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I The SEC’s Increased Use of Administrative Proceedings:
Increased Efficiency or Unconstitutional Expansion of
Agency Power?

A. Introduction

The 2010 passage of section 929P of the Dodd-Frank Wall
Street Reform and Consumer Protection Act (“Dodd-Frank™)' greatly
expanded the Security Exchange Commission’s (“SEC”) enforcement
powers through the use of “in house” Administrative Law Courts
(“ALCs™).> Currently, five Administrative Law Judges (“ALJs”)—
subject matter experts in securities and financial law that are appointed
by the SEC—oversee these ALCs.” Under this new legislation the SEC
can pursue administrative proceedings for violations like insider trading
not just against investment industry insiders, but against nearly
anyone.* The SEC has taken advantage of this expanded authority by
increasingly preferring to pursue enforcement actions in front of ALCs
rather than the district courts.” However, while the SEC argues that
these ALCs offer significant benefits over traditional district courts, the
SEC’s administrative courts provide significantly fewer protections
than the federal courts for defendants, including limited discovery, no
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prohibitions against hearsay, and no access to a jury.® Though the SEC
looks posed to increasingly rely on its ALCs for enforcement actions,
several lawsuits recently filed in federal court threaten to stem this new
SEC tactic.”

This Article provides a brief overview of the SEC’s increased
use of administrative proceedings and outlines some of the challenges
and criticism the SEC has faced for this strategy. Part B provides a brief
history of the SEC’s administrative law courts. Part C discusses the
recent rise of the SEC’s use of its administrative law courts and its
implications. Finally, Part D looks at a few recent challenges to the
SEC’s authority to use its administrative law courts, but concludes that
the trend toward more administrative actions is likely to continue.

B. Brief History

1 Dodd-Frank and Expanded SEC
Administrative Powers

Before Dodd-Frank the SEC could only launch administrative
enforcement actions against persons registered with the SEC and
affiliated with SEC-regulated industries.® During this period the SEC
had to bring many enforcement actions in the federal district courts.’
However, the SEC’s administrative enforcement powers through the
use of ALCs were significantly increased under Dodd-Frank."® The
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SEC is no longer reliant on the district courts, and potentially fickle
juries, to enforce its regulations.'' Instead, the SEC is able to quickly
and, arguably, more accurately adjudicate its enforcement actions.'?
However, these potential benefits come with a cost."

2. Difference Between Federal Court and an
SEC Administrative Proceeding

While the SEC argues that there are considerable benefits to
utilizing ALCs, administrative proceedings lack a number of protec-
tions that the district courts traditionally provide.'* Perhaps most
significant, SEC administrative proceedings lack juries.”” This differ-
ence from the district court is key—while this policy keeps complicated
securities cases out of the hands of non-expert juries, it opens the SEC
to claims of bias.'® Rather than having a neutral panel return a verdict,
ALJs housed and paid for by the SEC rule on the enforcement
actions.'” While these ALJs are purportedly and theoretically indepen-
dent, and thus allegedly have no reason to favor the SEC over the
defendants, the fact that their jobs are created, maintained, and funded
by the SEC raises some suspicion as to how impartial the ALJs may
actually be.'®

Beyond just the lack of an independent jury, SEC admini-
strative proceedings are not subject to Federal Rules of Evidence,'
most of the typical disclosures and fact finding periods of discovery,
and, arguably, any meaningful appeals process.”’ By severely
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restricting discovery, the SEC’s ALCs prevent the defendant from
compiling all the facts they would usually have in a federal district
court case.”' This essentially leaves the defendant with no more than
the record the SEC itself developed in the course of its investigation.”
Further, restricting discovery also significantly expedites the trial
process, with some defendants complaining of a “rocket docket” that
leaves them inadequate time to prepare.”” Because SEC administrative
proceedings do not follow the Federal Rules of Evidence, the SEC can
consequently admit hearsay.**

Finally, commentators have argued that the SEC’s increased
use of ALCs prevents most meaningful judicial review.” The first level
of appeal from an SEC administrative decision is not to a court, but to
the SEC itself.” If the appeal to the SEC fails—which seems likely
given that its own administrative courts made the ruling—the party
may only then appeal to a federal court”’ However, far from the de
novo review on questions of law possible on appeal from the district
court, appellate courts apply the Chevron deference doctrine to
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administrative decisions on law.*® Regardless, despite these potential
problems, the SEC has increasingly turned to administrative proceed-
ings to bring its enforcement actions.”

C. Recent Developments

While the SEC argues that its increased reliance on admini-
strative proceedings is based on the fact that its in-house ALCs provide
better expediency and expertise than the district courts, there are other
explanations for this trend.*® Particularly, some commentators have
concluded that both the SEC’s increased bargaining power when
bringing an administrative proceedings and its higher rate of success in
its own ALCs play a significant role in the SEC’s new tactics.’’

1. The SEC’s Increased Use of
Administrative Proceedings

The SEC’s use of administrative proceedings has rapidly
increased in the years since Dodd-Frank’s passage.’” While the SEC
insists that this increase can be explained by the positive benefits that
proceedings in ALCs provide for the complicated and highly technical
cases it typically brings, some commentators have theorized that the
SEC’s intentions are less than pure.”

28 Chevron, U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837, 843-
44 (1984) (“If Congress has explicitly left a gap for the agency to fill, there is
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ling weight unless they are arbitrary, capricious, or manifestly contrary to the
statute.”); Rakoff, supra note 3, at 10.

* Steinway, supra note 2, at 227.

%% Brian Mahoney, SEC Could Bring More Insider Trading Cases In-House,
LAw360 (June 11, 2014, 6:53 PM), http://www.law360.com/articles/547183/
sec-could-bring-more-insider-trading-cases-in-house.

' 1d.; Jean Eaglesham, SEC Steers More Trials to Judges It Appoints, WALL
ST.J., Oct. 21, 2014, at Al.

2 1d.

#1d.



2014-2015 DEVELOPMENTS IN BANKING LAW 411

i. The SEC’s Take: Expediency
and Expertise

The SEC argues that by relying on its in house ALCs, it is
simply leaning on the experts to fairly resolve disputes.** Using ALCs,
the SEC reasons, allows the subject matter expert ALJs immersed in
the complicated area of securities and financial law to hear cases that
the district courts are often ill-prepared to handle.*® This increased use
of administrative proceedings also lessens the load on the overburdened
district courts, potentially providing benefits for the entire legal
system.” In fact, the SEC asserts that by utilizing ALCs it is better able
to resolve disputes, since ALCs’ dockets move much faster than the
typical federal district court.”’” However, while the SEC touts the
benefits of this system as its reason for ramping up ALC use, there are
alternative explanations that may more accurately reflect the SEC’s
motivations.*®

ii. SEC’s Increased Bargaining
Power

Andrew Ceresney, the director of the SEC Division of
Enforcement, has publicly recognized the advantage that the SEC has
when bringing an enforcement action in an ALC rather than in district
court.”® Simply by threatening an agency administrative enforcement
action the SEC has increased bargaining power in settlement talks.*’
This increased leverage is key when considering the fact that the vast
majority of SEC enforcement actions settle before trial.*' By utilizing
the pressure of a perceived biased system to its advantage, the SEC
may be able to force defendants into more favorable settlement terms.*

However, this increased pressure to settle may end up resulting
in at least some positives for the defendant as well.*’ Since historically
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most SEC enforcement settlements involved a finding of “neither admit
nor deny,” the result may simply have been that persons who violated
the law were effectively fined by the SEC, but allowed to escape the
consequences of their actions.** Many defendants targeted by the SEC
may prefer this arrangement.” However, the SEC has recently moved
away from this tactic, removing some of the benefits for defendants
under the ALC system.’® Beyond just its increased leverage in
settlement negotiations, the SEC’s exceptional success rate with its in
house ALCs may also explain the SEC’s increased reliance on
administrative proceedings.*’

2. The SEC’s Success Rate in Federal Court
Versus Administrative Proceedings

While the SEC has had a recent string of bad luck in federal
court, including the loss of at least one very high profile case,* its
success rate in its in house ALCs has been phenomenal.*’ Indeed, in
fiscal year 2011 the SEC prevailed in 88% of its ALC proceedings,
versus a win ratio of only 63% in district court proceedings.” This
represents a 25% difference in successful verdicts.”! The year of
September 2013 to September 2014 produced even more disparate
results.”> During this time span the SEC won 100% of its contested
administrative hearings, but only 61% of trials held in federal court.”
Indeed, since 2011 the SEC’s overall win percentage in its
administrative proceedings has hovered well north of 90%.*
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This disparity indicates both why the SEC would favor
resolving matters in front of its ALCs and raises concerns about the
actual level of independence of the ALJs.”> Though the SEC’s ALJs are
theoretically independent, ALJs’ close ties with the agency, combined
with the ALC outcome record, suggests that there may exist some bias
within the SEC’s ALCs.” Indeed, Judge Rakoff of the Southern
District of New York recently warned that increased SEC admini-
strative proceedings would “hinder[] the balanced development of the
securities laws.””’ Judge Rakoff went on to warn about the loss of the
securities laws’ neutral character, and that the SEC would instead
essentially directly make, enforce, and adjudicate these laws.”® Despite
these warnings, however, the SEC looks to continue its reliance on
adminissgtrative proceedings unless prevented from doing so by the
courts.

D. General Trends and Pending Developments

The SEC’s success, combined with its increased bargaining
power, suggest that its tendency to rely on administrative proceedings
is likely to continue.”’ “Indeed, in late 2014 the SEC took steps to
prepare for the increased administrative caseload, adding two new
administrative law judges, bringing the total to five.”®' This increased
capacity will allow the SEC to continue moving more and more of its
enforcement actions away from the district courts.”> However, this
trend has not gone uncontested.”’ In the past year two court cases have
been filed, challenging the constitutionality of the SEC’s use of
administrative proceedings for enforcement actions.**
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1. Peixoto v. SEC, Stilwell v. SEC, and the
Future of SEC Administrative Proceedings

In Peixoto v. SEC® and Stilwell v. SEC® the plaintiffs claimed
that the SEC’s use of administrative proceedings is unconstitutional by
violating Article II of the Constitution, equal protection, and due
process.®” Article II, the plaintiffs claimed, forbids the structure of the
SEC’s ALCs since the ALJs are officers of the United States but are
not directly removable “by the President”® The plaintiffs further
claimed that the SEC’s use of administrative proceedings deprived
them of due process, as the SEC lacked all the protections and proce-
dures offered by the courts.”” Finally, the plaintiffs claimed that the
SEC is targeting specific types of offenders for administrative
proceedings, violating equal protection.” If successful these arguments
could have forced the SEC to defend itself in various district courts
around the country until it could secure rulings in important circuit
courts or a Supreme Court decision.”' However, the SEC dropped the
Peixoto case in January 2015,” and settled the Stilwell case in March

% No. 14-CV-8364 (S.D.N.Y. dismissed Jan. 30, 2015) (bringing action
against the SEC alleging that its use of administrative proceedings are
unconstitutional).

5 No. 14-CV-7931 (S.D.N.Y. filed Oct. 1, 2014) (bringing a similar action
against the SEC).

%7 See Complaint at 1, Peixoto v. SEC, No. 14-CV-8364 (S.D.N.Y. Oct. 20,
2014) [hereinafter Peixoto Complaint]; Complaint at 1-2, Stilwell v. SEC, No.
14-CV-7931 (S.D.N.Y. Oct. 1, 2014) [hereinafter Stilwell Complaint]; see also
SEC. DIARY, supra note 20.
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7 Peixoto, Exchange Act Release No. 74176, 2015 WL 366001 (Jan. 29,
2015) (dismissing the SEC’s proceedings against Jordan Peixoto); Notice of
Voluntary Dismissal Pursuant to Fed. R. Civ. P. 41(A)(1)(A)(I), Peixoto v.
SEC, No. 14-cv-08364-WHP (S.D.N.Y. Jan. 30, 2015) (dismissing Jordan
Peixoto’s action against the SEC since the SEC had dropped its case against
Mr. Peixoto).
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2015.% Without a ruling limiting its use of ALCs, the SEC’s trend
toward more administrative proceedings looks likely to continue.”

E. Conclusion

Ultimately, the SEC’s increased reliance on administrative
proceedings in front of its own ALCs is a mixed bag. While the
increased expediency and expertise of the SEC’s ALJs are likely
helpful in the often slow and technically complex world of financial
regulation, commentators argue that the lack of significant protections
offered by the district court is troubling.” Further, experts contend that
the skewed win ratio the SEC enjoys in its own proceedings, and the
resulting significant gain in bargaining power in settlement discussions,
raise concerns about the impartiality of the SEC’s ALJs and the
potential for the SEC’s abuse of power.”® While the SEC faces criticism
and challenges to its trend of bringing increasingly large number of
enforcement actions in its own ALCs rather than the district courts,”’
this trend looks likely to continue unless the SEC suffers a series of
major losses in court.”®
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