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While the fi rst half of 2017 was unusually quiet for 
the SEC’s Division of Enforcement, the trend towards 
a growing number of public company fi nancial report-
ing cases continued unabated, as did insider trading 
cases. But much of the action was in the realm of non-
controversial retail fraud—Ponzi schemes and penny 
stock pump and dump schemes.

By Marc J. Fagel

Th e fi rst half of 2017 was unusually quiet for the 
SEC’s Division of Enforcement. Th is undoubtedly 
stemmed from the change in administration follow-
ing the November election. With Chair Mary Jo 
White and various other members of the agency’s 
senior leadership (including the Director of the 
Division of Enforcement) stepping down, and only 
two sitting Commissioners for much of the period, 
authorization of new cases slowed somewhat.

Pending the Senate’s confi rmation of the new Chair 
in May, the SEC generally avoided novel or contro-
versial matters. In contrast to recent years, there were 
no groundbreaking cases involving private investment 
funds (and, indeed, few investment adviser cases, 
period) or headline-generating sweeping enforcement 
initiatives. On the other hand, the trend towards a 
growing number of public company fi nancial reporting 
cases continued unabated, though such cases remained 
on the smaller side. Insider trading cases likewise con-
tinued apace. But much of the action was in the realm 
of non-controversial retail fraud – Ponzi schemes, 
penny stock pump and dump schemes, and so forth.

However, by May the Commission was again fi r-
ing on all cylinders—or at least most cylinders, as two 
of the fi ve Commission seats remain vacant (for what 
is now going on two years). What remains to be seen 
is how much the new Chair and new Enforcement 
leadership team will reshape enforcement practices 
and priorities.

Signifi cant Developments

New Leadership; New Directions?
On May 2, 2017, the Senate confirmed Jay 

Clayton as the new Chair of the SEC. Clayton joined 
the agency from private practice, where he had spent 
most of his career as a big-law corporate attorney 
specializing in mergers & acquisitions and capital 
markets work.1 While he has written critically about 
Foreign Corrupt Practices Act (FCPA) enforcement,2 
his views on other enforcement-related issues remain 
largely unknown. However, it may be telling that the 
SEC press release announcing his swearing-in led 
with his statement, “Th e work of the SEC is funda-
mental to growing the economy, creating jobs, and 
providing investors and entrepreneurs with a share 
of the American Dream.”3 Contrast this with the far 
more enforcement-oriented swearing-in statement 
from his predecessor, Chair White: “Our markets are 
the envy of the world precisely because of the SEC’s 
work eff ectively regulating the markets, requiring 
comprehensive disclosure, and vigorously enforcing 
the securities laws.”4 

Chairman Clayton’s public statements to date 
have focused more on issues of capital formation 
than enforcement. In his first public speech as 
Chairman, his discussion of enforcement identifi ed 
as a priority the protection of “Main Street” inves-
tors from perpetrators of affi  nity, microcap and 
pump and dump frauds.5 Th e Chairman also noted 
the importance of maintaining market integrity and 
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effi  ciency through oversight of professional market 
participants. With respect to cybersecurity, the 
Chairman sounded a note of restraint, expressing 
the need for the SEC to be cautious about punish-
ing companies who are the victims of cyber attacks. 
(Editor’s note: see accompanying article for an extended 
excerpt from this speech.) 

In June, Clayton appointed his law fi rm partner 
Steven Peiken as Co-Director of the Enforcement 
Division, where he will join Stephanie Avakian, who 
had served as Deputy Director under prior Division 
Director Andrew Ceresney.6 Avakian’s retention as 
Co-Director suggests some continuity, though Peiken’s 
impact on enforcement is not easily susceptible to 
prediction. While, like Clayton, he joins the agency 
from the defense bar, he also had spent eight years as 
an Assistant U.S. Attorney in the Southern District 
of New York (an experience he shares with Ceresney).

Of course, most of the work of the Enforcement 
Division is relatively non-controversial; whether to 
sue crooked stock promoters, insider traders, or cor-
porate offi  cials who falsify fi nancial statements is not 
a matter of political ideology. Th e real question is the 
extent to which the new administration will pursue 
some of the more aggressive enforcement practices 
of the prior administration, including:

Demanding admissions of wrongdoing from 
selected defendants as a condition of settlement;
Far-reaching “sweeps” against multiple parties 
for technical, non-fraud securities law violations;
Signifi cant monetary penalties from public 
companies in corporate misconduct cases;
Expansive fee and expense disclosure require-
ments for private fund managers; 
Broad use of in-house administrative proceed-
ings in lieu of federal court trials; and 
Enhanced whistleblower protection, including 
continuing crackdown on routine corporate 
confi dentiality agreements.

In their initial weeks in offi  ce, neither Avakian nor 
Peiken has given any speeches providing insight into 
their priorities. In their lone joint interview upon 
their appointment, Avakian and Peiken heralded 
cybersecurity as a major enforcement priority for 

the Division.7 Th ey noted an uptick in the num-
ber of SEC investigations involving cybercrime in 
recent years, leading the agency to start collecting 
relevant statistics to detect broader market-wide 
issues. Among other things, the Division is looking 
at individuals stealing information for the purpose 
of insider trading or hacking into accounts to steal 
assets, place unauthorized trades, or manipulate 
markets. But the interview made no reference to 
broader Enforcement priorities or potential changes 
to SEC practices.

Now, only the Co-Directors of 
Enforcement can authorize 
formal orders on behalf of the 
Commission.

Indeed, the most signifi cant practical change 
in Enforcement tactics was made prior to the new 
Chair’s appointment, under Acting Chair Michael 
Piwowar. According to news reports, Piwowar 
revoked the authority that had been delegated to 
senior Enforcement Division offi  cials nationwide 
to issue formal orders of investigation, which had 
allowed for more expedited issuance of subpoenas 
requiring witnesses to testify under oath and pro-
duce documents to the SEC staff .8 Th is procedural 
change reverses then-Chair Mary Schapiro’s 2009 
decision to give more investigative authority to senior 
enforcement attorneys in response to the fi nancial 
crisis. Now, only the Co-Directors of Enforcement 
can authorize formal orders on behalf of the 
Commission. Th is may be a fi rst step towards elimi-
nating delegated authority entirely and returning 
to the pre-2009 procedures, under which the SEC 
Commissioners themselves would need to approve 
all formal investigations. While the Commissioners 
rarely if ever rejected formal order requests in the 
past, this change would slow investigations and 
provide the Commissioners with greater oversight 
of the Enforcement Division’s investigative docket.
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Ultimately, the pace and scope of the Enforcement 
Division’s work may be driven less by policy changes 
than by budgetary ones. Chairman Clayton (and the 
Administration) have proposed a 2018 budget of 
$1.6 billion—essentially unchanged from 2016 and 
2017.9 Th e proposed budget would reduce the size 
of the Enforcement Division staff  by a few dozen, 
which could impact the number of new investiga-
tions pursued by the Division. By contrast, prior to 
leaving the SEC, former Chair White had proposed 
a preliminary fi scal increase for 2018 of $445 million 
over the agency’s request for 2017.10 Under the cur-
rent budget proposal, the Division of Enforcement 
is facing a $10 million decrease from 2017.11 Th at 
said, the SEC’s budget essentially has doubled over 
the past decade, and the agency is certainly better 
situated than other federal agencies facing massive 
proposed cuts under the new Administration.12

Whistleblowers
Th e SEC continued to roll out multi-million 

dollar whistleblower awards throughout the fi rst six 
months of the year, including:

On January 6, the SEC announced an award 
of more than $5.5 million to a company 
employee who provided “critical” information 
that allowed the SEC to uncover the employer’s 
ongoing scheme.13 
On January 23, the SEC rewarded three whis-
tleblowers for their assistance in the agency’s 
successful prosecution of an investment scheme 
by giving $4 million to the whistleblower 
responsible for the SEC opening its investi-
gation, and splitting $3 million between two 
additional whistleblowers who contributed new 
information during the investigation.14 
On April 25, the SEC disclosed an award of 
nearly $4 million to a whistleblower who gave 
the agency “detailed and specifi c information 
about serious misconduct,” then assisted during 
the investigation itself by off ering their indus-
try expertise.15 
And on May 2, the SEC authorized more 
than $500,000 to a company insider whose 

information revealed hard-to-detect securities 
laws violations.16 

Th e SEC also continued its crackdown on corpo-
rate confi dentiality agreements perceived as imped-
ing potential whistleblowers from coming forward. 
Th e SEC brought a pair of settled actions involving 
severance agreements which removed the fi nan-
cial incentives for blowing the whistle. In a settled 
cease-and-desist order, the SEC criticized a fi nan-
cial services fi rm for “directly target[ing] the SEC’s 
whistleblower program” by including provisions in its 
separation agreements that forced departing employ-
ees to waive “any right to recovery of incentives for 
reporting of misconduct” before the employees could 
receive separation payments from the company.17 Th e 
fi rm agreed to pay a $340,000 penalty, in addition 
to taking other remedial actions. 

Two days later, the SEC announced another 
settled action against a company that had alleg-
edly taken actions that could potentially discourage 
whistleblowers.18 First, the company’s severance 
agreements included provisions that waived a depart-
ing employee’s entitlement to monetary rewards for 
reporting issues to government entities. Second, 
according to the SEC, the company took steps to 
identify an employee whistleblower it assumed 
existed after the SEC requested the company pro-
duce documents related to certain accounting issues. 
Without admitting any wrongdoing, the company 
agreed to pay a $500,000 penalty to settle the case 
(including the part of the case arising out of the 
underlying accounting issues). 

Recent weeks also saw a signifi cant legal develop-
ment involving whistleblower retaliation. In June, 
the Supreme Court granted cert in a case expected 
to resolve a circuit split among the Second, Fifth 
and Ninth Circuits as to whether Dodd-Frank’s anti-
retaliation provision for “whistleblowers” extends to 
internal whistleblowers—that is, those who have not 
reported the alleged misconduct to the SEC.19 Digital 
Realty Trust Inc. v. Paul Somers arose from claims by a 
former executive that the company terminated him 
after he had complained to senior management about 
an executive who had eliminated certain internal 
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company controls. Th e district court denied the 
company’s motion to dismiss the complaint, and a 
divided Ninth Circuit upheld the decision on the 
grounds the anti-retaliation provision in Dodd-Frank 
protected “unambiguously and expressly” internal 
whistleblowers, as well as those reporting to the SEC. 
Th e decision is at odds with a Fifth Circuit panel that 
said only those who report to the SEC are protected 
under the provision.

Administrative Proceedings
Th roughout the past administration, the SEC’s 

increasing use of its administrative forum for litigated 
enforcement actions—and the subsequent reversal 
of this trend—was a consistent theme of these pub-
lications. Th e phenomenon led to constitutional 
challenges to SEC administrative proceedings, and 
one issue—the manner in which the SEC appoints 
its administrative law judges—now appears likely to 
be headed to the Supreme Court.

The Division of Enforcement 
appears to have shifted back 
towards pursuing more litigation 
in federal court.

In late 2016, the Tenth Circuit Court of Appeals, 
in Bandimere v. SEC, held that these appointments 
violated the Appointments Clause of the U.S. 
Constitution.20 In May, the Tenth Circuit denied the 
SEC’s petition for an en banc rehearing.21 Two weeks 
later, the SEC stayed all administrative proceedings 
assigned to an administrative law judge in which 
a respondent has the option to seek review in the 
Tenth Circuit (with certain exceptions).22 Th e stay 
went into eff ect immediately and will remain in eff ect 
until the expiration of the government’s deadline to 
fi le a petition for a writ of certiorari in Bandimere, 
the resolution of any such petition and any decision 
issued by the Supreme Court in Bandimere, or fur-
ther order of the SEC.

In contrast to Bandimere, the D.C. Circuit Court 
of Appeals had come to the opposite conclusion in 
August 2016, upholding the constitutionality of 
the SEC’s administrative law judge appointments in 
Lucia v. SEC.23 On June 26, 2017, the D.C. Circuit 
divided evenly on the respondent’s en banc rehear-
ing petition; as a result, the original panel decision 
remains in place, leaving a split between the D.C. 
and Tenth Circuits that may be heading toward the 
Supreme Court for resolution.

Amidst the judicial challenges to SEC adminis-
trative proceedings, as well as questions being asked 
about the overall fairness of such proceedings, the 
Division of Enforcement appears to have shifted 
back towards pursuing more litigation in federal 
court. According to one report, SEC administrative 
law judges issued only eight initial decisions in the 
fi rst quarter of 2017—half as many as in the fi rst 
quarter of 2016.24

Other Signifi cant Court Rulings
On June 5, 2017, the Supreme Court issued a 

signifi cant decision applying a fi ve-year statute of 
limitations to SEC claims for disgorgement. In 
Kokesh v. SEC, the Court unanimously held that 
“[d]isgorgement in the securities-enforcement con-
text is a ‘penalty’ within the meaning of” 28 U.S.C. 
§ 2462, and thus SEC enforcement actions seeking 
disgorgement “must be commenced within fi ve years 
of the date the claim accrues.”25 Th e ruling follows 
the Court’s earlier unanimous decision applying 
§ 2462’s fi ve-year limitations period to SEC claims 
for civil money penalties.26 

Th e Court’s unanimous decision terminates the 
SEC’s longstanding practice of seeking disgorge-
ment based on conduct that occurred more than fi ve 
years before fi ling. No less signifi cantly, the Court’s 
broad reasoning in Kokesh would appear on its face 
to apply equally to SEC claims for other relief that 
may operate as a penalty—such as associational or 
practice bars and injunctions—which the SEC his-
torically has contended are not subject to the statute of 
limitations (with mixed results in the lower courts). 
However, in a decision shortly after Kokesh came 
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down, the Eighth Circuit Court of Appeals con-
cluded that an “obey the law injunction” did not 
constitute a penalty subject to the fi ve-year statute of 
limitations. In Collyard v. SEC, the court acknowl-
edged Kokesh’s broad language, but while contending 
it did not need to resolve the issue, concluded that 
the injunction was purely remedial and not punitive 
and thus outside the scope of § 2462.27 

Potential Legislation
On June 8, 2017, the Republicans in the U.S. 

House of Representatives passed H.R. 10, the 
“Financial CHOICE Act,” which would repeal a 
number of reforms established by the 2010 Dodd-
Frank Wall Street Reform and Consumer Protection 
Act.28 While much of the attention on the legislation 
has focused on its impact on Dodd-Frank’s banking 
regulations, the bill also has a number of provisions 
aimed at SEC enforcement practices. Although the 
CHOICE Act is not expected to pass the U.S. Senate, 
the bill reveals which current SEC enforcement 
policies and tactics may subject to scrutiny under a 
Republican-controlled Congress and administration.

For example, the Act targets the Enforcement 
Division’s use of administrative proceedings rather 
than federal court for litigated actions, as referenced 
above. Currently, the SEC has the discretion to 
choose whether to pursue an enforcement action 
in federal court or in an administrative proceed-
ing (AP); the CHOICE Act eff ectively eliminates 
this discretion by permitting AP respondents to 
petition the SEC to fi le the case in federal court 
instead. In addition, for those respondents who 
choose to litigate in the administrative forum, the 
legislation would require the Enforcement Division 
to prove its case through clear and convincing evi-
dence, rather than the lower preponderance of the 
evidence standard currently applicable in federal 
court and APs.

Th e CHOICE Act also includes several other pro-
visions aimed at providing greater oversight of SEC 
investigations and enforcement actions, including:

Requiring additional economic analysis before 
monetary penalties can be imposed on public 

companies, and curtailing other sanctions, 
including offi  cer and director bars;
Giving the recipient of a Wells notice—the 
indication from the Enforcement staff  of its 
intention to recommend that the Commission 
authorize an enforcement action—the right 
to make an in-person presentation to the SEC 
staff , and permitting the Commissioners them-
selves to attend such a presentation if they 
choose; 
Prohibiting the SEC from bringing an enforce-
ment action absent specifi c guidance that the 
conduct in question violated the federal secu-
rities laws; and
Appointing an “Enforcement Ombudsman” for 
persons under investigation by the SEC.

Public Company Reporting 
and Accounting Cases

Revenue Recognition Cases
For anyone who thought revenue recognition-

related fraud was a thing of the past, 2017 provided 
a rude awakening, with a signifi cant number of 
accounting fraud cases involving eff orts to prema-
turely record revenue or otherwise artifi cially boost 
revenue through fi nancial tricks.

In January, the SEC instituted settled proceed-
ings against a Texas-based medical device company 
alleged to have improperly recorded revenue for 
contingent transactions and for sales subject to 
signifi cantly extended payment terms.29 According 
to the SEC, the misconduct was widespread and 
continued for several years. Th e SEC simultane-
ously accused the company of violating the Foreign 
Corrupt Practices Act. Th e company agreed to 
admit wrongdoing (despite receiving credit for its 
cooperation) and to pay over $14 million in dis-
gorgement and penalties (of which $8.25 million 
was attributed to the accounting issues). In related 
settlements, a former accounting executive agreed 
to pay a $20,000 penalty and to be suspended from 
appearing before the SEC as an accountant for two 
years, and two former sales executives agreed to pay 
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penalties of $40,000 and $25,000. Th e company’s 
former CFO agreed to reimburse the company for 
bonuses he received during the period when the 
company committed accounting violations and 
to pay a $35,000 penalty. Th e CEO, who was not 
charged with wrongdoing, already had reimbursed 
the company for cash bonuses and stock awards 
during the period in question and thus the SEC 
did not seek a clawback. 

Also in January, the SEC instituted settled pro-
ceedings against a government contractor for its 
failure to maintain proper internal controls related 
to revenue recognition.30 According to the SEC, the 
company improperly recorded millions of dollars in 
revenue by creating invoices associated with unre-
solved claims against the U.S. Army that were never 
paid, and whose payment was still known to be in 
dispute. Th e SEC noted that personnel alerted inter-
nal audit of the issue by fi ling an ethics complaint, 
but internal audit failed to uncover the improper 
billing due to a failure to understand the complicated 
billing procedures. Without admitting wrongdoing, 
the company agreed to pay a $1.6 million penalty. 
Th e SEC subsequently pursued charges against two 
company executives; a division president agreed to 
pay a $25,000 penalty, while a vice president is liti-
gating against the agency.31

In February, the SEC fi led a litigated case against 
the former CFO and director of accounting of a 
California-based computer network testing com-
pany, while simultaneously settling with the com-
pany and CEO.32 Th e SEC alleged that the company 
artifi cially divided revenue from software sales and 
related training and professional services in order to 
accelerate revenue recognition. Without admitting 
or denying the allegations, the company agreed to 
pay a $750,000 penalty, and the CEO agreed to a 
fi ve-year offi  cer-and-director bar and a $100,000 
penalty. In its ongoing litigation against the CFO 
and director of accounting, the SEC alleges that the 
executives enabled and implemented the policy and 
then concealed the practice from auditors. 

Th e SEC announced a settlement in March with 
the former CFO of a Colorado-based environmental 

solutions company, alleging that he oversaw the inac-
curate recording of multiple transactions, includ-
ing prematurely recognizing revenue on long term 
contracts as well as failing to record a signifi cant loss 
contingency in connection with an adverse arbitration 
ruling and failing to properly account for warranty 
accruals.33 Th e CFO agreed to pay disgorgement and 
penalties totaling almost $250,000 and to be barred 
from serving as an offi  cer or director of a public com-
pany or appearing before the SEC as an accountant 
for fi ve years. Without admitting the allegations, the 
company agreed to pay a $500,000 penalty.

Also in March, the SEC alleged that one of 
Mexico’s largest homebuilders, a NYSE-listed com-
pany, overstated revenue by about $3.3 billion by 
reporting fake sales of homes for a more than three-
year period.34 According to its press release announc-
ing the action, the SEC used satellite imagery to 
demonstrate that the company had not even broken 
ground on many homes for which it had reported 
revenues, and asserted that the company’s fi nancial 
results were “almost completely made up.” Without 
admitting or denying allegations, the company 
agreed to be prohibited from off ering securities in 
U.S. markets for at least fi ve years. 

In May, the SEC instituted settled proceedings 
against a South Korean semiconductor manufacturer 
and its former CFO for allegedly infl ating revenue 
through incomplete shipments, and managing earn-
ings through improper round-trip transactions and 
delayed booking of obsolete inventory.35 Without 
admitting wrongdoing, the company agreed to pay 
a $3 million penalty, and the CFO agreed to pay a 
$135,000 penalty and to be barred from serving as an 
offi  cer or director or from appearing as an accountant 
before the SEC. 

Earnings Management and Other 
Financial Fraud

Th e SEC also brought a number of cases alleging 
various earnings irregularities. In January, follow-
ing an earlier settlement with a Kentucky wire and 
cable company, the SEC charged the former CEO 
and CFO of a foreign division with fraudulently 
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concealing inventory accounting errors from execu-
tive management.36 Th e complaint alleged that, in 
addition to concealing tens of millions of dollars of 
missing inventory, these executives directed subor-
dinates to destroy documents and conceal account-
ing problems in furtherance of the fraud. A former 
senior vice president separately agreed to cooperate 
with the SEC’s investigation and to settle the charges 
against him.

Also in January, the SEC charged a shipping con-
glomerate and its former CFO with infl ating earn-
ings by failing to recognize hundreds of millions of 
dollars in tax liabilities.37 According to the SEC, the 
company had accumulated $512 million in unre-
corded tax liabilities over a 12 year period. Without 
admitting the allegations, the company agreed to pay 
a penalty of $5 million, and the former CFO agreed 
to pay a $75,000 penalty. 

In late June, the SEC fi led a complaint against an 
oil and gas company and its top fi nance executives 
alleging an extensive, multi-year accounting fraud.38 
Multiple top executives, including the former CFO, 
allegedly moved hundreds of millions of dollars in 
expenses to capital expenditure accounts to artifi cially 
reduce operating costs. Th e former operations con-
troller is cooperating with the SEC and has agreed to 
settle with a permanent injunction, suspension, and 
offi  cer-and-director bar. Th e SEC’s litigation against 
the other executives—the former CFO and former 
vice president of accounting and reporting—is ongo-
ing. Th e SEC also noted that two former CEOs, 
who were not charged, already had reimbursed the 
company for bonuses and stock awards and thus no 
clawback proceedings were necessary. 

Also in June, the SEC charged two executives 
from a Chicago-area information technology com-
pany with siphoning millions of dollars out of the 
company through an accounting fraud scheme.39 
Th e company agreed to settle the case subject to 
terms to be set by the court, while the former CEO 
and CFO face both the SEC action as well as related 
criminal charges fi led by the U.S. Attorney’s Offi  ce. 
And in another litigated action fi led in June, the 
SEC charged a Las Vegas-based hemp oil company 

and its CEO with overstating the company’s assets 
by reporting the purchase of another company at a 
highly infl ated value.40 

Internal Controls and Disclosures
In January, the SEC instituted settled proceed-

ings against a U.S. automobile manufacturer for its 
alleged failure to properly assess the potential impact 
of a defective ignition switch.41 According to the 
SEC, as a result of the company’s defi cient internal 
controls, an internal investigation into the defective 
switches proceeded for 18 months without notify-
ing accountants at the company of a possible recall, 
preventing the company from properly evaluating 
potential losses from such a recall. Without admit-
ting the allegations, the company agreed to pay a 
$1 million penalty.

Also in January, the SEC instituted settled 
proceedings against a New-York based marketing 
company for improper disclosures of a non-GAAP 
fi nancial measure as well as failures to disclose cer-
tain perks enjoyed by its then-CEO.42 Th e company 
presented a metric called “organic revenue growth” 
that measured revenue absent the eff ects of two rec-
onciling items. However, without informing inves-
tors, the company added a third reconciling item 
into its calculation, which infl ated organic revenue 
growth results. Th e company also failed to give 
GAAP measures equal or greater prominence than 
related non-GAAP metrics in its earnings releases. 
Finally, the SEC alleged that the company had dis-
closed an annual perquisite allowance of $500,000 
for its CEO, but failed to disclose additional personal 
benefi ts including the company paying for private 
aircraft usage, club memberships, cosmetic surgery, 
and other personal expenses. Th e CEO resigned and 
returned over $11 million to the company. Without 
admitting or denying the allegations, the company 
agreed to pay a $1.5 million penalty to settle the 
case. Th e SEC subsequently settled with the CEO 
for $5.5 million in disgorgement and penalties and 
a fi ve-year offi  cer and director bar.43

In June, the SEC instituted settled non-fraud 
proceedings against the former CEO and CFO of 
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a Southern California freight forwarding and logis-
tics company (subsequently acquired by a Danish 
entity) for failing to include adequate information 
in the company’s MD&A regarding the company’s 
liquidity and future prospects.44 According to the 
SEC, the company’s internal operating system was 
causing late invoices and delayed payments, but the 
company failed to report the cause of its cash fl ow 
problems. Th e two former offi  cers agreed to pay 
penalties of $40,000 each.

Corporate Control Cases
In addition to more traditional accounting cases, 

the SEC pursued a number of cases against pub-
lic companies for issues arising out of changes in 
corporate control. In January, the SEC announced 
that a subsidiary of a large Ireland-based drug 
manufacturer agreed to admit securities law viola-
tions and pay a $15 million penalty for disclosure 
failures in the wake of a hostile takeover bid.45 Th e 
company received a tender off er in June 2014, in 
response to which it fi led a Schedule 14D-9 with 
the SEC stating that the off er was inadequate and 
that the company was not undertaking or engaged 
in negotiations that could result in an “extraordi-
nary transaction.” However, after this disclosure, 
the company engaged in negotiations with other 
potential bidders, culminating in a November 
2014 merger announcement. Th e SEC alleged that 
the company failed to amend its earlier fi ling even 
though material changes had occurred. 

On Valentine’s Day, the SEC announced a pair 
of cases also involving disclosures during battles for 
corporate control.46 In one case, the SEC alleged 
that a Texas-based oil refi nery company had failed 
to adequately disclose the material terms of its “suc-
cess fee” arrangements worth $36 million with two 
investment banks it retained to fend off  a hostile 
takeover bid. Th e SEC alleged that the company 
did not adequately inform shareholders of poten-
tial confl icts of interest that stemmed from the fee 
arrangements—namely that the banks could still 
earn success fees even if the hostile bidder secured 
control. The company settled the case without 

admitting the allegations and avoided a penalty 
because of its remedial acts and extensive coopera-
tion with the SEC’s investigation. 

In the other case, the SEC alleged that groups of 
activist investors failed to adequately disclose infor-
mation during a series of campaigns to exert infl u-
ence over public microcap companies. According 
to the SEC, the investors (including individuals 
and fund managers) collectively owned more than 
five percent—and sometimes more than ten 
percent—of the companies’ outstanding common 
stock, yet their disclosures of ownership percent-
ages required by Sections 13(d) and 13(g) of the 
Exchange Act were either incomplete, untimely, or 
absent. Without admitting the SEC’s allegations, 
the investors consented to penalties ranging from 
$30,000 to $180,000. 

Auditor Cases
In contrast to past years, the SEC brought 

relatively few cases against auditors, and the few 
cases it did pursue involved smaller fi rms auditing 
primarily brokers and advisers, rather than public 
companies. However, the Enforcement Division’s 
focus on accounting fraud investigations would 
make this appear to be more of an anomaly than 
a trend.

In May, the SEC instituted a settled proceeding 
against the engagement partner of an account-
ing fi rm for his audit of an oil and gas investment 
fund.47 Th e SEC alleged that the partner failed to 
adequately plan the audit, which resulted in certain 
defi ciencies in auditing the fair value of the fund’s 
assets, and failed to adequately supervise the audit 
team. Without admitting the allegations, the part-
ner agreed to a two-year bar from appearing before 
the SEC.

And in June, the SEC instituted settled proceed-
ings against an auditor based on his failure to obtain 
engagement quality reviews for his audits of multiple 
broker-dealer clients, as well as auditor independence 
defi ciencies.48 Th e auditor and his fi rm agreed to be 
barred from appearing before the SEC for seven years 
and to pay a $35,000 penalty.
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Conclusion

At the current time, the 5-person Commission still 
has two vacancies. Th e new Enforcement Division 
leadership has had little to say publicly. And enforce-
ment actions appearing on the SEC’s press page since 
the end of June, aside from one large FCPA action 
(alleging conduct no more recent than 2011), were 
primarily limited to boiler room scams and off ering 
frauds. Th e direction of SEC enforcement in the 
Clayton era thus remains somewhat to-be-determined.

Notes
 1. Sarah Lynch, “U.S. Senate Votes to Confirm Jay Clayton as SEC 

Chairman,” Reuters (May 2, 2017), available at www.reuters.
com/article/us-senate-sec-clayton-idUSKBN17Y2KS.

 2. New York City Bar Committee on International 
Business Transactions, “The FCPA and its Impact 
on International Business Transactions” (Dec. 2011), 
available at www2.nycbar.org/pdf/report/uploads/
FCPAImpactonInternationalBusinessTransactions.pdf.

 3. SEC Press Release, “Jay Clayton Sworn in as Chairman 
of SEC” (May 4, 2017), available at www.sec.gov/news/
press-release/2017-94.

 4. SEC Press Release, “Mary Jo White Sworn in as Chair 
of SEC” (Apr. 10, 2013), available at www.sec.gov/news/
press-release/2013-2013-56htm.

 5. Chairman J. Clayton, Remarks at the Economic Club of 
New York (July 12, 2017), available at www.sec.gov/news/
speech/remarks-economic-club-new-york.

 6. SEC Press Release, “SEC Names Stephanie Avakian and 
Steven Peikin as Co-Directors of Enforcement” (June 8, 2017), 
available at www.sec.gov/news/press-release/2017-113.

 7. Sarah Lynch, “New SEC Enforcement Chiefs See Cyber Crime 
as Biggest Market Threat,” Reuters (June 9, 2017), available 
at www.reuters.com/article/us-usa-sec-enforcement-
exclusive-idUSKBN18Z2TX. 

 8. David Michaels, “SEC Chief Scales Back Powers of 
Enforcement Staff,” WSJ (Feb. 15, 2017), available at 
www.wsj.com/articles/sec-chief-scales-back-powers-
of-enforcement-staff-1487199642. 

 9. SEC, Fiscal Year 2018 Congressional Budget Justification 
and Annual Performance Plan (May 23, 2017), available 
at www.sec.gov/files/secfy18congbudgjust.pdf. 

10. Examining the SEC’s Agenda, Operations, and FY 2018 
Budget Request: Hearing Before the H. Comm. on Fin. 
Servs. (Nov. 15, 2016) (Statement of Mary Jo White, 
SEC Chair), available at www.sec.gov/news/testimony/
white-testimony-sec-agenda-fy2018-budget-request.
html. 

11. Adam Dobrik, “DOJ, SEC Cutting Staff Numbers,” Global 
Investigations Review (May 23, 2017), available at 
globalinvestigationsreview.com/article/1141985/doj-
sec-cutting-staff-numbers. 

12. For historical SEC budget information, see SEC Budget 
History, available at www.sec.gov/foia/docs/budgetact.
htm.

13. SEC Press Release, “SEC Awards $5.5 Million to 
Whistleblower” (Jan. 6, 2017), available at www.sec.gov/
news/pressrelease/2017-1.html.

14. SEC Press Release, “SEC Announces $7 Million 
Whistleblower Award” (Jan. 23, 2017), available at www.
sec.gov/news/pressrelease/2017-27.html.

15. SEC Press Release, “SEC Awards Nearly $4 Million to 
Whistleblower” (Apr. 25, 2017), available at www.sec.
gov/news/press-release/2017-84.

16. SEC Press Release, “Award of More Than Half-Million 
Dollars for Company” (May 2, 2017), available at www.
sec.gov/news/press-release/2017-90.

17. SEC Press Release, “BlackRock Charged with Removing 
Whistleblower Incentives in Separation Agreements” 
(Jan. 17, 2017), available at www.sec.gov/news/pressrelease/
2017-14.html.

18. SEC Press Release, “Financial Company Charged with 
Improper Accounting and Impeding Whistleblowers” 
(Jan. 19, 2017), available at www.sec.gov/news/pressrelease/
2017-24.html.

19. Carmen Germaine, “Justices To Resolve Split Over Dodd-
Frank Whistleblowers” (June 26, 2017), Law360, available 
at www.law360.com/securities/articles/938258/. 

20. Bandimere v. SEC, 844 F.3d 1168 (10th Cir. 2016).
21. 2017 WL 1717498 (May 3, 2017) (Case No. 15-9586).
22. In re Pending Administrative Proceedings, SEC Order 

(May 22, 2017), available at www.sec.gov/litigation/
opinions/2017/33-10365.pdf.

23. Lucia v. SEC, 832 F.3d 277 (D.C. Cir. 2016).
24. Antoinette Gartrell, “SEC In-House Decisions 50 Percent 

Below Previous Year Stats,” Bloomberg (Apr. 10, 2017), 



11INSIGHTS   VOLUME 31, NUMBER 8, AUGUST 2017

© 2017 CCH Incorporated and its affiliates. All rights reserved. 

available at www.bna.com/sec-inhouse-decisions-
n57982086473/.

25. Kokesh v. SEC, 581 U.S. __ (2017). For more information 
on the ruling, see Gibson Dunn’s Client Alert, avail-
able at www.gibsondunn.com/publications/Pages/
US-Supreme-Court-Limits-SEC-Power-to-Seek-
Disgorgement-Based-on-Stale-Conduct.aspx.

26. Gabelli v. SEC, 568 U.S. 442 (2013).
27. SEC v. Collyard, No. 16-1405 (8th Cir. June 29, 2017).
28. Financial CHOICE Act of 2017, H.R. 10, 115th Cong. (2017). 
29. SEC Press Release, “Medical Device Company Charged 

with Accounting Failures and FCPA Violations” (Jan. 18, 
2017), available at www.sec.gov/news/pressrelease/
2017-18.html.

30. SEC Press Release, “SEC Charges Government Contractor 
with Inadequate Controls and Books and Records 
Violations” (Jan. 11, 2017), available at www.sec.gov/
news/pressrelease/2017-5.html.

31. SEC Press Release, “Executives Charged in Connection 
with Accounting Failures at Government Contractor” 
(April 28, 2017), available at www.sec.gov/news/
press-release/2017-86.

32. Lit. Rel. No. 23741, “Company and Executives Charged with 
Financial Reporting Violations” (Feb. 3, 2017), available at 
www.sec.gov/litigation/litreleases/2017/lr23741.htm.

33. Lit. Rel. No. 23793, “SEC Charges Environmental Services 
Company and Former Chief Financial Officer For 
Accounting Failures” (Mar. 29, 2017), available at www.
sec.gov/litigation/litreleases/2017/lr23793.htm.

34. SEC Press Release, “SEC Charges Mexico-Based 
Homebuilder in $3.3 Billion Accounting Fraud” (Mar. 3, 
2017), available at www.sec.gov/news/pressrelease/2017-
60.html.

35. SEC Press Release, “Semiconductor Company and Former 
CFO Settle Accounting Fraud Charges” (May 1, 2017), 
available at www.sec.gov/news/press-release/2017-88.

36. Lit. Rel. No. 23726, “SEC Charges Former Executives 
of Wire and Cable Company with Financial Fraud” 
(Jan. 25, 2017), available at www.sec.gov/litigation/
litreleases/2017/lr23726.htm.

37. SEC Press Release, “Shipping Conglomerate and Former 
CFO Charged With Failure to Recognize Hundreds of 

Millions in Tax Liabilities” (Jan. 23, 2017), available at 
www.sec.gov/news/pressrelease/2017-29.html.

38. SEC Press Release, “SEC Charges Oil and Gas Company 
and Top Finance Executives with Accounting Fraud” 
(June 28, 2017), available at www.sec.gov/news/
press-release/2017-120.

39. SEC Press Release, “SEC Charges Information Technology 
Company and Former Executives With Accounting 
Fraud” (June 30, 2017), available at www.sec.gov/news/
press-release/2017-122.

40. Lit. Rel. No. 23861, “SEC Charges Hemp Oil Company and 
CEO with Fraud” (June 15, 2017), available at www.sec.
gov/litigation/litreleases/2017/lr23861.htm.

41. SEC Press Release, “General Motors Charged with 
Accounting Control Failures” (Jan. 18, 2017), available at 
www.sec.gov/news/pressrelease/2017-19.html.

42. SEC Press Release, “Company Settles Charges Over 
Undisclosed Perks and Improper Use of Non-GAAP 
Measures” (Jan. 18, 2017), available at www.sec.gov/
news/pressrelease/2017-21.html.

43. SEC Press Release, “SEC Charges CEO with Failing to 
Disclose Perks to Shareholders” (May 11, 2017), available 
at www.sec.gov/news/press-release/2017-99.

44. SEC AP Release, “Charges Former CEO and CFO 
of Logistics Company with Failing to Disclose the 
Company’s Liquidity Problems” (June 15, 2017), available 
at www.sec.gov/litigation/admin/2017/34-80947-s.pdf.

45. SEC Press Release, “Allergan Paying $15 Million Penalty 
for Disclosure Failures During Merger Talks” (Jan. 17, 2017), 
available at www.sec.gov/news/pressrelease/2017-16.
html.

46. SEC Press Release, “SEC Announces Cases Related to 
Disclosures During Battles for Corporate Control” (Feb. 14, 
2017), available at www.sec.gov/news/pressrelease/
2017-48.html. 

47. In the Matter of Daniel Millmann, CPA, AP File No. 3-17996 
(May 23, 2017), available at www.sec.gov/litigation/
admin/2017/34-80749.pdf.

48. SEC AP Release, “SEC Suspends and Fines Public 
Accountant and His Accounting Firm for Deficient Audits” 
(June 14, 2017), available at www.sec.gov/litigation/admin/
2017/34-80918-s.pdf.



INSIGHTS   VOLUME 31, NUMBER 8, AUGUST 201712

Th e European Union’s 2014 directive requires enhanced 
disclosure of corporate social responsibility matters and is 
in diff erent stages of implementation across EU member 
states. US companies should be aware of this important 
development and what it means for them.

By Tricia Dunlap, Rebecca Grapsas, 
Katrien Vorlat, and Rainer Loges

Boards, managers, investors and other stake-
holders increasingly are focused on the impact of 
sustainability performance on operations and cor-
porate value. Th e resulting demand for corporate 
sustainability disclosures comes after decades of work 
by investors, business interests, regulators, and non-
governmental organizations in driving these issues 
into the mainstream. 

While the US is often at the vanguard of enhanc-
ing disclosure through regulation, the European 
Union1 has taken the lead on corporate social respon-
sibility (CSR) disclosures.2 A signifi cant development 
has been the EU Parliament’s passing of EU Directive 

2014/95/EU3 (2014 Directive). Th e 2014 Directive 
requires certain large companies to provide disclosure 
with respect to environmental matters, social and 
employee-related matters, respect for human rights, 
anticorruption and bribery issues, and board and 
management diversity. Th e 2014 Directive requires 
member states to pass legislation implement-
ing the 2014 Directive by December 2016, with 
disclosure—on a comply or explain basis—beginning 
in 2018.

Background to the 2014 Directive

Th e EU’s offi  cial embrace of CSR dates to at least 
July 2001, when the European Commission pre-
sented a Green Paper called “Promoting a European 
Framework for Corporate Social Responsibility” 
(2001 Green Paper).4 In that paper, the Commission 
defined CSR as “a concept whereby companies 
decide voluntarily to contribute to a better society 
and a cleaner environment.”5 Th e Council of the 
European Union welcomed the 2001 Green Paper 
and declared that “[s]ocial responsibility can con-
tribute not only to encouraging a high level of social 
cohesion, environmental protection and respect for 
fundamental rights, but also to improving competi-
tiveness in all types of businesses.”6

Th e 2001 Green Paper sought input from public 
authorities, international organizations, corpora-
tions, social partners, non-governmental organiza-
tions, other stakeholders and interested individuals 
on “how to build a partnership for the development 
of a new framework for the promotion of corporate 
social responsibility, taking account of the interests of 
both business and stakeholders.”7 Th e Commission 
received more than 250 responses to the 2001 Green 
Paper.8 Th e consultation resulted in the Commission 
issuing another Green Paper in 2002 (2002 Green 
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Paper) that, among other things, proposed a strat-
egy for the EU to promote CSR. Th e 2002 Green 
Paper stated that “[d]espite the wide spectrum of 
approaches to CSR, there is large consensus on its 
main features:

CSR is behaviour by businesses over and above 
legal requirements, voluntarily adopted because 
businesses deem it to be in their long-term 
interest;
CSR is intrinsically linked to the concept of sus-
tainable development: businesses need to inte-
grate the economic, social and environmental 
impact in their operations;
CSR is not an optional ‘add-on’ to business core 
activities—but about the way in which busi-
nesses are managed.”9

Th e Commission found that “responsible behav-
iour leads to sustainable business success”10 and 
proposed to focus its strategy on the following areas:

Increasing knowledge of the business case for 
CSR’s positive impact on business and society;
Developing the exchange of CSR experience 
and best practices;
Promoting the development of CSR manage-
ment skills;
Fostering CSR among small and medium 
enterprises;
Launching an EU-wide multi-stakeholder 
forum on CSR; and
Integrating CSR into European community 
policies.11 

In the 2002 Green Paper, the EU stated its 
commitment to fully integrating economic, CSR 
and fundamental human rights (including labor 
standards and gender equality) into its policies 
and actions12 and in 2003 began making good on 
that commitment with its communication titled 
“Modernising Company Law and Enhancing 
Corporate Governance in the European Union—A 
Plan to Move Forward.”13 In that document, the 
Commission stated its objectives to foster effi  ciency 
and competitiveness of business, and strengthen 
shareholders rights and third parties protection, 
noting that “[w]ell managed companies, with strong 

corporate governance records and sensitive social and 
environmental performance, outperform their com-
petitors.”14 Th ereafter, the Commission continued to 
issue communications promoting CSR and the need 
for transparency in relation to CSR matters,15 and in 
2011 formalized its strategy into a three-year plan 
that ultimately culminated in the EU Parliament’s 
adoption of the 2014 Directive.16 Th e 2014 Directive 
amends EU Directive 2013/34/EU on annual fi nan-
cial statements and consolidated fi nancial statements 
(2013 Directive),17 which requires, among other 
things, disclosure of payments to governments by 
companies that are active in the extractive business 
or in the business of logging primary forests.

Key Features of the 2014 Directive 

Th e 2014 Directive consolidates all major non-
fi nancial reporting requirements applicable to certain 
large companies. By reporting annually on a certain 
set of CSR factors, the EU seeks to improve consis-
tency and comparability of the information disclosed 
by companies and corporate groups, with a view to 
enhancing long-term sustainable corporate perfor-
mance and increasing investor and consumer trust.18

Applicability
Most of the CSR reporting requirements set forth 

in the 2014 Directive apply to companies meeting 
each of the following requirements:

Th e company is a public-interest entity, which 
is defi ned to include, among others:
❍  Companies that are governed by the law of 

an EU member state and whose transferable 
securities are admitted to trading on a regu-
lated market of any member state;

❍  Banks and fi nancial institutions;
❍  Insurance and reinsurance companies; 

and/or
❍  Companies designated by member states as 

public-interest entities, for example, compa-
nies of signifi cant public relevance because 
of the nature of their business, their size or 
the number of employees; and
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On the balance sheet date, the company or its 
consolidated group qualifi es as large in that it 
has:
❍  At least 500 employees on average during 

the fi nancial year; and
❍  A balance sheet total of at least EUR 

20 million or net turnover of at least EUR 
40 million.19

EU listed companies also are required to provide 
diversity-related disclosure (described below) if they 
exceed the limits of at least two of the following 
three criteria:

A balance sheet total of EUR 20 million;
Net turnover of EUR 40 million; and
Average number of employees during the fi nan-
cial year of 250.20

Member states have fl exibility to apply the 2014 
Directive’s reporting requirements to a broader 
group of companies, such as smaller companies 
and/or foreign companies with a signifi cant presence 
in the member state. For example, as discussed below, 
the Belgian government expanded the scope of the 
2014 Directive to government (majority) owned 
companies, as they should lead by example.

Disclosure Requirements
Th e 2014 Directive requires large public-interest 

entities to include in the management report sec-
tion of the annual report21 information to the extent 
necessary for an understanding of the company’s 
“development, performance, position and impact of 
its activity, relating to, as a minimum, environmen-
tal, social and employee matters, respect for human 
rights, anti-corruption and bribery matters.”22 

Large public-interest entities are required to pro-
vide the following disclosure with respect to each 
of these matters, or provide a clear and reasoned 
explanation for not providing such disclosure (com-
ply or explain):

A brief summary of the company’s business 
model;
Th e policies pursued by the company, including 
due diligence processes, and the results achieved 
from those policies;

Th e principal risks related to these matters 
linked to the company’s operations including, 
where relevant and proportionate, its business 
relationships, products or services which are 
likely to cause adverse impacts in those areas, 
and how the company manages those risks; and
Th e non-fi nancial key performance indicators 
that are relevant for the specifi c business activi-
ties of the company.23

Th e 2014 Directive also requires EU listed compa-
nies to include in the corporate governance statement 
section of the management report a description of the 
company’s diversity policy in relation to the company’s 
board, management and administrative bodies, or 
explain why the company has no such policy. Th e 
description should address issues such as age, gender, 
and educational/professional background and the 
objectives of the policy, how it was implemented and 
the results achieved during the reporting period.24

Member states can incorporate a safe harbor pro-
vision into national law, by permitting companies to 
omit information where the board and management 
has determined that disclosure would be “seriously 
prejudicial” to the company’s commercial position, 
provided that such omission does not prevent a fair 
and balanced understanding of the company’s develop-
ment, performance, position and impact of its activity.25

Member states may require the CSR disclosure to 
be included in a report that is separate from the annual 
report, provided the company publishes the separate 
report together with the management report or posts 
it on the company’s website within six months after 
the balance sheet date and refers to it in the manage-
ment report.26

Corporate groups are required to prepare reports 
on a consolidated basis, i.e., at the same level at which 
annual consolidated fi nancial reports are prepared in 
compliance with the 2013 Directive.27

Independent Verifi cation
Th e 2014 Directive requires a statutory auditor or 

audit fi rm to verify that the management report or 
separate report includes CSR disclosure. Th e mem-
ber states also may require an independent assurance 
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services provider to verify the information itself that 
is included in such disclosure.28

Implementation
Th e deadline for member states to implement the 

2014 Directive was December 6, 2016.29 Despite the 
deadline having passed, many member states have 
yet to implement the 2014 Directive into national 
law—though legislation is pending in some juris-
dictions. Member state delays in implementing EU 
directives are not unusual.

Originally, companies impacted by the Directive 
were due to begin disclosures in 2017—for the 2016 
reporting year. However, the Commission pushed 
this start date back to 2018 so that companies 
could take into account non-binding guidelines on 
the disclosure of information required by the 2014 
Directive that were adopted by the Commission on 
June 26, 2017 (Guidelines).30 

Th e Guidelines are designed to help companies 
fulfi l the requirement to disclose relevant and useful 
information on environmental and social matters in 
a consistent and more comparable way. Frequently 
asked questions accompanying the Guidelines 
clarify that companies retain “signifi cant fl exibility” 
to disclose relevant information in the way that 
they consider most useful. Furthermore, they may 
use international, European or national guidelines 
according to their own characteristics or business 
environment, such as the United Nations Guiding 
Principles on Business and Human Rights, ISO 
26000, or the German Sustainability Code. In devel-
oping the Guidelines, the Commission took into 
account the results of its own consultation as well 
as the work of the Financial Stability Board’s Task 
Force on Climate-Related Financial Disclosures.31

Implementing the 2014 Directive

Once implemented, the 2014 Directive will 
harmonize national laws with respect to key CSR-
related disclosures. Th e fl exibility built into the 
2014 Directive will result in some diff erences among 
member state requirements. 

United Kingdom
Th e UK implemented the 2014 Directive by 

adopting new regulations that amend the Companies 
Act 200632 and amending the Disclosure and 
Transparency Rules (DTR). 

Th e UK has implemented a dual narrative report-
ing regime as follows:

Companies covered by the 2014 Directive will 
need to include in the strategic report section 
of the annual report a statement containing the 
information required by the 2014 Directive.33 
Th is information does not need to be verifi ed 
by an independent assurance services provider 
although companies can do this on a volun-
tary basis.
Companies not covered by the 2014 Directive 
(such as smaller companies) will continue to 
comply with pre-existing UK non-fi nancial 
reporting requirements.
Note that where appropriate, a company can 
choose to comply with the 2014 Directive’s 
regime, rather than the comparable domestic 
provisions, on a voluntary basis in order to pre-
vent those companies at the margins of the 2014 
Directive’s scope from having to move between 
disclosure regimes due to changes in their size 
from year to year.

Th e majority of CSR disclosure requirements under 
the 2014 Directive are similar to, or already refl ected 
in, the UK’s pre-existing strategic report requirements 
as set forth in Part 15 of the Companies Act 2006 
(as amended).34 Companies must produce a strate-
gic report35 and a directors’ report that are included 
in the annual report.36 Th e content of each report 
depends on the size of the company and whether it 
is quoted or has a premium listing of equity shares 
on the main market of the London Stock Exchange. 
UK companies also may be required to disclose CSR-
related information outside of the annual report. For 
example, certain companies are or will be required to 
disclose steps taken to ensure that the supply chain 
is free from slavery (required by the Modern Slavery 
Act 2015), and information about the gender pay gap 
(disclosure required beginning April 2018).37
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Strategic report. Th e purpose of the strategic 
report is to inform the company’s shareholders 
and help them assess how the directors have 
performed their statutory duty to promote the 
success of the company. It must contain a fair 
review of the company’s business, and a descrip-
tion of the principal risks and uncertainties fac-
ing the company. To the extent necessary for 
an understanding of the development, perfor-
mance or position of the company’s business, 
the report is required to include analysis using 
fi nancial and (where appropriate) non-fi nancial 
key performance indicators (KPIs), including 
information relating to environmental matters 
and employee matters. 
 Quoted companies also must disclose in the 
strategic report the main trends and factors 
likely to aff ect the future development, perfor-
mance and position of the company’s business; 
and information about environmental matters 
(including the impact of the company’s business 
on the environment); the company’s employ-
ees; and social, community and human rights 
issues. Quoted companies must also include a 
description of the company’s strategy, a descrip-
tion of the company’s business model and 
information on gender diversity broken down 
by directors, other senior managers, and com-
pany employees.
Directors’ Report. Th e contents of the direc-
tors’ report depends on the size of the company 
and may include CSR disclosures. For exam-
ple, quoted companies are required to disclose 
greenhouse gas emissions and companies with 
more than 250 employees are required to dis-
close the company’s policy on employment of 
disabled persons.

Th e Financial Conduct Authority amended the 
DTR to require UK companies with securities admit-
ted to trading on a regulated market in the EU to 
include information on board and management 
diversity in the corporate governance statement. 
Companies that meet the size criteria to qualify as 
small or medium-sized under UK company law38 

are exempt from the new DTR requirement. For 
fi nancial years beginning on or after January 1, 
2017, this statement must include a description of 
the diversity policy applied to the company’s admin-
istrative, management and supervisory bodies with 
regard to aspects such as age, gender or educational 
and professional backgrounds, the objectives of the 
diversity policy, how the diversity policy has been 
implemented, and the results in the reporting period. 
If the company has not adopted a diversity policy, 
the corporate governance statement must explain 
why this is the case.39

Th e UK government has implemented the 2014 
Directive notwithstanding the so-called Brexit vote. 
Until exit negotiations have concluded, the UK 
remains a full member of the EU and all the rights 
and obligations of EU membership remain in force. 
Th e UK is generally supportive of transparency in 
corporate reporting and already has a well-established 
regime for non-fi nancial reporting. As noted above, 
the matters covered by the 2014 Directive were in 
many respects already part of the UK regime. Going 
forward, once the UK exits from the EU, divergences 
may appear if the EU makes further changes and the 
UK does not wish to align its disclosure regime with 
those changes. 

Germany
Prior to the implementation of the 2014 Directive, 

German law did not require CSR disclosure.
Th e German Federal Ministry of Justice and 

Consumer Protection (Ministry) was in charge of the 
implementation of the 2014 Directive. Th e Ministry 
published a draft bill (Gesetzentwurf ) on the CSR 
Directive Implementation Act on March 11, 2016. 
On September 21, 2016, the German Government 
submitted the government bill (Regierungsentwurf) 
to Parliament, which enacted the legislation (CSR-
Richtlinien-Umsetzungsgesetz) in spring 2017. Th e 
new legislation came into force in April 2017.40

Th e legislation amended the German Commercial 
Code (Handelsgesetzbuch) so as to be fully in line 
with the 2014 Directive. Th e scope of application is 
set out in the new Section 289b of the Commercial 
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Code and requires major capital market-orientated 
companies (i.e., mainly listed companies) having 
more than 500 employees and meeting either the 
balance sheet test or net turnover test set forth in 
the 2014 Directive (described above) to include CSR 
disclosure in the status report that is included in the 
annual report (Lageberichte). 

Th e reporting requirements under the legislation 
comprise fi ve aspects:

Environmental concerns (e.g., greenhouse gas 
emissions, water consumption, air pollution, 
use of renewable and non-renewable energies, 
protection of biodiversity);
Employee concerns (e.g., measures guar-
anteeing gender equality, working condi-
tions, implementation of fundamental ILO 
Conventions, observance of the rights of 
employees and trade unions, occupational 
health and safety);
Social concerns (e.g., information on social 
activities at local community or regional level 
or on measures taken to ensure the protection 
and development of local communities);
Human rights (e.g., information on the avoid-
ance of human rights violations); and
Combating bribery and corruption (e.g., exist-
ing instruments for doing so).

Th e new law also specifi es the content of the 
non-fi nancial reporting. Companies are required 
to provide details on which policies (including due 
diligence processes) they have introduced to pro-
mote the aspects listed above and what results have 
been achieved. In the absence of a policy for a par-
ticular aspect, the company will be obliged to give 
a clear explanation of the reasons for such absence 
in its non-fi nancial declaration. Companies also are 
required to disclose the material risks ensuing from 
the company’s operations and business relations 
that are very likely to have an adverse impact on the 
above aspects, and to explain how these risks are dealt 
with. Th e disclosure is also required to include the 
key non-fi nancial company performance indicators. 
An exception to the duty to disclose may apply if 
such reporting would cause considerable harm to 

the company concerned in cases where, for example, 
there is a risk of disclosing competitively sensitive 
information or business secrets.

Companies also are required to disclose their 
diversity policies in line with requirements that track 
the language of the 2014 Directive.

Companies are required to disclose CSR informa-
tion in German and English, for all fi scal years begin-
ning after December 31, 2016. Th ey may disclose 
CSR information in:

Th e annual report as an extension of the sta-
tus report; 
A separate sustainability report included in the 
annual report but outside the status report; or
A separate sustainability report published 
within six months of the end of the fi scal year, 
provided the company’s status report indicates 
where the separate sustainability report can be 
found on the corporate website.

Th e new law does not require CSR information 
to be reviewed by an auditor other than to check 
that the disclosure has been made. Companies can 
arrange for voluntary audits of content; if so, the 
fi ndings are required to be made publicly available. 
Note that an external audit might, however, be 
introduced by the back door. In this regard, the new 
law provides for amendments to the German Stock 
Corporation Act (Aktiengesetz): Section 171(1) 
Stock Corporation Act (new version) requires the 
supervisory board to audit the separate non-fi nancial 
declaration. To avoid liability risks the supervisory 
board may seek to protect itself through a voluntary 
external audit. Section 111(2) Stock Corporation 
Act (new version) therefore now explicitly entitles 
the supervisory board to engage an external auditor 
to audit the non-fi nancial declaration. It remains 
to be seen how companies will deal with this in 
practice.

Th e new law also provides for considerable 
fi nes on companies with reporting obligations 
that fail to make the relevant information public. 
Fines may amount up to EUR 10 million or up to 
fi ve percent of the yearly turnover of the aff ected 
company.
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Belgium
On July 20, 2017, the latest text of the draft 

legislation implementing the 2014 Directive (Draft 
CSR Act) was presented by the Belgian Government 
to the Parliament, which approved the text.41 Th e 
Draft CSR Act requires promulgation by the King 
to become fi nal. 

Article 3 of the Draft CSR Act requires large 
public-interest entities to provide CSR disclosures. 
Public-interest entities include, among others, banks, 
fi nancial institutions, insurance and reinsurance 
companies as well as listed companies. Large com-
panies are enterprises that on the balance sheet date 
of the latest approved accounts have:

At least 500 employees on average during the 
fi nancial year; and
A balance sheet total of at least EUR 17 mil-
lion or net turnover of at least EUR 34 million 
(excluding value-added tax)—these thresh-
olds are lower than those set forth in the 2014 
Directive.42 

Article 4 of the Draft CSR Act also imposes CSR 
disclosure responsibilities on certain government-
controlled companies, on the basis that such compa-
nies should lead by way of example.

Th e Draft CSR Act tracks the language of the 
2014 Directive in terms of the content of the 
required disclosures. Companies are required to 
disclose policies, main risks and outcomes relating 
to environmental matters, social and HR related 
issues, respect of human rights as well as bribery 
issues. In respect to these issues the company shall 
describe the policies pursued and results achieved, 
the business model adhered to, the monitoring of the 
risks linked to CSR matters as well as non-fi nancial 
key performance indicators that are relevant for the 
specifi c business activities pursued by the company. 
A company that is subject to CSR reporting can pro-
vide the required disclosure or explain why it does 
not comply. Belgian companies can use the European 
or international recognized reference models, such 
as EMAS, ISO 26000, to make such disclosures. A 
Royal Decree possibly may specify which reference 
models would take preference.

Th e Draft CSR Act permits an exemption where 
disclosure would be seriously prejudicial to the com-
mercial position of the company, provided that such 
omission does not prevent a fair and balanced under-
standing of the company’s or group’s development, 
performance, position and impact of its activity.43

Th e Draft CSR Act also requires listed companies 
to disclose their diversity policy applicable to the 
board and senior management, including the policy’s 
objectives, implementation and results achieved.44 
Diversity pertains not only to gender but also to age, 
education and professional experience. In addition, 
this disclosure is required to describe what eff orts 
the company has undertaken to have at least one-
third of the board be comprised of women. If a listed 
company has no diversity policy, it must explain why. 

Th e Draft CSR Act permits companies to include 
CSR disclosure in a separate report, instead of the 
annual report, provided the separate report is made 
public jointly with the annual report.45 Companies 
must submit this disclosure for information pur-
poses to the works council. Th e statutory auditor 
is required to verify that the company has provided 
CSR disclosure. 

Th e Draft CSR Act introduces a criminal sanc-
tion in case of non-disclosure of CSR information. 
Directors of non-compliant companies may face 
criminal fi nes and/or imprisonment. 

Th e enactment of the Draft CSR Act is expected 
before the end of 2017. If this occurs, Belgian 
companies will have to prepare CSR disclosures for 
accounting years beginning on or after January 1, 
2017. 

What the 2014 Directive Means 
for US Companies

Shareholders, customers, employees, and busi-
ness partners of US companies increasingly expect 
more meaningful CSR disclosure, in addition to the 
fi nancial information and risk disclosure in SEC 
fi lings.46 While most large US public companies 
provide additional CSR disclosure in the form of 
a sustainability report,47 major investors such as 
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BlackRock48 and State Street49 are bringing CSR 
issues into sharper focus in boardrooms through 
their letters to portfolio companies and other 
engagement eff orts.

While the 2014 Directive itself does not apply 
to US companies, US companies should con-
sider the following steps in light of this important 
development.

Confi rm whether the company is required to 
make CSR disclosure in EU member states in 
which the company does business and/or has 
a stock exchange listing. US companies should 
review member state legislation implementing the 
2014 Directive on a country-by-country basis, in 
case member states have opted to apply the 2014 
Directive’s reporting requirements in a manner that 
captures them (such as foreign companies with a 
signifi cant presence in the member state and/or a 
stock exchange listing). 

Review CSR disclosures by peer companies. 
Knowing what peer companies in EU mem-
ber states are disclosing in response to the 2014 
Directive, and how that disclosure evolves over 
time, can assist US companies in crafting disclo-
sure that meets their own needs. Th ese reviews can 
start now; many EU companies have not waited 
for national legislation implementing the 2014 
Directive and are already voluntarily disclosing 
CSR information.

Stay abreast of best practices relating to CSR 
reporting and practices. US companies should 
keep track of the frameworks used by relevant EU 
companies to prepare CSR disclosures to determine 
whether those methodologies would be appropriate 
for the US company. US companies also can use 
information relating to CSR activities to benchmark 
their activities against what relevant EU companies 
are doing.

Engage with shareholders on approaches to 
CSR disclosure and consider whether to expand 
the company’s CSR reporting in light of investor 
feedback. US companies can engage with sharehold-
ers on what CSR information they fi nd most use-
ful and where disclosure can be improved, drawing 

lessons from the EU experience as appropriate. Th is 
could help forestall shareholder proposals calling for 
disclosure on specifi c CSR issues, which are becom-
ing more prevalent and generally achieving greater 
levels of shareholder support.50

Consider what other US companies are doing 
more broadly on CSR issues. Events such as the 
Conference of Parties (COP) meetings sponsored 
by the United Nations Framework Convention on 
Climate Change are no longer just for negotiations 
between governments. It now has become the norm 
for business leaders, including CEOs, to attend and 
provide signifi cant input at COP meetings and 
similar events.51 In addition, many US companies 
are proactively committing to action on issues 
such as climate change, and this momentum can 
have fl ow-on eff ects for enhanced CSR reporting. 
For example, although the Trump administration 
announced in June 2017 that the US is withdraw-
ing from the COP21 agreement to reduce green-
house gas emissions, more than 1,600 businesses 
and investors have nevertheless declared that they 
will continue to support climate action to meet the 
COP21 agreement.52

US companies can use what they learn from EU 
disclosures to enhance their own CSR disclosure in 
a way that meets the needs of an investor base that 
is increasingly calling for this information, as well 
as focus board and senior management attention on 
how CSR issues relate to corporate values, strategy 
and long-term sustainability. 

Notes
1. In this article, European Union and EU refer to the 

European Commission (also referred to herein as the 
Commission), the European Parliament (also referred 
to herein as the Parliament), and the Council of 
the European Union (also referred to herein as the 
Council), collectively, unless otherwise specified. These 
multi-lateral government bodies work together as the 
decision-making bodies of the European Union. More 
information on the Commission is available at https://
europa.eu/european-union/about-eu/institutions-bodies/
european-commission_en. More information on the Council 
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 is available at https://europa.eu/european-union/
about-eu/institutions-bodies/council-eu_en. More 
information on the Parliament is available at https://
europa.eu/european-union/about-eu/institutions-
bodies/european-parliament_en. Each of the websites 
cited in this article was last accessed August 6, 2017.

 2. In the EU, the term CSR has a consensus-based mean-
ing (as discussed in this article) and is in common use, 
whereas in the US the term sustainability is commonly 
used in place or parallel to CSR. We use the terms 
interchangeably.

 3. Directive 2014/95/EU of the European Parliament and 
of the Council of 22 October 2014 amending Directive 
2013/34/EU as regards disclosure of non-financial and 
diversity information by certain large undertakings and 
groups, Official Journal of the European Union, L 330/1 
(Nov. 15, 2014), available at http://eur-lex.europa.eu/
legal-content/EN/TXT/PDF/?uri=CELEX:32014L0095&
from=EN. 

 4. Promoting a European Framework for Corporate Social 
Responsibility, COM(2001) 366 final (July 18, 2001) avail-
able at http://eur-lex.europa.eu/legal-content/EN/
TXT/PDF/?uri=CELEX:52001DC0366&from=EN (hereinafter, 
2001 Green Paper).

 5. 2001 Green Paper at 4.
 6. Council Resolution on the Follow-up to the Green Paper 

on Corporate Social Responsibility, Official Journal of 
the European Communities, 2002/C 86/3 (April 10, 2002) 
available at http://eur-lex.europa.eu/legal-content/
EN/TXT/PDF/?uri=CELEX:32002G0410(02)&from=EN.

 7. 2001 Green Paper at 21.
 8. Communication from the Commission concerning 

Corporate Social Responsibility: A Business Contribution 
to Sustainable Development, COM(2002) 347 final (July 2, 
2002) at 3, available at http://trade.ec.europa.eu/doclib/
docs/2006/february/tradoc_127374.pdf (hereinafter, 
2002 Green Paper).

 9. 2002 Green Paper at 5.
10. 2002 Green Paper at 3.
11. 2002 Green Paper at 8.
12. 2002 Green Paper at 18.
13. Modernising Company Law and Enhancing Corporate 

Governance in the European Union—A Plan to Move 
Forward, COM (2003) 284 final (May 21, 2003), available at 

http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?
uri=CELEX:52003DC0284&from=EN (hereinafter, 2003 
Action Plan). 

14. 2003 Action Plan at 3.
15. See e.g., Europe 2020—Strategy for Smart, Sustainable 

and Inclusive Growth, COM (2010) 2020 final (Mar. 3, 
2010); Single Market Act—Twelve Levers to Boost 
Growth and Strengthen Confidence—Working Together 
to Create New Growth, COM(2011) 206 final (Apr. 13, 
2011); Social Business Initiative—Creating a Favourable 
Climate for Social Enterprises, Key Stakeholders in the 
Social Economy and Innovation, COM (2011) 682 final 
(Oct. 10, 2011). 
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m e e td o c s /2 0 0 9 _ 2 01 4/d o c u m e n t s /co m /co m _
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17. Directive 2013/34/EU of the European Parliament and of 
the Council of 26 June 2013 on the annual financial state-
ments, consolidated financial statements and related 
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EEC and 83/349/EEC, Official Journal of the European 
Union, L 182/19 (June 29, 2013), available at http://eur-
lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:
32013L0034&from=EN (hereinafter, 2013 Directive). 

18. The 2014 Directive’s preamble refers to resolutions 
passed by the European Parliament in 2013 that 
acknowledge the “importance of businesses divulg-
ing information on sustainability such as social and 
environmental factors, with a view to identifying sus-
tainability risks and increasing investor and consumer 
trust. Indeed, disclosure of nonfinancial information is 
vital for managing change towards a sustainable global 
economy by combining long-term profitability with 
social justice and environmental protection. In this 
context, disclosure of non-financial information helps 
the measuring, monitoring and managing of undertak-
ings’ performance and their impact on society.” 2014 
Directive at 330/1.

19. 2014 Directive, Article 1(1) (adding Article 19a to the 2013 
Directive); 2013 Directive, Articles 2(1), 3(4), 3(7).
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20. 2014 Directive, Article 1(2) (amending Article 20 of the 
2013 Directive).

21. The management report section of the annual report 
contains similar information to that included in the 
MD&A section of the Annual Report on Form 10-K that 
US reporting companies are required to file with the 
Securities and Exchange Commission (SEC).

22. 2014 Directive, Article 1(1) (adding Article 19a(1) to the 
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Th e new SEC Chairman lays out the principles he 
believes should guide the Commission going forward 
and some places where he sees opportunities to apply 
these principles to the SEC’s agenda.

By SEC Chairman Jay Clayton

I am delighted to speak to you here at the 
Economic Club of New York. Th e Club has estab-
lished itself as an esteemed, non-partisan forum for 
economic discourse. It is an ideal place to discuss pol-
icy of the U.S. Securities and Exchange Commission 
(SEC, Commission, or the agency) and its eff ects 
on the U.S. economy and the American people. I 
intend to do just that in this, my fi rst public speech 
as Chairman of the SEC.

Nearly six months ago, my predecessor Mary Jo 
White gave her last public address as SEC Chair in 
this same forum. In her remarks, she stated “I am 
confi dent in reporting that the agency is today a 
stronger protector of investors than ever before and 
much better equipped to meet the challenges of the 
fast-paced, complex, and interconnected securities 
markets of 2017.”1 I am pleased—and thankful—to 
say that I agree with Chair White. When I arrived at 
the Commission, I made it a priority to meet with 
staff  across the agency. With each meeting, I became 
more impressed by the breadth of issues my 4,600 
colleagues cover, and even more, by their dedication.

Th e Dodd-Frank Act of 20102 required the SEC 
to complete an unprecedented array of congressio-
nally mandated rulemakings—all on top of the agen-
cy’s usual work. Under Chair White’s leadership, the 

Commission made great strides, adopting a number 
of the rules with which it was charged. Admittedly, 
there are still Dodd-Frank mandates to be completed. 
But I have inherited an agency with considerably 
more discretion over its agenda.

Today, I will share my perspective on the 
Commission and the principles that should guide 
where we go from here. I will then talk about some 
of the specifi c areas where I believe the agency should 
take action in the near-term to further its mission.

Guiding Principles

I believe in a model of leadership that is rooted 
in principles. I want to outline eight principles that 
will guide my SEC Chairmanship.3

Principle #1: The SEC’s Mission Is Our Touchstone
Th e SEC has a three-part mission: (1) to protect 

investors, (2) to maintain fair, orderly, and effi  cient 
markets, and (3) to facilitate capital formation. Each 
tenet of that mission is critical. If we stray from our 
mission, or emphasize one of the canons without 
being mindful of the others, investors, companies 
(large and small), the U.S. capital markets, and ulti-
mately the economy will suff er.

Principle #2: Our Analysis Starts and Ends 
with the Long-Term Interests of the Main 
Street Investor

How does the SEC assess whether we are being 
true to our three-part mission? Th e answer: the long-
term interests of the Main Street investor. Or, as I say 
when I walk the halls of the agency, how does what 
we propose to do aff ect the long-term interests of 
Mr. and Ms. 401(k)? Are these investors benefi t-
ting from our eff orts? Do they have appropriate 
investment opportunities? Are they well informed? 
Speaking more granularly: What can the Commission 

SECURITIES REGULATION
Remarks at the Economic Club of New York

Jay Clayton was sworn in as SEC Chairman on May 4, 
2017. These remarks were delivered in New York, NY, 
on July 12, 2017. He indicated that the words were his 
own and do not necessarily refl ect the views of the 
Commission of the SEC staff.
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do to cultivate markets where Mr. and Ms. 401(k) 
are able to invest in a better future?

I am confi dent this is the right lens for our 
analysis; and the one the American people would 
want the Commission to use. I am also confi dent 
that the women and men of the SEC share this 
perspective.

Principle #3: The SEC’s Historic Approach 
to Regulation Is Sound

Disclosure and materiality have been at the heart 
of the SEC’s regulatory approach for over eighty 
years. As my colleague, Commissioner Michael 
Piwowar, recently said, 

Unlike merit-based regimes, our system of 
disclosure comports well with American tra-
ditions … By arming investors with informa-
tion, they can evaluate and make investment 
decisions that support more accurate valua-
tions of securities and a more effi  cient alloca-
tion of capital.4 

The Commission, following the guidance of 
the Supreme Court, should continue to strive to 
ensure that investors have access to a well-crafted 
package of information that facilitates informed 
decision-making.5

In addition to disclosure-based rules, the SEC 
has placed heightened responsibilities on people and 
organizations that are central to, or actively partici-
pate in, our securities markets. Th e rules that apply 
to securities exchanges, clearing agencies, broker-
dealers, and investment advisers (to name a few) 
protect markets and investors where information and 
market forces alone may not be enough. 

Th e third leg of the stool—the anti-fraud regime 
established by Congress and the Commission—acts 
as a back-stop to the aforementioned disclosure rules 
and oversight systems. Th e government can bring to 
bear its extensive enforcement capabilities on those 
who try to circumvent established investor protec-
tions or otherwise engage in deceptive or manipula-
tive acts in the markets.

In sum, I believe in the regulatory architecture 
that has governed the securities markets since 1933. 
It is abundantly clear that wholesale changes to the 
Commission’s fundamental regulatory approach 
would not make sense.

Principle #4: Regulatory Actions Drive Change, 
and Change Can Have Lasting Effects

Incremental regulatory changes may not seem 
individually signifi cant, but, in the aggregate, they 
can dramatically aff ect the markets. For example, our 
public company disclosure and trading system is an 
incredibly powerful, effi  cient, and reliable means of 
making investment opportunities available to the 
general public. In fact, this disclosure-based regime 
has worked so well that we—not just the SEC, 
but lawmakers and other regulators—have slowly 
but signifi cantly expanded the scope of required 
disclosures beyond the core concept of materiality. 
Th ose actions have been justifi ed by regulators and 
lawmakers alike, often based on discrete, direct and 
indirect benefi ts to specifi c shareholders or other 
constituencies. And it has often been concluded that 
these benefi ts outweigh the marginal costs that are 
spread over a broad shareholder base. 

But the roughly 50 percent decline in the total 
number of U.S.-listed public companies over the 
last two decades6 forces us to question whether our 
analysis should be cumulative as well as incremen-
tal. I believe it should be. As a data point, over this 
period, studies show the median word-count for 
SEC fi lings has more than doubled, yet readability 
of those documents is at an all-time low.7 

While there are many factors that drive the deci-
sion of whether to be a public company, increased 
disclosure and other burdens may render alterna-
tives for raising capital, such as the private markets, 
increasingly attractive to companies that only a 
decade ago would have been all but certain candi-
dates for the public markets. And, fewer small and 
medium-sized public companies may mean less 
liquid trading markets for those that remain public. 
Regardless of the cause, the reduction in the number 
of U.S.-listed public companies is a serious issue for 
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our markets and the country more generally. To the 
extent companies are eschewing our public markets, 
the vast majority of Main Street investors will be 
unable to participate in their growth. Th e potential 
lasting eff ects of such an outcome to the economy 
and society are, in two words, not good.

Principle #5: As Markets Evolve, So Must 
the SEC

Continuing with the theme of change, technol-
ogy and innovation are constantly disrupting—in 
mostly positive ways—the manner in which markets 
work and investors transact. Th e SEC must recognize 
this and strive to ensure that our rules and opera-
tions refl ect the realities of our capital markets. As 
my colleague Commissioner Kara Stein has noted, 
“We need to take into account new tensions, risks, 
uncertainties, and confl icts.”8

While this dynamic atmosphere presents chal-
lenges, it also provides opportunities for improve-
ments and effi  ciencies. It is our job as regulators 
to fi nd these. Technology is not just the province 
of those we regulate. Th e SEC has the capability 
to develop and utilize it, too. We apply sophisti-
cated analytic strategies to detect companies and 
individuals engaging in suspicious behavior. We 
are adapting machine learning and artifi cial intel-
ligence to new functions, such as analyzing regu-
latory fi lings.

As the SEC evolves alongside the markets, how-
ever, we must remember that implementing regula-
tory change has costs. Companies spend signifi cant 
resources building systems of compliance, hiring 
personnel to operate those systems, seeking legal 
advice concerning the design and eff ectiveness of 
those systems, and adapting the systems as regula-
tions change. Shareholders and customers bear these 
costs, which is something that should not be taken 
lightly, lest we lose our credibility as regulators. 

Principle #6: Effective Rulemaking Does 
Not End with Rule Adoption

With respect to rulemaking, the SEC has devel-
oped robust processes for obtaining public input and 

is committed to performing rigorous economic analy-
ses of our rules, at both the proposing and adopting 
stages. Th ese eff orts are critical to identifying the 
benefi ts and costs of regulatory actions, including 
situations where a rule’s eff ects may not be consistent 
with expectations. But we should not stop there.

Th e Commission should review its rules retro-
spectively. We should listen to investors and others 
about where rules are, or are not, functioning as 
intended. We cannot be shy about being introspec-
tive and self-critical.

Principle #7: The Costs of a Rule Now Often 
Include the Cost of Demonstrating Compliance

Rules are meant to be followed, and the public 
depends on regulators to make sure that happens. 
It is incumbent on the Commission to write rules 
so that those subject to them can ascertain how to 
comply and—now more than ever—how to dem-
onstrate that compliance. Vaguely worded rules can 
too easily lead to subpar compliance solutions or an 
overinvestment in control systems. We must recog-
nize practical costs that are sure to arise. For example, 
when the SEC requires a Chief Executive Offi  cer to 
make a certifi cation that a specifi c requirement has 
been met, while he or she retains ultimate respon-
sibility, realistically, it should be expected that the 
responsibility will be supported through the chain of 
command in a demonstrable manner. Th is can be an 
expensive practice that goes well beyond a prudent 
management and control architecture; when third 
parties, such as auditors, outside counsel, and con-
sultants, are involved, the costs—fi nancial costs and, 
in many ways more important, the cost in terms of 
time—can skyrocket. Th is may be the appropriate 
regulatory approach, and to be clear, in some areas I 
think it is. However, the Commission needs to make 
sure at the time of adoption that we have a realistic 
vision for how rules will be implemented as well as 
how we and others intend to examine for compliance.

Principle #8: Coordination Is Key
Last, the SEC shares the fi nancial services space 

with many other regulatory players charged with 
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overseeing related or overlapping industries and mar-
ket participants.9 Th e Commission works alongside 
more than 15 U.S. federal regulatory bodies, more 
than 50 state and territory securities regulators, the 
Department of Justice, state attorneys general, self-
regulatory organizations (SROs), and non-SRO 
standard setting entities. We also participate in sev-
eral major international bodies and cooperate with 
regulators in more than 115 foreign jurisdictions. 
Coordination with, between, and among all these 
organizations is essential to a well-functioning regu-
latory environment.

One such area where coordination is essential is 
our regulatory scheme governing over-the-counter 
derivatives. Congress established, through Title VII 
of the Dodd-Frank Act, a dual regulatory structure 
for these instruments: the SEC was assigned author-
ity over “security-based swaps,” and the Commodity 
Futures Trading Commission (CFTC) was assigned 
authority over “swaps.” For this structure to be 
eff ective, there must be close coordination between 
the SEC and CFTC. I am fully committed to that. 
I am also committed to working with the CFTC 
to explore ways in which the agencies can achieve 
greater harmonization of Title VII rules and reduce 
unnecessary complexity as well as costs to both regu-
lators and market participants. Having said that, 
importantly, all such eff orts will need to take into 
account statutory variances as well as diff erences in 
products and markets.

Speaking more generally, cybersecurity is also an 
area where coordination is critical.10 Information 
sharing and coordination are essential for regula-
tors to address potential cyber threats and respond 
to a major cyberattack, should one arise. Th e SEC 
is therefore working closely with fellow fi nancial 
regulators to improve our ability to receive critical 
information and alerts and react to cyber threats.11

Putting Principles into Practice

Let’s turn from principles to practice. Th ere are 
some particular places where I see opportunities to 
apply these principles to the SEC’s agenda.

Enforcement and Examinations
Th e SEC has strong and active enforcement and 

examination programs. I fully intend to continue 
deploying signifi cant resources to root out fraud 
and shady practices in the markets, particularly in 
areas where Main Street investors are most exposed. 
Terms like “affi  nity fraud” and “microcap fraud” 
sound unremarkable and remote on paper, but 
they are sinister behaviors that strike at Americans’ 
vulnerabilities.

Investors should know that the SEC is looking 
out for them. In this regard, we are taking further 
steps to fi nd and eliminate from our system pump-
and-dump scammers, those who prey on retirees, 
and increasingly those who use new technologies to 
lie, cheat, and steal. Turning to the more sophisti-
cated participants in our markets, the Commission 
will continue to use its enforcement and examina-
tion authority to support market integrity. We are 
committed to making our markets as fair, orderly, 
and effi  cient—and as liquid—as possible. I know 
market professionals are critical to, and enhance, 
the operation of our markets. I also know they 
know the rules and principles, and I expect them 
to adhere to and be guided by them. You have a 
special place in our economy, do not take unfair 
advantage of it.

As a fi nal comment on enforcement, I want to 
go back to cybersecurity. Public companies have 
a clear obligation to disclose material information 
about cyber risks and cyber events. I expect them 
to take this requirement seriously. I also recognize 
that the cyber space has many bad actors, includ-
ing nation states that have resources far beyond 
anything a single company can muster. Being a 
victim of a cyber penetration is not, in itself, an 
excuse. But, I think we need to be cautious about 
punishing responsible companies who nevertheless 
are victims of sophisticated cyber penetrations. 
Said another way, the SEC needs to have a broad 
perspective and bring proportionality to this area 
that aff ects not only investors, companies, and 
our markets, but our national security and our 
future.
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Capital Formation
I have been vocal about my desire to enhance the 

ability of every American to participate in invest-
ment opportunities, including through the public 
markets. I also want American businesses to be able 
to raise the money they need to grow and create 
jobs. As I mentioned earlier, evidence shows that 
a large number of companies, including many of 
our country’s most innovative businesses, are opt-
ing to remain privately held. Just yesterday I met 
with a broad group of businesses at diff erent stages 
of capital raising and heard fi rsthand about the 
regulatory requirements and other considerations 
that factor into their decision to stay private or go 
public. One message was loud and clear: private 
markets operate well in many sectors and, in these 
areas, they off er a very attractive alternative to the 
public markets. I believe we need to increase the 
attractiveness of our public capital markets without 
adversely aff ecting the availability of capital from 
our private markets.

As an agency, we have learned a great deal while 
implementing the JOBS Act on-ramp for emerg-
ing growth companies (EGCs).12 Th e JOBS Act 
allows issuers with less than roughly $1 billion in 
revenue to submit their draft registration statements 
confi dentially and phase in their reporting obliga-
tions gradually. Th is regime has had a clear appeal 
to EGCs. Since the enactment of the JOBS Act, 
approximately 87 percent of the initial public off er-
ings (IPOs) that have gone eff ective were for EGCs, 
and the vast majority of these companies have relied 
to some extent on the confi dentiality and gradation 
components of the JOBS Act.13 

Starting this past Monday, the JOBS Act approach 
is accessible more broadly. Th e SEC’s Division of 
Corporation Finance non-public review process is 
now open to IPO draft registration statements from 
larger domestic and non-U.S. companies that do 
not qualify as EGCs.14 I hope that allowing these 
companies to submit their sensitive information on a 
non-public basis while the Commission staff  reviews 
their draft off ering documents will encourage them 
to fi nd the prospect of selling their shares in the U.S. 

public markets more attractive generally, and at an 
earlier stage in their development.15

My last point on capital formation is a reminder. 
Th ere are circumstances in which the Commission’s 
reporting rules may require publicly traded com-
panies to make disclosures that are burdensome to 
generate, but may not be material to the total mix 
of information available to investors. Under Rule 
3-13 of Regulation S-X, issuers can request modifi -
cations to their fi nancial reporting requirements in 
these situations. I want to encourage companies to 
consider whether such modifi cations may be helpful 
in connection with their capital raising activities and 
assure you that SEC staff  is placing a high priority 
on responding with timely guidance.

Market Structure
Regarding equity market structure, an enor-

mous amount of thought—at the Commission, 
in Congress, and in the private sector—has been 
devoted to this topic. While there are certainly chal-
lenging issues that merit further consideration, it is 
time to shift the focus to action. One recommenda-
tion where there is broad consensus to proceed is the 
launch of a pilot program to test how adjustments to 
the access fee cap under Rule 610 of the Securities 
Exchange Act of 1934 would aff ect equities trad-
ing.16 Such a pilot should provide the Commission 
with more data to assess the eff ects of access fees 
and rebates—including “maker-taker” and other 
pricing systems—on liquidity provision, liquidity 
taking, and order routing. Th ese, in turn, aff ect the 
functioning of markets and investor welfare. I expect 
the Commission will consider a proposal of this type 
in the coming months.

Th e SEC’s Equity Market Structure Advisory 
Committee (EMSAC) has provided the Commission 
with valuable perspectives on these and many other 
issues. Th e committee’s charter is set to expire next 
month. My hope is that EMSAC’s tenure is extended 
into 2018.

Let me make one additional point about market 
structure. Th e time is right for the SEC to broaden 
its review of market structure to include specifi cally 
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the effi  ciency, transparency, and eff ectiveness of our 
fi xed income markets. As waves of Baby Boomers 
retire every month and need investment options, 
fi xed income products, which are viewed as a stable 
place to store hard-earned money, will attract more 
and more Main Street investors. Yet, many of those 
investors may not appreciate that fi xed income prod-
ucts are part of markets that diff er signifi cantly from 
the better-known equities markets.

Th e Commission must explore whether these 
markets are as effi  cient and resilient as we expect 
them to be, scrutinize our regulatory approach, and 
identify opportunities for improvement. To that 
end, I have asked the staff  to develop a plan for 
creating a Fixed Income Market Structure Advisory 
Committee. Like the EMSAC, this committee would 
be made up of a diverse group of outside experts, who 
will be asked to give advice to the Commission on the 
regulatory issues impacting fi xed income markets. I 
am also pleased to note that this week, Chairman 
Hensarling and Chairman Huizenga of the House 
Financial Services Committee and its subcommittee 
on Capital Markets, Securities, and Investment have 
called for a hearing on fi xed income market struc-
ture,17 and I look forward to working with Congress 
on these issues.

Investment Advice and Disclosures to Investors
Fiduciary rule. Another area that has been the 

subject of extensive study is the standards of con-
duct that investment professionals must follow in 
providing advice to Main Street investors. With the 
Department of Labor’s Fiduciary Rule now partially 
in eff ect, it is important that the Commission make 
all reasonable eff orts to bring clarity and consistency 
to this area. It is my hope that we can act in concert 
with our colleagues at the Department of Labor 
in a way that best serves the long-term interests of 
Mr. and Ms. 401(k). 

Th ere is a lot of work to do, and this issue is com-
plex. Th at should not deter us, and we are moving 
forward. In June, I issued a statement seeking public 
input on standards of conduct for investment advis-
ers and broker-dealers.18 Th e Commission had last 

solicited information on this issue four years ago. 
Suffi  ce it to say a lot has happened since then. Robust 
public comment can help us evaluate potential regu-
latory actions in light of current market activities 
and risks. And, any action will need to be carefully 
constructed, so it provides appropriate and mean-
ingful protections but does not result in Main Street 
investors being deprived of aff ordable investment 
advice or products. I encourage the public to send 
us feedback and any data that may be helpful to us. 
Instructions for how to submit this information are 
available on www.sec.gov.

Improving disclosure to investors. Regardless 
of whether investors participate in our markets 
directly or indirectly, and with or without invest-
ment advice, it is clear that they and their advisors 
must have access to information about potential 
investments that is easily accessible and meaningful. 
Th e Commission has several initiatives underway 
to improve the disclosure available to investors. 
For example, last November, the SEC staff  issued a 
report recommending ways to modernize and sim-
plify Regulation S-K disclosure rules.19 Th is report 
also included recommendations on how to improve 
the readability and the navigability of disclosure. 
Th e staff  is making good progress on preparing 
rulemaking proposals based on this report for the 
Commission. 

Resources to Educate Investors
No matter how robust our enforcement and 

examination programs, the reality is that the SEC 
cannot be everywhere. Th e agency has exceptional 
tools that can help investors research professionals 
giving them investment advice, spot signs of fraud, 
and take action to protect themselves.

A priority for me is getting the wealth of informa-
tion that the SEC has into the hands of investors, 
through whatever means can reach them. Among 
other things, we are leveraging technology to do this, 
including conducting data analyses to assess how 
individual investors interact with the SEC and where 
and how we can increase engagement. Commission 
staff also has efforts underway to simplify and 
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enhance resources to educate investors on how to 
conduct online background searches on investment 
professionals and make informed decisions about 
whether to establish fi nancial relationships. In this 
regard, I have a short but important message for 
Main Street investors: the best way to protect your-
self is to check out who you are dealing with, and 
the SEC wants to make that easier.20

Conclusion

In my seventy days since joining the SEC, I have 
become aware of some of the challenges ahead. 
Th e Commission has no choice but to face any 
challenges—both the ones we know and those we 
will come to know—head-on. As we take that jour-
ney, I am fortunate to be surrounded by a tremen-
dously talented set of public servants in the SEC staff  
and my fellow Commissioners. I aim to apply a level 
of dedication and hard work that matches their own.
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Second Circuit Clarifi es 
Ascertainability and 
Predominance Standards 

By Brad Karp, Richard Rosen, 
and Audra Soloway

On July 7, 2017, in In re Petrobras Securities 
Litigation,1 the Second Circuit addressed the 
standards for certifying Rule 23(b)(3) classes in 
securities fraud cases concerning over-the-counter 
securities that trade in a global market.2 In order 
for a class to be certifi ed under Rule 23(b)(3), 
questions that are common to the class must pre-
dominate over those that only aff ect individuals 
(the “predominance” requirement), and the class 
action form must be “superior to other available 
methods for fairly and effi  ciently adjudicating the 
controversy” (the “superiority” requirement). In 
addition, some courts have held that there is also 
an implied requirement of “ascertainability.” While 
acknowledging the administrative diffi  culties of 
determining which transactions are “domestic,” and 
thus subject to the U.S. securities laws, the Second 
Circuit joined the Ninth Circuit in rejecting the 
Th ird Circuit’s holding (and the Second Circuit’s 
own prior dicta) that Rule 23’s implied require-
ment of ascertainability includes a requirement 
of “administrative feasibility.” Th e Second Circuit 
went on to hold that the District Court’s fi nding 
of predominance was inadequate because it did not 
suffi  ciently address extraterritoriality issues related 
to securities that trade over-the-counter outside of 
the United States.3

Background

Petróleo Brasileiro S.A. (Petrobras) is an oil and gas 
corporation that is majority-owned by the Brazilian 
government. In 2014, Brazilian investigators uncovered 
a corruption scheme: Petrobras offi  cials had received 
bribes in exchange for providing information, approv-
als, and other assistance to a cartel of private companies 
that formed to bid on Petrobras’s construction projects. 
As details of the investigation became public, the price 
of Petrobras’s securities declined sharply.

Investors in Petrobras securities fi led putative class 
actions under the Securities Act of 1933 and the 
Securities Exchange Act of 1934 against Petrobras, 
along with its officers, subsidiaries, auditor, and 
underwriters, alleging false and misleading statements 
regarding Petrobras’s value, management, and controls.

While Petrobras’s common and preferred stock 
are listed on a Brazilian stock exchange and are thus 
exempt from registration under the U.S. securities 
laws, Petrobras’s American Depositary Shares (ADSs) 
trade on the New York Stock Exchange (NYSE), and 
its debt securities, like most corporate debt, trade in 
the over the counter (OTC) market.

A key issue in the case is whether the U.S. securi-
ties laws apply to OTC trades in Petrobras’s debt. In 
Morrison v. Australian National Bank,4 the Supreme 
Court held that the U.S. securities laws apply only 
“to [i] transactions in securities listed on domestic 
exchanges and [ii] domestic transactions in other 
securities.” Th e Second Circuit has held that the latter 
prong requires that “irrevocable liability to carry out 
the transaction” was incurred in the United States.5

In February 2016, the U.S. District Court for the 
Southern District of New York (Rakoff , J.) certifi ed 
classes of investors who purchased Petrobras ADSs 
on the NYSE and who purchased Petrobras’s debt 
securities in “domestic transactions.”6 Th e defendants 
appealed the District Court’s certifi cation order to the 
Second Circuit under Federal Rule of Civil Procedure 
23(f), and the Second Circuit agreed to hear the appeal.
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The Second Circuit Clarifi es That 
Ascertainability Does Not Require 
“Administrative Feasibility”

One question before the Second Circuit was 
whether the debt class satisfi ed Rule 23’s implied 
requirement of ascertainability, which the Second 
Circuit acknowledged in Brecher v. Republic of 
Argentina.7 Th e defendants argued that it would be 
diffi  cult to determine which of the many OTC trades 
in Petrobras’s debt were domestic, and thus that class 
membership could not be defi ned by reference to 
“domestic transactions.”

While acknowledging the underlying diffi  culties, 
the Second Circuit held that they posed no ascertain-
ability problem. Th e court held that the ascertain-
ability requirement is satisfi ed if the class is “defi ned 
using objective criteria that establish a membership 
with defi nite boundaries.” Applying this standard to 
the certifi ed class, the Second Circuit found that the 
District Court’s criteria, “securities purchases identi-
fi ed by subject matter, timing, and location,” were 
“clearly objective,” and it was therefore “objectively 
possible” to determine which securities were acquired 
in domestic transactions.8 Th e certifi cation order 
therefore satisfi ed the ascertainability test.

In reaching this conclusion, the court clarifi ed 
that ascertainability does not require “a showing of 
administrative feasibility at the class certifi cation 
stage.” While acknowledging that Brecher had sug-
gested such a requirement, the court concluded that 
this language “was not strictly part of the holding.” 
Th e Second Circuit acknowledged that its holding 
squarely confl icts with the “heightened ascertainabil-
ity” test applied by the Th ird Circuit,9 which does 
require administrative feasibility.

The Second Circuit Vacates the 
Class Certifi cation Order Due to an 
Insuffi cient Showing of Predominance

Th e Second Circuit went on to hold that the 
District Court’s fi nding of “predominance”—i.e., 
that “questions of law or fact common to class 

members … predominate over any questions aff ect-
ing only individual class members”—was insuffi  cient. 
Th e Second Circuit held that the extraterritoriality 
issue was a “merits question” and a “material ques-
tion.” As a result, the Second Circuit held that the 
predominance inquiry required consideration of 
whether the extraterritoriality issue is “susceptible to 
generalized class-wide proof.” Th e District Court had 
made no such fi nding. Indeed, the District Court 
“did not mention Morrison at all” in its predomi-
nance analysis. Th e Second Circuit thus vacated the 
“domestic transactions” portion of the class certifi ca-
tion order and remanded to the District Court to 
conduct a full predominance analysis.

Th e Second Circuit noted that, based on the record 
before the court, the question of whether a transaction 
was domestic implicated “transaction-specifi c facts” 
related to the acquisition of each security, and there-
fore “appears to be an individual question requiring 
putative class members to present evidence that varies 
from member to member.” Th e court instructed that 
the District Court “must account for such individual 
questions,” without taking a position as to how the 
District Court should rule.

Implications

The Second Circuit’s decision has significant 
implications for securities litigation concerning secu-
rities that are traded in the OTC market. Because 
debt securities are more likely than stocks to be 
traded OTC, rather than on a domestic or foreign 
exchange, litigation involving debt securities is par-
ticularly likely to be aff ected. If the District Court’s 
order had been affi  rmed, plaintiff s would have faced 
an easy path to class certifi cation, simply by defi n-
ing classes with reference to “domestic transactions,” 
thus deferring any extraterritoriality issues until 
post-verdict proceedings. Such post-verdict proceed-
ings rarely occur because cases involving certifi ed 
classes typically settle pre-trial. Th e practical result 
of deferring resolution of these issues would be to 
increase defendants’ potential exposure and thus 
potentially increase plaintiff s’ leverage in settlement 
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negotiations. Th is would have substantially burdened 
international debt markets, and could have resulted 
in eff orts by issuers to restrict how their securities 
trade. For example, while much corporate debt is 
currently issued with both a domestic and foreign 
component so that it can trade globally, issuers could 
restrict their debt to trade only in the U.S. market, or 
only outside the U.S. market. If the District Court 
certifi es a similar class on remand, the likely result 
will be another Rule 23(f ) appeal.

Th e Second Circuit’s ascertainability ruling will 
have implications not only for securities class actions, 
but for class actions generally. By accepting class defi -
nitions whose application is “objectively possible,” 
even if not “practical[ ],” the Second Circuit’s new 
standard may make it more diffi  cult for defendants 
to estimate their exposure and for absent potential 
class members to determine their membership. Such 
issues will be relegated to post-verdict proceedings, 
which will only occur if defendants lose at trial or 
settle. Settling defendants also may have a greater 
interest in how settlement funds are administered, 
and may seek a larger role in the process.

In rejecting the Third Circuit’s heightened 
requirement of ascertainability, the Second Circuit 
has aligned itself with the Ninth Circuit (which, 
unlike the Second Circuit, does not acknowledge 
an implied requirement of “ascertainability”). Given 
the split among the circuits as to ascertainability, the 
Supreme Court may grant certiorari in a case that 
raises the issue to resolve the confl ict.
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Alston & Bird LLP 
Washington, DC (202-756-3300)

Supreme Court to Review Concurrent 
State Court Jurisdiction in 
Securities Act of 1933 Cases 
(July 5, 2017)

A discussion of the U.S. Supreme Court’s 
grant of certiorari in Cyan Inc. v. Beaver County 
Employees Retirement Fund. Th e issue to be decided 
is whether, pursuant to the Securities Litigation 
Uniform Standards Act of 1998, state courts have 
concurrent subject matter jurisdiction over class 
actions solely alleging violations of the Securities 
Act of 1933.

Andrews & Kurth LLP 
Houston, TX (713-220-4200)

CEO Pay Ratio Disclosure: State 
and Local Governments May Add 
to Burden (July 2017)

A discussion of the eff ort by some state and local 
governments to apply new taxes and other charges to 
publicly traded companies with disclosed pay ratios 
that exceed certain thresholds.

Cahill Gordon & Reindel LLP 
New York, NY (212-701-3000)

Supreme Court to Consider the Scope 
of Dodd-Frank Whistleblower Provisions 
(July 6, 2017)

A discussion of the U.S. Supreme Court’s grant 
of certiorari in Somers v. Digital Realty Trust Inc. 
to consider whether the anti-retaliation provisions 
for whistleblowers in the Dodd-Frank Act extend 

to individuals who have not reported alleged mis-
conduct to the SEC. 

Chapman and Cutler LLP 
Chicago, IL (312-845-3000)

MSRB and FINRA Provide Guidance 
on New Rules Requiring Bond Mark-
Ups/Mark-Downs on Trade Confi rmations 
(July 14, 2017)

A discussion of FAQs issued by the Municipal 
Securities Rulemaking Board (MSRB) concerning 
amendments to MSRB Rule G-15 and FINRA Rule 
2232 that will subject fi rms to new transaction-
related disclosure requirements to retail investors for 
certain fi xed income securities.

Davis Polk & Wardwell LLP 
New York, NY (212-450-4000)

Increased Activity and Emerging 
Patterns in Securities Litigation 
Against Life Sciences Companies 
(July 19, 2017)

A discussion of emerging trends in recent deci-
sions in securities actions involving life sciences 
companies.

Debevoise & Plimpton LLP 
New York, NY (212-909-6000) 

Streamlining the EU Prospectus Regime 
(July 17, 2017)

A discussion a new prospectus regulation 
adopted by the European Union, the majority of 
provisions of which will apply beginning July 21, 
2019.

CLIENT MEMOS
A summary of recent memoranda that law fi rms have provided to their clients and other interested persons concern-
ing legal developments. Firms are invited to submit their memoranda to the editor. Persons wishing to obtain copies 
of the listed memoranda should contact the fi rms directly.
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DLA Piper 
Phoenix, AZ (www.dalpiper.com)

SEC Report on Tokens as Securities: 
Seven Takeaways (July 31, 2017)

A discussion of a report issued by the SEC on 
tokens (blockchain-enabled means for raising capital) 
as securities, using DAO (a crowdsourced venture 
capital platform created by Stoxk.t and based on 
Ethereum blockchain) as a lens for analyzing the issue.

Gibson, Dunn & Crutcher LLP 
Los Angeles, CA (213-329-7870)

2017 Mid-Year FCPA Update (July 10, 2017)
A discussion of the Foreign Corrupt Practices Act 

as well as domestic and international anti-corruption 
enforcement, litigation, legislation and policy devel-
opments from the fi rst half of 2017.

2017 Mid-Year Update on Corporate 
Non-Prosecution Agreements and Deferred 
Prosecution Agreements (July 11, 2017)

A discussion of the global theme this year of 
U.S. and foreign enforcement authorities in which 
cooperation is a deciding factor in accomplishing a 
non-prosecution or deferred prosecution agreement.

2017 Mid-Year Securities Litigation Update 
(July 20, 2017)

A discussion of securities litigation developments 
and trends for the fi rst half of 2017.

Mayer Brown LLP 
Chicago, IL (312-782-0600)

New Heads of Enforcement at the U.S. 
Securities and Exchange Commission Continue 
Agency’s Focus on Cybersecurity (July 12, 2017)

A discussion recent statements by new SEC 
Enforcement Division Co-Directors Stephanie 

Avakian and Steven Peiken underscoring that the 
SEC’s cybersecurity initiative will remain a high 
priority.

Get Ready to Hyperlink SEC Exhibit 
Filings Beginning September 1 
(July 20, 2017)

A discussion of new SEC requirements, eff ective 
September 1, 2017, requiring that exhibits listed in 
the exhibit index of specifi ed fi lings made with the 
SEC be hyperlinked.

Morrison & Foerster LLP 
San Francisco, CA (415-268-7000)

Delaware Signs Groundbreaking 
Blockchain Legislation (July 27, 2017)

A discussion of newly enacted Delaware legis-
lation that provides, among other things, specifi c 
statutory authority for Delaware corporations 
to use “distributed electronic networks or data-
bases,” aka distributed ledgers or blockchain 
technology, for the creation and maintenance of 
corporate records, including the corporation’s 
stock ledger. 

Wachtell, Lipton, Rosen & Katz 
New York, NY (212-403-1000)

Second Circuit Limits Judicial Scrutiny 
of Deferred Prosecution Agreements 
(July 13, 2017)

A discussion of a Second Circuit Court of 
Appeals decision, United States v. HSBC Bank 
USA, N.A., substantially limiting a district court’s 
power to scrutinize deferred prosecution agree-
ment, thereby following a similar course as the 
D.C. Circuit.
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The SEC (Sort of) Extends 
EGC Benefi ts to All Issuers
By Colin Diamond, Michelle Rutta, 
John Vetterli, and Irina Yevmenenko

On June 29, 2017, the Securities and Exchange 
Commission (SEC) extended to all issuers some 
of the benefi ts that Congress granted to emerg-
ing growth companies (EGCs)1 in 2012 under the 
Jumpstart Our Business Startups Act (JOBS Act).2

By way of background, the JOBS Act eff ectively 
created a two-tiered system for US IPOs, easing the 
path for EGCs to become public companies while 
maintaining restrictions for non-EGCs. A portion of 
the relief involved relaxing disclosure requirements 
that required investments of time and resources that 
were arguably not commensurate with the related 
benefi ts to investors in smaller companies. However, 
other areas of relief—notably those related to the 
IPO process itself—had no clear rationale based 
on the size of the issuer. Th e SEC’s June 29, 2017 
announcement goes some way towards addressing 
this disparity with respect to the off ering process. 
However, as outlined below, additional work for the 
SEC remains in order to fi nish the job of levelling 
the playing fi eld between EGCs and non-EGCs with 
respect to the IPO process.

SEC Relief for IPOs of Non-EGCs

Confi dential Submission 
Th e SEC is allowing two new groups of compa-

nies to submit their initial registration statements 
confi dentially in draft form and maintain that 
confi dentiality until 15 days before a roadshow 

or, if there is no roadshow, 15 days prior to the 
eff ective date of the registration statement. Th e 
fi rst group is non-EGCs. Th is eff ectively permits 
all issuers to submit IPO registration statements 
confi dentially. Th e second group is companies fi l-
ing a registration statement under the Securities 
Exchange Act of 1934 (Exchange Act). Th is would 
include, for example, foreign private issuers traded 
overseas and seeking to list on the New York Stock 
Exchange or Nasdaq in a non-capital-raising 
transaction by means of a direct listing or a Level II 
ADR program. 

Th e SEC clarifi ed in FAQs that the confi dentiality 
provisions of Section 6(e)(2) of the Securities Act of 
1933 (Securities Act) are limited specifi cally to draft 
registration statements of EGCs.3 Accordingly, the 
SEC has reminded non-EGCs using this method of 
submission that they should consider the use of SEC 
Rule 83 when submitting registration statements 
and related correspondence confi dentially. Th is rule 
requires the SEC to notify the fi ler if it receives a 
Freedom of Information Act (FOIA) request with 
respect to the registration statement and provides the 
fi ler with an opportunity to seek confi dential treat-
ment for relevant portions of the fi ling and related 
correspondence. 

A non-EGC seeking to submit confi dentially 
should include a legend at the top of each page of 
the electronically submitted draft registration state-
ment indicating that it has requested confi dential-
ity. In addition, in its responses to SEC comments, 
an issuer should identify any information in the 
registration statement for which it intends to seek 
confi dential treatment upon public fi ling to ensure 
that the SEC does not include such information in 
its comment letters. Th e SEC reiterated in FAQs 
that, consistent with its practice in all fi ling reviews, 
the staff  will release publicly its comment letters and 
issuer responses to staff  comment letters on EDGAR 
no earlier than 20 business days following the eff ec-
tive date of a registration statement.4
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Th e SEC also clarifi ed in FAQs that a fi ling fee 
is still due only when the registration statement 
is fi rst publicly fi led on EDGAR.5 Th e voluntary 
submission of a draft registration statement is not 
considered a “fi ling” so no fee is due at that time. 
Furthermore, a submission of a draft registration 
statement is not required to be signed by the reg-
istrant or by any of its offi  cers or directors, nor is 
it required to include the consent of auditors and 
other experts, as it is not fi led with the SEC.6 In 
addition, an issuer submitting a draft registration 
statement for non-public review may not make a 
public announcement about its off ering in reliance 
on the Rule 134 safe harbor but may use the Rule 
135 safe harbor instead.7

Non-Required Financial Statements
Th e SEC will accept and review a registration 

statement that omits fi nancial statements and related 
information that the issuer reasonably believes will 
not be required at the time the registration statement is 
publicly fi led. Th is is similar—but not identical—to 
the relief provided under the December 2015 Fixing 
America’s Surface Transportation Act (FAST Act) 
which allowed EGCs to omit fi nancial information 
that relates to a historical period that the issuer rea-
sonably believes will not be required to be included 
at the time of the contemplated off ering. Th e reason 
for the slight diff erence is unclear, but is potentially 
meaningful for non-EGCs that decide to make an 
early public fi ling of their registration statement in 
order to be able to test the waters with investors.

SEC Relief for All Companies in 
12 Months Following IPOs

Th e SEC is allowing all companies to submit 
a registration statement confi dentially during the 
12 months following eff ectiveness of an IPO reg-
istration statement or the initial Exchange Act 
registration statement. Such confi dentiality can be 
maintained until 48 hours before the requested eff ec-
tive time of the registration statement at which time 
the registration statement must be fi led publicly on 

EDGAR. However, the ability of such companies 
to submit a registration statement confi dential-
ity applies only to the fi rst fi ling while any second 
fi ling—for example to make amendments to respond 
to SEC comments—must be public.

Th e ability to submit a registration statement 
confi dentiality for the 12 months following eff ective-
ness of an initial registration statement is a welcome 
development for issuers, but the limitation to only 
the fi rst submission of a registration statement may 
result in issuers seeking to avoid fi ling an amendment 
to a registration statement selected for review and, 
instead, they may try to respond to SEC comments 
via correspondence fi lings only. Moreover, the SEC 
relief results in disparate treatment for a company 
whose registration statement is selected for review 
and one that is not—something that is not within 
an issuer’s control. For this reason, it is hoped that 
the SEC will extend its relief to all fi lings until, for 
example, 48 hours before the eff ective date.

It also is hoped that the SEC will extend the 
ability to fi le confi dentially beyond 12 months. 
Th e 12-month period is roughly coterminous with 
the date on which an issuer would presumptively 
become eligible to fi le a Form S-3 or F-3.8 An issuer 
that has more than US$700 million in unaffi  liated 
public fl oat at that time likely would be a well-known 
seasoned issuer (WKSI). Such Form S-3 or F-3 
would be eff ective automatically thereby removing 
the potential market impact of fi ling a registration 
statement and having to wait to learn whether the 
SEC intends to review it or not. However, for Form 
S-3 or F-3 issuers that are not WKSIs, the ability to 
fi le confi dentially initially while learning whether 
the SEC intends to review the fi ling, as well as dur-
ing any review process, could reduce meaningfully 
any adverse market impact. Th is challenge is even 
more pronounced for issuers that are eligible to use a 
Form S-3 or F-3, but are subject to the “baby shelf ” 
rules (i.e., Form S-3 or F-3 eligibility rules applicable 
to issuers with an unaffi  liated public fl oat of less 
than US$75 million undertaking a primary capital 
raise), and may therefore have to use a Form S-1 or 
F-1 to achieve their desired off ering size. A broader 



INSIGHTS   VOLUME 31, NUMBER 8, AUGUST 201738

extension of the ability to submit confi dentially 
would likely be appreciated by issuers as it would 
aid capital formation without adversely impacting 
investors.

Outcome of SEC Relief

Th e chart below sets out the interplay between 
various off ering-related requirements and relief there-
from in light of the recently announced SEC relief.

Securities Act Registration
Exchange Act Registration9EGC Non-EGC

Confi dential fi ling ✓

(pursuant to JOBS Act)
✓

(pursuant to SEC relief)
✓

(pursuant to SEC relief)

Two (not three) years of fi nancial 
statements 

✓

(pursuant to JOBS Act)
✘ ✘

Omission of fi nancial statements 
not reasonably expected to be 
necessary at the time of public 
fi ling

✓

(pursuant to FAST Act)
✓

(pursuant to SEC relief)
✓

(pursuant to SEC relief)

Ability to “test the waters” with 
investors

✓

(pursuant to JOBS Act)
✘ n/a

Ability of syndicate members to 
publish pre-IPO research

✓

(pursuant to JOBS Act)
✘ n/a

Ability of a research analyst to 
attend a pitch meeting for an IPO 

✓

(pursuant to JOBS Act)
✘ n/a

As indicated in the chart, the SEC relief with 
respect to Exchange Act registration statements 
only extends to fi ling confi dentially and does not 
reduce the number of years of fi nancial statements 
required for fi lers that technically would qualify as 
an EGC if they fi led a Securities Act registration 
statement.10 US fi lers of Exchange Act registration 
statements must still include three years of audited 
fi nancial statements even if they are an EGC and 
foreign private issuers are permitted to include only 
two years if they are US GAAP and not IFRS report-
ing companies.11 Th is highlights an incongruity in 
extending the benefi t of confi dential fi ling to fi lers 
of Exchange Act registration statements while still 
requiring three years of audited fi nancial statements. 

other issuers. It is important to note that since the 
beginning of 2016 through the date of the SEC relief, 
there were 206 IPOs in the United States of which 180 
were by EGCs and only 26 were by non-EGCs. Th ose 
non-EGCs did not have the benefi t, for example, of 
being able to test the waters through early interactions 
with investors and, instead, had to wait until the fi rst 
public fi ling of their registration statement. Th e chal-
lenges faced by non-EGCs potentially are exacerbated 
because of the SEC’s new relief allowing non-EGCs 
to delay publicly fi ling their registration statement in 
the same manner as EGCs. Th ere does not appear 
to be a strong policy reason why a non-EGC taking 
advantage of that relief should not be able to test the 
waters like an EGC.

It is hoped that this diff erence and the diff erent treat-
ment of US GAAP and IFRS will be addressed by 
the SEC in subsequent initiatives.

Time to Level the Playing Field Entirely

Given the SEC’s eff orts to level the playing fi eld, 
there remains a fundamental question as to why the 
United States has meaningfully diff erent restrictions 
applicable to IPOs by EGCs compared to those by 
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One might argue that disparate treatment of 
EGCs and non-EGCs is unimportant since non-
EGCs appear to be able to raise capital irrespec-
tive of these limitations. However, other leading 
IPO jurisdictions—London and Hong Kong in 
particular—have no meaningful restrictions on 
early engagement with investors. Th is aff ords large 
issuers the ability to enhance deal certainty through 
early investor interactions. Th ese jurisdictions also 
permit early publication of research by analysts 
in order to facilitate investor education. Such a 
regime enables the investment bank to reach a 
larger number of potential investors than individual 
analysts can reach in a US IPO. Th is is because, in 
the absence of published research, sell-side ana-
lysts from the IPO syndicate have to call potential 
investors and discuss their views one-on-one. In 
addition, because research in these jurisdictions can 
be published before the roadshow, the issuer and 
underwriters are able to better assess the appropri-
ate price range. 

Th e JOBS Act sought to facilitate the publication 
of pre-IPO research solely with respect to EGCs 
in an eff ort to achieve the goals of enhanced inves-
tor education and price certainty. However, in the 
United States, where 8.4 percent of the companies 
comprising the S&P 500 became subject to a secu-
rities class action claim during 201612 and where 
issuers and underwriters seek to avoid inclusion 
of projections in IPO prospectuses, it is easy to 
understand why investment banks are not willing 
to take the risk of liability that they may face in 
the US through publication of pre-deal research. 
Encouraging such research likely will require secu-
rities class action liability reforms that go beyond 
what the SEC can achieve through rulemaking and 
probably what Congress can achieve politically.13 
Th at being said, the other areas of the JOBS Act 
related to the IPO off erings process, particularly 
testing the waters with investors, could be addressed 
through SEC rulemaking. Accordingly, the SEC 
will have to do additional work to the extent its 
goal is to ease capital formation by non-EGCs as 
well as EGCs.

Notes
 1. An “emerging growth company” is defined as an issuer 

with “total annual gross revenues” of less than US$1.07 
billion (after recent upward adjustment for inflation) 
during its most recently completed fiscal year.

 2. See Draft Registration Statement Processing Procedures 
Expanded, dated June 29, 2017, available at https://
www.sec.gov/corpfin/announcement/draft-registration-
statement-processing-procedures-expanded. 

 3. See Question 2, Voluntary Submission of Draft Registration 
Statements—FAQs, issued June 30, 2017, Question 4, 
Jumpstart Our Business Startups Act Frequently Asked 
Questions, Confidential Submission Process for Emerging 
Growth Companies, issued Dec. 21, 2015 (revised) and 
Question 26, Jumpstart Our Business Startups Act Frequently 
Asked Questions, Generally Applicable Questions on Title I 
of the JOBS Act, issued Dec. 21, 2015 (revised).

 4. See Question 11, FAQs, issued June 30, 2017.
 5. See Question 10, FAQs, issued June 30, 2017.
 6. See Question 8 and Question 9, FAQs, issued June 30, 2017.
 7. See Question 17 and Question 18, FAQs, issued June 30, 2017.
 8. Form S-3 and F-3 eligibility commences at the end of 

the 12th complete calendar month after a company 
becomes subject to Exchange Act reporting obligations 
subject to the company being current with its filings 
and having filed required filings during that period. 

 9. No distinction is drawn between EGCs and non-EGCs 
in connection with the filing of an Exchange Act 
registration statement since JOBS Act benefits are 
expressly tied to filing a registration statement under 
the Securities Act.

10. Section 7(a)(2)(A) of the Securities Act mandating only 
two years of financial statements for EGCs, which was 
added by the JOBS Act, does not make a parallel change 
to the Exchange Act.

11. See paragraph 3 of Instructions to Item 8.A.2 of Form 20-F.
12. See Securities Class Action Filings, 2016 Year in Review, 

Cornerstone Research, available at http://securities.
stanford.edu/research-reports/1996-2016/Cornerstone-
Research-Securities-Class-Action-Filings-2016-YIR.pdf. 

13. Underwriters have also sought to avoid distribution of 
research for 25 days after an IPO in order to avoid any 
conflict with prospectus delivery requirements during 
that period.
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