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The Scope Of SEC Defendants' Jury Trial Right: Part 3
Law360, New York (July 18, 2016, 2:38 PM ET) –

This is the third 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. Our first 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 the second article, we
discussed how the jury trial right extends to an assessment of the number of distinct violations committed
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and how this issue turns on how one defines the “unit of violation” under the federal securities laws.[2] In
this article, we address the issues of reliance and loss (or gain) causation in SEC enforcement actions and
the jury’s role in assessing such. While the received wisdom among practitioners and some courts is that
injury and loss causation have no bearing on an SEC enforcement action and are certainly not issues on
which a jury must pass, this is plainly incorrect.

The SEC Penalty Tiers Require Proof of Loss (or Gain) and Causation
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As discussed in an earlier article, the federal securities laws authorize a district court to impose civil
monetary penalties for securities law violations under a three-tier system. The appropriate penalty tier, and
the corresponding maximum penalty that the court may impose, depends on the presence of additional facts
beyond the elements of the violation. The base penalty for any violation by a natural person is $5,000
($50,000 for a corporation or other entity). If the violation involved fraud or recklessness, then the
maximum penalty increases to $50,000 ($250,000 for a corporation or other entity). And if the violation
involved fraud or recklessness and “resulted in” substantial loss or a significant risk of such loss to others,
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then 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 by the defendant, if any, “as a result of” the violation.[3]

The use of “resulted in” and “as a result of” language in the text of the SEC penalty provisions clearly suggests a causation
requirement. The U.S. Supreme Court has repeatedly explained in other contexts that such language requires proof of
causation.[4] This means that, in order to secure a third-tier penalty against a securities law violator, the SEC must prove
not only the elements of a securities law violation, but also that the violation caused loss to others or was causally
connected to gain by the defendant. In other words, a defendant faces liability for a third-tier penalty (or a penalty
measured by the defendant’s gain) only if both a violation of the securities laws and a causal connection to either loss (or
gain) are shown.[5] And embedded in the concept of causation is the element of reliance.[6]
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The Seventh Amendment Entitles Defendants to a Jury Finding on the Issue of Reliance and Loss (or Gain)
Causation

If our earlier Seventh Amendment analysis is correct, then a defendant is entitled to a jury finding on the issues of reliance
and loss (or gain) causation when the SEC seeks enhanced monetary penalties because the losses or gains caused by the
violation are essential components of a defendant’s liability for a maximum penalty above the base level. The Supreme
Court held in Tull v. United States that, in a government enforcement action seeking monetary penalties, a defendant has a
Seventh Amendment “right to a jury trial to determine his liability on the legal claims.”[7] Liability for purposes of the
Seventh Amendment cannot be assessed apart from the maximum sanction to which one is ultimately exposed. Indeed, the
very definition of liability is “the state of being legally responsible for something ... (such as the payment of money).”[8]
Thus, if a defendant is to be held liable for an enhanced monetary penalty due to the losses caused by or gain reaped from
the violation, then the defendant is entitled to a jury finding on those factual issues. Even if the SEC seeks third-tier
penalties relying on a “significant risk of losses,” rather than actual losses, the Seventh Amendment requires that the SEC
prove to the jury a causal connection between the fraudulent or reckless conduct and the risk that losses could have
resulted.[9]

We recognize that courts have long held that, in “civil enforcement action[s] brought by the SEC, reliance, damages, and
loss causation are not required elements.”[10] An early Second Circuit decision penned by then-Judge Thurgood Marshall
held that the SEC need not prove “cause” because “[t]he Commission’s duty is to enforce the remedial and preventive
terms of the statute in the public interest, and not merely to police those whose plain violations have already caused
demonstrable loss or injury.”[11] These decisions may be correct to the extent that they address the government’s burden
to prove and enjoin a securities violation.[12] The SEC must, however, prove causation (including reliance) if it seeks
third-tier penalties or penalties based on the gains received by the defendant. Courts have recognized as much.[13] What
courts have not considered — because defendants have rarely pressed the issue — is whether the judge or the jury must
make that causation determination. The reasoning of Tull answers that question, entrusting to the jury this factual issue
critical to liability for a higher maximum penalty.

We recognize that, often, the issue of gain causation for penalty purposes will overlap with the determination of whether
the defendant profited from a violation and is thus subject to the equitable remedy of disgorgement. In Tull, the Supreme
Court explained that, “if a ‘legal claim is joined with an equitable claim, the right to a jury trial on the legal claim,
including all issues common to both claims, remains intact.’”[14] This means that, in practice, the defendant will often
have a Seventh Amendment right to have the gain amount and causation decided by a jury, even though those issues bear
on disgorgement.

Proving Loss, Reliance and Loss Causation for Purposes of Third-Tier Penalties

Placing the loss and causation issues before the jury is likely to have the collateral benefit of imposing more rigor on those
determinations. Gone will be simplistic arguments that, because the defendant made a false statement (or otherwise
violated the securities laws) concerning an investment, the entire investment loss resulted from the violation. Instead,
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causation requires a showing of (1) reliance on an investor-by-investor basis (because without reliance a particular
investor’s loss cannot have been caused by a violation) and (2) that the false statement led to the losses, even after
considering other factors such as a downturn in the market, a tough business climate, or a product failure. A loss does not
result from the defendant’s conduct if external factors such as “changed economic circumstances, changed investor
expectations, new industry-specific or firm-specific facts, conditions, or other events, ... account for some or all of [the
loss].”[15] Similarly, placing the loss and causation questions before the jury will require courts to grapple with the
question of whether the much-criticized efficient market hypothesis should apply in the enforcement context.[16]

Finally, it is worth highlighting that deciding whether a violation resulted in “substantial losses” (or risk of such) is closely
tied to how the unit of violation is defined (which we discussed in the second article in the series). Third-tier penalties are
available for “each violation” that results in or creates a risk of substantial losses. Therefore, if the violation is defined
narrowly (such as each individual purchase or sale), no single violation may result in substantial losses. Or some investors
may have relied on a defendant’s misstatements while others did not. Third-tier penalties would be available only for each
violation, properly defined, for which the SEC can prove both causation and substantial resulting losses.

Conclusion

The federal securities laws provide for enhanced penalties if the violation resulted in substantial losses (or risk of such
losses) or gain to the defendant. The text of those penalty provisions requires a finding that the violation caused those
losses (or gains), i.e., that the victim relied on the misrepresentation and the losses (or gains) were not the result of other
economic factors. Because those losses (or gains), reliance and loss causation are essential components of a defendant’s
liability, defendants in SEC enforcement actions have a Seventh Amendment right to a jury trial to determine those facts
when the SEC seeks enhanced monetary penalties. These questions are complicated ones, often requiring expert witnesses
and always requiring carefully crafted jury instructions. In our final article next week, we will consider the role of scienter
in the imposition of a second- or third-tier penalty for otherwise negligence-based securities law violations and the jury’s
role in determining such.

—By Matthew T. Martens, Jaclyn N. Moyer and Derek A. Woodman, WilmerHale
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