Lynch has
worked for the SEC in its New York and Washington,
D.C. offices and was a special investigator with
FINRA. She has also worked as the DOC for Mer-
cantile Capital Advisors, as Chief Compliance Of-
ficer for E*Trade Advisory Services, and as vice
president at RegEd.com.

Wall Street Lawyer: In terms of addressing the
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“gamification” of stocks, what options can the SEC
pursue? What are some likely scenarios for them?

Amy Lynch: Chairman Gensler has said publicly
at conferences and when appearing before Congress
that he’s having his staff look into this. And that’s
good. We should start with definitions. The term
gamification needs to be defined: what does that
mean, really? What are these platforms that have
been named in the recent frenzies, the very online
trading platforms like Robinhood, these systems that
provide a mechanism for trading? They are regis-
tered as broker/dealers but they market themselves
as an app for your phone that you can easily go to
and conduct securities transactions. They market
heavily to younger people that are major users of
mobile phone apps, and of gaming in particular on
mobile devices.

So, they’re using techniques that are often found
in gaming—giving an instant reward for conducting
a trade, such as the confetti that comes down on the
Robinhood app whenever you place a trade, for
instance (which has since been removed by
Robinhood). Another mechanism on Robinhood is
that they’ll have users vie to be first in line to get ac-
cess to a new product, so they have to keep clicking
on a page or button. Things like that are essentially
gamification techniques. That’s what I think the SEC
will be looking at—these apps and how they
function. What they’re worried about is: are they
inciting or inducing people to trade heavily in their
accounts? Because studies have shown that frequent
trading often costs the trader more in transaction-
related fees or other losses than if they were simply
buying and holding securities. The SEC is going to
look at the functionality of these systems and if these
are inducing trading. But I think that’s going to be a
hard thing for them to determine.

WSL: One thing Chairman Gensler has suggested
was for the likes of Robinhood to issue pop-up
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disclosures, basically issuing warnings before some-
one can make a trade on an app.

Lynch: Those kind of pop-up disclosures already
occur in many trading platforms when transactions
are placed. These mechanisms are there for other
reasons, so it would be fairly simple for providers to
do that. A pop-up that showed the risks and downfalls
of frequent trading, perhaps after x number of trades
in an account in one day, may be one way the SEC
can effectively address the issue, by requiring disclo-
sures to make sure users do understand the risk they
face by conducting frequent trading.

WSL: Are there other gamification-related areas
that the SEC is currently examining?

Lynch: There’s already been a lot of debate on
the blowup that happened in January and what
resulted from that. We had hearings, we had Citadel
under the gun, Robinhood was under the gun, Reddit
was under the gun. Everyone was asking questions.
The trading had gotten so off the charts with
GameStop that it had repercussions within the actual
systems that basically execute transactions, [show-
ing a] general weakness within the whole market
structure around how trades take place. Chairman
Gensler has already mentioned he’s going to take a
look at that. Many people would love to get us to at
least a T-plus one if not T-plus zero settlement cycle
because that reduces the risk to clearing firms. That
clears up the plumbing, gets the blockage out by
shortening the lifespan of the trade.

WSL: Another of the Chairman’s recent comments
was about considering new rules around market
structure, such as a ban of payment for order flow,
as seen in Canada and Australia. Is that possible?

Lynch: 1 think [the SEC] is going to take a look at
payment for order flow again, but first they’re going
to conduct their studies, look at firms that conduct
trades mainly via that practice, and see what kind of
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executions clients are receiving in those trades. I've
noticed recently some interactive brokers have com-
mercials about payment for order flow. They’re basi-
cally telling their customers you have a choice: you
can either pay zero commission and be part of the
payment for order flow system, or pay a fee and
IBKR will aggregate your order with institutional
customers. They’re giving their retail clients a
chance to trade alongside their larger institutional
accounts.

I think you might see more of that. Due to the bad
publicity around payment for order flow lately, the
industry may find its own fix.

WSL: Anything else to keep an eye on in the near
future?

Lynch: Keep in mind that app trading is a good
thing if it means that having a brokerage account is
now more accessible to the average person; it’s a
good thing to have accounts with low minimums, no
fees or charges, easy transactions—just a few shares
here and there. This allows younger people and
people with lower incomes to participate in the mar-
ket, and that’s going to generate wealth.

But what’s happening with the meme stocks is
something the SEC needs to figure out: what’s really
going on here. That’s why they’re looking at
GameStop, looking at AMC—they need to find out
if there are bigger market structural issues behind
what we’re seeing. If it really is just a bunch of
people on Reddit, “average joes” taking advantage
of their social media and online skills and being able
to move the price of a security, that’s fine. But the
SEC needs to see if there is something more untow-
ard happening here, if there’s been any kind of front-
running by insiders or if hedge funds are masquerad-
ing as Redditors.

They need to find out who the real players are. I
have to say: for me, someone who’s been in the
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industry on a regulatory compliance side for over 25
years, it does look suspicious. It seems like it would
be very hard to get that many true retail traders to
band together and act as one, even with social media,
to all trade together like that, to move a stock that
quickly that fast, up 1,000%. That’s a bit unbeliev-
able for the retail side of the world. It’s why I think
the SEC may find there’s something else moving
these stocks—once they determine that, they can say,
‘this is what happened, here’s how it happened’ and
then they can try to find a solution. Because it will
continue until they find a fix; it’s going to keep
happening.

WSL: How would they find this out, by trying to
figure out who’s really saying what on message
boards?

Lynch: They can find out which hedge funds were
involved. They know who the big short sellers are.
They get tons of market data and transaction data
sent to them every day for thousands and thousands
of trades. To figure out who’s behind the trades—
that’s the hard part. They have to back into it. The
Reddit side of it is all anonymous, people using
handles, and you could be one person and literally
have 100 different handles. They need to find out if
there are bot programs on these platforms. There’s a
lot to dig into, it gets very technical and that’s a
problem for the SEC—they’re not that technologi-
cally savvy. The SEC may need to get help to figure
this out, by using contractors who are experts at
determining this type of internet activity and who
could better figure out what is behind it.

THE GENSLER AGENDA:
EARLY INDICATIONS

In June 2021, SEC Chairman Gary Gensler made
a series of speeches that outlined his upcoming
agenda for the Commission. The following are
excerpted highlights from two of them.
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The Reform Agenda: Three Key Areas

Chairman Gensler spoke at London City Week on
June 23, 2021.

I’m honored to be speaking again at London City
Week. It’s been eight years since I last spoke here.
That was about benchmark interest rates and the
London Interbank Offered Rate (“LIBOR”). I may
come back to that, but I'm mostly going to take the
opportunity to discuss three key areas of the reform
agenda at the Securities and Exchange Commission.

The SEC was set up in the 1930s by Franklin
Delano Roosevelt and the U.S. Congress to look af-
ter working families’ savings in the depths of the
Great Depression. Congress passed a number of laws
with the same basic ideas—among them, that inves-
tors get to decide what risks they wish to take, as
long as companies provide appropriate disclosures;
that working families should be protected with
regard to their investment advisers; and that the
stock exchanges themselves should be free of fraud
and manipulation.

Those protections put in place by Congress and
the early SEC have stood the test of time. I think
they’re a large part of our economic success—why
the U.S. has the largest, most vibrant capital markets
in the world.

We can’t rest on our laurels, though. Technology
is always changing the face of finance. Technology
and finance have coexisted in a symbiotic relation-
ship since antiquity. That was true long ago of the
invention of moneys; it’s true today of mobile broker-
age apps, robo-advising, and artificial intelligence.
But our core principles stay the same: protecting
investors, facilitating capital formation for individu-
als and companies, and maintaining fair, orderly, and
efficient markets between them.

As the new Administration has gotten underway
in the United States, we at the SEC have recently
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published a new regulatory agenda. It covers a lot of
ground: investment fund rules, insider trading,
shareholder democracy, special purpose acquisition
companies, and much more. Today, I won’t cover
the nearly 50 items on the agenda. Instead, I'm go-
ing to focus on three broad areas: public company
disclosure, market structure, and transparency
initiatives.

Public Company Disclosure

First, I’ve asked staff to put together recom-
mendations on mandatory company disclosures on
climate risk and on human capital.

Today, investors increasingly want to understand
the climate risks of issuers. Investors representing
literally tens of trillions of dollars of assets under
management are looking for consistent, comparable,
decision-useful information to determine whether to
invest, sell, or make a proxy vote one way or another.

I’ve asked staff for recommendations for our
consideration around governance, strategy, and risk
management related to climate risk. In addition, staff
are looking into a range of specific metrics, such as
greenhouse gas emissions, to determine which are
most relevant to investors in our markets. Further,
I’ve asked staff to consider potential requirements
for companies that have made forward-looking
climate commitments, or that have significant opera-
tions in jurisdictions with national requirements to
achieve specific, climate-related targets.

We just received at the SEC more than 400 unique
comment letters on these subjects in a public state-
ment released by my fellow Commissioner Allison
Herren Lee. Many comments referenced the work of
various groups, such as the Task Force on Climate-
related Financial Disclosures (“TCFD”). I'm really
struck by the call for enhanced disclosures.

I’ve also asked staff to consider the ways that
funds are marketing themselves to investors as
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sustainable, green, and “ESG,” and what factors
undergird those claims. Further, investors have said
that they want to better understand one of the most
critical assets of a company: its people. To that end,
I’ve asked staff to propose recommendations for the
Commission’s consideration on human capital
disclosure. This builds on past agency work and
could include a number of metrics, such as workforce
turnover, skills and development training, compensa-
tion, benefits, workforce demographics including di-
versity, and health and safety.

Disclosure helps companies raise money. It helps
the efficient allocation of capital across the market.
And it helps investors place their money in the
companies that fit their investing needs.

Market Structure

Next, let me turn to market structure. At the SEC,
we oversee the nearly $45 trillion public equity
markets and the $50 trillion fixed income markets,
including Treasury markets, corporate bonds, mu-
nicipal bonds, and more.

I’ve asked staff to consider the impact that tech-
nology has made in every one of these markets, and
how we can ensure that we bring the greatest com-
petition and efficiency to those markets—for inves-
tors and issuers.

In 1998, after the internet came along, the SEC
stood-up new rules for alternative trading systems to
govern equity trading off of traditional exchanges.
The SEC continued to update equity market rules in
2005, stitching together a framework for both on-
and off-exchange trading. I’ve asked the staff to take
a broader look at how we might update our rules for
the current technologies and business models in the
equity markets.

For example, I’ve asked SEC staff to consider the
practice known as payment for order flow. We’ve
seen a notable rise in payment for order flow in the
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U.S., something that you’ve banned in the United
Kingdom.! Canada? and Australia® also don’t allow
broker-dealers to route retail orders to wholesalers
in return for payments. The European Securities and
Markets Authority has raised concerns about these
potential conflicts of interest between payment for
order flow and best execution.*

Today, our markets essentially have three differ-
ent segments. While the public generally thinks of
lit markets when they think of buying or selling equi-
ties—markets like Nasdaq and the New York Stock
Exchange—those big public exchanges only ac-
counted for about 53 percent of trading volume in
January.®

So where’s the other 47 percent—trading interest
that’s not displayed on the lit markets? It’s executed
by alternative trading systems, which include dark
pools, and by off-exchange wholesalers. Thus, sig-
nificant trading interest on these platforms is not nec-
essarily being reflected in the commonly cited
National Best Bid and Offer quote. I’ve asked staff
to consider whether this equity market structure, as
currently composed, best promotes efficiency and
competition.

Separately, I’ve asked staff how we can bring
greater transparency and resiliency to the ways in
which U.S. Treasury securities are bought and sold
across the market. Early in the pandemic, we wit-
nessed a deterioration of liquidity affecting critical
parts of the Treasury market. We also saw challenges
in this market in September 2019 and in October
2014. I’ve asked staff to work closely with our col-
leagues at the U.S. Department of the Treasury, the
Federal Reserve, and the Commodity Futures Trad-
ing Commission to determine whether we can bring
greater transparency and resiliency to these markets.

This work could build on Commission action last
year to increase operational transparency to a subset
of platforms as well as previous reforms regarding
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post-trade reporting. I’ve also asked staff to consider
the potential benefits of central clearing in the Trea-
sury cash and repo markets.

Whether it’s equity markets, Treasury markets, or
any other markets for that matter, for me it all comes
down to how we best promote efficiency and main-
tain resilient markets in light of new business models
and technologies.

Transparency

Finally I will briefly discuss how we might con-
sider updating various rules related to transparency.

One such area is beneficial ownership. In 1968,
our Congress mandated that large shareholders of
public companies disclose information that helps the
public understand their ability to influence or control
that company. Under current rules, beneficial own-
ers of more than five percent of a public company’s
equity securities who have control intent have 10
days to report their ownership.

We haven’t updated that deadline in over 50 years.
Those rules might’ve been appropriate for the 1970s,
but I have my doubts about whether they continue to
make sense given the rapidity of current markets and
technologies. I’ve asked staff how we might update
these rules, including possibly shortening reporting
deadlines.

Another area is around security-based swaps—
essentially, derivatives on individual companies that
provide exposure to the company without traditional
equity ownership. The disclosures there aren’t as
robust as they are in the rest of the market. The col-
lapse in March of the family office Archegos Capital
Management is a reminder of why that could be
relevant.

Thirdly, I think we can bring more transparency
to short selling. We have unused authorities in that

© 2021 Thomson Reuters

July 2021 | Volume 25 | Issue 7

space that were granted by Congress nearly a dozen

years ago.

Finally, I’ve asked staff to consider whether we
should enhance transparency related to companies
buying back their stock.

When investors cannot access critical informa-
tion, particularly when some other market partici-
pants may have such information, such information
asymmetry can increase risk and reduce liquidity. I
believe we should update the transparency regimes
to better reflect current business models and

practices.

Before I close, I said I’d come back to LIBOR. In
my last speech here, I said it was critical for regula-
tors to “identify alternative interest rate bench-
marks”®

and a different job later, I still feel that way.

with a robust underlying market. Eight years

To that end, I have concerns that as LIBOR is
replaced, a number of commercial banks are advo-
cating for replacement indices that are still reliant on
short-term, unsecured, bank-to-bank lending. One
such rate, called the Bloomberg Short-Term Bank
Yield Index (BSBY), has many of the same flaws as
LIBOR. They both rely on a relatively thin market
that tends to disappear in times of stress. Like with
LIBOR, we’re seeing a modest market, shouldering
the weight of hundreds of trillions of dollars in
transactions. When a benchmark is mismatched like
that, there’s a heck of an economic incentive to ma-
nipulate it.

When I last spoke here, I basically said the em-
peror had no clothes. At the time, the emperor was
LIBOR. But make no mistake: Though we might
gussy it up, short-term, unsecured, bank-to-bank
lending is still the same emperor with no clothes. 1l
leave you with that.
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On Executive Stock and Insider Trades

Chairman Gensler spoke at the CFO Network
Summit on June 7, 2021.

I welcome the opportunity to share some thoughts
on executive stock ownership and the means by
which insiders—CFOs, other executives, directors,
and senior officers—sell shares in the companies
with which they’re affiliated.

The core issue, as this audience knows, is that
these insiders regularly have material information
that the public doesn’t have.

When I started out in finance, the accepted prac-
tice was that such insiders would limit their transac-
tions to what was known, then and now, as open trad-
ing windows: limited periods of time following
quarterly earnings announcements and other major
company disclosures. About 20 years ago, the SEC
further addressed this issue in Exchange Act Rule
10b5-1. This rule provided affirmative defenses for
corporate insiders and companies themselves to buy
and sell stock as long as they adopt their trading
plans in good faith, before becoming aware of mate-
rial nonpublic information.

In my view, these plans have led to real cracks in
our insider trading regime. Thus, I’ve asked staff to
make recommendations for the Commission’s con-
sideration on how we might freshen up Rule 10b5-1.

First, when insiders or companies adopt 10b5-1
plans, there’s currently no cooling off period re-
quired before they make their first trade. I worry that
some bad actors could perceive this as a loophole to
participate in insider trading. Research has shown
that 14 percent of sales of restricted stock in 10b5-1
plans initiate the planned transactions within 30 days
of plan adoption, and about two in five plans within
the first two months.”

Proposals to mandate four- to six-month cooling-
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off periods have received public, bipartisan support
from former SEC Chair Jay Clayton and current
Commissioners Caroline Crenshaw and Allison Her-
ren Lee.® I believe this approach deserves further
consideration.

Second, there currently are no limitations on when
10b5-1 plans can be canceled. As a result, insiders
can cancel a plan when they do have material non-
public information. This seems upside-down to me.
It also may undermine investor confidence.

In my view, canceling a plan may be as economi-
cally significant as carrying out an actual transaction.
That’s because material nonpublic information
might influence an insider’s decision to cancel an or-
der to sell. Thus, I’ve asked staff to consider limita-
tions on when and how plans can be canceled.

Third, there are no mandatory disclosure require-
ments regarding Rule 10b5-1 plans. I believe more
disclosure regarding the adoption, modification, and
terms of Rule 10b5-1 plans by individuals and
companies could enhance confidence in our markets.

Fourth, there are no limits on the number of
10b5-1 plans that insiders can adopt. With the ability
to enter into multiple plans, and potentially to cancel
them, insiders might mistakenly think they have a
“free option” to pick amongst favorable plans as they
please. I have asked staff to consider whether there
should be a limit on the number of 10b5-1 plans.

Make no mistake: As the rule stands today, cancel-
ling or amending any 10b5-1 plans calls into ques-
tion whether they were entered into in good faith. If
insiders don’t act in good faith when using 10b5-1
plans, those plans will not offer them an affirmative
defense. In addition, I've asked staff to consider
other potential reforms to the rule, including the
intersection with share buybacks.

Many of your companies may already do these
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things as they’re considered best practices for 10b5-1
plans. I believe, though, that our capital markets
might be better served if these practices were consis-
tently required. In addition to evaluating the rule
itself, SEC staff will use all of the tools in our
toolbox to ensure we are identifying and punishing
abuses of 10b5-1 plans.

These issues speak to the confidence that inves-
tors have in the markets—that everybody, from
working families to big institutions to insiders, has a
level playing field. Anytime we can increase inves-
tor confidence in the markets, that’s a good thing. It
helps both investors and businesses seeking to raise
capital, grow, and innovate.

Rebuttal: Moving Forward or Falling Back?

On June 14, SEC Commissioners Hester M. Pei-
rce and Elad L. Roisman issued a response to the
SEC Chair’s Agenda.

Last Friday [June 11], the Office of Information
and Regulatory Affairs released the Spring 2021
Unified Agenda of Regulatory and Deregulatory Ac-
tion (“Agenda”), which includes the SEC Chair’s
Agenda. While there are important and timely items
on the list, including rules related to transfer agents
and government securities alternative trading sys-
tems, the Agenda is missing some other important
rulemakings, including rules to provide clarity for
digital assets, allow companies to compensate gig
workers with equity, and revisit proxy plumbing.
Perhaps the absence of these rules is attributable to
the regrettable decision to spend our scarce resources
to undo a number of rules the Commission just
adopted.

The Agenda makes clear that the Chair’s recent
directive to SEC staff to consider revisiting recent
regulatory actions taken with respect to proxy voting
advice businesses was not an isolated event, but just
the opening salvo in an effort to reverse course on a
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series of recently completed rulemakings.® On the
agenda are proposals to further amend Rule 14a-8
and Rule 14a-2(b) under the Securities Exchange
Act of 1934 (together, the “Proxy Updates”); Rule
13g-1 (the “Resource Extraction Payments Rule”);
the rules pertaining to the accredited investor defini-
tion and the integration framework (together, the
“Harmonization Rules”), and our whistleblower
rules.' Not only are the Commission’s most recent
amendments to each of these rules less than a year
old; they have only been effective for a range of
three to seven months. As far as we can tell, the
agency has received no new information which
would warrant opening up any of these rules for fur-
ther changes at this time. We are disappointed that
the Commission would dedicate our scarce resources
to rehashing newly completed rules.

The agency historically has embraced a transpar-
ent, methodical, and rigorous rulemaking process to
ensure its rules reflect sound policy, transcend politi-
cal differences, and thus enable our registrants to
operate in a consistent, predictable regulatory
regime. For all SEC rulemakings, the Commission
adheres to the Administrative Procedure Act
(“APA”), which celebrated its 75th anniversary on
the day the Agenda was released. This years-long
process generally requires publishing a rule proposal
for public review and comment, reviewing and
considering all comments received, and then ex-
plaining the determination to adopt or modify the
proposed rule in light of those comments.

For most of the specific rulemakings that the
Agenda reopens, however, the Commission and its
staff undertook an even more extended and rigorous
process to obtain public input. The Proxy Updates
were shaped by a roundtable hosted by the SEC staff
in 2018 and accompanied by a call for public com-
ments and research.’ The Harmonization Rules
similarly began with the Commission gathering pub-
lic input through a concept release and request for
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public comment,'? which informed the proposal. The
Resource Extraction Payments Rule represented an
even greater investment of agency time and re-
sources—it was the Commission’s third attempt at
producing a rule in response to a 2010 Congressional
mandate. Courts and Congress voided two prior
attempts.' Threading the needle to ensure compli-
ance with the statutory mandate while steering clear
of the court and congressional hurdles required
thousands of hours of staff and Commission time
and expertise and ingenuity of people across the
agency.

A change in administration naturally brings
changes in policy, and the Agenda reflects that shift
in the form of new rulemakings but reopening large
swathes of work that was just completed without
new evidence to warrant reopening is not normal
practice. Past Commissions have generally refrained
from engaging in a game of seesaw with our
rulebook. The inclusion of these rules in the Agenda
undermines the Commission’s reputation as a steady
regulatory hand. While we will keep an open mind
on each proposal, it is hard to see how the Commis-
sion could change course on such complex matters
before the Commission’s latest actions have fully
taken effect.
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Reform and Consumer Protection Act (“Dodd-Frank
Act”). The 2012 rules were vacated by the U.S.
District Court for the District of Columbia. The
Commission then adopted new rules in 2016, which
were disapproved by a joint resolution of Congress
pursuant to the Congressional Review Act. In 2020,
the Commission adopted final rules designed to
achieve the statutory objective of the Dodd-Frank
Act while complying with the Congressional Review
Act.

SEC UPDATE: SEC ANNUAL
REGULATORY AGENDA
ANNOUNCED; SEC
REMOVES DUHNKE FROM
PCAOB; SEC CHARGES ICO
ISSUER/CEO WITH FRAUD;
SEC CHARGES ISSUER
WITH CYBERSECURITY
DISCLOSURE CONTROLS
FAILURES; SEC AWARDS
OVER $28 MILLION TO
WHISTLEBLOWER

SEC Annual Regulatory Agenda
Announced

On June 11, the Office of Information and Regula-
tory Affairs released the Spring 2021 Unified Agenda
of Regulatory and Deregulatory Actions, which
includes an agenda listing regulatory actions that the
Securities and Exchange Commission may take in
the short- and medium-term.

“To meet our mission of protecting investors,
maintaining fair, orderly, and efficient markets, and
facilitating capital formation, the SEC has a lot of
regulatory work ahead of us,” said SEC Chair Gary
Gensler. “I look forward collaborating with my fel-
low commissioners and the dedicated staff to pro-
pose and finalize rules that will strengthen our
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markets, increase transparency, and safeguard
investors.”

The SEC agenda consists of four “prerule” re-
quests for public comment, nine final rule recom-
mendations, and 36 proposed rules, the great major-
ity of the list.

The four prerule requests may lead to recom-
mendations that the Commission seek public com-
ment on:

e ways to further update its rules related to
exempt offerings to more effectively promote
investor protection, including updating finan-
cial thresholds in the accredited investor defi-
nition, ensuring appropriate access to and
enhancing the information available regarding
Regulation D offerings, and amendments re-
lated to the integration framework for regis-
tered and exempt offerings;

e the role of certain third-party service provid-
ers, such as index providers and model provid-
ers, and the implications for the asset manage-
ment industry;

e potential rules to prevent fraud, manipulation,
and deception in connection with security-
based swaps in accordance with section 9(j) of
the Exchange Act; and

e potential rules related to gamification, behav-
ioral prompts, predictive analytics, and dif-
ferential marketing, citing as legal authority 15
U.S.C.A. 780(1).

Other proposed and final rulemaking areas
include:

e Proposed rule amendments to enhance regis-
trant disclosures regarding issuers’ climate-
related risks and opportunities. In “Disclosure
of Payments by Resource Extraction Issuers,”
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the Commission may decide to review the
rules under Section 1504 of the Dodd-Frank
Act “to determine if additional amendments
might be appropriate”;

e Market structure modernization within equity
markets, treasury markets, and other fixed
income markets;

o Disclosures related to human capital, includ-
ing workforce diversity and corporate board
diversity, and cybersecurity risk;

e Greater transparency around stock buybacks,
short sale disclosure, securities-based swaps
ownership, and the stock loan market;

e Investment fund rules, including money mar-
ket funds, private funds, and ESG funds;

o 10b5-1 affirmative defense provisions;

e What the agency called “unfinished work
directed by the Dodd-Frank Wall Street Re-
form and Consumer Protection Act of 2010,”
including securities-based swaps and related
rules, incentive-based compensation arrange-
ments, and conflicts of interest in securitiza-

tions;
e Enhancing shareholder democracys;

e Proposed rule amendments related to special
purpose acquisition companies; and

e Mandated electronic filings and transfer
agents.

SEC Removes Duhnke From PCAOB

The SEC on June 4 announced that it removed
William D. Duhnke III as Chairman of the Public
Company Accounting Oversight Board (“PCAOB”).
The Commission designated Duane M. DesParte as
Acting Chair.?
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Established by the Sarbanes-Oxley Act of 2002,
the PCAOB oversees audits of the financial state-
ments of public companies and brokers and dealers
through registration, standard setting, inspection,
and disciplinary programs. Under Sarbanes-Oxley,
the SEC selects members and the Chairperson of the
Board.

“The PCAOB has an opportunity to live up to
Congress’s vision in the Sarbanes-Oxley Act,” said
SEC Chair Gary Gensler. “I look forward to work-
ing with my fellow commissioners, Acting Chair
DesParte, and the staff of the PCAOB to set it on a
path to better protect investors by ensuring that pub-
lic company audits are informative, accurate, and
independent.” DesParte was appointed to the
PCAOB by the SEC in December 2017. He joined
the Board after retiring from Exelon Corporation,
where he’d been corporate controller and served in
other financial roles for 15 years.

Duhnke, a former senior Republican congres-
sional aide, had been appointed in December 2017.
His tenure was controversial, marked by staff depar-
tures and complaints that Duhnke created “a sense
of fear,” according to a whistleblower complaint
reported in the Wall Street Journal,® which added
that Duhnke was reportedly being investigated by
the SEC for potential rules violations in his handling
of internal complaints. And as per Thomson Reuters,
a lawsuit recently was filed by a former PCAOB
senior officer charging the agency and Duhnke with
unlawful termination on the basis of race.*

The SEC also announced it intends to seek candi-
dates for all five board positions on the PCAOB. The
Commission directed its Office of the Chief Accoun-
tant to begin the process for soliciting new applica-
tions, with additional information about the process
to be provided by July.

This prompted a response by Commissioners
Hester Peirce and Elad Rosman,® who announced
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“serious concerns about the hasty and truncated
decision-making process underlying this action. Al-
though the Commission has the authority to remove
PCAOB members from their posts without cause, in
all of our actions, we should act with fair process,
fully-informed deliberation, and equanimity, none of
which characterized the Commission’s actions here.
Instead the Commission has proceeded in an unprec-
edented manner that is unmoored from any practical
standard that could be meaningfully applied in the
future . . . These actions set a troubling precedent
for the Commission’s ongoing oversight of the
PCAOB and for the appointment process, including
with respect to attracting well-qualified people who
want to serve. A future in which PCAOB members
are replaced with every change in administration
would run counter to the Sarbanes Oxley Act’s
establishment of staggered terms for Board mem-
bers, inject instability at the PCAOB, and undermine
the PCAOB’s important mission by suggesting that
it is subject to the vicissitudes of politics.”

SEC Charges ICO Issuer/CEO With Fraud,
Unregistered Securities Offering

The SEC on June 22 announced settled charges
against Loci Inc. and its CEO John Wise for alleg-
edly making materially false and misleading state-
ments in connection with an unregistered offer and
sale of digital asset securities.®

Wise formed Loci in Reston, Virginia in 2016. Ac-
cording to the SEC’s order, Loci provided an intel-
lectual property search service for inventors and oth-
ers users through its software platform called
InnVenn. From August 2017 through January 2018,
Loci and Wise raised $7.6 million from investors by
offering and selling digital tokens called
“LOClIcoin.” In promoting its ICO, Loci and Wise
allegedly made numerous materially false statements
to investors and potential investors, including pur-
portedly false statements about the company’s rev-
enues, number of employees, and InnVenn’s user
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base. The SEC’s order finds that Wise misused
$38,163 in investor proceeds to pay his personal ex-
penses and also that although LOClIcoins constituted
securities, Loci’s offering was not registered with
the SEC and no exemption from registration applied.

“Loci and its CEO misled investors regarding crit-
ical aspects of Loci’s business,” said Kristina Litt-
man, Chief of the SEC Enforcement Division’s
Cyber Unit. “Investors in digital asset securities are
entitled to truthful information and fulsome disclo-
sures so they can make informed investment
decisions.””

As per the SEC, Wise and Loci allegedly violated
the antifraud provisions of Section 10(b) of the Se-
curities Exchange Act of 1934 and Rule 10b-5 there-
under and Section 17(a) of the Securities Act of
1933, and the registration provisions of Sections 5(a)
and 5(c) of the Securities Act. Without admitting or
denying the SEC’s findings, Loci and Wise agreed to
a cease-and-desist order. They agreed to destroy their
remaining tokens, request the removal of the tokens
from trading platforms, publish the SEC’s order on
Loci’s social media channels, and refrain from
participating in future digital asset securities
offerings. The SEC also imposed a $7.6 million civil
penalty against Loci, and an officer and director bar
as to Wise.

SEC Charges Issuer With Cybersecurity
Disclosure Controls Failures

The SEC announced settled charges against real
estate settlement services company First American
Financial Corporation for disclosure controls and
procedures violations that were related to a cyberse-
curity vulnerability exposing sensitive customer
information.®

In the past year, the SEC has levied multi-million
dollar fines for internal controls failures against sev-
eral companies, including GE and Morningstar. But
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the order charging First American with violating
Rule 13a-15(a) of the Securities Exchange Act for
failing to maintain disclosure controls and proce-
dures marked the first time the SEC has brought
these charges in relation to cybersecurity disclosures.

According to the SEC’s order, on the morning of
May 24, 2019, a cybersecurity journalist notified
First American of a vulnerability with its application
for sharing document images that exposed over 800
million images that dated back to 2003, including
images containing sensitive personal data such as
Social Security numbers and financial information.
In response, according to the order, First American
issued a press statement on that same evening and
furnished a Form 8-K to the Commission on May
28, 2019.

However, according to the order, First American’s
senior executives responsible for these public state-
ments had not been apprised of certain information
relevant to their assessment of the company’s disclo-
sure response to the vulnerability and of the magni-
tude of the resulting risk. In particular, the SEC
claimed that First American’s senior executives were
not informed that the company’s information secu-
rity personnel had identified the vulnerability sev-
eral months before but had failed to remediate it in
accordance with the company’s policies. The order
finds that First American failed to maintain disclo-
sure controls and procedures that were designed to
ensure that all available, relevant information con-
cerning the vulnerability was analyzed for disclosure
in the company’s public reports filed with the SEC.

Without admitting or denying the SEC’s findings,
First American agreed to a cease-and-desist order
and to pay a $487,616 penalty.

SEC Awards Over $28 Million to
Whistleblower for Tip

On May 19, the SEC announced an award of more
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than $28 million® to a whistleblower whose tip led
the SEC and the DOIJ to start investigations and
reach a combined $281 million Foreign Corrupt
Practices Act settlement with a U.S.-based manufac-
turer of electronic systems for aircraft.

As of its announcement, it was the 10th-largest
award in the SEC whistleblower program’s history
and the fourth-known award for a tip that led to a
corporate FCPA resolution.

While the SEC didn’t name the company nor
identify the whistleblower, as per its policy, lawyers
representing the whistleblower reportedly said the
award was related to settlements with the SEC and
DOJ involving Panasonic Avionics Corp., a U.S.-
based unit of the Japanese electronics company
Panasonic. As per news reports, the tipster notified
the SEC about alleged wrongdoing at the company
in Asia and Europe, prompting regulators to open an
investigation, according to the whistleblower’s
lawyers.'® In 2018, Panasonic reportedly resolved
all FCPA-related charges in an SEC settlement that
included $143 million in disgorgement and interest
and a deferred prosecution agreement with the DOJ
that included a separate $138 million penalty.

Under the SEC program, whistleblowers are
entitled to between 10% and 30% of monetary penal-
ties when their tips result in a successful enforce-
ment action and when the penalties total more than
$1 million. As per the Wall Street Journal, the
whistleblower in this case received 10% of the
monetary penalties collected from both the SEC and
the DOJ actions."

The SEC said in 20182 that Panasonic Avionics
had offered a consulting position to a government
official at a state-owned airline as a means of procur-
ing business from the airline: Panasonic Avionics
was reportedly negotiating agreements with the
airline valued at more than $700 million, the SEC
alleged. “PAC ultimately retained the official and
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paid approximately $875,000 for a position that
required little to no work, using an unrelated third-
party vendor to conceal the payments,” the SEC said
at the time.

Given such financial rewards as the Panasonic
whistleblower received, it’s no surprise that whistle-
blower claims to the SEC are on the rise. During the
SEC’s fiscal year 2020, whistleblower claims rose
by roughly 33% year over year. Analysts credit some
of the increase being due to more plaintiffs’ lawyers
offering to represent whistleblowers in the hopes of
receiving a success fee.

Further, there may well be more opportunities for
potential FCPA enforcement actions, given that the
Biden administration has made anti-corruption a key
enforcement priority, citing it as being a national se-
curity interest and directing federal enforcers and
agencies to recommend strategies to enhance the
FCPA.

ENDNOTES:

1See https://www.reginfo.gov/public/do/eAgend
aMain?operation=OPERATION_GET_ AGENCY
RULE LIST&CURRENTPUB=true&agencyCod
e=&showStage=active&agencyCd=3235&csrf_toke
n=7CE97CC2D49C9B6B70868F7B2752E582C86F
1945A4A46F34426C18AF1ABE101E611318F64B
67159C3A36E7556BDOFB872C8F.

2 https://www.sec.gov/news/press-release/2021-
93.

3Dave Michaels and Jean Eaglesham, “SEC
Investigates Ex-Head of Auditing Industry Regula-
tor,” Wall Street Journal, June 18, 2021.

4 https://tax.thomsonreuters.com/news/former-s
enior-officer-sues-pcaob-for-wrongful-termination/.

5 https://www.sec.gov/news/public-statement/pe
irce-roisman-pcaob-2021-06-04.

6 https://www.sec.gov/news/press-release/2021-

1

7 https://www.sec.gov/news/press-release/2021-
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8 https://www.sec.gov/news/press-release/2021-
102.

9 https://www.sec.gov/news/press-release/2021-
86.

10Chris Prentice, “U.S. regulator awards $28
million to tipster on Panasonic probe,” Reuters, May
19, 2021.

""Menqui Sun, “Panasonic Unit Case Spurs
Award,” Wall Street Journal, May 20, 2021.

12 https://www.sec.gov/news/press-release/
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FROM THE EDITOR

An Ambitious Agenda and Its Discontents

After months of speculation about the priorities
of the Biden-era Securities and Exchange Commis-
sion, last month was suddenly chock full of specifics.
The SEC released an agenda full of proposed rules
in a variety of hot topics, from ESG to gamification
of stock trading. As Chairman Gary Gensler said in
a recent speech (excerpted elsewhere in this issue)
“it covers a lot of ground: investment fund rules,
insider trading, shareholder democracy, special
purpose acquisition companies, and much more.”
Three of its main areas of concentration are in the
realms of public company disclosure, market struc-
ture, and transparency initiatives.

In terms of disclosure, it’s increasingly apparent
that climate-change-related disclosures are going to
be of great importance this year, not only to the SEC
but to the White House. In late June, President Biden
met with Gensler, Treasury Secretary Janet Yellen,
and other financial regulators to discuss potential
climate change-related regulations. While the SEC
has broad authority to require disclosures by compa-
nies selling securities, how it will elicit specific in-
formation concerning climate change is another
story—one that corporate lobbyists are already
preparing to challenge.

Another potential market shake-up is if the SEC
decides to speed up the deadline for investors to dis-
close when they acquire a greater-than-5% owner-
ship in a company. At present, investors generally
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have 10 days to disclose a stake in a company above
the 5% threshold. But Gensler has termed this half-
century-old rule as being an analog-age relic, more
suitable for a time when market players filed SEC
disclosures on paper forms.

“Those rules might’ve been appropriate for the
1970s, but I have my doubts about whether they
continue to make sense given the rapidity of current
markets and technologies,” Gensler said (virtually)
at a recent conference in London.

The SEC is also having its share of public discord.
Twice in June, the Republican Commissioners Hes-
ter Peirce and Elad Roisman released statements
disagreeing with an SEC action (in this case, the
SEC’s decision to replace the entire Public Company
Accounting Oversight Board; see this month’s SEC
Update) and challenging the direction of the SEC
agenda: “The Agenda [is] reopening large swathes
of work that was just completed without new evi-
dence to warrant reopening is not normal practice.
Past Commissions have generally refrained from
engaging in a game of seesaw with our rulebook.
The inclusion of these rules in the Agenda under-
mines the Commission’s reputation as a steady
regulatory hand.” It’s not much of a prediction to
say we should expect a great deal more in this vein
in 2021.

Chris O’Leary
Managing Editor
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