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 Securities Litigation and 
Enforcement 

  The Dodd-Frank Act contains several provi-
sions that are likely to have signifi cant impact on 
securities litigation and enforcement, including 
new incentives and protections for whistleblowers, 
increased liability exposure for credit rating agen-
cies and deadlines for completion of SEC investi-
gations, among others.  

 By Peter C. Hein, George T. Conway III, 
Wayne M. Carlin, and Olivia A. Maginley 

 On July 21, 2010, nearly two years after the 
height of  the fi nancial crisis, President Obama 
signed into law the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (Dodd-
Frank Act or Act). 1    In addition to many impor-
tant regulatory provisions, the Dodd-Frank 
Act contains a number of  provisions that are 
likely to have a signifi cant impact on securi-
ties litigation and enforcement. As companies 
pause to reassess their legal exposure and the 
effectiveness of  their compliance programs, 
this article highlights some of  the key changes 
wrought by this legislation as well as certain 
noteworthy provisions that were considered 
and discarded as the Act made its way through 
Congress. 

 Private Cause of Action for Aiding 
and Abetting Rejected—Open 
Questions Remain 

 Despite efforts by certain lawmakers, the 
Dodd-Frank Act leaves intact well-settled 
Supreme Court authority holding that there is 
no private right of action for aiding and abet-
ting violations of Section 10(b) of the Securities 
Exchange Act of 1934 (Exchange Act). 2  

 In  Central Bank of Denver, N.A. v.   First Inter-
state Bank of Denver, N.A. , the Supreme Court 
ruled that the District Court had properly granted 
summary judgment to Central Bank, which had 
served as the indenture trustee for certain bond 
issues. 3    Despite repeated warnings that the liens 
securing the bonds had declined in value, Cen-
tral Bank agreed not to seek independent review 
of the appraisal of the liens until after the clos-
ing on the bond issue. Reversing the Tenth Cir-
cuit’s decision, the Supreme Court held that “a 
private plaintiff  may not maintain an aiding and 
abetting suit under § 10(b).” 4    Instead, “second-
ary actors” can be held liable only if  “ all  of  the 
requirements for primary  liability . . . are met.” 5    
Shortly after  Central Bank  was decided, Congress 
passed the Private Securities Litigation Reform 
Act of 1995 (PSLRA), authorizing the SEC to 
prosecute aiding and abetting violations of the 
Exchange Act, but leaving unchanged the cen-
tral holding of  Central Bank— that the implied 
right of action under Section 10(b) extends only 
to parties who commit primary violations. 6  

 In 2008, in  Stoneridge Investment Partners, 
LLC v.   Scientifi c-Atlanta, Inc. , the Supreme 
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Court reaffi rmed its decision in  Central Bank  
and upheld the Court of Appeals’ determination 
that no primary violation had occurred because 
defendants’ “acts or statements were not relied 
upon by the investors.” 7    Although defendants 
(suppliers, and later customers, of Charter Com-
munications, Inc.) had entered into transactions 
designed to mask the issuer’s failure to meet pro-
jected revenue and operating cash fl ow numbers, 
they had “no role in preparing or disseminating” 
the issuer’s misleading fi nancial statements and 
“their deceptive acts were not communicated 
to the public.” 8    The Court deemed plaintiffs’ 
theory of reliance—that “investors rely not only 
upon the public statements relating to a security 
but also upon the transactions those statements 
refl ect”—to be inconsistent with their obliga-
tion to demonstrate reliance on defendants’ “ own 
 deceptive conduct.” 9  

 Together,  Central Bank  and  Stoneridge  make 
clear that plaintiffs’ ability to demonstrate reli-
ance upon acts or statements of secondary actors 
themselves is necessary in order for acts or state-
ments of the secondary actors to fall within the 
scope of Section 10(b)’s prohibitions. Applying 
the principles enunciated in these cases, federal 
courts have rejected claims against, for example, 
issuers’ auditors 10    and outside counsel. 11  

 In 2009, in an effort to overturn legisla-
tively the Supreme Court’s pronouncements in 
 Central Bank  and  Stoneridge , Senator Specter 
introduced a bill seeking to establish a private 
cause of action for aiding and abetting viola-
tions of the Exchange Act. 12    While that bill 
remained in committee, 13    Senator Specter intro-
duced an amendment (S. 3776) during the Sen-
ate debate on the Dodd-Frank Act that would 
have amended  Section 20(e) of  the Exchange 
Act to create a private cause of action against 
“any person that knowingly provides substantial 
assistance to another person in violation of this 
title.” 14    Although this proposed amendment was 
ultimately withdrawn in the Senate, House mem-
bers on the conference committee charged with 

 reconciling the Senate and House versions of the 
bill endorsed a similar proposal by Representa-
tive Waters. 15    In the end, the conferees declined 
to adopt any provision that would overturn  Cen-
tral Bank  and  Stoneridge , opting instead to direct 
the Comptroller General to conduct a “study” 
analyzing the impact of  authorizing a private 
right of  action for aiding and abetting violations 
of the federal securities laws. 16  

 As the Comptroller General begins the statu-
torily mandated study, the Supreme Court is con-
sidering another case concerning the proper scope 
of liability for secondary actors under the federal 
securities laws. In the wake of  Central Bank  and 
 Stoneridge , the federal courts of appeals have 
endeavored to articulate when investors can be 
deemed to have relied on statements by second-
ary actors. While some circuits have held that the 
allegedly false or misleading statements must have 
been attributed to the secondary actor at the time 
of their dissemination, others have indicated that 
only substantial participation in the preparation 
of such statements is required. 17    The Supreme 
Court now appears poised to resolve this circuit 
split: In June, the Supreme Court granted certio-
rari in a case in which the Fourth Circuit held that 
the relevant inquiry is “whether interested inves-
tors would attribute to the defendant a substan-
tial role in preparing or approving the allegedly 
misleading statement.” 18  

 Although the Dodd-Frank Act did not create 
a private right of action for aiding and abetting 
violations of the federal securities laws, the Act 
does augment the SEC’s existing authority under 
Section 20 of the Exchange Act to pursue civil 
enforcement actions alleging aiding and abetting 
of violations of the Exchange Act. It lowers the 
requisite state of mind to encompass reckless (in 
addition to knowing) acts, 19    and empowers the 
SEC to pursue actions premised on “knowingly 
or recklessly” aiding or abetting violations of the 
Securities Act of 1933 (Securities Act), the Invest-
ment Company Act of 1940, and the Investment 
Advisers Act of 1940. 20  
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 Flawed Attempt to Alter Extraterritorial 
Reach of the Federal Securities Laws 

 In June 2010, the Supreme Court in   Morrison v.   
National Australia Bank Ltd.,  held that Section 
10(b) of the Exchange Act and SEC Rule 10b-5 
do not apply to securities transactions that take 
place outside the United States. 21    The Dodd-
Frank Act contains two provisions, Sections 
929P(b) and 929Y, that concern the territorial 
scope of the federal securities laws. But neither 
provision overturns  National Australia Bank . 

 It has been widely assumed that, as its princi-
pal draftsman asserted on the House fl oor,   Sec-
tion 929P(b) “make[s] clear that in actions and 
proceedings brought by the SEC or the Justice 
Department, . . . provisions of the Securities Act, 
the Exchange Act, and the Investment Advisers 
Act may have extraterritorial application.” 22    As 
actually worded, however, Section 929P(b) does 
no such thing. The provision unambiguously 
addresses only the “ jurisdiction ” of the “district 
courts of the United States” to hear cases involv-
ing extraterritorial elements; its language does 
not expand the geographic scope of any substan-
tive regulatory provision. 23    That is a crucial, and 
likely fatal, omission. In  National Australia Bank , 
the Supreme Court reaffi rmed the longstanding 
principle that the territorial scope of a federal law 
presents not a question of “jurisdiction,” of a “tri-
bunal’s power to hear a case,” but rather a ques-
tion of substance—of “what conduct” does the 
law “prohibit[]”? 24    The new law does not address 
that issue, and accordingly does not expand the 
territorial scope of the government’s enforce-
ment powers at all. To be sure, given the drafters’ 
extra-statutory statements, some judges may be 
tempted to fi nd substantive extraterritorial reach 
in Section 929P(b). But as the Supreme Court has 
made clear, it is “beyond [the courts’] province to 
rescue Congress from its drafting errors,” and so 
“if  Congress enacted into law something differ-
ent from what it intended, then it should amend 
the statute to conform it to its intent.” 25    Congress 
will probably have to do that here. 

 Section 929Y addresses private litigation, 
but refrains from changing the extraterritorial-
ity standards set out in  National Australia Bank . 
Instead, the new provision merely directs the 
SEC to “conduct a study to determine the extent 
to which private rights of action” under the 
Exchange Act should extend extraterritorially, 
and to report the results of the study to Congress 
within 18 months. 

 New Incentives and Protections 
for Whistleblowers 

 In order to “motivate those with inside knowl-
edge to come forward and assist the Government to 
identify and prosecute persons who have violated 
securities laws,” the drafters of the Dodd-Frank 
Act included a number of provisions designed to 
strengthen existing whistleblower laws and to cre-
ate powerful new incentives and protections for 
whistleblowers. 26  

   SEC Whistleblower Program.     One provision 
of the Dodd-Frank Act that has garnered con-
siderable public attention is Section 922, which 
provides that individuals who voluntarily supply 
“original information” leading to an enforcement 
action in which the SEC obtains a monetary sanc-
tion (defi ned to include penalties, disgorgement, 
and interest) of at least $1 million, are eligible to 
recover between 10 and 30 percent of the monetary 
sanctions recouped in the SEC enforcement action 
and in certain related actions. 27    These bounty 
payments—which are intended to compensate 
whistleblowers for the “enormous risk of blow-
ing the whistle in calling attention to fraud” 28   —
are to be made from a newly established SEC 
Investor Protection Fund, funded (up to $300 
million) by monetary sanctions obtained by the 
Commission in its enforcement actions that are 
not distributed to victims. 29  

 Section 922 also provides signifi cantly enhanced 
remedies for whistleblowers who believe they 
have suffered retaliation by their employers. 
Aggrieved employees are empowered to bring 
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anti- retaliation claims in federal court—provided 
suit is brought within six years (and potentially 
up to 10 years) after the violation occurred—to 
seek relief  in the form of reinstatement and dou-
ble back pay, with interest, as well as compensa-
tion for litigation costs and reasonable attorney’s 
fees. Notably, Section 922 of the Dodd-Frank 
Act differs from Section 806 of the Sarbanes-
Oxley Act of  2002, which requires employees 
to fi le a complaint with the Secretary of Labor 
as a precondition to bringing a civil action, and 
under which back pay (but not double back pay) 
is available. 30  

 The prospect of a signifi cant cash pay-
ment, coupled with the robust new protections 
against retaliation afforded by Section 922, may 
have the unintended effect of undermining the 
 effectiveness of corporate compliance systems 
and ethics mechanisms. By encouraging employ-
ees to bypass internal reporting procedures, Sec-
tion 922 may hinder the ability of corporations 
to detect and remediate employee misconduct. 
Accordingly, companies will be required to think 
creatively about the most effective ways to incen-
tivize employees to surface their concerns inter-
nally. 

   CFTC Whistleblower Program.     Section 748 of 
the Act creates a parallel whistleblower reward 
program for the voluntary provision of informa-
tion leading to the “successful enforcement” of 
any “judicial or administrative action” brought 
by the Commodity Futures Trading Commission 
under the Commodity Exchange Act resulting in 
monetary sanctions exceeding $1 million. 

   Strengthening Existing Protections under the 
Sarbanes-Oxley Act.     In addition to the elaborate 
new whistleblower programs established by Sec-
tions 748 and 922, the Dodd-Frank Act amends 
Section 806 of the Sarbanes-Oxley Act in several 
respects: 

   • Section 922(b) expands Section 806 to 
cover employees of Nationally Recognized 

Statistical Ratings Organizations (NRSROs).  
  • Section 922(c) lengthens the statute of limita-

tions for anti-retaliation claims from 90 to 180 
days from the point at which the complaining 
employee becomes aware of the employer’s 
alleged misconduct.  

  • Section 922(c) also provides that whistleblow-
ers are entitled to try their anti-retaliation 
claims before a jury.  

  • Section 929A confirms that Section 806 applies 
to employees of subsidiaries of publicly traded 
companies “whose financial information is 
included in the consolidated financial state-
ments of [the publicly traded] company.” 31    

   Special Protections for Financial Services 
Employees.     The Dodd-Frank Act also creates a 
cause of action for employees engaged in “tasks 
related to the offering or provision of a con-
sumer fi nancial product or service” who are ter-
minated or discriminated against for reporting 
any violation of Title X of the Act or any law 
or rule administered or prescribed by the newly 
created Bureau of Consumer Financial Protec-
tion. 32    Under  Section 1057 of the Act, aggrieved 
employees will be eligible to receive reinstate-
ment, back pay, compensatory damages, and liti-
gation costs (including attorney’s fees and expert 
witness fees). Like Section 806 of the Sarbanes-
Oxley Act, however, employees cannot initiate a 
civil action without fi rst fi ling a complaint with 
the Secretary of Labor. Once the Secretary has 
issued a determination, either the employee or the 
employer may request an administrative hearing. 
The employee may then seek  de novo  review from 
the appropriate federal district court if  the Sec-
retary fails to issue a fi nal order within 210 days. 
Either party may appeal an adverse decision to 
the appropriate federal court of appeals. 

  Expanding Protections Under the False Claims 
Act.  Section 1079B of the Dodd-Frank Act 
amends the anti-retaliation provision of the False 
Claims Act by expanding the universe of pro-
tected conduct to cover “lawful acts done by the 
employee, contractor, agent or associated  others 
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in  furtherance of an action under this section 
or other efforts to stop 1 or more violations of 
[the False Claims Act].” 33    The Act also clarifi es 
that the statute of limitations expires three years 
after the date on which the asserted retaliation 
occurred. 

 Increased Exposure to Liability 
for Credit Rating Agencies 

 In addition to a host of new regulatory require-
ments, 34    credit rating agencies are likely to face 
new litigation challenges under the federal securi-
ties laws as a result of the Dodd-Frank Act. 

 Section 939G of the Act, which nullifi es SEC 
Rule 436(g)—the effect of which was to insulate 
NRSROs from “expert” liability under Section 
11 of the Securities Act—promises to be a source 
of continuing controversy. As a result of Section 
939G, issuers will be compelled to seek the consent 
of the NRSROs before including their ratings in a 
registration statement. 35    And, having given their 
consent, NRSROs will be open to liability under 
Section 11. 36    In view of the strict liability stan-
dard applicable to Section 11 claims, an NRSRO 
may therefore face liability for inaccurate ratings 
unless it can prove that it had, “after reasonable 
investigation, reasonable ground to believe and 
did believe” that its ratings were not misleading 
when the registration statement became effec-
tive. 37    In response to Section 939G, Standard & 
Poor’s, Moody’s Investors Service and Fitch Rat-
ings have already publicly stated that they will 
refuse to permit issuers to cite their ratings in 
connection with new bond sales. 38    To “provide 
issuers, rating agencies and other market partici-
pants with a transition period in order to imple-
ment changes to comply with the new statutory 
requirement while still conducting registered 
ABS offerings,” the SEC has announced that it 
will permit bond issuers to omit credit ratings 
from registration statements for a period of six 
months. 39     (Editor’s note: for further discussion of 
the credit ratings provisions and public companies 
see Carbone article in this issue.)  

 In addition to exposing NRSROs to poten-
tial “expert” liability under the Securities Act, the 
Dodd-Frank Act provides that private litigants 
may bring claims against credit rating agencies 
for violations of the Exchange Act “in the same 
manner and to the same extent” as against a “reg-
istered public accounting fi rm or a securities ana-
lyst.” 40    Section 933(a) of the Act also provides that 
statements by a credit rating agency “shall not be 
deemed forward-looking” for the purposes of the 
PSLRA safe harbor. 41    In addition,  Section 933(b) 
of the Act modifi es plaintiffs’ state-of-mind plead-
ing burden for claims against credit rating agencies 
under the Exchange Act. Instead of being required 
to demonstrate a “strong inference” of scienter, 
plaintiffs can survive a motion to dismiss upon a 
showing that the credit rating agency knowingly or 
recklessly failed “to conduct a reasonable investi-
gation of the rated security” or “to obtain reason-
able verifi cation” of the “factual elements relied 
upon by its own methodology for evaluating credit 
risk.” 42    The Senate Report explains that Section 
933(b) is intended to “permit[] plaintiffs to more 
easily pass the motion to dismiss stage of litiga-
tion” but “does not change the ultimate standard” 
of liability to be applied by the fact-fi nder. 43  

 Other Provisions Affecting Securities 
Litigation and Enforcement 

   SEC Empowered to Ban or Limit Use of Man-
datory Arbitration Provisions.   Section 921 of the 
Act amends the Exchange Act and the Investment 
Advisers Act of 1940 to give the SEC the power 
by rulemaking to ban or limit the extent to which 
brokers, dealers, municipal securities dealers, and 
investment advisers can require customers to sub-
mit to arbitration future disputes arising under 
the federal securities laws. 

   Deadline for Completion of SEC Investigations. 
  While it is not uncommon for SEC investigations 
to remain pending over long periods of time, 
 Section 929U of the Act requires the SEC to bring 
an action—or provide notice of its intent not to 
fi le an action—within 180 days of issuing a  written 
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Wells notifi cation, subject to the possibility of a 
180-day extension if the investigation is deemed 
suffi ciently complex by the Director of the SEC’s 
Division of Enforcement or the Director’s desig-
nee. Any further extensions for suffi ciently com-
plex investigations can be obtained only with the 
approval of the Commission. While this provision 
is directed toward the worthy goals of reducing 
delays in SEC investigations and providing greater 
assurance of fi nality, it is a blunt instrument. The 
arbitrary statutory deadline may have the unfortu-
nate consequence of further reducing the time and 
opportunity for productive interchange between 
defense counsel and the enforcement staff. The 
opportunity for defense counsel to understand the 
staff’s concerns, and to respond to those concerns 
may both be  diminished. Insofar as Section 929U 
is intended to address the SEC’s slowness in closing 
unproductive investigations, it misses the mark—
in many of those investigations, the staff never 
reaches the point of issuing Wells notices, which 
means that the deadline will never be triggered. 

   Short Sale Reforms.   In addition to expressly 
prohibiting the manipulative short sale of any 
security, Section 929X of the Act directs the SEC 
to promulgate rules requiring public disclosures 
by institutional investment managers concerning 
the short sales of securities “[a]t a minimum . . . 
every month.” 

   SEC Self-Funding Proposal Rejected .  A pro-
posal that the SEC should be able to fund itself  
based on the fees it collects was ultimately rejected. 
Instead, the conferees agreed in Section 991 of 
the Act that the SEC should continue to be sub-
ject to the Congressional appropriations process, 
and provided for increases in baseline appropria-
tions through 2015. The Act does give the SEC a 
potentially stronger voice in its own fi nances by 
requiring the White House to submit unaltered to 
Congress the SEC’s annual budget, and by estab-
lishing a $100 million reserve fund. 

   Ban on Trading on Non-Public Government 
Information.   Section 746 of the Act amends 

 Section 4c(a) of the Commodity Exchange Act 44    
to prohibit federal employees and agents from 
entering into a contract of sale of a commodity 
for future delivery (or option on such a contract), 
an option or a swap on the basis of non-public 
government information, and to prohibit the 
sharing of such information with others “with the 
intent to assist” them in doing the same. More-
over, Section 746 penalizes those who receive and 
make “knowing use” of such information. 

 Conclusion 

 While the regulatory provisions of the Act may 
have the greatest impact on fi nancial  institutions 
and other participants in the markets, the Act 
also portends increased potential for exposure for 
securities violations, particularly in SEC enforce-
ment actions. 
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