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~ SECURITIES LITIGATION AND ENFORCEMENT

BY JOHN F.X. PELOSO AND BEN A. i}‘EDEK

A Question of Fairmess’

g OUNSEL FOR witnesses in securities law
Investigations by self-regulatory organi-
zations (SROs) such as the NYSE and

e’ NASD can sometimes face a dilemma.
When the facts are not entirely clear and it may
ot be in the best interest of the witness to give
evidence against himself, a notice to appear for
an“on therecord” interview presents a troubling
choice: waive the Fifth Amendmen: privilege
against selk-incrimination or be barred from the

industry. ’ John FX. Peloso

If the invitation had come from the SEC or a
grand jury, the Fifth Amendment privilege would
be available without jeopardy to the immediate
ability to earn a living. Of course, an assertion of
the privilege may pose a problem with the indi-
vidual's employer and may invite an adverse
inference in any subsequent civil litigation. In the
SRO investigation, however, the assertion of a
Fiith Amendment privilege and declination to
answer will invite a disciplinary sanction.!

This situation has generated constitutional
challenges with the argument that the SROs con-
ducting enforcement investigations are “state
actors” and compelled interrogation “triggers” the privilege
against setfincrimination. These challenges have been large-
ly unsuccessful because the SROs have been able to rely on
aline of cases that has refused to recognize the Fifth Amend-
ment right in SRO disciplinary proceedings. But some courts
have recognized that SROs alse perform a governmental role
in enforcing the federal securities laws, and in those situa-
tions, there Is a good argument to be made that federal rights
should be recognized.

The Fifth_ Amendment

The Fifth Amendment to the United States Constitution,
provides In relevant part:

No person shall be compelled in any criminal case to be
& witness against himself, nor be deprived of life, liber-
ty, or property, without due process of law. ...

Generally, the Fifth Amendment affects the conduct of
state actors or private entities whose conduct is fairly attrib-
utable to the state? Recently, in Brentivood Acaderny v. Ten-
nessee Secondary School Athletic Association,® the Supreme
Court explaired that private conduct may constitute state
action where: (B} the state has exercised its “coercive power”
oh a private actor, or provided “significant encouragement,
either overt or covert," to a private actor; (il) the private
actor "has been delegated a public function of the State™
{iiiy the private actor is controlled by an “agency of the
State”; or (iv) when the private actor “is entwined with gov-
ernmental policies or when government is entwined in fthe
private actor’s] management or control.”

SROs, Due Process Requirements

The threshold questions for us are whether and, if so,
when can an SRO be said to be performing a state function
such as to be considered a “state actor™; and under what cir-

John EX. Peloso is senior counse! and Ben A. Indek is
a partrier at Morgahn, Lewis & Bockius LLP David G.

Russe, an associate at the firm, assisted in the preparation

mF PRTe srwebiata

Ben A. Indek

cumstances ean its actions be 30 “coercive” as
to violate the Fifth Amendment, The Supreme
Court decision in Silver v NYSE* set the stage for
imposing the Fifth Amendment's Due Process
requirements on SRO enforcement proceedings.
There, the Court held that the NYSE’s conduct
toward a nonmember. though arguably exempt
for the antitrust laws if performed as part of its
role in the scheme of securities regulation, was
not a justified seli-regulatory act because the
nonmember was “not irformed of the [NYSE's]
decision” to direct its members to rémove direct
wire communication to the nonmember and “was
not afforded an opportunity to explain and refute
the charges” against him. The majority’s deci-
sion in Sifver fails to make any specific reference
to the Fifth Amendment or due process, but can
be read as imposing the requirements of due
process on the NYSE.

Leading Case

Subsequent court decisions have so recog-
nized. The leading case on point is Interconti-
nental Indusiries, Inc. v. AWEXC There, Intercontinental asked
the Fifth Circuit to review an order of the SEC that upheld
the Amex’s delisting of intercontinental's stock without the
benefit of a hearing. Although the actions of the Amex were
sustained, the Court recognized its duty o evaluate Amex
actions in the context of the Amex’s role as a governmental
actor and the necessity to adhere to fundamental standards
of fair play. The Fifth Circuit stated that the “intimate volve
ment of the [Amex]} with the [SEC] brings it within the
purview of the Fiith Amendment controls over governmen-
tal due process” and identified several factors as evidence
of “intimate involvement,” including the fact that the Amex
was required to register with the SEC, that the SEC could
suspend or withdraw that registration, that the Amex's rules
must be submitted to the SEC for approval and are subject
to SEC revision and supplementation, that the Amex's mem-
bers are themselves regulated by the SEC and that the Amex
cannot delist a security without SEC approval * The “intimate
involvement” described in frtercontinental also was recog-
nized in two SDNY cases. In Crimmins v AMEX the court
referred to the Fifth Circuit’s decision in tercontinental and
observed:

... the day is long gone when a national stock exchange
can be considered a private club when it conducts dis-
ciplinary proceedings against its members or their
employees. When an exchange conducts such pro-
ceedings under the self-regulatory power conferred upon
in by the {Exchange Act], it is engaged in governmen-
tal action, federal in character, and the Act imposed upon
it the requirement that it comply with fundamental stan-
dards of fair play.

The court went on to find that while the Fiith Amend.
ment's dus process requirements applied, those recuire-
ments did not include ~ at least in that cage ~— affording the
respondent in an Amex enforcement procesding a right to
be represented by counsel. And in Villari o N¥SE# the court
accepted that it was “beyond dispute” that the Filth Amend-

| mgnt's'dug process requirements applied to a NYSE enforce-

ment proceeding and found that the respondents were
entitled to Inspect documents in the NY3E's possession. On

o NEW YORK LAW JOURNAL



SECURITIES LITIGATION AND ENFORCEMENT

Continued from page 3, column 3

reconsideration, the court reversed
itself and held that due process require-
ments did rof require that the respons

. dents .be permitted to inspect the
NYSE's documents, a holding later
affirmed by the Second Circuit in Sloan
v NYSE*®

Self-Incrimination

SROs and the Privilege Against Self-
Incrimination. Thus, while it may be
“beyond dispute” that the Fifth Amend-
ment due process requirements apply
to SRO enforcement proceedings, just

-what process is due is not entirely clear,
What about the Fifth Amendment priv-
ilege against self-incrimination? The
Fifth Amendment guarantees against
state infringement of “the right of a per-
son to remaln sient unless he choos-
es to speak in the unfettered exercise
of his own free will, and to suffer no
penalty for such silence.”® The
Supreme Court has held that, under cer-
tain circumstances, the Constitution
prohibits statutes and rules that penal-
ize persons for asserting their Fifth
Amendment privilege.” That prohibi-
tion exists when two components are
present: (i} there must be coercion -
some palpable force or threat that
makes assertion of the privilege “cost-
ly™; and (i) the coercion must be by or
fairly attributable to the State.

The Supreme Court case of Garrity v.
New Jersey™ 15 a classic example of
unconstitutional “statutory coercion”
by the State. Garrity involved New Jer-
sey police officers convicted of fixing
traffic tickets.” The officers sought to
have their convictions overturned on
the ground that statements made to the
prosecutors during the investigation
were coerced, because i they refused
to answer, they would have lost their
jobs. The Court agreed, finding that “the
option to lose their means of livelihood
or to pay the penalty of self-incrimina-
tion is the antithesis of free choice to
speak out or remain silent ... the state-
ments were infected by the coercion
inherent in this scheme of questioning
and cannot be sustained as voluntary
unider our prior decisions.”

in the SRO context, the leading case
is United States v Solomon.™ There, the
defendant, Solomon, had been sum-
moned to testify in a NYSE investigation
concerning “bookkeeping inadequa-
cies” that violated the NYSE's rules and
the federal securities laws and made

self-incriminating statements before the |
NYSE. Subsequently, those statements

were presented to a grand jury and, ulti-
mately, at Mr. Solomon's trial”® Subse-
quently, Mr. Solomon sought to have his
conviction overturned on the ground
that the statements were extracted in

‘A Question of Fairness’

violation of his Fifth Amendment privi-
lege against self-incrimination because
he felt coerced into testifying since he
was aware that if he declined to testify,
he might be sanctioned. Judge Friend-
ly, writing for the Court, concluded that
in the circumstances, the NYSE was not
a State actor, and that, in any event, its
actions were not coercive because it
was not certain that Mr. Solomon would
be sanctioned by the NYSE for refusing
to testifv.”® The court emphasized that
the NYSE's inquiry was “in pursuance
of its own interests and obligations,”
reading Silver as identifying the NYSE
not as the agent but the principal in the
federal scheme, free to regulate its
members subject to SEC oversight. The
court distinguished the coercion in Gar-
rity, finding it uncertain that Solomon
would be sanctioned for failure to tes-
tify; and distinguished Intercontinental,
Crimmins and Sloan on the somewhat
superficial basis that those cases did
not involve the Fifth Amendment priv-
ilege against selfincrimination.

Course of Action

We suggest that the Solomon ration-
ale is outdated and open to question
given the reality of SRO enforcement
procedures and the expanded role of
the SROs in enforcing violations of the
federal securities laws. To begin with,
as any defense counse! kniows, the idea
that the SROs might not sanction a
respondent for inveking his Fifth
Amendment privilege and declining to
answer guestions, is, to say the least,
unrealistic. it seems to always happen;
and in some cases, the uncontested
charge of falture to cooperale becomes
a substitute for not bringing a more
complex case.” The second rationale of
Solomon is questionable when the SRO
1s playing its role as a statutory enforcer
of the federal securities laws, whether
or not the respondent’s activities might
also be said to violate the SR0O's own
rules of conduct. Solomon falled to ade-
quately recognize this important dis-
tinetion. There are dozens of rules
governing the activities of SRO mem-
bers that do not implicate the federal
securities laws and the violation of
which would not also subject the mem-
ber to federal prosecution. Here, the
SROs are clearly pursuing their own
interests.” But when they are carrying
out their federally mandated roles, as
part of the securities regulatory
scheme, whether as agent or principal,
they are pursuing the goals of securi-
ties regulation, and may fairly be regard-
ad as State actors. Indeed, the Exchange
Act mandates that, as a condition of
their registration, the SROs compel
compliance with the provistons of the
Exchange Act and rules;” and, appro-
priately sanction their members for vio-
fations.® This federal mandate existed

well before the 1975 amendments to the
Exchange Act which only enhanced

those obligations.” Moreover, the SEC
can enforce this mandate by revoking
the registration of an SRO and other-
wise bringing charges against an SRO
and its officers and directors if it vio-
lates the Exchange Act by failing to
enforce the Act and its rules through
the SRO's disciplinary process.® Thus,
at least where the Exchange Act is con-
cerned, the relationship between the
SEC and the SROs is one of quintes-
sential coercion which, as explained by
the Supreme Court in Brentwood, is a
significant factor supporting a finding
of state action. Several courts have reg-
ognized the “state actor” role of the
SROs in conducting disciplinary pro-
ceedings, ironically in response to the
SROs’ request to be so regarded.

sbuthem District

Two SDNY decisions, both authored
by Judge Motley, have so held. In Trama
v. NYSEF the court accepted the NYSE's
argument that “as a body which is
engaged in prosecutorial functions as
required by federal Jaw, the Exchange
Is immune from damage suits.” In hold-
ing that the NYSE enjoyed qualified
immunity, the court said, *“the
Exchange, by virtue of 15 USC.
T8{(b)(6), may be considered an agent
or arm of the [SEC] with respect to the
discipline of persons such as plaintiff "
Two years later in Bruan, Gordon & Co.
v Hellmers,® Judge Motley held that the
NASD also enjoyed qualified immunity
in its conduct of disciplinary proceed-
ings “as an agent or arm of the SEC.”
Other courts have acknowledged the
governmental role of the 3ROs in their
enforcement activity. For example, in
Austin Muricipel Securities v NASDF
plaintifis charged the NASD and certain
of its officials with various due process
violations arising out of a disciplinary
proceeding. The Fifth Circuit held that
NASD enforcement staffers performed
a traditional prosecutortal function, and
that the NASD's District Business Con-
duct Committee performed both tradi-
tional prosecutorial as well as judicial

functions. Noting that “[t}he NASD exer.
cises quasi-governmental authority pur-
suant to a statutory scheme enacted by
the national sovereign,” the court con-
cluded that, in prosecuting and adjud-
cating disciplinary violations, the NASD
and its officials enjoyed absolute immu-
nity from suit. Subsequently, the Fiith
Circuit’s analysis was heavily refied in
Mandelbaum v. NYMEX® a SDNY deck-
sion that found that the NYMEX and
certabn of its officials aisg) enjoyed
absolute Emmunity whern prosecuting
and adjudicating disciplinary violations.

Then, in Barbara v NYSE? the Second
Circult squarely held that the NYSE



enjoved absolute immunity from a suit
for damages arising out of allegedily
uniawiul conduct of an NYSE discipli-
nary hearing on the ground that, pur-
suant to the federal securities laws, the
NYSE “performs a variety of regulatory
functions that would, in other circum-
stances, be performed by the [SECL”
The court characterized the NYSE activ-
ity in disciplinary proceedings as “fed-
erally mandated conduct” a!}d a
“wovernmental function.” Accordingly,
the Barbara court held that the NYSE
employees enjoyed the same lmmuni-
ty that the SEC employees would have
enjoyed if the proceeding had been an
SEC proceeding. I so doing, the court
seems to have relied on the fact, artic-
ulated in Brenfwood, that insofar as the
NYSE was enforcing the federal securi-
ties laws, there had been a “delegation
of a public function.” ‘
The tension between the Second Cir-
cuit's holdings in Solomon and Bartfam
has not gone unnoticed. In D'Alessio v,
NYSE® Judge Rakoff held that the NYSE,
when carrying out its disciplinary func-
tion, enjoyed the same immunity as the
SEC in carrying out its role, saying that
the issue was controlied by the Second
Circuit opinion in Barbara, At the same
time, the court acknowledged that
“some of the broader dicta in Solomon
are not eastly reconcilted with some of
the statements in Barbara” rationaliz-
ing that “what Solomeon sought to
emphasize was the distinction betwe_en
the [ INYSE's] quasi-governmental duties
and its private functions.”

Case Law Pattern

What emnerges from all of this is a fair-
ly clear pattern. When the SROs are
engaged in thelr disciplinary function
as enforcers of the federal securities
iaws, they are to be regarded as “state
actors” and may enjoy the same immu-
nity privilege afforded their govern-
mental counterparts. That is the
reasoning of the Second Circuit in Bar-
bara, the Fiith Circuit in Austin and the
various district court cases cited above.
However, the SROs arguably may not
always be governmental actors when
they are simply pursuing their own
interests under circumstances which
do not implicate the federal securities

laws or expose members to federat |

prosecution.

This is a distinction that has been
recognized in several post Barbara deci-
sions. For example, in Datek Securities
Corp. v. NASD,” Judge Motley, who had
no trouble finding the NYSE and NASD
respectively to be state actors in Trama
and Braun, Gordon where they were car-
rying out their disciplinary function,
declined to broaden that status to pro-
tect them against claims of bias. Alsoin
American Benefits Group Inc. . NASD®
Judge Koeltl, citing Barbara and Austin
and recognizing that the NASD is a state
actor for immunity purposes in carry-
ing out its disciplinary functions,
declined to entertain constitutionai

claims against the NASDY acting in a rule-
making capacity. Scon after, in Deside-
rio v, NASD." a case challenging tha
arbitration rules of the NASD, the Sec.
ond Circuit declined to regard the NASD
as a state actor in imposing a manda-
tory arbitration provision but nonethe-
less  recognized that in other
circumstances private entities “may be
held to constitutional standards if their
actions are ‘fairly attributable’ to the
state.” The result in Desiderio is not
inconsistent with Barbarg because the
arbitration function in Desiderio was
not mandated by federal law. To be
sure, some district courts have super-
ficially used Solomon to decline to
afford Fifth Amendment rights. That
was the case in United States v. Shoarts 2
where Judge Glasser in the Fastern Dis-
trict of New York followed Solomon
without any real analysis; and in D L.
Cromuwell Investments v. NASD® where
Judge Kaplan in the Southern District
semewhat myvopically applied the
Solomon distinction about the SRO pur-
suing its own Interests, to a specific set
of facts. We suggest these cases are nek-
ther controlling nor persuasive,

Conclusion

The fact of the matter is that the
NYSE, NASD and other SROs do have an
important governmental function in the
statutory mandate to enforce not only
their own rules, but the federal securi-
ties laws. To be sure, many of their rules
do not implicate federal law, and there
may be no reason in these situations to
regard therm as state actors for federal
privilege purposes because members
are not exposed to criminal prosecuo-
tion for their violation. But when car-
rying out the federal mandate, they are
“state actors” and the weight of judicial
authortty has so recognized in afford-
ing them the same privileges as their
SEC counterparts, It is simply illogical,
illegal and unfair for the SROs to decline
to afford respondents in their discipli-
nary proceedings the same constitu-
tional protections they claim for
themselves.



(1) See NASD Rules 8221(D), 8310{a); NYSE Dis-
ciplinary Rules 478, 477,

(2) See Lugar v, Edmundsor Gif Co., 457 1S, 422,
937 (1982}, Desiderio v National Association of Sect
rities Dealers, Inc., 191 F.3d 198, 206 (24 Cir. 19995,

{3} 121 5. Ct. 924 (2601).

(4) 373 LS, 341 (1963),

(5} 452 F2d 935 {5th Cir, 1971},

(6) Id. at 941 n..

{7} 345 F, Supp. 1256 (SDNY 1572).

¢{8) 348 F. Supp. 1185 (SDNY 1972).

(93483 F2d 1 (Zd Cir, 1973). .
(10 Motioy v. Hogan, 378 U8, 1, 8 (18649),

(11} See, e.g., Slochower v. Board of Education of
the City of New York, 350 11.5. 551 (1956); Spevak
v Klein, 385 US. 511 (1957),

(12) 385 U1, 493 (1967).

(133 1d. at 494

(i4) 509 F.2d 863 (2d Cir. 1975).

(15) 1d. at B66,

{16} id. at 867, 869. :

(17) See, e.g. Matter of Joseph Jett, 1394 WL
676718 (NYSE August 4, 1994) (imposing bar on
registered representative who fatled to testify in
an NYSE investigation).

{18} We recognize that an argument canbe made
that because the 1975 amendments to the
Exchange Act resulted in the SEC's unprecedent.
ed involvement in SRO rulemaking, even SRO rules
(including, especially, the very rules that the SROs
invoke to discipline associated persons when they
assert their Filth Amendment rights and refuse to
answer questions) may be considered to be fairly
attributable to the state.

(19) 15 US.C. 8518(D(BX(1), T80-3(b)(2).

(200 15 US.C, 8§T8i(b)(6), 780-3(5)(D.

(21) See H. R. Rep. No, 73-1383, 73d Cong., 24
Sess, {1934); HR. Rep. No. 752307, 75th Cong,, 1st
Sess. (1938).

(22) See 15 US.C. §§78s(h), T8u(e). See also In
the Matter of New York Stock Exchange, Inc., Admin.
Proc. File No. 3-9925, Exchange Act Rel. No. 34
41574, 1953 WL 430863 (SEC June 29, 1999) (pro-

_ceeding under Exchange Act §190h) against NYSE
for faiture to enforce Exchange Act provisions and
rules and NYSE rules); Jn the Matter of Nationat
Assoctation of Securities Dealers, Inc., Admin. Proc.
File No. 39056, Exchange Act Rel, No. 3437538,
1596 WL 447193 (S.E.C. Aug. 8, 1996) {proceeding
under Exchange Act §19(h) against NASD for lail-
ure to enforce Exchange Act provisions and rules
and NASD rules); San Froncisco Mining Exch. v.
SEC,37T8E24 182, 164-66 (9th Cir, 19673 (uphold-
ing SEC's withdrawal of exchange registration for,
inter aita, failing to enforce Exchange Act provi-
sions}.

(23) 1578 WL 1141 (SDNY Sept. 14, 1974},

(24) 502 F. Supp. 897 (SDNY 1980).

(253 757 F.2d 676 (5th Cir, 1985).

(363 894 F. Supp. 676 {SDNY 159%),

(27389 E3d 45 (2d Cir. 1599,

{28) 175 F. Supp.2d 656 (SDNY 2000},

{293 875 E. Supp. 230 (SDNY 1995),

(30) 1989 WL 605246 (SDNY August 10, 1999).

(31) 151 F.3d 198 (24 Cir, 1599).

(32) 50 F. Supp.2d 213 (EDNY 2000).

(33 132 F Supp.2d 248 {SDNY 20013,



