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If the measure of a good compromise is

whether it leaves both sides equally dissatisfied,

as the old adage goes, then the Supreme Court’s

recent ruling in Liu v. Securities and Exchange

Commission may be considered a great

compromise.1 In Liu, the Supreme Court vacated

the lower court’s judgment containing a dis-

gorgement order, but at the same time rejected

petitioners’ principal claim that the Securities

and Exchange Commission (“SEC”) has no

statutory authority to seek disgorgement. Rather,

the Court made clear that the SEC is permitted to

seek disgorgement as an equitable remedy in

federal court enforcement actions. However, the

Court also cabined the SEC’s disgorgement rem-

edy in a number of significant ways, including

narrowing it only to net profits (deducting “legit-

imate expenses”); clarifying that the remedy

should be imposed only “for the benefit” of

victim-investors, not the general public; and

limiting the SEC’s ability to seek disgorgement

on a joint-and-several basis against

codefendants. The Supreme Court’s ruling thus

delivers only a partial—likely unsatisfying—win

for each side, leaving lower courts to wade

through the quagmire of how to implement

disgorgement in light of the Court’s general

guidance in Liu.

Background of the Litigation

The journey to Liu started years ago, with

challenges to the SEC’s authority to file suit

outside the five-year statute of limitations period

in 28 U.S.C.A. § 2462. In the Supreme Court’s

unanimous 2013 decision in Gabelli v. S.E.C.,

the Court held that a claim by the SEC for civil

penalties “accrues” for statute of limitations

purposes when the wrongful conduct occurs, not

when the alleged fraud is first discovered, as the

SEC had argued.2 The Court made clear that the

SEC is unlike other civil plaintiffs given it “seeks

a different kind of relief,” such as penalties that

“go beyond compensation, [and] are intended to

punish, and label defendants wrongdoers.”3 The

Court, however, noted in a footnote that its rul-

ing did not address the SEC’s requests for injunc-

tive relief and disgorgement.4

Naturally, the Supreme Court next addressed

the statute of limitations for disgorgement

actions. In Kokesh v. S.E.C., decided in 2017, a
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unanimous Supreme Court held that a “claim[] for

disgorgement imposed as a sanction for violating a

federal securities law” is a “penalty” subject to the same

five-year period of limitations considered in Gabelli.5

The Supreme Court reasoned that because disgorgement

is sought “to remedy harm to the public at large,” “im-

posed for punitive purposes,” and often “is not compen-

satory” to victims, it is a penalty that is subject to the

same five-year statute of limitations.6 The Court again

noted in a critical footnote that the ruling did not opine

“on whether courts possess authority to order disgorge-

ment in SEC enforcement proceedings,” effectively

inviting a challenge to the SEC’s authority.7

With that footnote, enter petitioners Charles Liu and

his wife, Xin (Lisa) Wang. Liu and Wang were sued and

ultimately found liable by a District Court in California

of investor fraud in connection with their fraudulent so-

licitation of $27 million from foreign investors under the

EB-5 Immigrant Investor Program. Liu had pledged to

invest the bulk of the contributions into the construction

of a cancer-treatment center. In reality, Liu spent nearly

$20 million of investor money on marketing expenses

and salaries, and diverted a sizable portion to personal

accounts and to a company under Wang’s control. The

district court ordered disgorgement equal to the full

amount raised by petitioners, less only the relatively

minimal amount retained in the corporate accounts

dedicated to the cancer-treatment project.8 Petitioners

appealed, among other things, the scope of the lower

court’s disgorgement order, and the Ninth Circuit

affirmed.9

The Supreme Court’s Liu Ruling

In a near-unanimous 8-1 ruling authored by Justice

Sonia Sotomayor, the Supreme Court vacated the judg-

ment and disgorgement order in the case as inconsistent

with equitable principles of disgorgement, discussed

below. To that extent, Liu was victorious. But so was the

SEC, because the Supreme Court granted the agency

clear authority to seek disgorgement. Under the Securi-

ties Exchange Act of 1934, the SEC is permitted to seek

both civil penalties and “any equitable relief that maybe

appropriate or necessary for the benefit of investors.”10

Recognizing that “equity practice long authorized courts

to strip wrongdoers of their ill-gotten gains,” the Court

concluded that the SEC’s statutory authorization to seek

equitable remedies encompasses the disgorgement

remedy.11 In so holding, the Court rejected petitioners’

arguments that, under Kokesh, disgorgement is necessar-

ily a penalty outside the contours of equitable relief, de-

spite acknowledging that the disgorgement ordered in

Kokesh “seemed to exceed the bounds of traditional eq-

uitable principles.”12 The Court also rejected petitioners’

argument that disgorgement was only available in cases
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involving a breach of trust or when Congress had ex-

pressly provided for such relief.13 Thus, the majority

declined to circumscribe the SEC’s authority to seek

disgorgement or to limit its application as a matter of law

only to certain types of cases.

But the SEC did not emerge completely victorious.

While permitting disgorgement as an equitable remedy,

the Court nonetheless criticized the practice of seeking

disgorgement in many instances that are “in considerable

tension with equity practices.”14 The Court held that

because the disgorgement remedy is “restricted . . . to

an individual wrongdoer’s net profits to be awarded for

victims,”15 it must be narrowed in three important ways.

First, a disgorgement award must be “for victims.”16

The Court criticized the practice of “not always return-

[ing] the entirety of disgorgement proceeds to investors,

instead depositing a portion of its collections in a fund in

the Treasury.”17 The Court thus held that disgorgement

cannot be used merely to “depriv[e] a wrongdoer of ill-

gotten gains,” and must instead be for the benefit of the

victim investors.18 The Court, however, declined to ad-

dress the SEC’s practice of depositing disgorgement

funds with the Treasury where “it is infeasible to distrib-

ute the collected funds to investors,” since the lower

court had not ordered disgorgement funds to be directed

to the Treasury.19

Second, a disgorgement award should be limited by

defendant and not ordered against “multiple wrongdoers

under a joint-and-several liability theory,” absent a show-

ing that co-defendants were “engaged in concerted

wrongdoing.”20 While the petitioners in Liu are married

and had not rebutted evidence of each spouse’s involve-

ment in the fraud scheme, the Court emphasized that the

SEC’s practice of seeking “liability on a wrongdoer for

benefits that accrue to his affiliates” risks “transform-

[ing] any equitable . . . remedy into a penalty” that

exceeds the SEC’s authority.21

Finally, and significantly, disgorgement must be

limited to net profits, and the “courts must deduct legiti-

mate expenses before ordering disgorgement.”22 While

courts may deny “inequitable deductions” where, for

example, ‘‘ ‘the entire profit of a business or undertak-

ing’ results from the wrongdoing,” a court must first actu-

ally assess those expenses to ascertain whether they

“have value independent of fueling a fraudulent

scheme.”23

Justice Thomas dissented on the basis that “disgorge-

ment is not a traditional equitable remedy.”24 Tracing the

lineage of the disgorgement remedy, Justice Thomas

found that the term “disgorgement” did not appear in

published cases or legal dictionaries until the 20th

century, long after the nation’s founding, and that it was

the SEC’s own actions that ushered in the term’s

acceptance. He also warned that the majority ruling

“threatens great mischief” if its disgorgement principles

do not apply equally to SEC administrative proceedings,

and cautioned that the “both courts and the SEC will

continue to have license to expand their own [disgorge-

ment] power.”25 Accordingly, he would have found that

the SEC lacked authority to seek disgorgement under all

circumstances.

Practical Implications

The three limitations identified by the Supreme Court

in Liu may well have significant implications on a wide

array of enforcement actions brought by the SEC, as well

as the forum in which the SEC chooses to bring them.

For example, because the holding of Liu is at this point

limited to civil actions, the SEC may increasingly push

to bring more enforcement actions “in-house” to its

administrative tribunals (which Liu does not address),

particularly in cases where no victims can be readily

identified. Any such shift may have profound conse-

quences to litigants, since the SEC’s administrative

proceedings deprive a litigant of the right to a jury trial,

are litigated before an administrative law judge paid by

the SEC, and lack basic procedural safeguards such as

broad access to discovery. It is also possible that the SEC

may shift its investigative and enforcement priorities in

favor of cases with identifiable investor-victims, such as

Ponzi schemes and other investment adviser frauds, and

away from those without easily identifiable victims, as in

Foreign Corrupt Practices Act (“FCPA”) and insider trad-

ing cases. That said, in cases without identifiable victims,
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the SEC will contend that disgorged funds may be

deposited with the Treasury on the basis that the Trea-

sury fund benefits investors or victims of fraud generally.

In insider trading cases, in particular, the SEC may also

have difficulty holding a tipper liable for a remote tip-

pee’s unlawful profits as it has historically attempted to

do given the Supreme Court’s suggestion that this prac-

tice is “at odds” with equitable principles.26

Given the potentially broad limitations on disgorge-

ment in Liu, it is possible that Congress may eventually

step in to provide a legislative remedy. Even before the

Liu ruling, Congress had proposed bipartisan legislation

that would have statutorily conferred disgorgement

authority on the agency.27 These legislative “fixes” may

be easily modified to grant the SEC the broad disgorge-

ment authority it prefers.

Until Congress steps in or the courts further clarify

the reach of Liu, the SEC’s ability to effectively use the

disgorgement remedy as a club against wrongdoers is

impacted by the Liu ruling. As an illustration, over the

last five years, the SEC has obtained disgorgement orders

totaling more than $14.5 billion, which has accounted

for more than 70% of all total monetary remedies ob-

tained by the SEC.28 Undoubtedly, the Supreme Court’s

ruling in Liu will impact the SEC’s enforcement program,

but only time—and likely years of additional litigation—

will spell out the full implications of the decision. Until

then, the only sure thing is that the Supreme Court’s rul-

ing has left both sides dissatisfied victors.
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In times of economic distress, creditors start to look

for non-traditional sources of payment. Private equity

owners represent a rich target for creditors of portfolio

companies.

While liability under traditional common-law alter-

ego or veil-piercing theories is not commonly assessed

against funds, there are numerous other sources of

potential liability, principally the plethora of federal and

state statutes regulating broad aspects of any portfolio

company operations.

This is a multi-part article examining this type of risk

in the context of three major federal statutes and their ac-

companying regulations: the WARN Act, the False

Claims Act, and ERISA.

These statutes generally approach upstream liability

from the perspective of corporate conglomerates. The

animating principle is to ensure corporate parents can’t

hide behind thinly-capitalized subsidiaries and so, in an

effort to elevate substance over form, the statutes provide

a means to conflate a “controlling” corporate parent with

a “controlled” subsidiary.

This approach doesn’t square neatly with the alterna-

tive “fund—portfolio company” ownership structure.

Private equity funds are generally organized as limited

partnerships, and their governance is itself nuanced, with

a general partner which outsources its investment man-

agement function to an affiliated investment advisor. And

certain elements of the private equity business model that

blur the distinction between investor and business, or put

pressure on the distinction, exacerbate the problem.

These elements include:

E Holdco-Opco structures, where Holdco lacks as-

sets other than the stock of Opco;

E Substantial financial leverage;

E Management advisory agreements with manage-

ment companies affiliated with the sponsor (the

same entity that also serves as investment advisor

to the fund);

E Intensive balance sheet management, often out-

sourced in part to the sponsor;

E Aggressive, owner-driven business strategies

oriented to maximize value for a three to five year

exit; and

E A hands-on governance approach.

Private equity funds are at bottom investment vehicles,

not corporate parents in a General Electric-type

conglomerate. But at the same time private equity inves-

tors are actively involved in managing their businesses.

The level of involvement has, if anything, grown since

the 2008 financial crisis, as sponsors have learned that

superior returns can no longer be achieved through the

use of financial leverage alone; rather the underlying

businesses must be made to perform better. Though the

specifics of “how this looks” can vary from sponsor to

sponsor and company to company, the look is very dif-

ferent from that of a passive financial investor in publicly-

traded equity securities. And the level of involvement

usually becomes even more intensive where a portfolio

company is financially troubled.

Liability Under the WARN Act

The federal Worker Adjustment and Retraining Notifi-

cation Act the (the “WARN Act”) often comes into play

in times of economic distress. The WARN Act requires

advance notice of large layoffs and awards damages

where the required notice is not given. Not surprisingly,

plaintiffs often aggressively seek an entity with assets

more liquid than what the failed company has to offer.

The question of when and where to upstream WARN

Act liability is confused, both in terms of the underlying
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legal theory and the way legal theory is applied to facts

in cases. To start with the legal analysis, the National

Labor Relations Board has long used one approach, an

“integrated enterprise” analysis, in the context of labor

relations for determining when two entities constitute a

“single employer.” This analysis is used in cases under

the Labor Management Relations Act, the Age Discrimi-

nation Act and the Fair Labor Standards Act, among other

things, and the Department of Labor has adopted the

analysis for the Family Medical Leave Act. The DOL

has, however, issued an alternative set of regulations

under the WARN Act with a different test for assessing

what the DOL terms “single enterprise liability” under

the WARN Act.

Pearson v. Component Technology Corp.1 is a Third

Circuit decision that rationalizes the various legal theo-

ries and provides a comprehensive approach to single

employer liability. While the case involved the liability

of a third party lender, it has been followed by a number

of subsequent decisions looking at private equity owner2

liability. Pearson determined that the proper test for

upstream liability was, as laid out in the DOL’s WARN

Act regulations, based on the presence of five factors in

the relationship between two entities:

E Common ownership;

E Common directors and/or officers;

E De facto exercise of control;

E Unity of personnel policies emanating from a com-

mon source; and

E Dependency of operations.

The first two factors are often present in the private

equity setting, whereas the last two are not—a private

equity owner does not typically expect uniformity of

personnel policies across its portfolio companies, nor is

there a dependency of operations between the owner fund

and the company (or other portfolio companies). So in

many WARN Act decisions the analysis focuses on the

“de facto exercise of control” as the critical factor.

Generally speaking, these cases expose the tension

between, on the one hand, an investor’s “monitoring” its

portfolio company’s activities and, on the other hand,

“taking control” of activity, particularly where the inves-

tor makes the decision that gives rise to the WARN li-

ability, i.e., ordering the shutdown. A leading and often-

cited decision addressing this topic is In re Jevic Holding

Corp.3 The Jevic case involved Sun Capital. Referring to

the “exercise of control,” the court stated:

The case law with respect to this factor is clear. The Court

must consider “whether the parent has specifically directed

the allegedly illegal employment practice that forms the

basis for the litigation.” Pearson, 247 F.3d at 491; see also

In re APA Transp. Corp. Consol. Litig., 541 F.3d 233, 245

(3d Cir. 2008) (“The core of this factor is whether one

company ‘was the decision-maker responsible for the

employment practice giving rise to the litigation.’ ”) (cita-

tion omitted). This factor is “not intended to support li-

ability based on a parent’s exercise of control pursuant to

the ordinary incidents of stock ownership.” Pearson, 247

F.3d at 503.

The court concluded that there was no evidence that

Sun Capital directed Jevic to shut down, and it rejected

the plaintiffs’ argument that Sun Capital should be liable

for WARN damages because its decision to withhold fur-

ther funding caused the shutdown.

The Debtors retained the ultimate responsibility for keep-

ing the company alive and therefore, Sun Cap did not incur

WARN Act liability by refusing to make an additional

investment. Pearson, 247 F.3d at 505. It is undisputed that

the Debtors made the decision to shut down the company.

The WARN notice was signed by the Debtors, not Sun

Cap, and it is not alleged that Sun Cap played a direct role

in the employees’ termination. . . . Sun Cap’s decision to

cut off funding was not a “de facto exercise of control”

over the Debtors’ decision to close its doors.

The approach of Pearson and its progeny—limiting

the question of control to whether the specific employ-

ment practice was directed by the parent, rather than

examining control from a broader perspective—is in a

sense reassuring to business owners. That being said, the

way the underlying legal principles are applied to specific

facts in Jevic and in many of these cases is curious. That

is, Jevic is similar to many of the WARN Act decisions

in taking a somewhat un-nuanced approach to the ques-

tion of fund-owner liability. Pearson states that the
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“exercise of control” element is not intended to impose

liability based upon the “ordinary incidents of stock

ownership,” but there is a lot of white space around what

is “ordinary” and what it means to “direct” a decision to

shut down a company.

In Richards v. Advanced Accessory Systems, LLC,4

sponsor Castle Harlan avoided WARN liability in a case

decided with reasoning similar to Jevic:

Pursuant to a Management Agreement with [the portfolio

company, AAS], Castle Harlan provided “business and

organizational strategy, financial and investment manage-

ment, advisory and merchant and investment banking

services.” Castle Harlan received management fees from

AAS for these services. Castle Harlan was not, however,

involved with the day-to-day operation of AAS. Specifi-

cally, Castle Harlan (1) played no role in meeting with

customers or in seeking new or additional business, and

(2) provided no administrative, human resources, or

purchasing services, and did not have a role in the prepara-

tion of AAS personnel policies.

Concluding that “Castle Harlan’s management of

AAS was limited to ensuring its financial success and

played no part in the day-today operations” of the

portfolio company, the court found no WARN liability

on the part of the private equity sponsor. (There was no

discussion of how to square the presence of a manage-

ment agreement with Castle Harlan with the court’s state-

ment that Castle Harlan provided no administrative

services.)

Similarly, in Cleary v. American Capital, Ltd.,5 Amer-

ican Capital was not faulted for the aggressive acts of its

appointed directors attempting to save its portfolio

company:

[T]he actions undertaken by American Capital, however

aggressive, were consistent with those of (an ultimately

unsuccessful) attempt to protect its investment. These

include proposing and assisting the recruitment of “new

management,” and the ferreting out of an accurate and

complete understanding of the company books . . . While

a WARN Act plaintiff should not be held to the nearly

impossible burden of demonstrating a complete merger of

identities between the defunct employer and its former

equity owner, at a minimum a plaintiff must establish

control by the latter over the “the allegedly illegal employ-

ment practice that forms the basis for the litigation.” Pear-

son, 247 F.3d at 491. Plaintiffs offer no material evidence

that the decision of [portfolio companies] NewStarcom

and Constar to terminate all employees and file for bank-

ruptcy was made by American Capital, nor any plausible

reason why American Capital, as an unsecured creditor,

would have thought it in the interest of its shareholders to

do so.

Contrasting the lack of direct activity in the cases

described above, a New Jersey appellate court (applying

the Pearson-approved five factor DOL test to the New

Jersey version of the WARN law) assessed the alleged

activities of a fund sponsored by Lone Star Funds in

DeRosa v. Accredited Home Lenders, Inc.,6 an appeal

taken from a lower court’s grant of summary judgment

in favor of the Lone Star fund.

Before the court was Accredited Home Lenders, Inc.,

a failed sub-prime mortgage lender that was in 2007

purchased by a string of holding companies to become a

portfolio company of Lone Star Fund V (“LSFV”),

whose investments were managed by a related company

called Hudson Advisors. LSFV, Hudson, and the holding

company of Accredited were party to an asset advisory

agreement. There was some testimony indicating that af-

ter Lone Star’s purchase of Accredited, the portfolio’s

“senior managers were no longer ‘calling the shots.’ ”

The shutdown was sudden and it was announced in

person, not by any executive of Accredited, but by

Hudson’s director of portfolio management, who at the

time of announcing the shutdown held himself out as an

employee of Lone Star. Reversing a lower court’s sum-

mary judgment decision in favor of both Lone Star and

Hudson, the court held with respect to the question of de

facto control:

As to this factor, the record reflects that after LSFV Ac-

credited purchased Accredited Holding, Hudson, LSFV

and Accredited Holding entered into an asset advisory

agreement pursuant to which Hudson provided oversight

and support services to Accredited. According to [Accred-

ited division manager] Mohan, during this time period,

Accredited’s senior management lost day-to-day control

of the business. Prushan, who was employed by Hudson,

was involved in evaluating Accredited’s business and in

planning and implementing the shutdown of the office.
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Giving plaintiff all favorable inferences, the record reflects

that LSFV, through Hudson, exercised control over Ac-

credited and ordered the closure of the office. The trial

court also recognized that this presented a factual dispute

that was unresolvable on summary judgment.

In In re Tweeter OPCO, LLC,7 things were worse for

Schultze Asset Management, a family investment fund

run by its patriarch, George Schultze. In a rare outcome,

summary judgment was granted against the fund because

of its involvement with its portfolio company, Tweeter.

The Court finds that the Plaintiff has established de facto

control by [Schultze Asset Management (“SAM”)] of the

Debtor’s employment practice. The [Tweeter CEO] Gra-

noff termination letter evidences SAM’s control over the

Debtor, especially the portion that states, “we felt we

needed tighter control of Tweeter within our own

organization.” George Schultze repeatedly called for

reductions in payroll to increase profits. Further, George

Schultze ordered Kelerchian to terminate employees of the

Debtor in 2007, demonstrating his control over the Debt-

or’s employment practice. With SAM employees on the

Debtor’s board, SAM’s inside counsel supervising their

actions, and SAM employees directly involved with

terminating employees of the Debtor, the Court finds that

SAM’s exercise of de facto control over the Debtor on the

WARN Act issue was particularly egregious. See Pearson,

247 F.3d at 504 (concluding that if the de facto exercise of

control is “particularly egregious,” then liability is

warranted).

If the legal analysis in the WARN Act cases is some-

what confused, there are some practical lessons for

private equity sponsors. For one, try not to step into the

day-to-day affairs of the portfolio company and espe-

cially do not direct from above that the portfolio fund is

to lay off workers and/or shut down. These decisions are

properly in the domain of the directors of the troubled

company, even if they are appointed by the private equity

sponsor. It is not uncommon for sponsors to appoint a

third party consultant (sometimes recommended by lend-

ers) as a “Chief Restructuring Officer” for a troubled

company. This is a practice that is likely helpful to miti-

gate WARN Act risk to the fund and sponsor. On the

other hand, occasionally fund sponsors appoint sponsor

employees as officers of portfolio companies. Clearly

this is not a good idea from a WARN Act liability

perspective or from the perspective of upstream liability

more generally. The cases counsel that to the greatest

extent practicable, the governance structure should

maintain a distinction between the sponsor and the

management team operating the business day-to-day,

with the fund acting appropriately in its role as owner

and company management making ordinary course busi-

ness decisions. The board of directors should serve as the

sole interface between owner and management. Manage-

ment arrangements or agreements are an obvious excep-

tion to this, and while this is not a particularly favorable

element to the upstream liability risk equation, the cases

do not seem to single out these arrangements as a founda-

tion for liability.
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Although not mandated to do so, most publicly-held

corporations have codes of ethics. The SEC requires

companies to make certain disclosures regarding a code

of ethics. This article addresses the extent to which these

disclosures may expose the company to liability.

Anyone familiar with securities law recognizes that

“[f]or the securities lawyer ‘materiality’ is the name of

the game.”1 The somewhat amorphous concept of mate-

riality determines when a misstatement or omission may

result in liability for securities fraud. As is the case with

any disclosures, the growth of environmental, social, and

governance (“ESG”) disclosures implicates materiality

determinations.2 As discussed below, materiality is very

fact-specific and based on the perceptions of reasonable

investors. Thus, by its nature, materiality as a yardstick

for securities disclosures does not provide a bright line

test. This can be especially problematic when drafting

disclosures relating to corporate codes of ethics and in-

stances of corporate misconduct.

As mentioned above, the “G” in ESG stands for

governance and necessarily includes focus on disclosures

relating to a company’s code of ethics. This article ad-

dresses codes of ethics and materiality considerations.

As discussed more fully below, there are two basic

scenarios in which materiality issues can arise in connec-

tion with a company’s code of ethics or conduct that

contravenes a code of ethics. When disclosing the exis-

tence of a code of ethics, the company must be careful to

avoid material misrepresentations. Second, in addition to

the affirmative disclosures relating to a company’s code

of ethics, serious breaches of the code of ethics may cre-

ate an obligation to disclose the improper conduct. The

amorphous nature of materiality determinations creates

special challenges in drafting code of ethics disclosures.

Most publicly-held corporations have a code of ethics

or code of conduct which, as noted above, must be

disclosed in SEC filings. The existence of such a code

raises questions not only as to whether the code related

disclosures are materially accurate but also as to when

conduct that is inconsistent with the code is material and

must be disclosed. In drafting SEC filings, lawyers must

be mindful of the nuanced issues in framing code of eth-

ics and related disclosures.

Seasoned securities lawyers understand that deciding

what is material is more of an art than a science. At the

margins, materiality determinations cannot be made with

the precision normally desired in drafting business

transactions generally and securities disclosures in

particular. This article addresses some of the particular

difficulties in making materiality determinations when

dealing with the code of ethics disclosure requirements.

Sarbanes-Oxley Act Section 4063 required the SEC to

address corporate codes of ethics disclosures. In order to

qualify as a “code of ethics,” the code must include “writ-

ten standards that are reasonably designed to deter

wrongdoing.”4 Regulation S-K item 406 was the result.5

Item 406 requires companies to disclose whether they

have adopted a corporate “code of ethics” that covers the

conduct of the company’s principal executive and senior

financial officers.6 If the company has not adopted a code

of ethics, the company must explain why it has not

adopted one.7 There, thus, is no mandate that a public

company have a code of ethics.8 However, even prior to

the SEC’s disclosure requirement, most publicly held

companies had a code of ethics or a code of conduct.9

Consequently, most publicly held companies disclose the

existence of their code of ethics. Once the code of ethics

is disclosed, questions arise as to whether there is con-

trary conduct that the company must disclose.

Over the years there have been a number of securities

lawsuits filed claiming that the company’s disclosures

were materially misleading with respect to the company’s
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code of ethics. Usually these claims arise in connection

with allegations of noncompliance with the adopted code

of ethics and nondisclosure of that noncompliance. The

outcome in these cases hinges on an analysis of whether

nondisclosure of the deviation from the code of ethics is

materially misleading. Forty-five years ago, former SEC

Commissioner Al Sommer cautioned against an overly

broad interpretation of materiality:

Materiality is a concept that will bear virtually any burden;

it can justify almost any disclosure; it can be expanded all

but limitlessly. But we must constantly bear in mind that

overloading it, unduly burdening it, excessively expanding

it, may result in significant changes in the role of the Com-

mission, the role of other enforcement agencies, and our

ability to carry out our statutory duties.10

That caution still rings true today. An overly broad

concept of materiality with respect to codes of ethics

would in essence punish companies for adopting a code

of ethics by exposing them to undue risk of liability.11

This does not mean, however, omissions and misstate-

ments relating to a company’s compliance with its code

of ethics can never violate the securities laws. As dis-

cussed below, there clearly can be situations in which

poorly conceived discussions of ethics can be material.

Navigating the materiality conundrum is thus a challenge

in drafting disclosures relating to codes of ethics and re-

lated conduct.

By its very nature, materiality is a relatively amor-

phous concept that often creates a great deal of uncer-

tainty in drafting SEC disclosures. The process of deter-

mining what is material lacks the certainty that most

transactional lawyers would like to have as a partner in

drafting SEC filings. Materiality depends on whether the

plaintiff can establish “a substantial likelihood that a rea-

sonable shareholder would consider it important.”12 The

reality is that materiality determinations are nuanced and

fact specific.13

Notwithstanding the apparent trend in the case law

finding no liability, there are risks that the conduct in

question and statements regarding codes of ethics or

corporate conduct may rise to the level of materiality.

With increasing pressure to strengthen ESG disclosures

generally, it would not be surprising to find an increased

focus on disclosures relating to codes of ethics. Long ago

the SEC indicated that statements relating to manage-

ment integrity are material.14 Thus, to the extent the

noncompliance with the code of ethics is a reflection of

questionable integrity, omission of the actual conduct

from the company’s disclosures could be material.15 Of

course, it is a difficult line to draw between deviations

from ethical conduct generally and situations that cast

doubt on management integrity. Nevertheless, it is an

important factor to consider in drafting code of ethics

disclosure. Materiality is based on the “total mix” of

publicly-available information.16 As a result, there is

always the possibility that if the alleged misconduct has

received a good deal of publicity in the popular press and

news media, the information is publicly available and

this negates the claim that there was a material omission

from SEC filings.

Investors have not generally been successful in bring-

ing fraud claims based on a corporation’s statements re-

lated to its code of ethics.17 The difficulty in establishing

materially misleading disclosures regarding codes of eth-

ics is largely due to a corporation’s code being viewed as

aspirational rather than a statement as to the actual

conduct of the company and its employees.18 It is thus

clear that not every violation of a company’s code of eth-

ics are material.19 The choice of words used to discuss

corporate codes can go a long way towards protecting

the statements from a finding of materiality. As the

Second Circuit explained:

It is well-established that general statements about reputa-

tion, integrity, and compliance with ethical norms are

inactionable puffery, meaning that they are too general to

cause a reasonable investor to rely upon them. This is

particularly true where . . . statements are explicitly

aspirational, with qualifiers such as “aims to,” “wants to,”

and “should.”20

Even without such qualifying language, generalized

statements about a company’s commitment to ethical

conduct are often considered aspirational and hence not

materially misleading.21 Although generalized state-

ments are likely to be immaterial,

This is not to say that statements about a company’s repu-

tation for integrity or ethical conduct can never give rise to
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a securities violation. Some statements, in context, may

amount to more than “puffery” and may in some circum-

stances violate the securities laws: for example, a compa-

ny’s specific statements that emphasize its reputation for

integrity or ethical conduct as central to its financial condi-

tion or that are clearly designed to distinguish the company

from other specified companies in the same industry.22

Thus, general language will not necessarily preclude a

finding of materiality when there are specific representa-

tions relating to the company’s compliance efforts.23

Similarly, linking compliance to positive corporate per-

formance likely will lead to a finding of materiality.24

Additionally, as noted above, generally presented ethics

disclosures can lead to liability for material omissions

regarding wrongful conduct that is inconsistent with the

company’s code of ethics. For example, if a corporation’s

statements about its code of ethics were held to be

susceptible to a finding of material misstatements for fail-

ing to disclose the company’s alleged participation in a

bribery scheme.25

In addressing materiality regarding codes of ethics,

courts have used the same analysis they use with respect

to materiality generally. For example, statements regard-

ing corporate codes are susceptible to being character-

ized as vague generalities and therefore not material.26

Courts have also based immateriality findings by describ-

ing the statements as puffery27 rather than material

representations of fact. For example, lawsuits have been

brought based on claims that omission of sexual harass-

ment or misconduct were material in light of the compa-

ny’s code of ethics. Some have been dismissed28 while

others have survived the materiality threshold.29 Some of

the decisions seem inconsistent making it difficult to pre-

dict when the materiality threshold will be reached. For

example, allegations of omission of a pervasive culture

enabling sexual harassment was found immaterial in one

case with the court describing the statements about the

code as “quintessential puffery.”30 However, in another

case, the court found similar allegations to be material.31

This uncertainty poses a dilemma in drafting code of eth-

ics disclosures. In yet another case specific denials of

improper conduct were found to be material.32 Thus,

silence on alleged misconduct is likely to be less risky

than a questionable denying of wrongdoing. However, to

the extent that a corporate culture contrary to the code of

ethics involves serious misconduct, that misconduct

could result in the dismissal of the wrongdoers. If those

wrongdoers are high profile, then nondisclosure of

conduct that could lead to dismissal could well be a ma-

terial omission.33

Omission of facts likely to impact a CEO’s or other

high profile manager’s longevity with a company has

been recognized as material in other contexts.34 Thus, al-

though less risky, silence could still result in a material

omission. As discussed below, while there is no duty to

disclose something absent a specific line-item disclosure

requirement, silence can be actionable when it takes the

form of an omission that renders statements made materi-

ally misleading.

Additional insight on the materiality of code of ethics

requirements might be gleaned from the SEC’s stance on

shareholder proposals relating to codes of ethics. The

SEC staff has opined that day-to-day business decisions

may be more likely to be a legitimate matter of share-

holder concern and hence not excludible from manage-

ment’s proxy statement,35 especially when they relate to

matters “over and beyond” legal compliance issues.36

Again, the message is the same—the more specific the

disclosures become, the more likely it is that they will be

material.37

Challenges to a toxic corporate culture have not been

limited to securities law. Paralleling the challenges under

the securities laws, a recent tactic has been to challenge

an alleged toxic corporate culture and rampant sexual

harassment under state law. For example, in one recent

filing, a shareholder sought a company’s books and re-

cords relating to suspected widespread sexual harass-

ment within the company.38 If turned over to the request-

ing shareholder, the books and records might well

provide sufficiently specific conduct that could form the

basis of a securities law claim for material omissions of

fact, in addition to any state law fiduciary duty claims

that might exist.

In drafting codes of ethics and related disclosures,
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lawyers need to be mindful of materiality considerations

and ensure that the discussion relating to codes of ethics

does not expose the company to undue litigation risk.

Thus, in drafting disclosures relating to the company’s

code of ethics, care must be taken to minimize the

potential for a court’s characterizing a code of ethics as

an implied representation that the code is a representa-

tion regarding the actual conduct taking place within the

company. In addition, publicly-held companies and their

lawyers should be mindful about material misconduct

that may need to be disclosed in light of the code of eth-

ics discussion.
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Union Local 338 Retirement Fund v. Hewlett-Packard
Co., 845 F.3d 1268, Fed. Sec. L. Rep. (CCH) P 99608
(9th Cir. 2017) (finding omissions were not material).

29In re Signet Jewelers Limited Securities Litigation,
389 F. Supp. 3d 221 (S.D. N.Y. 2019) (defendant’s mo-
tion to dismiss denied). The court noted: “While general-
ized, open-ended or aspirational statements do not give
rise to securities fraud (as mere puffery), statements
contained in a code of conduct are actionable where they
are directly at odds with the conduct alleged in a com-
plaint,” Signet at 226, quoting In re Moody’s Corp. Secu-
rities Litigation, 599 F. Supp. 2d 493, 508 (S.D. N.Y.
2009), opinion corrected on denial of reconsideration,
2nd Cir. 13-3754612 F. Supp. 2d 397 (S.D. N.Y. 2009).

30Oklahoma Law Enforcement Retirement System v.
Papa John’s International, Inc., Fed. Sec. L. Rep. (CCH)
P 100764, 2020 WL 1243808 (S.D. N.Y. 2020) (state-
ments regarding the company’s code of ethics were not
materially misleading notwithstanding alleged corporate
culture enabling sexual harassment).

31In re Signet Jewelers Limited Securities Litigation,
389 F. Supp. 3d 221 (S.D. N.Y. 2019) (statements in
company’s code of conduct were not mere puffery with
regard to company’s alleged pervasive culture of sexual
harassment; defendant’s motion to dismiss denied).

32Construction Laborers Pension Trust for Southern
California v. CBS Corporation, 433 F. Supp. 3d 515, Fed.
Sec. L. Rep. (CCH) P 100730 (S.D. N.Y. 2020) (although

company had no duty to disclose CEO’s alleged miscon-
duct as part of its MD&A or risk factors discussion,
CEO’s statements about the #MeToo movement and
specific denials of sexual misconduct were materially
misleading in light of his alleged misconduct).

33Cf. In the Matter of Franchard Corp., 423 S.E.C.
163 (1964) (CEO’s pledges of his own stock was mate-
rial since foreclosure on those pledges could lead to a
change in the company’s management).

34For example, the SEC investigated whether Apple’s
delayed disclosure of Steve Jobs’ cancer violated the se-
curities laws. See, e.g., Staci D. Kramer, Apple Being
Investigated by SEC Over Way Steve Jobs’ Health
Handled? It Should Be, CBS NEWS, https://www.cbsnew
s.com/news/apple-being-investigated-by-sec-over-way-j
obs-health-handled-it-should-be/ (Jan. 21, 2009). See
also, e.g., Susan S. Muck, David A. Bell & Michael S.
Dicke, Best Practices for Disclosing Executive Health
Issues, HARV. L. SCH. FORUM ON CORP. GOVERNANCE, https://
corpgov.law.harvard.edu/2020/01/08/best-practices-for-
disclosing-executive-health-issues/ (Jan. 8, 2020).

35Certain Fidelity Funds, 2008 WL 223122 (SEC No
Action Letter Jan. 22, 2008) (management could not rely
on Rule 14a-8(i)(7) nor on Rule 14a-8(i)(3) to exclude
the following proposal: “In order to ensure that Fidelity
is an ethically managed company that respects the spirit
of international law and is a responsible member of soci-
ety, shareholders request that the Fund’s Board institute
oversight procedures to screen out investments in compa-
nies that, in the judgment of the Board, substantially con-
tribute to genocide, patterns of extraordinary and egre-
gious violations of human rights, or crimes against
humanity”). But see, e.g., Verizon Communications, Inc.,
2010 WL 5169382 (SEC No Action Letter Jan. 10, 2011)
(“proposals that concern general adherence to ethical
business practices are generally excludable under rule
14a-8(i)(7)”).

36See, e.g., Bank of America Corp., 2008 WL 591024
(SEC No Action Letter Feb. 29, 2008) (management
could not rely on Rule 14a-8(i)(7) to exclude a proposal
to amend the bylaws to establish a board committee that
will review the implications of company policies, above
and beyond matters of legal compliance, for the human
rights of individuals in the United States and worldwide).
Occidental Petroleum Corp., 2009 WL 851495 (SEC No
Action Letter Feb. 26, 2009) (management could not rely
on Rule 14a-8(i)(7) to exclude a proposal asking the
board of directors to conduct a review of the policies and
procedures that the company uses to assess the laws and
regulations of host countries in the company’s overseas
operations, with respect to their adequacy to protect the
environment and the health and human rights of indig-
enous populations, and report the results of the review to
the company’s shareholders).
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37See, e.g., In re Banco Bradesco S.A. Securities Liti-
gation, 277 F. Supp. 3d 600, 659, Fed. Sec. L. Rep.
(CCH) P 99897 (S.D. N.Y. 2017) (statements in code of
ethics may have been aspirational but “the context in
which the statements about Bradesco’s Code of Ethical
Conduct and its other anti-corruption statements were
made persuades the Court that they are not to be treated
as immaterial as a matter of law at this stage of the
litigation”).

38See Jeff Montgomery, Investor Sues Victoria’s Se-
cret Parent Over “Toxic Culture,” LAW 360, https://ww
w.law360.com/delaware/articles/1280141/investor-sues-
victoria-s-secret-parent-over-toxic-culture-?nl_pk=d8e8
e675-b3ae-488e-b86a-15d04b0b8d13&utm_source=new
sletter&utm_medium=email&utm_campaign=delaware
(June 4, 2020) (seeking corporate records relating to “al-
leged ‘toxic culture’ of sexual harassment and
intimidation”).

MEANS OF DEALING WITH

FINRA ENFORCEMENT

ACTIONS

On June 17, 2020, Wall Street Lawyer spoke with

Andrew St. Laurent, a partner at Harris St. Laurent LLP

in New York, on the topic of how counsel could better

prepare when dealing with FINRA enforcement actions.

Wall Street Lawyer: To begin with, are some lawyers

still relatively unaware of what separates a FINRA

enforcement case from, say, a typical civil or criminal

case?

Andrew St. Laurent: One thing to note is that FINRA

actions are still relatively uncommon. As per their

website, there were 26 published decisions in 2019: that

tracks roughly to 26 cases that went to hearings in that

year.

By contrast, if we’re just talking about the New York

criminal courts alone, in an average year, you’d expect

anywhere from 150 to 200 jury trials in Manhattan in

one year. And that’s still just one county in one state in

the U.S. Whereas FINRA is covering the whole country.

In addition to that, in 2019 there were 472 acceptance,

waiver, and consent (“AWC”) letters. AWC is the type of

plea bargaining in FINRA [these are letters in response

to a FINRA complaint in which the accused accepts a

finding of violation, consents to sanctions, and waives

the right to a hearing/appeal.]

So a FINRA litigation case that goes all the way to

hearing is still relatively uncommon for many lawyers

that are otherwise active in securities litigation practices.

They tend to have far more cases dealing with the SEC,

the CFTC, and state regulators than they do with FINRA.

It’s in part because FINRA has a narrow jurisdiction but

also that there are a lot of incentives for respondents to

settle, as opposed to having contested hearings, as you

can see from the fact that there are so many more disposi-

tions by AWC than through a hearing.

Also, there’s a difference in that FINRA applies

nationwide, from retail broker-dealers in Ohio to regis-

tered reps in South Dakota—they’re all subject to the

same basic [issues] that FINRA addresses: unauthorized

trading, outside business activities, misleading or false

filings, people failing to report bankruptcies and so forth.

It’s the same thing in Georgia as it is in a financial center

like New York and Chicago. So, there are going to be a

number of general practitioners who may be unfamiliar

but will have to try to do their best to defend a FINRA

case.

WSL: What are some of the key differences between a

FINRA case and a typical civil or criminal case?

St. Laurent: In a way, FINRA is neither fish nor fowl:

its cases have civil penalties but they often can seem

more like criminal cases, in terms of how cases are

developed and how information given to the defense

except that you don’t have the right to invoke the Fifth

Amendment. That’s one of the biggest differences from a

criminal case.

FINRA enforcement has much better access to docu-

ments and to witnesses, by virtue of its role as a regulator.

All FINRA members, all licensed broker-dealers, have to

live with FINRA day-in day-out, and so complying with

a FINRA request can be an everyday occurrence. You’ll

do it for all kinds of reasons. And yet none of that infor-

mation is available to the respondent until relatively late
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in the proceedings. One big reason for that is Rule 8210

requests. FINRA can serve it for any reason or for really

no stated reason, and can compel a person in their juris-

diction—for example, any registered rep, or anyone who

used to be a registered rep for two years afterward—and

ask them questions under oath, without having indicated

what they’re looking into. In a way, this makes the re-

spondent commit to a theory of the case before they re-

ally know anything about the case. That’s a huge struc-

tural advantage for FINRA.

Also, [in a FINRA case] those who decide the case

also work for FINRA. While the Department of Enforce-

ment is separate from the Office of Hearing Officers, the

people who decide the cases, they all work under the big

umbrella that is FINRA. So the department of enforce-

ment has a lot of credibility coming out of the gate with

the hearing panelists and hearing officers that will preside

over them. They have a lot of experience and it’s a lot of

the same types of cases over and over. And FINRA really

does try hard to resolve cases pre-hearing, if there’s a

basis to resolve them. You can meet with the line attorney

or with the director a number of times before charges are

brought, in an effort to steer the ship to somewhere that

your respondent can safely land.

So in short, the defense is on its backfoot, information-

ally and reputationally, before they even walk in the front

door.

In that, it’s like a criminal case. But on the other hand,

you have to deal with 8210 requests directed at your cli-

ent, generally at the very beginning of the case, that your

client has to answer or risk being barred for not

answering. For a criminal defense practitioner, coping

with those 8210 requests could be surprising or off-

putting.

WSL: And FINRA cases typically move much faster

than your average civil or criminal case?

St. Laurent: There’s a long period of investigation in

many cases. But once the wheels are in motion for

enforcement proceedings, things move pretty quickly.

I’d say the typical timeframe, from the time of complaint,

from the serving of the Wells notice [a notification that

the regulator intends to recommend that enforcement

proceedings be commenced], is about 30 to 60 days.

Then the time from the complaint being filed to the hear-

ing is generally six months, for a case with reasonable

number of documents. Then you have the hearing, maybe

some post-hearing submissions, and then a ruling, which

usually takes about 60 days from the last post-hearing

submission.

So it’s often nine months in total from when a respon-

dent gets the official notice that charges are being

considered to a ruling on the merits. That’s quite fast. A

criminal case, even in a “rocket docket,” takes up to a

year. And a criminal case in many other districts will go

for a couple of years.

WSL: What are some of the best strategies a defense

could use, given these circumstances?

St. Laurent: The first thing is to have reasonable

expectations as to what is going to happen if, say, you’re

terminated from a broker-dealer for any reason that ap-

proaches a violation of internal policy, or if you were

terminated pursuant to an investigation. In those cases

it’s virtually certain FINRA will investigate that. So if

you are likely to be a respondent, you want to get an early

start. You can’t be in the position where you’re thinking

“this is going to go away.” Making an investment of time

and resources could be incredibly important. FINRA has

a two-year window and they may give a Wells notice on

day 722. They want to spend as much time before that

with their documents. So that’s a period during which a

respondent can be out gathering their own documents,

looking through their own personal email as opposed to

waiting for the blow to come.

Another thing to consider is collateral litigation.

People have contracts which may have a provision that

provided different benefits, depending on whether a

termination from employment it’s by cause or not. By

litigating that question a person may be able to take de-

positions and that may be material to a FINRA

proceeding. It’s something to think about. You can bring

a defamation action for a statement, if it fits all of the ele-

Wall Street LawyerJuly 2020 | Volume 24 | Issue 7

16 K 2020 Thomson Reuters



ments of common law. These are some things that a re-

spondent can consider, in terms of litigation, which may

put the respondent in a better position to defend

themselves.

WSL: Do you have the sense that FINRA is getting

more aggressive in terms of pursuing cases in the past

year or so?

St. Laurent: Yes, we seem to be in a period of greater

emphasis on enforcement, where FINRA has become

more aggressive and is more likely to press for more seri-

ous sanctions, bigger penalties, more months of

suspension. That is not new, they’re settling into their

role as a regulatory enforcer. There can be a lot of overlap

between FINRA and the SEC, and within the broker/

dealer context FINRA is sometimes the more likely one

to investigate an issue.

NEW RULES ON USE AND

FORGIVENESS OF PPP

LOANS

By Gail Weinstein, Michael T. Gershberg, William

J. Breslin, and Suzanne deVries Decker

Gail Weinstein is a senior counsel, and Suzanne deVries

Decker is a partner, in the New York office of Fried,

Frank, Harris, Shriver & Jacobson LLP. Michael

Gershberg and William Breslin are partners in Fried

Frank’s Washington D.C. office. Contact:

gail.weinstein@friedfrank.com or

michael.gershberg@friedfrank.com or

william.breslin@friedfrank.com or

suzanne.decker@friedfrank.com.

On June 5, 2020, the “Paycheck Protection Program

Flexibility Act of 2020”1 was enacted. The Flexibility

Act modifies the CARES Act provisions relating to the

Paycheck Protection Program (“PPP”), particularly by

affording borrowers additional flexibility with respect to

eligibility for the forgiveness of PPP loans.

According to the U.S. Treasury Department, as of June

6, 2020, about $130 billion of funds remain available for

PPP loans. Reportedly, demand for PPP loans has de-

clined dramatically since the inception of the program

due to concerns by some businesses that, because they

have remained closed in accordance with governmental

shut-down orders, they would not be able to comply with

the requirements for use and forgiveness of the loans. It

remains to be seen whether the additional flexibility

provided by the Flexibility Act will be sufficient to spark

a renewal in demand for PPP loans.

The changes effected by the Flexibility Act apply to

PPP loans issued before or after enactment of the Flex-

ibility Act (except as otherwise described below). The

key changes are as follows.

Forgiveness of PPP Loans

Reduction of the requirement that borrowers use

75% of the loan proceeds for payroll costs. Prior to

enactment of the Flexibility Act, under the CARES Act,

to be eligible for forgiveness of a PPP loan, the borrower

was required to use at least 75% of the loan proceeds for

payroll purposes and could use only up to 25% for the

other permitted purposes (rent, mortgage interest, and

utilities). In addition, regulations issued by the SBA

under the CARES Act have required that, irrespective of

forgiveness, a PPP borrower has to use at least 75% of

the proceeds for payroll costs and can use only up to 25%

for the other permitted purposes. Now, under the Flex-

ibility Act, to be eligible for loan forgiveness, the bor-

rower must use at least 60% (rather than 75%) of the

proceeds for payroll costs and can use up to 40% (rather

than 25%) for the other permitted purposes. In addition,

a statement issued by the SBA on June 8, 2020 indicates

that the SBA will issue new regulations to provide that,

irrespective of forgiveness, a borrower must use at least

60% of the proceeds on payroll costs and only up to 40%

on the other permitted purposes. The June 8 statement

also clarifies that if a borrower uses less than 60% of the

proceeds for payroll costs, partial forgiveness of the loan

will still be available.

Extension of the eight-week period for use of the

loan proceeds. Prior to enactment of the Flexibility Act,

to be eligible for forgiveness of a PPP loan, the borrower

had to use the proceeds within eight weeks following the

date of disbursement of the loan. Under the Flexibility
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Act, the eight-week period has been extended to the

earlier of (i) 24 weeks after the date of disbursement of

the loan or (ii) December 31, 2020. (The Flexibility Act

permits borrowers who obtained loans before enactment

of the Flexibility Act to elect to continue with the exist-

ing eight-week period.) We note that the lead sponsors of

the Flexibility Act have clarified that the change of the

definition of “covered period” to extend it to (at the lat-

est) December 31, 2020 (i) is intended to allow borrow-

ers who received PPP loans before June 30, 2020 to

continue to make expenditures for allowable purposes

after June 30, but (ii) does not affect the existing deadline

of June 30, 2020 for PPP loan applications to be

approved.

Extension of the June 30 date, and the addition of

“safe harbors,” for rehiring employees and restoring

wages. Under the CARES Act, the amount of forgive-

ness for which a PPP loan borrower is eligible is deter-

mined based on (i) the ratio of (a) the average number of

monthly full-time equivalent employees (“FTEs”) during

the covered period divided by (b) the number of average

monthly FTEs during one of two reference periods

elected by the borrower, and (ii) reductions in the cash

compensation of employees by more than 25% between

February 15 and April 26, 2020. However, reductions in

FTEs are not counted to the extent they were imple-

mented between February 15 and April 26, 2020 and then

were restored by June 30, 2020; and reductions in

compensation are disregarded if the previous compensa-

tion level was restored by June 30, 2020. The Flexibility

Act changes the June 30 deadline for restoration to

December 31, 2020. In addition, under previous guid-

ance, the SBA had clarified that borrowers could exclude

from the count of terminated FTEs any employees who

had refused good faith offers by the borrower for rehiring.

Now, under the Flexibility Act, a borrower also can

exclude terminated employees from the FTE count to the

extent that the borrower can document that (i) it was un-

able to rehire individuals who were employees on Febru-

ary 15, 2020 (and was unable to hire “similarly quali-

fied” individuals for unfilled positions by December 31,

2020); or (ii) it was unable to return to the same level of

business activity it had on February 15, 2020, due to

compliance with requirements established or guidance

issued, between March 1, 2020 and December 31, 2020,

by the U.S. Health and Human Services (“HHS”), the

Centers for Disease Control and Prevention (“CDC”), or

the Occupational Safety and Health Administration

(OSHA), relating to “the maintenance of standards for

sanitation, social distancing, or any other worker or

customer safety requirement related to COVID-19.”

Other Terms: Maturity Date; Payment Deferral;

Payroll Taxes Deferral

Extension of the maturity date. Under the Flexibility

Act, PPP loans issued after June 5, 2020 will have a min-

imum maturity term of five years. PPP loans issued previ-

ously have a maturity term of two years; and, with re-

spect to these loans, the Flexibility Act states that nothing

in the Flexibility Act, the CARES Act or the PPP program

shall be construed to prevent the borrower and the lender

from mutually agreeing to modify the maturity terms of

the loan.

Extension of the deferral period for payment. Prior

to enactment of the Flexibility Act, the borrower’s pay-

ment of principal, interest and fees under a PPP loan was

deferred for six months from the date of disbursement of

the loan. The Flexibility Act extends the deferral period

to the date on which the SBA remits the borrower’s loan

forgiveness amount to the lender. If a borrower fails to

apply for forgiveness within 10 months after the last day

of the forgiveness covered period (i.e., 10 months after

the earlier of (a) 24 weeks after disbursement of the loan

or (b) December 31, 2020), then the borrower must start

making payments of principal, interest and fees on the

loan, beginning on the date that is “not earlier than the

date that is 10 months after last day of such covered pe-

riod” (unless the lender agrees to a longer deferment).

Eligibility for the deferral of payroll taxes. The

CARES Act permits employers to defer the payment of

payroll taxes for the portion of the 2020 calendar year

beginning with the date of enactment of the CARES Act.

(The payment is deferred to December 31, 2021 for 50%

of the taxes and to December 31, 2022 for the other

50%.) Prior to enactment of the Flexibility Act, a PPP
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borrower could not obtain both forgiveness of a PPP loan

and the payroll tax deferral permitted under the CARES

Act (and so would have to decide which of the two would

be more beneficial and forego the other). The Flexibility

Act provides that an employer whose PPP loan is for-

given is now eligible for the CARES Act payroll tax

deferral as well.

Open Issues

Operational issues. It is unclear how, for the ap-

proximately 4.5 million PPP loans issued prior to June 5,

2020, lenders will notify the borrowers of, and will pro-

cess, the changes mandated by the Flexibility Act. Bor-

rowers should keep in mind that not all lenders have used

the same form of documentation for PPP loans. In addi-

tion, many lenders expressly incorporated in their loan

agreements the original terms as set forth in the CARES

Act, and these agreements will not reflect the new terms

promulgated under the Flexibility Act. Thus, these agree-

ments may need to be amended to reflect the retroactive

changes made by the Flexibility Act (as well as any

changes agreed by the lender and the borrower as permit-

ted by the Flexibility Act). A borrower with an existing

PPP loan should review the terms of the loan documents

and be proactive in requesting that the lender make ap-

propriate amendments.

“Covered period.” First, as discussed above, the

forgiveness amount will be reduced based on a reduction

in the average FTEs over the “covered period” of the loan

and the Flexibility Act has extended the covered period.

It is not clear how the forgiveness amount will be reduced

if a borrower who has laid off employees but still has

proceeds to be used now lays off additional employees

during the expanded 24-week covered period. Second, as

discussed above, the Flexibility Act permits existing bor-

rowers to elect to retain the eight-week “covered period”

that commences from the date of disbursement of the

loan. Presumably (although it is not expressly stated),

the current guidance remains in effect which permits bor-

rowers with biweekly or more frequent pay periods to

elect to begin the covered period on the first pay period

commencing after the date of disbursement of the loan.

Safe harbors for calculating the forgiveness amount.

As discussed, the Flexibility Act permits existing PPP

borrowers to elect to retain the original eight-week

“covered period” for the calculation of FTEs to determine

the forgiveness amount. However, it is not clear whether

borrowers who elect to retain the eight-week covered pe-

riod can also continue to use June 30, 2020 as the date

for determination of whether the new safe harbors apply

or they must use the new December 31, 2020 date. If the

December 31 date applies in all cases, this may delay

when applications for forgiveness based on the safe

harbors can be submitted.

Timing for forgiveness. The CARES Act interim final

rule issued April 3, 2020 states that the PPP lender must

make a determination on forgiveness within 60 days of

receiving the borrower’s application for forgiveness. It is

not clear, however, whether a PPP loan is thereby of-

ficially forgiven, or whether additional steps (such as ap-

proval by the SBA) are required and the loan is officially

forgiven only at the time the SBA remits the forgiven

amount to the lender. In addition, the government has an-

nounced that all PPP loans over $2 million are subject to

audit at the time forgiveness is requested—and it is

unclear how that process will work and whether the audit

will have to be concluded before the loan is forgiven.

Maturity date. As noted, all new PPP loans, to the

extent not forgiven, must have a term of at least five

years. The CARES Act establishes a maximum interest

rate of 4% for PPP loans; and the SBA’s PPP regulations

set a rate of 1% for all PPP loans. It remains to be seen

whether, absent a change to permit higher interest rates,

lenders will be willing to originate new loans with a five-

year maturity or to lengthen the maturity of existing

loans.

ENDNOTES:

1 https://www.congress.gov/116/bills/hr7010/BILL
S-116hr7010enr.pdf.
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MODERNIZING U.S. EQUITY

MARKET STRUCTURE

By Jay Clayton and Brett Redfearn

Jay Clayton is the Chairman of the Securities and

Exchange Commission, and Brett Redfearn is Director of

the Division of Trading and Markets at the SEC. This is

adapted and excerpted from remarks that the two gave in

Washington D.C. on June 22, 2020.

Jay Clayton: Today marks the third consecutive year

that Director Redfearn and I have addressed equity mar-

ket structure. Our remarks have focused on three areas

needing close attention—improving the market for

thinly-traded securities, combatting retail fraud, and ad-

dressing concerns about the quality and cost of market

data.1 Here I am very pleased that we have meaningful

progress to report as well as some key initiatives we are

working to complete. . .

Principles Guiding Our Equity Market Structure

Agenda

When discussing equity market structure, I have made

it a habit to begin by emphasizing the principles that

guide our approach. These principles are clearly articu-

lated in my prior speeches, so I will break that habit and

not repeat them here, but they are in my posted remarks.2

I am pleased to announce that work pursuant to one key

principle—coordinating and communicating with other

regulators—is being furthered through a new Memoran-

dum of Understanding signed between the SEC and the

DOJ Antitrust Division. Our agencies each have their re-

spective areas of responsibility—the DOJ is responsible

for antitrust policy and enforcement, and the SEC is

responsible for securities market function, structure and

enforcement—but there are significant commonalities of

facts and expertise as both agencies work to promote

competitive market conditions. I believe that close

coordination and communication between us—and the

experts on our career staff—contribute to a well-

functioning regulatory environment . . .

I would also like to reiterate that the power of choice

and competition is crucial and formative to our securities

markets. Another of my key principles dictates that ac-

cess to material information can empower investors and

energize the competitive forces that benefit markets

broadly. It is through this lens that I consider our equity

market structure and the essential question of whether

access to markets and material information about those

markets is fair and reasonable. As I have previously

noted, it has long been recognized that market prices can

function as “public goods.”3 Efficiently providing this

function—through a combination of regulation and mar-

ket forces—can be challenging to achieve in practice,

however, particularly in a complex, high-speed environ-

ment such as trading.

It is only fair to note that this discussion of improving

efficiency and function should be viewed against the

backdrop of substantial progress over the past two

decades, particularly from the perspective of trading

costs. Today, retail investors pay substantially less for

execution than they did ten and twenty years ago and, in

our largest stocks and related derivatives, liquidity is

strong. We also should remember that liquidity is not

free—market makers and other professional traders par-

ticipate actively because they expect to turn a profit.

Here, I would be remiss if I did not mention the recent

court case vacating the Commission’s transaction fee

pilot. While I think that the Commission should continue

to focus on and pursue data-driven analysis, rulemaking

and policy, I accept the decision of the D.C. Circuit and

appreciate the guidance it provides. I expect the Com-

mission will move forward with its efforts to improve

and modernize our National Market System following

that guidance. To me, the decision served to emphasize

our need to have real data from exchanges, ATSs, and

other market participants to facilitate oversight and anal-

ysis of new and existing rules. The court has said that the

Commission cannot set up this kind of controlled envi-

ronment, and so I expect we will continue to work in the

real environment to make sure we have the data and other

information we need.4

Modernization of Equity Market Structure

The initiatives we will discuss today are intended gen-

erally to improve our ever-changing securities markets.

We began this journey in 2018 by identifying three mar-
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ket structure areas in need of modernization. For each of

these areas, we have followed the same transparent and

rigorous path forward: the staff held roundtables that

sought out a wide range of viewpoints and then devel-

oped specific initiatives to advance for public comment.

I am pleased to say that the public comments we have

received reflect a breadth and depth of expertise and

insight on what can be highly complex and technical mar-

ket structure issues.

Improving the Market for Thinly-Traded
Securities

On area we have targeted for progress is improving

the quality of our market for thinly traded securities.

Today, Regulation NMS mandates a single market struc-

ture and regulatory framework for all exchange-listed

stocks, regardless of their different characteristics. At the

2018 Roundtable on Market Structure for Thinly-Traded

Securities, several participants were critical of this one-

sized-fits-all approach and highlighted the particular

challenges facing companies and investors in this seg-

ment of the market.5

Following the Roundtable, in October 2019, the Com-

mission published its Statement on Market Structure In-

novation for Thinly-Traded Securities inviting market

participants to submit innovative proposals designed to

improve the secondary market for thinly traded securi-

ties, including, in connection with such proposals,

requests to suspend or terminate unlisted trading privi-

leges, known as UTP.6

I want to make a few points. First, the SEC’s effort to

improve secondary market trading for thinly traded secu-

rities is but one of several initiatives that the SEC has

pursued to advance the interests of small and mid-size

companies.7 And second, there is no magic solution that

will suddenly produce deep pools of liquidity for thinly

traded securities. But the fact that the task may be dif-

ficult is no reason not to take it head on. We must think

creatively about how best to proceed and without letting

the perfect be the enemy of the significantly better.

Brett Redfearn: At the same time that the Commis-

sion issued its Statement, the Division of Trading and

Markets published a Background Paper on the Market

Structure for Thinly-Traded Securities that presents some

of the characteristics and trading challenges of this seg-

ment of the market.8 Companies with stocks in this seg-

ment of the market face some difficult challenges not

faced by companies with actively traded stocks. The Staff

Background Paper references economic research indicat-

ing that improving secondary market liquidity can have

real benefits for companies. I believe there are serious

questions, however, about whether the current market

structure that works relatively well for very active stocks

is optimal for thinly-traded securities.

The Commission’s Statement mentions a number of

potential innovations that may be worth considering.

These include providing incentives to market makers to

assume heightened obligations with regard to thinly

traded securities, implementing periodic intraday auc-

tions as a means to concentrate liquidity, and introducing

non-automated markets to facilitate trade negotiation and

incentivize market maker participation. I am pleased that

a range of commenters have responded to the Statement

and submitted views and potential approaches, including

an application by an exchange for an exemption from

UTP, to improve the market structure for thinly traded

securities that the staff is studying closely.9

Going forward, proposals should fully lay out the ele-

ments of the proposal and the rationale for whatever

relief is requested from current rules. To the extent

proposals involve proposed rule changes, these would

provide an opportunity for the public to comment on the

specifics of an exchange’s proposed market structure in-

novations, and would not become effective unless the

Commission approved the proposed rule change.

Combatting Retail Fraud

Clayton: We have taken a comprehensive approach to

combatting retail fraud and protecting the interests of our

long-term Main Street investors. Among other things, we

have focused on empowering investors by providing

them with the information and tools they need to identify

and avoid fraudsters—in other words, to help prevent

harm rather than seeking to remedy harm after-the-fact.
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At the 2018 Roundtable on Combatting Retail Fraud,

one of the main topics of discussion concerned investors’

lack of sufficient information about companies with se-

curities that are not listed on a national securities ex-

change, or OTC securities.10 Over decades, many of

these types of securities have served as vehicles for fraud

and manipulation, and just over the last several years, the

Commission has brought hundreds of enforcement ac-

tions involving OTC securities or their issuers.11 This

has gone on too long.

What adds to my concern is that securities that trade

in the OTC market are primarily owned by and marketed

to retail investors. Just as material information and

transparency serve as the foundation for our federal se-

curities law framework, the information that is available

to these investors trading OTC securities is a vital ele-

ment of our regulatory scheme to protect retail investors.

Under Rule 15c2-11, broker-dealers serve as key “gate-

keepers” in helping to prevent fraud and manipulation in

OTC securities. The Rule sets out requirements that

broker-dealers must meet before they can publish quota-

tions in an OTC security. These broker-dealer quotations

are a primary mechanism for facilitating the secondary

market trading of OTC securities.

At the Roundtable, panelists were concerned that Rule

15c2-11 was outdated and needed to be modernized in

several respects.12 Well, the Rule was last amended in

1991. Clearly, much has changed in the financial markets

since then, and the Rule needed to be closely reviewed.

Today, among other things, the internet provides an

incredibly cost-effective and efficient mechanism to col-

lect and make information publicly available.

One of the major concerns about the Rule is its “pig-

gyback” exception. Under the piggyback exception, the

current Rule allows quoting in an OTC security to

continue in perpetuity, even when there is no or limited

current, publicly available information about the issuer

and even when the issuer no longer functions or even

exists. Experience tells us, unfortunately, that these in-

formation deficiencies can be fertile ground for fraud.

I am pleased that last September, the Commission

proposed amendments to Rule 15c2-11.13 The amend-

ments are designed to increase the availability of issuer

information and modernize the rules governing quota-

tions for OTC securities. I agree that sunlight is the best

disinfectant, and in particular, I believe that we owe it to

our Main Street investors to ensure that a minimum level

of current information is publicly available if securities

are to be quoted by brokers. Investors can and should be

able to continue to trade OTC securities, but they should

be able to do so with reasonably current—and not

stale—information. . .

Modernizing NMS Market Data and Access

The third roundtable initiative relates to market data

and access. Market data is the fundamental source of

transparency and price discovery for the secondary

equity markets. And by market data, I mean real-time in-

formation concerning the prices at which securities can

be traded and the prices of trades that already have been

executed. Collecting, consolidating, and disseminating

this data have formed the heart of the National Market

System ever since Congress mandated its creation in

1975. In 2005, in Regulation NMS, the Commission

emphasized that NMS market data enabled “investors of

all types—large and small—[to] have access to a compre-

hensive, accurate, and reliable source of information for

the prices of any NMS stock at any time during the trad-

ing day.”14

Currently, we have (1) NMS market data that is dis-

seminated by an exclusive processor, known as the SIP,

which the exchanges govern jointly pursuant to three sep-

arate NMS plans; and (2) an array of proprietary data

products that the exchanges sell to various market

participants. NMS market data, generally speaking,

informs the retail segment of the market as well as

professional traders looking at screens and making

investment decisions at speeds handicapped by the re-

sponse times of the human brain. The proprietary data

products generally are faster and provide richer and more

detailed trading data than NMS market data. These

products are also essential fuel for the trading systems

used by electronic market makers and other firms with

highly sophisticated technologies and trading strategies
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that find opportunities in microseconds—and increas-

ingly nanoseconds.

Many panelists and commenters at the 2018 Round-

table on Market Data and Market Access expressed a

strong belief that NMS market data was no longer ade-

quate to meet the needs of many investors, both retail

and institutional.15 Their criticisms were wide-ranging

and included concerns about the declining relative utility

of the content of NMS market data as trading practices

and regulations changed, as well as the measurably

slower timeliness as technology evolved and trading

speed increased. Various market participants stated that,

given what they viewed as the shortcomings of NMS

market data, they felt compelled to purchase proprietary

depth of book data products.16 Panelists and commenters

also were concerned that deficiencies in the governance

of NMS market data had contributed to the SIPs’ com-

paratively slower evolution.

The SEC has emphasized that one of its “most impor-

tant responsibilities is to preserve the integrity and af-

fordability of” NMS market data.17 Given the fundamen-

tal concerns raised at the Roundtable by a broad spectrum

of investors and market participants, I asked the staff to

develop recommendations for Commission initiatives to

address these concerns. I am pleased that the Commis-

sion was able to move forward with three initiatives over

the last year. These initiatives addressed (1) the process

for review of NMS market data fee changes, (2) gover-

nance of the NMS market data plans, and (3) infrastruc-

ture for NMS market data. Once again, I will turn it over

to Brett to discuss the details of these initiatives after

emphasizing a few points.

First, Main Street investors require NMS market data,

at a minimum, to participate in the U.S. equity markets.

The CTA plan website, for example, reveals that 3.48

million non-professionals were monthly subscribers to

data for NYSE-listed securities in the fourth quarter of

2019.18 Many millions more use NMS market data on a

“per-quote” basis.19 These users, whether monthly or per-

quote, generally are retail investors, obtaining data by

requesting quotes from their brokers.

Second, I am pleased that the infrastructure proposal

would introduce, for the first time, competitive forces

into the model for processing and distributing NMS mar-

ket data. Under the proposal, the current exclusive SIP

model developed in the 1970s would be replaced by a

model that (1) accommodates multiple competing con-

solidators, and (2) would allow firms to process, or “self-

aggregate,” NMS market data feeds, in a way that is sim-

ilar and consistent with the way in which firms self-

aggregate proprietary data feeds today. Significantly, the

proposal would also create round lot tiers where lot size

better reflects the prices of securities and the notional

value of the posted quote. In today’s markets, the aver-

age consumer is often not quoting or trading in 100-share

round lots, and sometimes, in these circumstances, price

improvement may be illusory.

And finally, while there are undoubtedly many issues

to be addressed in terms of whether initiatives as pro-

posed should be modified or improved, I do not believe

that the status quo is acceptable. I anticipate that consid-

ering each of the three market data initiatives will be a

high priority item on the SEC’s equity market agenda for

the remainder of the year.

Rescinding the Effective-on-Filing Procedure for

NMS Plan Fee Changes

Redfearn: The first market data proposal was pub-

lished last October and addresses the procedure for

review and approval of NMS plan fee changes.20 These

fees currently are charged by the NMS plans for market

data in NMS stocks and listed options, and they are

substantial—the fees exceeded $500 million in 2017 and

the NMS plans charge for their use by a broad spectrum

of market participants.21 These include millions of retail

investors, institutional investors, professional traders,

broker-dealers, and vendors.

Currently, however, Rule 608 of Regulation NMS

provides an exception to the normal procedure for review

and approval of NMS plan amendments. The exception

allows fee changes to be immediately effective upon fil-

ing with the Commission, prior to an opportunity for pub-

lic vetting and without Commission review or approval.
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Under the proposal, the fee exception would be

rescinded. Public notice and comment, in particular, is an

integral aspect of the Commission’s process for assess-

ing important policy questions across many contexts. I

anticipate the Commission soon will consider a staff rec-

ommendation on rescinding this exception.

Improving Governance of the NMS Plans for
Equity Data

The second market data proposal was first published

in January and addressed the governance structure of the

three separate NMS plans for equity market data. The

Commission proposed requiring the self-regulatory

organizations, or SROs, that are participants in the three

NMS plans to propose a new single plan to govern the

arrangements for public dissemination of NMS market

data.22 After reviewing many thoughtful comments on

the proposed order, the Commission issued a Final Order

last month.23

The Final Order begins by describing some of the sig-

nificant content and latency deficiencies of NMS market

data that Chairman Clayton noted earlier. One fundamen-

tal problem stems from the inherent conflict of interest

that exists for exchanges that offer competing propri-

etary data products at the same time as they are respon-

sible for the governance and operations of NMS market

data. Another is the limitation on voting participation in

the NMS plans to SROs exclusively, which excludes all

other stakeholders in NMS market data.

To address these concerns, the Final Order requires

the SROs to submit a proposed new NMS plan that will

make adjustments to the voting rights for exchange

groups with multiple SROs and expand voting participa-

tion to key stakeholders with a diversity of views. The

new plan also will require provisions to help manage the

conflicts of interest of exchanges that offer proprietary

data products that compete with NMS market data.

The Commission’s order directed the SROs to submit

a new plan within 90 days, which will be noticed for pub-

lic comment before the Commission takes action. Until a

new plan has been approved by the Commission, the cur-

rent equity data plans will continue in effect. Both

NASDAQ and NYSE have filed petitions for review of

the Final Order in the D.C. Circuit.

Upgrading the Infrastructure of NMS Market
Data and Access

The Commission’s third market data initiative pro-

poses meaningful changes to modernize the infrastructure

for collecting, consolidating, and disseminating NMS

market data.24 The proposal is designed to update the

content of the information with respect to quotations for

and transactions in NMS stocks and to introduce a

decentralized consolidation model for the collection,

consolidation, and dissemination functions currently

performed by the exclusive SIP.

The proposal would greatly expand the content of

NMS market data in three ways: (1) lowering the round

lot size to improve pre-trade transparency for many

higher-priced securities, (2) including depth-of-book

price levels beyond the best bid and offer, and (3) includ-

ing information that facilitates participation in exchange

auctions.

I want to focus first on the proposal to lower the round

lot size for many higher-priced securities. Currently, the

round lot size for nearly all NMS stocks is 100 shares,

regardless of its price. This means, for example, that the

best available quote for an NMS stock with a price of

$10 must have a quoted dollar value of at least $1,000,

while the best available quote for an NMS stock with a

price of $500 must have a quoted dollar value of at least

$50,000. Further, the quoted spreads currently visible in

NMS market data for higher-priced stocks do not include

significant quotation information of smaller lot sizes that

is visible only in certain proprietary data feeds. NMS

quotations are therefore less representative and signifi-

cantly wider than they would be if smaller dollar-sized

quotations were included.

As noted, exchange proprietary data feeds typically

include all odd-lot quotes and thereby provide better and

more thorough information than is available in the NMS

market data feeds. For example, the proposal includes

empirical analysis showing that, for stocks priced over

$1000, the proposal to lower the round lot size could
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improve quoted spreads in NMS market data 92 percent

of the time and narrow the width of such spreads by more

than half.25 Today, the many retail investors that use

NMS market data cannot see the better prices available

to those who can pay the much higher fees for exchange

proprietary data. Furthermore, execution quality statis-

tics, as provided under Rule 605, also only use the wider

100 share round lot quotations, which can affect the view

of price improvement. Enhancing the quote information

in NMS market data would be quite useful to retail inves-

tors in assessing the quality of executions obtained by

their broker-dealers.

To this end, the proposal would establish five tiers of

round-lot quotes. NMS stocks with prices of $50 or less

would retain the 100-share round lot, while NMS stocks

with prices higher than $50 would have four progres-

sively lower tiers of round-lot sizes to maintain a rela-

tively consistent dollar size for the inclusion of quotes in

NMS market data, regardless of stock price. A key objec-

tive in formulating these tiers was achieving the right

balance of, on the one hand, capturing additional liquid-

ity to improve the usefulness of quote information in

NMS market data and, on the other hand, avoiding un-

necessary complexity with too many tiers.

The importance of achieving the right balance must

not be overlooked, particularly from the standpoint of

retail investors, who may not know that they may be

receiving prices inferior to odd-lot quotes. An example

may help illustrate this point. Today, the best-priced offer

for a higher-priced stock in NMS market data may be

100 shares for $400.50, while the exchange proprietary

data feeds may have a 20-share offer at $400.45. If a

retail investor places a 20-share buy order and it is exe-

cuted at $400.48, the executing venue is entitled to report

that the retail investor received two cents for price

improvement. This is true even though an odd-lot quote

on the exchange proprietary data feeds was readily avail-

able at a price that was three cents better than the “price-

improved” execution supposedly provided to the retail

investor. Because the NMS market data does not show

the true best-priced quote for her order, the retail investor

is none the wiser that in fact she received a price that was

three cents inferior than what was readily available in the

market. In striking the right balance between data useful-

ness and complexity, we must not shortchange the infor-

mation needs of retail investors.

Another aspect of the proposal is that if adopted as

proposed it would not expand the scope of the trade-

through rule, Rule 611 of Regulation NMS, to the new

round-lot quotes. A “trade-through” is the execution of a

trade at a price that is outside of the best displayed quoted

price, which is protected by regulation. This is another

area where a key objective is to strike the right balance.

We are considering whether the highly prescriptive trade-

through rule is necessary for these smaller quotations, or

whether an approach that relies on competitive forces

and the duty of best execution better strikes the right bal-

ance of protecting investors, particularly retail investors,

without introducing unnecessary complexity and rigidity.

As expected, many commenters have focused on the is-

sue of order protection for the new round lots, and we are

carefully considering all comments.

Beyond expanding and improving the content of NMS

market data, a second major objective of the infrastruc-

ture proposal is to reduce its latency when compared to

the exchange proprietary data feeds. The current operat-

ing model mandates an exclusive processor for NMS

stocks in a centralized consolidation model, whereby

data from multiple exchanges in different locations is

sent to an exclusive processor in one location, ag-

gregated, and then disseminated back to markets and

market participants in multiple, often distant locations.

This centralized model adds a significant amount of

travel time between locations, which we refer to as

geographic latency. The proposal would reduce this

latency by allowing for a decentralized distribution

model and introducing competition into the model for

aggregating and disseminating NMS market data. The

proposed model allows for exchange data to be sent

directly to competing consolidators or self-aggregating

firms in multiple locations to avoid this unnecessary

added latency. For years, the private data market has

utilized this form of direct data distribution due to its

material latency benefits.
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A potential objection to a competing consolidator

model is that it would mean losing the “single NBBO”

under the current exclusive processor model. “NBBO”

stands for “national best bid and offer.” But, as the Com-

mission explained in its proposal, the idea that there is

only one NBBO does not reflect today’s reality. Many

market participants calculate their own NBBO from pro-

prietary data feeds and these vary ever so slightly depend-

ing upon, for example, the exact location of the

participant. The concern about the loss of a single NBBO

that is exactly the same regardless of location simply

does not acknowledge common practices and physical

realities in our markets today. On these practices, I will

share a few key points:

1. Because many trading firms do not consider NMS

market data to be competitive, those firms often

purchase proprietary data directly from exchanges.

These firms also aggregate that data into an NBBO

that is used for both trading and regulatory

purposes. And, since these firms are often located

in different data centers, they are also subject to

the laws of physics.

2. On physics, there are unavoidable limitations due

to the speed of light—and the speed of fiber optic

cable. This means that, as long as users are not all

in the exact same location—which they are not—

information cannot reach all users at exactly the

same time. As a result, the NBBO at one location

will vary slightly from the NBBO at another

location.

Today, hundreds of firms are located in different

locations. Some buy NMS market data, some aggregate

proprietary data. Some get their data over fiber. Some

get their data over microwave towers. Anyhow, you get

the point. There is no one NBBO in a world where

markets are quoting and trading in nanoseconds.

The NMS rules recognize, as they must, this reality

and allow market participants to trade based on informa-

tion as it arrives. In the 2005 adopting release for Regula-

tion NMS, for example, the Commission explicitly stated

that a trading center’s compliance with Rule 611 is based

on when information arrives at that trading center.26

As noted, the proposed competing consolidator model

would not change the fact that there are many NBBOs

today. It would, however, introduce competitive forces to

help ensure that NBBOs reflect a wider range of orders

and are available to a broader range of market participants

at lower latency than they are under today’s monopoly

model. This rule would better enable the vast array of

competitive technologies that have been deployed in the

proprietary data market also to be deployed in a compet-

itive fashion in the market for NMS market data.

Helping to Ensure SRO Market Data and

Connectivity Fees Comply with Exchange Act

Standards

Clayton: The last topic we will discuss today is the

SEC’s role in ensuring that exchange fees for market data

and connectivity comply with the Exchange Act. Under

Section 19(b) of the Exchange Act, Congress charged the

SEC with the responsibility to determine whether the fees

charged by exchanges comply with statutory standards27

including, as Brett will describe in greater detail, that

fees be fair and reasonable and equitably allocated across

users of an exchange’s facilities.

As you may know, a recent judicial decision addressed

the Commission’s review of exchange fees and ended

what had been a 14-year saga that has played out in the

Commission and the courts. That is too long. I will try to

give you the abridged version. It all began in 2006, when

an exchange filed a rule change to impose a fee for its

depth-of-book product. The Commission approved the

fee change, applying a “market-based approach” to

determine whether the fee was fair and reasonable under

the Exchange Act. In 2010, market participants chal-

lenged the Commission’s approval, and the D.C. Circuit

vacated the Commission’s order, finding that the admin-

istrative record did not sufficiently support the conclu-

sion that competition would appropriately constrain the

exchange’s depth-of-book fees. In late 2018, after con-

solidating two exchanges’ depth-of-book fee filings in

response to challenges by market participants, the Com-

mission found that the two exchanges had failed to dem-

onstrate that competition appropriately constrained the

exchanges’ pricing of their fees. Separately, between the
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2010 D.C. Circuit decision and the 2018 Commission or-

der, Congress enacted a new law under the Dodd-Frank

Act that made exchanges’ fee changes immediately ef-

fective upon filing. Following this procedural shift, mar-

ket participants challenged an additional 400 fee changes.

This month [June], the D.C. Circuit vacated the Com-

mission’s 2018 order.

But this time, the Court’s decision narrowly focused

on a procedural issue.28 The Court held that generally ap-

plicable fees for market data charged by the exchanges—

these are fees that are applicable to all market partici-

pants—could not be challenged by market participants in

a particular type of administrative proceeding, known as

a denial of access proceeding.

The court did not address a key substantive issue in

the case, namely, the Commission’s finding that two ex-

changes had failed to meet their burden of demonstrating

that their fees for proprietary market data were con-

strained by competitive forces and therefore met Ex-

change Act standards.

So where does that leave us? One thing is crystal clear.

In the absence of evidence demonstrating that competi-

tive forces actually constrain the pricing of market data,

the Commission has the obligation, under the Exchange

Act, to suspend exchanges’ fee filings unless it is estab-

lished that the fee is reasonable on another basis, such as

a reasonable cost basis. In other words, the exchange has

the burden of demonstrating these competitive forces or

an alternative basis for finding the fee fair and reasonable.

Many panelists and commenters at our Market Data

Roundtable noted that proprietary exchange fees had

risen significantly, did not believe that the exchange fees

were constrained by competitive forces, and questioned

whether the fees were set at levels consistent with

Exchange Act requirements to be reasonable.29 The

DOJ’s Antitrust Division, led by Mr. Delrahim, submit-

ted a thoughtful comment letter on the infrastructure

proposal.30

Clearly, given the diversity of views, the Commission

has a compelling regulatory responsibility to analyze

concerns about the fairness and reasonableness of ex-

change fees for proprietary data. I believe there is a clear

need for prompt diligent effort, resourcefulness, and col-

laboration regarding ways for the Commission to fulfill

this statutory responsibility in the most efficient and ef-

fective manner.

For example, the exchanges have offered various

rationales and economic theories for their assertions that

competitive forces discipline their proprietary data fees.

As these fees continue to come under review in the vari-

ous procedural contexts, I expect the Commission will

be open to any reasonable framework for demonstrating

sufficient competition. In addition, in a complex market,

it is unlikely that any one metric would be dispositive. I

expect that the exchanges will be forthcoming in present-

ing meaningful data and other factual support to meet

their burden of demonstrating that the fees are consistent

with the Exchange Act. I have also asked the staff to

focus on these issues and report back to the Commission

on potential approaches that could be adopted to fulfill

its statutory responsibilities for exchange fees. There are

many different approaches that economists have taken to

show competition, here at the SEC and at the DOJ

Antitrust Division and elsewhere.

Redfearn: The Exchange Act prescribes a series of

substantive standards for SRO fees. These standards pri-

marily are set forth in Section 6 for exchanges, in Sec-

tion 15A for FINRA, and in Section 11A for market data

fees. For simplicity’s sake, I will focus today on the fees

of exchanges and, in particular, on Section 6(b)(4), which

requires that an exchange’s rules “provide for the equita-

ble allocation of reasonable dues, fees, and other charges

among its members, issuers, and other persons using its

facilities.” Three key elements of this standard are that

(1) an exchange’s fees be set at a reasonable level, (2) the

fees be equitably allocated across users of the exchange’s

facilities, and (3) the fees impose no undue burden on

competition.

Division staff has been highly focused on the Com-

mission’s regulatory responsibilities for helping to ensure

that exchange fees for market data and connectivity meet

the relevant statutory standards. Pursuant to its delegated
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authority to act on behalf of the Commission, the staff

has suspended certain proposed fee changes pursuant to

Section 19(b) and instituted proceedings to assess

whether exchanges have met their burden of demonstrat-

ing that proposals meet the Exchange Act standards for

fees. And courts have instructed us that “unquestioning

reliance” on the representations of an SRO is not a suf-

ficient basis for the Commission to make this finding.31

The Staff posted guidance in May 2019 to assist SROs

in preparing fee filings that meet their burden of demon-

strating compliance with Exchange Act standards.32 This

guidance of course only reflects staff views and is not a

rule, regulation, or statement of the Commission. The

Staff Fee Guidance notes that the Commission tradition-

ally has taken a market-based approach when assessing

the reasonableness of exchange fees. Under this ap-

proach, the Commission should begin by examining

whether an exchange was subject to significant competi-

tive forces in setting the terms of its proposal, including

the level of fees.33

Assessing whether competition at the platform level

constrains an exchange’s overall fees is a factual issue

for which financial information concerning the ex-

change’s revenues, costs, and margins would be highly

relevant. Currently, the best publicly available financial

information for exchanges is provided by their annual

updates to Form 1, which is the form for registration of a

national securities exchange.34 Although the usefulness

of Form 1 financial information is limited in many

respects, it is sufficient to demonstrate a substantial shift

in the source of exchange revenues during the period

from 2013 to 2018. For seven of the largest volume

equity exchanges that operated throughout that period,

their revenues from market data and connectivity rose at

least 65 percent,35 while the net revenues from transac-

tion services rose by at most 13 percent.36 During this

same period, exchange operating expenses declined by

four percent, while exchange operating income increased

by 106 percent.

In this context, these changes raise questions about

whether the current level of various exchange fees for

market data and connectivity are reasonable, as well as

whether these fees are equitably allocated across users of

exchange facilities. Moreover, the fundamental question

as to whether these fees are subject to competitive forces

remains an important and concerning question.

In light of the continuing concerns over whether ex-

changes have demonstrated the fairness, reasonableness

and equitable allocation of fees for market data and con-

nectivity, Division staff is considering a variety of ap-

proaches for assessing the level and allocation of SRO

fees. We have been and will continue to gather and evalu-

ate relevant data, including potentially data related to

profitability, return on assets, or other metrics, or a

combination of metrics, as appropriate. And we will

continue to assess theories that potentially bear on these

issues. In the meantime, through the rulemaking propos-

als previously discussed, we are attempting to introduce

a world of data that is sufficient in content, competitive

in speed, and subject to market forces, with data fees that

are subject to notice and comment and Commission

approval.
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FROM THE EDITOR

At Long Last Liu

The recent Supreme Court ruling in Liu v. Securities

and Exchange Commission is the end of a battle that

began in 2016, when the SEC sued Charles Liu and Xin

(Lisa) Wang, who had been raising money from inves-

tors under the EB-5 green card program. The SEC al-

leged Wang and Liu had misappropriated funds and

defrauded their investors. The U.S. District Court for the

Central District of California ruled in favor of the SEC,

ordering disgorgement of the entire amount raised from

investors, imposing penalties equal to Liu and Wang’s

salaries, and issuing a permanent injunction banning the

pair from raising money under the EB-5 program.

Liu and Wang appealed to the Ninth Circuit Court of

Appeals, which also ruled in favor of the SEC. At last,

they appealed to the Supreme Court, arguing, as in their

other cases, that the SEC lacked the legal authority to ask

a court to require disgorgement of all funds raised from

their investors. After more than six months, the Supreme

Court has weighed in.

Our lead article, by Gibson Dunn’s Avi Weitzman and

Tina Samanta, succinctly breaks down the ruling. As the

authors write, “if the measure of a good compromise is

whether it leaves both sides equally dissatisfied, as the

old adage goes, then the Supreme Court’s recent ruling

in Liu v. Securities and Exchange Commission may be

considered a great compromise.”

There’s something to disappoint each party. The

Supreme Court vacated the lower court’s judgment

containing a disgorgement order. Yet they also rejected

the petitioners’ principal claim that the SEC has no statu-

tory authority to seek disgorgement. “Rather, the Court

made clear that the SEC is permitted to seek disgorge-

ment as an equitable remedy in federal court enforce-

ment actions.” But yet again, the Court also cabined the

SEC’s disgorgement remedy in significant ways: “nar-

rowing it only to net profits (deducting “legitimate ex-

penses”); clarifying that the remedy should be imposed

only “for the benefit” of victim-investors, not the general

public; and limiting their ability to seek disgorgement on

a joint-and-several basis against codefendants.”

So we have a Supreme Court ruling that, as the authors

note, will likely prove to be a “quagmire” for the lower

courts in the future, each looking to determine “how to

implement disgorgement in light of the Court’s general

guidance in Liu.” No doubt, the Liu ruling will have

substantial implications for the SEC’s enforcement

program. “But only time—and likely years of additional

litigation—will spell out the full implications of the de-

cision,” Weitzman and Samanta write. “Until then, the

only sure thing is that the Supreme Court’s ruling has left

both sides dissatisfied victors.”

Chris O’Leary, Managing Editor
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