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The Scope Of SEC Defendants' Jury Trial Right: Part 2

Law360, New York (July 11, 2016, 12:10 PM ET) —

This is the second of four articles examining the scope of the Seventh Amendment jury trial right for civil
defendants in U.S. Securities and Exchange Commission enforcement actions. The previous article
explained why the Seventh Amendment entitles a civil defendant to a jury finding as to those facts that
increase the maximum penalty — the “liability”— to which a defendant is exposed.[1] In that way, the
right to a civil jury trial mirrors the criminal jury trial right.[2] In this article, we consider how this Seventh
Amendment right applies to the determination of the number of violations a defendant committed and thus

the number of violations for which the defendant may be liable.

“Each Violation” for Which Penalties are Imposed Under the Federal Securities Laws Must Be

Found By a Jury

It was only in 1990 that Congress first authorized the SEC to seek civil monetary penalties for all federal
securities law violations. The SEC may now seek increasingly severe penalties for “each violation.”[3] The
base penalty for a violation by a natural person is $5,000 ($50,000 for a corporation or other entity). If the
violation involved fraud or deceit, the maximum penalty increases to $50,000 ($250,000 for a corporation
or other entity). And if the violation involved fraud and resulted in substantial losses or a significant risk of
substantial losses to others, the maximum penalty increases to $100,000 ($500,000 for a corporation or
other entity). For each penalty tier, the maximum penalty is increased to the gross amount gained if the
defendant receives pecuniary gain as a result of the violation.[4] But any penalty under this three-tier

system depends on an initial finding of a securities law violation. And each subsequent violation subjects a

defendant to an additional penalty. In other words, liability under the federal securities laws is on a per-
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violation basis.

In the context of administrative proceedings, it is clear that imposition of a penalty requires that the fact finder determine
the number of violations committed by the defendant.[5] That determination must be made separately for each defendant.
In other words, a general finding that a violation occurred does not mean that each defendant in a multidefendant case is
liable for that violation, nor does it establish the number of violations by a particular defendant. When the SEC proceeds
against a defendant in federal court, the question becomes which fact finder must make the determination of how many
violations can be attributed to each defendant. We believe that the Seventh Amendment, as interpreted in Tull v. United
States, requires that the jury, not the judge, determine how many violations each defendant committed and consequently
the number of penalties for which each defendant is liable.

Tull provides that a defendant “has a constitutional right to a jury trial to determine his liability on ... legal claims.”[6]

Whether a defendant has committed a violation and is thus subject to any penalty at all surely is included in that “liability’
determination. Indeed, the very definition of liability is “the state of being legally responsible for something ... such as the
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payment of money.”[7] A defendant is liable for a penalty only if he is found to have committed a violation. And a
defendant is liable for a second penalty only if he is found to have committed a second violation. Thus, the jury must
determine the number of violations each defendant committed before a judge may impose a penalty beyond the statutory
penalty amount for a single violation. It would be incredible to suggest that, once the jury finds that a single violation
occurred, the judge is allowed to decide on her own how many violations a defendant committed for purposes of deciding

how many penalties to impose. Yet the SEC has convinced some courts to do just that.[8]

In the criminal context, the U.S. Supreme Court has easily concluded that the Sixth Amendment jury trial right entitles a
defendant to a jury finding as to how many violations a defendant committed. The court rejected, for example, the
government’s contention that the number of days a violation took place, which determined the maximum penalty, was
simply a method of “quantifying the harm” caused.[9] The court instead held that, for each day it seeks a penalty, “the
Government [must] prove[] that [the defendant] committed all of the acts constituting the offense.”[10] In other words, the
government had to prove to the jury that the defendant committed the violation each day. Similarly, the SEC must, under
the Seventh Amendment, prove the number of violations that a particular defendant committed, at least to the extent the

commission seeks more than one penalty.

How Should Courts Define a “Violation” Under the Federal Securities Laws?

Once it is recognized that a defendant has the right to a jury determination of the number of violations committed, the next
question is how to define a “violation” under the federal securities laws. Stated another way, what is the appropriate “unit”
of violation? Section 10(b) of the Securities Exchange Act of 1934 (and Rule 10b-5 thereunder), for example, prohibits
fraud and manipulation in connection with the purchase or sale of securities through the use of instrumentalities of
interstate commerce.[11] Is the violation the entire scheme to defraud each fraudulent misrepresentation, each purchase or
sale of securities, or each use of an instrumentality of interstate commerce? Judges have provided a variety of answers to
that question.[12]

Other federal securities laws present similar problems. Section 15(a) of the Exchange Act makes it unlawful for a broker
or dealer not registered with the SEC to use an instrumentality of interstate commerce to effect a transaction in
securities.[13] Is the violation the failure to register or each securities transaction? Section 17(a)(3) of the Securities Act of
1933 makes it unlawful “to engage in any transaction, practice, or course of business” that operates as a fraud or deceit in
the offer or sale of securities.[14] Is the violation the offer or sale of securities, or engaging in a practice or course of
business that operates as a fraud or deceit? Courts need to resolve these questions so they can properly instruct juries on

how to determine the number of violations committed by a defendant.

How courts define the unit of violation for purposes of the various securities law statutes could have significant practical
implications for defendants in SEC enforcement actions. If a violation is defined as each sale of securities, then to obtain
third-tier penalties the commission must prove that each distinct sale resulted in substantial losses. This could be difficult
for pump-and-dump penny stock schemes, where the amount of loss from each purchase or sale is small. If instead the

violation is the entire scheme to defraud, then the commission could obtain a third-tier penalty (if it proves significant
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losses), but it could obtain only one such penalty. The unit of violation will thus determine whether a defendant must pay a
single third-tier penalty of up to $100,000 or multiple $5,000 penalties.

The Rule of Lenity Supports a Narrow Interpretation of Violation

The rule of lenity suggests that any ambiguity regarding the unit of violation for a federal securities law violation should
be resolved in favor of the defendant. The Supreme Court has held that when a statute is ambiguous as to the unit of
prosecution, “ambiguity should be resolved in favor of lenity.”[15] Although the rule of lenity was developed as a canon
of construction in criminal cases, the rule also applies when interpreting statutes that have both criminal and civil
applications.[16] The language of a single statute cannot have different meanings depending on whether the violation is
prosecuted by a criminal or a civil authority.[17] Because every provision of the federal securities laws may be pursued
civilly by the SEC and criminally by the U.S. Department of Justice, the rule of lenity should apply when interpreting
these statutes regardless of the context.[18] And while it is not immediately clear which unit of violation will always be
more defendant-friendly, it is likely that a defendant in either a criminal prosecution or in an SEC enforcement action

would be better off with a single violation (and thus a single penalty), rather than multiple ones.

Conclusion

The federal securities laws provide for penalties on a per-violation basis. The Seventh Amendment guarantees a defendant
in an SEC enforcement action the right to have a jury determine the issue of liability. Accordingly, whether that defendant
committed one or more violations and thus is liable for one or more penalties must be determined by the jury, not the
judge. It is only after the jury finds how many violations each defendant committed that the judge can determine the
appropriate penalty for those violations. Determining the number of violations is complicated, however, by the varied
definitions of “violation” provided by the federal courts and administrative law judges. The rule of lenity suggests that the
federal securities laws should be interpreted in favor of exposing a defendant to a single violation and thus a single
penalty. But many of these questions have yet to be litigated. Thus, defendants in SEC enforcements actions should press
these issues at all stages of the litigation and, in particular, during the jury charge conference.
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