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ASK THE PROFESSOR

How Will the Recent U.S.
Supreme Court Decision in
Jarkesy Impact Past, Current
and Future SEC, CFTC and
SRO Enforcement Actions?

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 Public Director of ABAXX
Clearing which is based in Singapore,
and 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
phone at (973) 495-8609.

INTRODUCTION AND
BACKGROUND

On June 27, 2024, the U.S. Supreme
Court held in Securities and Exchange
Commission v. George R. Jarkesy et al.
that, since securities fraud claims which
seek civil penalties brought by the U.S.
Securities and Exchange Commission
(“SEC”) in an enforcement action are sim-
ilar to common law fraud, the defendant
is entitled to a trial by jury and that hear-
ings before a SEC administrative law
judge (“ALJ”) are illegal.'

The SEC had initiated an enforcement
action against George Jarkesy and Pa-
triot28, LLC, a hedge fund mananged by
Mr. Jarkesy, in 2013, in which the SEC
sought civil penalties for alleged securi-
ties fraud claims.? The SEC had chosen to
adjudicate this matter before one of its
own ALJs.? The issue before the Supreme
Court was whether the Seventh Amend-
ment permitted the SEC to compel the
respondents to defend themselves before
the agency tribunal rather than before a
jury in federal court. *

In 2014, the ALJ issued his initial deci-
sion, the SEC reviewed the decision in
2020, and the Fifth Circuit vacated the
SEC’s Order in 2022.° This case was be-
fore the Supreme Court on appeal from
the Fifth Circuit.
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ANALYSIS OF THE JARKESY CASE

The Supreme Court analyzed the basic anti-
fraud provisions in the federal securitites laws,
namely, Section 17(a) of the Securities Act of
1933 (1933 Act”), Section 10(b) of the Securi-
ties Exchange Act of 1934 (1934 Act”) and Sec-
tion 206 of the Investment Advisers Act of 1940
(“IA Act”) and SEC Rule 10b-5.° It then analyzed
the differeces between an enforcement action
brought by the SEC before one of its ALJs versus
going to federal court.” It noted that there were
significant procedural differences between these
two types of forums, in particular, what eviden-
tiary and discovery rules apply and who finds the
facts.® In particular, it noted that, in federal court,
a jury finds the facts, a life-tenured, salary pro-
tected Article III judge presides and the Federal
Rules of Evidence apply whereas, when the
enforcement action is brought before an in-house
ALJ, the SEC itself adjudicates the matter as the
ALJ is employed by the SEC, the SEC’s Division
of Enforcement prosecutes the case, the SEC
resolves all discovery disputes and the SEC’s
Rules of Practice apply which are significantly
different than the Federal Rules of Evidence.® It
also noted that the full Comission itself will
review any appeal and then, and only then, may
the case be appealed to a federal court of
appeals.’® On appeal, the reviewing court “must”
treat the agency’s factual findings as “conclusive”
even if such evidence could not have been admit-
ted in federal court."

The Supreme Court then noted the significant
changes made by the Dodd-Frank Act, in particu-
lar, which gave the SEC the right to seek civil
penalties now in hearings both before an SEC
ALJ as well as in federal court whereas, prior to
the Dodd-Frank Act, the SEC could only seek
civil penalties in federal court."
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In particular, the Supreme Court analyzed a
fundamental question, that is, whether the Sev-
enth Amendment entitles a defendant in an SEC
enforcement action in which the SEC sought civil
penalties to a jury trial."® The Supreme Court
clearly held: “it does.”"* It then analyzed whether
the “public rights exception” set forth in Article
III jurisdiction applies to an SEC enforcement
actions; “it does not.”"® The Supreme Court
concluded that the exception does not apply here
because the fraud claims brought by the SEC
against the respondents in this case “does not fall
within any of the distinctive areas involving
governmental prerogatives” as noted in Article
I1."

The Supreme Court then devoted significant
pages to the purpose of the right to a jury trial
under the Seventh Amendment and why the
“public rights” exception does not apply to secu-
rities fraud cases."”

The majority opinion written by Chief Justice
Roberts focused primarily on the Seventh
Amendment’s right to a jury trial. In a concur-
ring opinion written by Justice Gorsuch and
joined by Justice Thomas, Justice Gorsuch noted
that other constitutional provisions applied as
well. Namely, Justice Gorsuch noted that the Due
Process clause of the Fifth Amendment and
Article III of the Constitution, entitling individu-
als to an independent judge, should also be ap-
plied to limit how the government may go about
depriving an individual of “life, liberty or
property.”*® Justice Gorsuch noted regarding the
changes made by the Dodd-Frank Act:

“To be sure, the Commissioners opted, as they
often do, to send Mr. Jarkesy’s case in the first
instance to an ‘administrative law judge,” (citing
17 CFR § 201.110(2023), but the title ‘judge’ in

© 2024 Thomson Reuters
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this context is not quite what it might seem. Yes,
ALJs enjoy some measure of independence as a
matter of regulation and statute from the lawyers
who pursue charges on behalf of the agency. Yet,
they remain servants of the same master - the
very agency tasked with prosecuting individuals
like Mr. Jarkesy.”"®

Justice Gorsuch then noted:

“Going in, then, the odds were stacked against
Mr. Jarkesy. The numbers confirm as much: Ac-
cording to one report, during the period under
study, the SEC won aout 90% of its contested in-
house proceedings compared to 69% of its cases

in court.”?®

“How did all this play out in Mr. Jarkesy’s case?
Accompanying its charges, the SEC disclosed
700 gigabytes of data—equivalent to between 15
and 25 million pages of information it had
collected. . ...over Mr. Jarkesy’s protests that it
would take ‘two lawyers or paralegals working

twelve-hour days over four decades to review.”?'

In a dissenting opinion written by Justice
Sotomayor that was joined by Justices Kagan and
Jackson, Justice Sotomayor noted that Congress
had intended for agencies, like the SEC, to be

permitted to use their own ALJs.?? In supporting
the “public rights exception” in Article 111, Justice
Sotomayor then noted:

“It (Congress) has enacted more than 200 statutes
authorizing dozens of agencies to impose civil
penalties for violations of statutory obligations.
Congress had no reason to anticipate the chaos
today’s majority would unleash after all these

years.”?

Justice Sotomayor then listed more than two
dozen agencies that can impose civil penalties in
administrative proceeings, all of which were

enacted by Congress.?*

© 2024 Thomson Reuters
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IMPACT OF THE JARKESY CASE ON
PAST, CURRENT AND FUTURE SEC,
CFTC AND SRO ENFORCEMENT
ACTIONS

There is no doubt that agencies, like the SEC,
must now bring any civil enforcement proceed-
ing in which it is seeking civil penalties in federal
court, eliminating its use of in-house ALJs. I am
not sure that this adversely impacts current and
future SEC enforcement actions as the SEC has
recently been filing most of its enforcement ac-
tions in federal court. Similarly, the CFTC has
not used ALJs for many years, so this case will
have little to no impact on current and future
CFTC enforcement actions. Query, it will be
interesting to see if any past SEC enforcement
actions that were adjudicated by an SEC ALJ will
file a motion to dismiss any such cases.

The Jarkesy decision will also impact the time
to resolve contested SEC enforcement actions as
federal courts often take much more time to final-
ize any actions brought by the SEC than those
adjudicated by an ALJ.

Query, it will be interesting to see if SEC and
CFTC disgorgement cases will be impacted and,
if so, how, by the Jarkesy case. These do not
directly involve civil penalties but seek instead
restitution of any profits made by the respective
respondent.?® Similarly, as noted below by the
recent Loper Bright decision, will enforcement
actions brought by the SEC and the CFTC involv-
ing crypto/digital assets and their trading plat-
forms be challenged by the absence of the Chev-
ron deference until any new federal legislation
granting them jurisdiction over crypto/digital as-
sets?

It will also be interested to see if any enforce-
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ment actions brought by a self-regulatory organi-
zation (“SRO”), such as FINRA, NFA or any se-
curities or derivatives exchange, will be impacted
by the Jarkesy case. There is a pending action
before the D.C. Court of Appeals in which a
broker-dealer, Alpine Securities, has challenged
FINRA'’s right to bring an enforcement action
before one of its hearing officers.?®

“The questions before the D.C. Court of Ap-
peals are:

1. If FINRA is deemed to be a private entity,
can it also be deemed to be “part of the
government” for constitutional purposes?

2. Is FINRA a state actor subject to constitu-
tional constraints, or not?

3. Are FINRA’s actions in an enforcement
case “attributable to” the government?

4. How would arbitrations brought, pursuant
to the FINRA Code of Arbitration, be im-
pacted if Alpine Securities is successful in
its claims?

5. How will the D.C. Court of Appeals view
the role of self-regulation?

6. Should SRO enforcement/business conduct
hearings, which utilize a combination of
industry members and public representa-
tives for the respective panel, rather than
hearing officers, be treated differently than
a SEC enforcement action adjudicated by
an ALJ?*

7. All SROs are mandatory membership orga-

nizations whereby the member agrees in
SRO’s
proceeding. Does this mandatory member-

advance to the grievance

ship requirement create a difference from
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the principles set forth in the Jarkesy deci-
?28

sion
IMPACT OF LOPER BRIGHT ON

FUTURE AGENCY ENFORCEMENT
ACTIONS

One day after the Jarkesy decision,, on June
28, 2024, the Supreme Court issued its decision
in the Loper Bright case which effectively un-
wound the Chevron deference that has been
granted to agencies’ interpretations of its rule-
makings for over 40 years.? While the courts will
no longer be allowed to defer to the expertise of
the respective agency, it will be interesting to see
how the Loper Bright case might impact future
SEC and CFTC enforcement actions that do not
involve basic anti-fraud claims as SEC Rule
10b-5 is generic in nature just like the CFTC’s
anti-fraud regualtions.

CONCLUSION

As noted above, administrative proceedings
which seek civil penalties are now DOA. Respon-
dents, that do not seek settlements, are clearly
now entitled to a jury trial.
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