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Securities and Exchange
Com mission’s (SEC) prac-
tice of initiating adminis-

trative proceedings against defendants to be
adjudicated by the SEC’s in-house adminis-
trative law judges (ALJs) has taken place
since the 1940s. Presently, five ALJs oversee
the SEC’s Administrative Law Court. All are
appointed by the SEC’s Office of Admin -
istrative Judges.

In the past few years, the SEC has dra-
matically increased the percentage of cases
it has filed as administrative proceedings as
opposed to actions in the federal courts. The
SEC enjoys a much higher success rate in
such proceedings compared with those over-
seen by an independent federal judiciary. A
study by the Wall Street Journal demonstrated
that the SEC’s success rate in administrative
proceedings from October 2010 through
March 2015 was 90 percent compared with
its 69 percent success rate in federal actions
over the same period. The study also showed
that when defendants who received an adverse
ruling from an ALJ appealed directly to the
SEC, 95 percent of such appeals were resolved
in favor of the SEC.1

The SEC has acknowledged that it has
filed more ALJ proceedings in the recent past
than previously and has contended that such
increases are due to changes under the Dodd–
Frank Wall Street Reform and Consumer Pro -

tection Act of 2010 (Dodd-Frank) that per-
mitted the SEC to seek certain penalties in
ALJ proceedings that it previously could only
seek in actions filed in federal court. 2

Criticism against the SEC’s paradigm shift
has been levelled from many quarters, includ-
ing from one federal judge.3 Critics contend
that the administrative arena lacks many of
the due process protections of the federal
courts, including an independently appointed
judiciary, the opportunity for extensive dis-
covery, and juries. Because the mere levying
of claims by the SEC may result in devastating
consequences for defendants and their fami-
lies—e.g., the loss of jobs, careers, and in -
come—critics argue that the process should
be more fair and impartial. Indeed, the admin-
istrative process is held to be unfair to defen-
dants who are judged first by an ALJ app -
ointed by and beholden to the SEC and again
on an appeal to the SEC’s commissioners.
Various commentators have said that a system
in which the hand of the SEC is so heavy in
administrative proceedings—from determining
whether or not to institute proceedings to
selecting the ALJ deciding the outcome to
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determining on appeal whether or not an
adverse judgment should be af firmed or
reversed—is counter to the values of fairness
and integrity inherent in the American judicial
system.4 They also have contended that the
selection of ALJs by the SEC’s Office of Ad -
min istrative Law judges rather than by the
president violates the Appointments Clause
of the U.S. Con sti tution.5

Public Criticism

This public criticism and media attention has
resulted in two rounds of judicial challenges
to the SEC’s administrative proceedings.
Round one concerned the threshold issue of
when such a challenge could be mounted—
before the ALJ process had concluded or at
the end of that process. This round largely
appears to be over. All circuit courts of
appeals that have considered the issue have
found that these challenges must wait until
the ALJ process has run its course. Round
two addressing substantive arguments about
the constitutionality of the SEC’s ALJ process
is just beginning. Already, a circuit split has
developed on issues that could lead to review
by the U.S. Supreme Court. If the Supreme
Court ultimately decides that the SEC’s ALJs
presided over administrative proceedings in
violation of the Appointments Clause of the
U.S. Consti tution, thousands of ALJ awards
over many years in contested hearings poten-
tially may be invalidated.

In response to criticism that its court sys-
tem lacks due process, the SEC proactively
changed and proposed changes to some of
its administrative proceeding rules. However,
these changes are not sufficient to rebut
critics’ concerns because they do not address
the fundamental unfairness of proceedings
prosecuted and adjudicated by individuals
employed by the same agency.6

Finally, several legislative movements have
been initiated by Republican members of the
U.S. House of Representatives to address
some of the concerns. It is unclear what
impact a Republican in the White House will
have on these efforts; however, President
Donald Trump supports repeal of Dodd-
Frank. If Dodd-Frank is repealed, the SEC
may be forced to proceed in federal court if
it wishes to pursue certain penalties that will
no longer be available in administrative pro-
ceedings. Also, President Trump may support
the legislative efforts of Republican Con -
gressman Jeb Hensarling of Texas to repeal
and replace certain portions of Dodd-Frank,
including a specific proposal to permit all
defendants in ALJ proceedings to remove
such cases to the federal courts. If such leg-
islation were passed, most defendants likely
would choose removal to the federal courts
resulting in a dramatic reduction of ALJ pro-
ceedings. Before round two in the courts has

concluded, it is possible that legislative efforts
may put an end to this issue and curtail or
significantly reduce the SEC’s ability to bring
cases in an administrative forum.

In 2014, defendants in SEC administrative
proceedings began filing suits in federal courts
to enjoin ALJ proceedings before they had
run their course. The defendants contended
that such proceedings were unconstitutional
because the ALJs were appointed in violation
of the Appointments Clause. District courts
initially reached different conclusions about
whether or not they had jurisdiction to reach
the merits of the constitutional challenges
made to an administrative proceeding under
the three-prong test outlined in Thunder Basin
Coal Company v. Reich.7 Some courts found
that they had jurisdiction to consider the mer-
its,8 while others held that they did not.9

In the wake of these conflicting lower
court rulings, appeals were taken. The Second,
Fourth, Seventh, Eleventh and District of
Columbia circuit courts of appeals have held
they lack jurisdiction to entertain constitu-
tional challenges to ALJ proceedings until
such proceedings have run their course.10

No circuit court of appeals has disagreed.
Accordingly, the first round of litigation

challenges to the SEC’s administrative pro-
ceedings is over. Five circuit courts of appeals
concur that the lower courts have no juris-
diction to consider constitutional challenges
to the ALJ process until after the exhaustion
of all administrative remedies. As a result,
the U.S. Supreme Court will not take an
interest in this issue unless another circuit
court of appeals takes a different tack and
creates a circuit split.

Constitutional Challenges

Round one simply delayed the day of reck-
oning for courts to reach the merits. On
August 9, 2016, the District of Columbia
Circuit Court of Appeals became the first
appellate court to do so.11

In Lucia Companies, Inc. v. SEC,12 defen-
dants received an adverse ruling in an admin-
istrative proceeding and exhausted all appeals
to the SEC. On appeal, the commission found
the defendants committed antifraud violations
and imposed the same sanctions as the ALJ.
The commission also rejected the defendants’
argument that the administrative proceeding
was unconstitutional because the ALJ was
not appointed in conformity with the Ap -
pointments Clause. Although the parties con-
ceded that the president does not appoint
ALJs, the commission found that its ALJs
are employees and not officers and, therefore,
the Appointments Clause does not govern.

The Lucia defendants filed a petition for
review to the District of Columbia Circuit
Court of Appeals and renewed the argument
concerning the Appointments Clause. The

Lucia court’s analysis focused on whether or
not ALJs were officers subject to the Appoint -
ments Clause or employees who are not sub-
ject to the Appointments Clause. The court’s
analysis “begins, and ends” with a consid-
eration of whether or not ALJs issue “final
decisions of the Commission.”13 If ALJs do
not issue “final decisions of the Commission,”
they are employees who are not subject to
the Appointments Clause.

In their briefs to the court, the defendant
petitioners noted that an ALJ decision “be -
comes the final word of the agency unless fur-
ther review is granted” and thus “[t]he ALJ’s
decision is not replaced by a final agency order;
the ALJ decision itself ‘become[s] final.’”14 In
other words, unappealed ALJ decisions auto-
matically become the final action of the com-
mission. Accordingly, the petitioners argued
that ALJs do issue final decisions of the com-
mission and therefore are officers subject to
the Appointments Clause. They also noted
that “ALJ’s rulings are in fact rarely disturbed”
and that the ALJ involved in the underlying
matter “has apparently never been reversed
by the SEC in more than 50 cases.”15

The Lucia court, however, was not per-
suaded. It held that “[t]he Commission’s final
action is either in the form of a new decision
after de novo review or, by declining to grant
or order review, its embrace of the ALJ’s
initial decision as its own.”16 It further held
that “the Commission’s ALJs neither have
been delegated sovereign authority to act
independently of the Commission nor, by
other means established by Congress, do they
have the power to bind third parties, or the
government itself, for the public benefit.”17

Notwithstanding the evidence in the peti-
tioners’ brief that ALJ decisions are rarely
disturbed by the commission, the court held
that the “[p]etitioners offer neither reason
to understand the finality order to be merely
a rubber stamp, nor evidence that initial deci-
sions of which the Commission does not
order full review receive no substantive con-
sideration as part of this process.”18

On December 27, 2016, in Bandimere v.
SEC,19 the Tenth Circuit Court of Appeals
issued a ruling directly contrary to Lucia.
The court held that the SEC ALJ who presided
over an administrative proceeding was an
inferior officer who held his office in violation
of the Appointments Clause.

The Bandimere court disagreed with the
Lucia court’s creation of a litmus test to
determine whether or not the Appointments
Clause had been violated, that is, whether
the SEC ALJs’ lack of final decision-making
authority automatically means that the ALJs
were not subject to the Appointments Clause.
Instead, the Tenth Circuit held that such a
conclusion should hinge on the ALJs’ duties
and not on final decision-making power.20
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In so doing, the court held that “[w]hether
SEC ALJs can enter final decisions is not dis-
positive to our holding” but “the SEC’s argu-
ment that its ALJs can never enter final deci-
sions is not airtight.”21 The court noted that
the SEC may decline to review an ALJ deci-
sion or enter an order stating that the ALJ’s
initial decision is final without engaging in
review and that in fact 90 percent of all initial
SEC ALJ decisions follow such “a path for
an initial decision to become final without
plenary agency review.”22 The court recog-
nized that SEC ALJ duties are more than
ministerial tasks and that the ALJs carry out
important functions pursuant to the laws of
the United States. The SEC’s power to review
its ALJs does not transform them into lesser
functionaries, the court said. Rather, it shows
the AJLs are inferior officers subordinate to
the SEC Commissioners.23 Since the SEC ALJ
held his office unconstitutionally when pre-
siding over the underlying administrative
proceeding, the Court granted the petition
for review and set aside the SEC’s opinion.24

In Bandimere, a vigorous dissent by Judge
McKay relies on Lucia to contend that SEC
ALJs are not inferior officers and thus not
subject to the Appointments Clause because
they cannot enter final decisions.25 The dis-
senting opinion also contends that the major-
ity’s holding is “quite sweeping, and I worry
that it has effectively rendered invalid thou-
sands of administrative actions.”26 Judge
Briscoe’s separate concurring opinion refutes
the contention that the ruling potentially
invalidates all ALJs, and not simply SEC
ALJs. 27 Judge Briscoe also criticizes the dis-
sent’s reliance on Lucia’s reasoning and
repeats the conclusion of the majority that
whether or not an ALJ possesses “final deci-
sion-making authority” is not the “sine qua
non of inferior Officer status.”28

In the immediate future, the SEC doubtless
will seek a rehearing en banc in Bandimere.
If that effort and the pending request for a
rehearing en banc in Lucia are unsuccessful,
then this issue is on track for review by the
U.S. Supreme Court to resolve the split between
the Tenth and District of Columbia circuit
courts of appeals. Other circuit courts of
appeals also will weigh in on this issue and
choose to follow either Lucia or Band imere.
If the Bandimere decision holds through all
appeals, the SEC potentially is facing the inval-
idation of thousands of SEC ALJ adjudications
and many additional litigated issues concerning
the scope and extent of such invalidations. It
will be interesting to see what positions are
taken on this issue by a new SEC chair and a
new presidential administration.

On July 13, 2016, the SEC adopted
amendments to its rules of practice governing
administrative proceedings. The amendments
ad dress, among other issues, the timing of

hearings in administrative proceedings, enti-
tlement to depositions, the admissibility of
evidence, and the contents of an answer. In
a press release issued the same day, then SEC
Chair Mary Jo White stated, “The amend-
ments to the Commission’s rules of practice
provide parties with additional opportunities
to conduct depositions and add flexibility to
the timeliness of our administrative proceed-
ings, while continuing to promote the fair
and timely resolution of the proceedings.”29

The amendments became effective September
27, 2016, and apply to all proceedings initi-
ated on or after that date. The amended rules
also apply to pending cases in certain instances
depending on their stage.30

Significant Changes

The most significant changes to the SEC rules
of practice relate to the timing of hearings
and entitlement to depositions. The SEC’s
rush to trial in administrative proceedings
has been sharply criticized by defendants
who contend that the accelerated timeline
favors the SEC, which has several years to
conduct its own investigation and build its
case, and thus disadvantages defendants who
have a limited amount of time to prepare
their defenses.31 The recent changes include
an amendment to Rule 360, which governs
the filing of an initial decision by the hearing
officer and the timing of the initial stages of
the administrative proceeding.

Under former Rule 360, the initial decision
of the hearing officer had to be filed within
120, 210, or 300 days from the date of the
service of the order instituting proceedings
(OIP). Under the former rule, the more time
the parties were afforded for pretrial prepa-
ration and motion practice, the less time the
hearing officer had to prepare and file the
initial decision, which incentivized compress-
ing the pretrial schedule. By contrast, under
amended Rule 360(a)(2)(i), the trigger date
for the time to file the initial decision is either
30, 75, or 120 days from the date of the
completion of post-hearing or dispositive
motion briefing or a finding of a default.

Amended Rule 360(a)(2)(ii) also extends
the length of the prehearing period from a
maximum of four months to 10 months.
Notably, the SEC rejected commenters’
entreaties for an open-ended and flexible pre-
hearing period to be determined by hearing
officers and stated that the SEC “continue[s]
to believe that timely completion of proceed-
ings can be achieved more successfully with
express deadlines for completion of the var-
ious steps in the administrative proceeding.”32

Although Amended Rule 360 affords defen-
dants additional time to prepare their cases,
even the maximum prehearing period of 10
months is a relatively short period of time
to prepare for a complex trial.

With respect to depositions, Amended
Rule 233 now permits parties in 120-day pro-
ceedings the right to notice three depositions,
of up to seven hours each, per side in a sin-
gle-defendant case and five depositions per
side in multidefendant cases. Under Amended
Rule 233(a)(3)(ii), the parties are permitted
to seek leave to notice up to two additional
depositions based on a showing of a “com-
pelling need.” The depositions of witnesses
unavailable to testify at the hearing do not
count against each party’s limit. Amended
Rule 233 presents a marked shift from the
former Rule 233 that only permitted parties
to take the deposition of an unavailable wit-
ness and only with the permission of the ALJ.
Defendants in 30-day or 75-day proceedings
still have no right to take depositions. By con-
trast, under Federal Rule of Civil Procedure
30, a party may notice up to 10 depositions
without leave of court. Commenters criticized
the “‘one-size fits all’ approach” of providing
a fixed number of depositions and argued
that “hearing officer discretion in the matter
of depositions is necessary because each case
presents unique facts and circumstances.”33

The right afforded the parties by Amended
Rule 233 to take a limited number of de -
positions in 120-day proceedings will not
dampen criticism concerning the lack of due
process in administrative proceedings.

The SEC’s recent amendments also clari-
fied the standards for admissibility of evi-
dence. Under former Rule 320, all evidence
was admissible in administrative proceedings
unless it was “irrelevant, immaterial or unduly
repetitious.” Amended Rule 320(a) also ex -
cludes evidence that is unreliable. In addition,
Amended Rule 320(b) clarifies that hearsay
may be admitted if it “is relevant, material,
and bears satisfactory indicia of reliability
so that its use is fair.” The admission of
hearsay evidence in administrative proceed-
ings continues to be more permissive than
under the Federal Rules of Evidence. Com -
menters warned that the proposed rule, which
the SEC adopted, would “fail to offer any
meaningful protection” and “provide[s] insuf-
ficient guidance and [is] prone to unfair appli-
cation.”34

While some of the SEC’s amendments
provide limited protections to defendants, at
least one of the amendments imposes a burden
on defendants. Amended Rule 220 requires
a defendant to disclose in its answer to alle-
gations in an OIP whether the defendant
intends to assert a so-called reliance defense,
such as reliance on advice of counsel. Failure
to make this disclosure in an answer may be
deemed to constitute a waiver of the defense.
Asserting a reliance on advice of counsel de -
fense requires careful consideration as it in -
volves waiving the attorney-client privilege.
Such decisions rarely can be made up front
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in an administrative proceeding but require
the benefit of discovery, including depositions
and document production, before a defendant
can thoughtfully consider if he or she wishes
to make this defense. Requiring this defense
to be asserted early in the process or risk
waiver may be viewed as unfair and as an
attempt by the SEC to gain insight into defen-
dants’ trial strategy very early in the matter.
For these reasons, Amended Rule 220 is trou-
bling to defendants and their counsel and
seems to go backwards in terms of addressing
due process concerns.

Legislative Efforts

Legislators have also joined the chorus of
critics of the SEC’s use of administrative pro-
ceedings. On October 22, 2015, Republican
Congressman Scott Garrett of New Jersey
introduced a bill titled the Due Process Res -
toration Act of 2015.35 This proposed legis-
lation would amend the Securities and Ex -
change Act of 1934 to permit a defendant
within 20 days of notice of an administrative
proceeding against him or her to terminate
the administrative proceeding if the agency
has brought charges seeking a cease-and-
desist order and a civil penalty.36 The agency
would then be forced to file a complaint in
federal district court in order to pursue its
claims against the defendant.37 The proposed

legislation also raises the burden of proof on
the agency requiring it to establish the defen-
dant’s alleged misconduct by “clear and con-
vincing evidence” rather than the lower “pre-
ponderance of the evidence” standard.38 On
July 21, 2016, the Due Process Restoration
Act was referred to the Committee of the
Whole House on the State of the Union.39

In June 2016, Congressman Hensarling,
chairman of the House Financial Services
Committee, informally introduced the Fin -
ancial Choice Act, which aims to repeal and
replace portions of Dodd-Frank.40 The bill
was formally introduced in the House of
Representatives on September 9, 2016.41 A
House committee approved the bill on Sept -
ember 12, 2016, and the bill was then referred
to the Subcommittee on Regulatory Reform,
Commercial and Antitrust Law and the Sub -
committee on Commodity Exchanges, Energy,
and Credit.42 The Financial Choice Act a f-
f ords defendants in SEC administrative pro-
ceedings the right to remove the SEC’s case
against them to federal district court.43 While
these legislative efforts are proceeding at a
relatively slow pace, it remains to be seen if
President Trump will press for a repeal of
Dodd-Frank, which could accelerate the leg-
islative process.

Round two’s circuit split may deepen 
as other circuit courts of appeals consider

whether to side with Lucia or Bandimere.
While those cases are underway and the
process of seeking review of this issue by the
U.S. Supreme Court proceeds, it is clear that
the SEC ap pears to be losing on the ALJ
issue in the court of public opinion. Critics
wonder why when the consequences of an
administrative proceeding are so dire does
the SEC not elect to have such matters heard
on a level playing field by the independent
federal judiciary and juries.44 Critics also
wonder if the SEC has chosen to proceed
more frequently in the administrative arena
rather than in the courts because it is easier
for it to prevail there and to control the devel-
opment of the securities laws.45 At least one
federal judge has made the point that using
administrative proceedings more frequently
than the federal courts impedes the growth
and development of the securities laws in the
federal courts, which is to the detriment of
the public.46

In the face of these questions, adverse
publicity for the SEC, and a new president
along with anticipated leadership changes
at the highest levels of the SEC, it is unclear
whether judicial resolution of these issues
or legislative developments will come first.
Judicial resolution will decide whether SEC
ALJ adjudications performed in the past
were done contrary to the U.S. Constitution
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and if so, what will happen to the thousands
of past SEC ALJ adjudications. Legislative
efforts may permit a defendant in the future
to select whether to proceed in an admin -
istrative proceeding or in federal court. When
faced with such a choice, defendants are
bound to choose the federal courts every
time.                                                           n
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