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ASK THE PROFESSOR

Will the Recent Second

Circuit Decision in SEC v.
Govil Adversely Impact
Future SEC Disgorgement
Cases—Or Not?

By Professor Emeritus Ronald Filler

Ronald Filler is a Professor Emeritus
and the Chair of the Ronald H. Filler
Institute on Financial Services Law at
New York Law School (“NYLS”). He has
taught courses on Derivatives Law, Se-
curities Regulation, the Regulation of

Broker-Dealers and Futures Commission

Merchants and other financial law issues
since 1977 at four different U.S. law
schools. Prof. Filler was inducted into
the FIA Hall of Fame in 2022, is a Pub-
lic Director of the National Futures As-
sociation, a former Public Director and
Member and Chair of the Regulatory
Oversight Committee (“ROC”) of Swap-
Ex, a swap execution facility owned by
the State Street Corporation and has
served on a number of boards of various
exchanges, clearinghouses and industry
trade associations. Before joining the
NYLS faculty in 2008, he was a Manag-
ing Director in the Capital Markets
Prime Services Division at Lehman
Brothers Inc. in its New York
headquarters. Prof. Filler has co-
authored, with Prof. Jerry Markham,
“Regulation of Derivative Financial
Instruments (Swaps, Options and
Futures)” and has authored over 30 law
review and other articles. Prof. Filler
provides expert witness testimony and
consulting services relating to a variety
of issues involving the financial services
industry. You can reach Prof. Filler via
email at: ronald.filler@nyls.edu or by
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phone at (973) 495-8609.

INTRODUCTION AND
BACKGROUND

In 2020, the U.S. Supreme Court held
in Liu v. SEC that disgorgement awards
brought in cases by the U.S. Securities and
Exchange Commission (“SEC”) must
satisfy a two-part test, that is, the disgorge-
ment award (1) does not exceed the defen-
dant’s “net profits,” and (2) is awarded
solely for the “benefit of the victims” of
the defendant’s actions." Previously, the
U.S. Supreme Court held in Kokesh v.
SEC, that SEC disgorgements bear all of
the hallmark of a penalty.? As a result,
SEC disgorgement awards are now subject
to this “investor benefit” test. The Fifth
Circuit in SEC v. Blackburn permitted the
disgorgement award to be paid first to the
SEC as the “defacto trustee” and then al-
lowed the SEC to create a plan, subject to
court approval, to pay the victims to sat-
isfy the “investor benefit” test.®

In the District Court in the current case
of SEC v. Govil, the SEC alleged that
Govil misappropriated $7,335,000 from
investors in a company, known as
Cemtrex, and then used those funds to pay
for unrelated personal expenses.® Govil
then entered into a settlement and release
agreement with Cemtrex and had agreed
to pay Cemtrex $7.1 million in the form
of (1) Cemtrex stock owned by Govil that
was valued at $5,556,720, and (2) a prom-
issory note in the amount of $1,533,280
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that was issued by Govil.® The SEC argued that
Govil should pay an additional $7,335,000 to the
investors, and not to Cemtrex.® Judge J. Paul
Oetken agreed with the SEC that the investors
are the actual victims of Govil’s misconduct as
they were promised that the proceeds of the of-
fering would be used for “various capital
purposes.”” Judge Oetken also noted that the
$7,335,000 was used by Govil solely for personal
expenses and was not directed toward Cemtrex.?
He then ruled that the disgorgement amount
owed by Govil should be $5,801,720, or the
$7,335,000 amount less the promisory note of
$1,533,280.° The SEC also requested the Court
to order Govil to pay an additional $16,056,870
as it represented the gross pecuniary gain of the
offering frauds.'® Judge Oetken did not order this
award but did require Govil to pay an additional
$620,000."

ANALYSIS OF THE SEC V. GOVIL
CASE

On appeal, Govil raised two principal argu-
ments, namely (1) that the disgorgements were
not authorized under 15 U.S.C.A. § 78u(d)(5) or
15 U.S.C.A. § 78u(d)(7), and (2) that the district
court erred when it failed to credit the value of
his surrendered securities to Cemtrex against the
disgorgement award."? The Second Circuit agreed
on both of his claims.

As to Govil’s first argument, the Second Cir-
cuit held that “disgorgement remedies available
under § 78u(d)(5) and § 78u(d)(7) are limited by
equitable principles” citing its recent decision in
SEC v. Ahmed." 1t further held that equitable lim-
itations require disgorgements must be “awarded
for victims,” citing SEC v. Liu."* The court then
stated:
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Because a defrauded investor is not a “victim”
for equitable purposes if he suffered “no pecuni-
ary harm,” the district court needed to determine
that the investors Govil defrauded suffered pecu-
niary harm before awarding disgorgement. . . .
The district court abused its discretion in making
the award without that predicate determination.'®

The court determined that disgorgement is not
authorized by the Exchange Act unless there is a
showing that investors “had been harmed” and
that the SEC had not made such a showing."® The
court then stated that “an investor who suffered
no pecuniary harm as a result of the fraud is not a
victim.”"”

As to Govil’s second argument, it held that the
district court erred when it failed to credit the
value of his surredered securities against the
disgorgement award. The court then stated:

A defendant is only required to give back the
proceeds of his securities fraud once. A wrong-
doer makes a payment in satisfaction of disgorge-
ment when he returns property to a wronged
party. Govil did that by surrendering his securi-
ties to Cemtrex. . . . The district court must
value the surrendered securities and credit that
value against the overall disgorgement award.'®

The court held that Govil had returned a sub-
stantial value back to Cemtrex when he “relin-
quished all of his shares to the company.” It
then stated:

The remedy of disgorgement aims to “force a
defendant to give up the amount by which he was
unjustly enriched” . . .. Disgorgement is not “to
compensate victims” but ‘to prevent wrongdoers
from unjustly enriching themselves through
violations. For that reason, a defendant need not
return more than the amount by which he was
unjustly enriched.”?

The court then ruled that, with respect to the
settlement and release agreement between Govil
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and Cemtrex, the district court had erred when
“it concuded that the securities surrendered to
Centrex did not constitute ‘fair compensation’ to

a wronged party.”?'

DISGORGEMENT HISTORY AND THE
GOVIL CASE

The Second Circuit’s decision in Govil pro-
vided an excellent history of disgorgement cases
and its principles. It cited the Texas Gulf Sulphur
case as acknowledging that the SEC may seek
award other than just injunctive relief so long as
the remedial relief was not a penalty.?®

In 2002, Congress enacted § 78u(d)(5) which
gave the SEC the power to request *“ ‘any equita-
ble relief” in SEC enforcement actions so long as
that relief was “appropriate or neceessary for the
benefit of investors.”?® The Supreme Court then
decided Kokesh in 2017 on the question of
whether a disgorgement award was a penalty or
not.>* However, it was Liu and subsequent cases
that have more clearly defined disgorgement
awards and what the SEC must prove for a dis-
gorgement to be awarded. As noted above, Liu
requires the SEC to prove that a disgorgement
award (1) does not exceed a wrongdoer’s net
profits, and (2) is awarded for the benefit of
victims. Following Liu, Congress amended § 78u
as part of the National Defense Authorization Act
for Fiscal Year 2021 (NDAA) by adding
§ 78u(d)(7), which gave the SEC the power to
“seek” and federal courts the power to “order”
the remedy of disgorgement.?

Subsequent cases followed. The Fifth Circuit
in SEC v. Hallam held that this Congressional
amendment had authorized a particular type of
disgorgement that was not sublect to “equitable
limitations” whereas the Second Circuit in Govil
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disagreed as noted above.?® Moreover, the Second
Circuit in Govil relied heavily on a prior Second
Circuit case in SEC v. Ahmed which held that
§ 78u(d)(7) referred to a “remedy grounded in
equity” and thus equitable limitations are
imposed.?

The Second Circuit in Govil then analyzed the
Liu and Ahmed cases and held that Liu’s equita-
ble limitations on disgorgement survived the
NDAA and thus § 78u(d)(7) must comport with
traditional equitable limitations.?® It then dis-
agreed with Hallam stating that Hallam was
based on legal grounds, and not on equitable ones
and that Hallam failed to follow the equitable
principles outlined in Liu.?

IMPACT OF THE GOVIL CASE ON
FUTURE SEC AND CFTC
DISGORGEMENT CASES

The SEC has been quite successful in collect-
ing profits from illegal trading activity over the
years. One source has claimed that this amount
approximated $3.37 billion in 2023 alone, more
than twice what the SEC had recovered via
penalty fines.*

If Govil becomes the controlling case, it would
appear that the SEC may now be required to
prove the pecuniary harm suffered by victims
before being able to obtain a disgorgement award.
If so, the question now becomes whether the SEC
can more easily identify the victims who have
suffered “pecuniary harm” caused by the
wrongdoer. How will this test of proving such
pecuniary harm impact cases involving the fail-
ure to register securities, FCPA cases, etc., where
there are typically no identifiable investor?
Query, should the SEC have just accepted the
settlement and release agree proferred by Govil
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and not sought such additional disgorgement
awards from him? Hindsight can sometimes
prove beneficial especially after the Ahmed case
was decided by the Second Circuit before the
SEC brought the Govil case.

Similarly, as to CFTC disgorgement actions, it
will be interesting to see if and how the Govil
case might impact the CFTC’s attempt to request
disgorgement from fraudulent trading cases
and/or failure to register cases. In the crypto/
digital asset cases brought to date by the CFTC,
several have alleged a crypto’s firm failure to reg-
ister as a DCM and/or as an FCM. Will future
CFTC enforcement actions seek disgorgement or
just financial sanctions that go to the U.S. Trea-
sury? To me, it’s easy to identify customers who
have traded that product during the period of the
alleged trading fraud and/or on the unregistered
crypto trading platform.
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March 5, 2024, https:/news.bloomberglaw.com/  vides data on the amount of disgorgement awards
securities-law/secs-3-billio-enforcement-tool-o ~ obtained by the SEC versus penalties between
n-murky-path-as-courts-split. This article pro-  FY2018 through FY2023.
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