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NASD Se&s Standards tc.)' Evaluate Delays in Disciplinary Actions

EVERAL MON’E‘HS ago, we reporteci
on an important National Association
of Securities Dealers Hearing Panel .
decision dismissing a disciplinary
complaint against a broker dealer and two
of its executives for unfair delay.' In In the
Matter of Department of Enforcement v. Mor-
gan Stanley DW Inc. et al, the NASD's
National Adjudicatory Council (NAC)
recently affirmed the dismissal but based
its decision “on a somewhat different ration-

The commission again addressed the issue
of delay in In re Witliam D. Hirsch, Exchange
Act Release No. 43,691, 2000 SEC Lexis 2703
. (Dec. 8, 20000, where Mr. Hirsch appealed an
exchange disciplinary action concerning two
customer accounts. Much like Mr, Hayden, Mr.
Hirsech contended that a statute of limitations
hould bar certain of the charges brought

Here the SEC did observe that it had con-
istently held that the five-year federal statute

ale,” The NAC’s decision wiil have a sig-
nificant impact on the litigation of future
NASD disciplinary cases and may affect
“how such matters are investigated. To
understand the Dean Witter decision, it is
helpful to review the prior state of the law.

Addreésing the Issue of Delay

‘In In re Hayden, Exchange Act Release No.
42,772, 2000 WL 571683 (May 11, 20000, a
broker appealed to the Securities and
Exchange Commission (SEC} a New York
Stock Exchange finding that he violated var-
ious exchange rules in connection with the sale of lim-
ited partnerships to investors. He asserted that the
proceeding against him was barred by the five-year
statute of limitations applicable to certain federal gov-
ernment actions contained in 28 USC §2642 and the Due
Process Clause of the United States Constitution,

The commission, which previously had been told by
the D.C. Circuit in Johnson v. SEC, 1996 USApp. LEXIS
14517 (June 21, 1996) that §2642 applied to SEC admin-
istrative proceedings, inexplicably did not address
whether that section also should be applied to discipli-
nary proceedings initiated by seifregulatory organiza-
tions (SRO) such as the NYSE or the NASD. Instead; it
recegnized a more fundamental obligation to ensure fair-
ness in SRO disciplinary proceedings. Applying this prin-
cipie, the SEC measured the time that had elapsed
between (1) the date of the first alleged violation and the
date the NYSE filed its complaint; (ii) the last alleged mis-
conduct and the filing of the NYSE's complaint; (m) the
date the exchange was on notice of the alleged miscon-

duct and the date the complaint was filed; and (iv) the

date the NYSE began its investigation and the date the
complaint was filed,

While the SEC wrote that it was unable to state “that

Hayden's ability to mount an adequate defense was
impaired by the Exchange’s delay,” the commission nev-
ertheless set aside the NYSE's disciplinary action, hold-
ing that “the Exchange does have a statutory obligation
to ensure the fairness and integrity of its disciplinary
proceedings.” Hayden, 2000 WL 571683 at *2. In sum,
the SEC found that “the delay in the underlying pro-
ceedings was inherently unfair.” id. In arriving at its
decision, the SEC did not make any attempt to articu-
late what was unfair about the delay or provide any
guidance as to whether such a delay would always be
unfair or whether its holdmg was lirnited to the specific
facts of the case.
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of limitations in §2462 does not apply to SRO
isciplinary actions.® However, the commis-

tances, SRO delays can render a disciplinary
ction unfair, citing to its prior decision in Hay-

ation of Hayden to Mr. Hirsch’s case, noting
‘ that in the case under review, the NYSE's
- delays exceeded only one of the four meas-
rements set forth in Hayden.

ASD Hearing Panel Beciéion

In Dean Witter, NASD's enforcemem depart-
ment alleged that in 1592 and 1983 the firm viclated the
antifraud, suitability and supervisory rules in connec-
tion with the sale of certain closed-end trusts. As early
as 1593, enforcement began receiving customer com-

plaints regarding the trusts. By July 1994, investors had

filed a class action suit alleging fraud and deceptive mar-
keting practices in connection with the sale of the trusts.
Enforcement commenced its investigation in January
1996. However, enforcement did not file its complamt
until Nov. 20, 2000,

" The firm (and two executives also charged) moved for
surmmary disposition under two theories: first, that the
delay in bringing the complaint was inhe'rently unfair and
required dismissal under the commission’s decision in

- Hayden; and second, that the five-year statute of limita-

tions contained in §2462 had run.*

Enforcement argued that Hayden did not require dis-
missal of the charges and that §2462 did not apply to
SRO disciplinary actions. According to enforcement, fair-
ness was an equitable concept requiring adjudicators to
consider the causes for delays on a case-by-case basis.
In particular, enforcement asserted that the hearing panel
should take into consideration the complexity of the mat-
ter and respondents’ conduct during the investigation,
which was allegedly a significant factor in the delay in
filing a complaint. Summing up enforcement’s arguinert,
the hearing panel stated that “in essence, [enforcement]
urges the [hearing] Panel to permit all the time it needs
under the particular facts and circumstances of each
case.” OHO Redacted Decision CAF 000045 at 15.

The hearing panel rejécted these arguments. It noted
that in Hayden the commission emphasized that SROs
had an obligation to ensure that its disciplinary pro-

‘ceedings were fair and that delay alone can render that

process unfair. In the absence of any articulation by the
SEC concerning how much delay is unfair, the hearing
panel applied a rigid comparison of the delay in the case
before it with the delay in Hayden, and found that the
delay exceeded the corresponding delays in Hayden in

three of the four time periods it measured.’ The hear-
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ing panei concluded that the fairness
| principle articulated in Hayden com-
pelled dismissal of the charges
{ against the respondents.

tions in ccrnductmg a fairness analy-
sis, Finaily, the NAC concluded that

NASD adjudicators must also mieas-
ure the four time-periods contained

in Hayden to determine whether an

" action was unfairly delayed.

The hearing. panel fmmd that '

nothing in Hayden imples that the
_ question of fairnéss turns on how dit-

ficult it is to detect and investigate

misconduct or 'whether that task is
‘made more problematic by the con-
duct of member firms or associated
persons. Rather, the hearing panel
imposed upon the NASD the obliga-
-tion to develop and implement a dis-
. ciplinary process that under all the

circumstances would not be unfair.

| including the concept that, as an

- objective matter, the lapse of too
much time could in itself render a
proceedmg unfair. Ini the absence of
any commission:(or NAC) standards

-governing delay in SRO disciplinary *

proceedings, the heating panel con-
cluded that “the ultimate question

. is how much delay is unfair.™Id at
17 Acknowledging that guidarnce *

was needed, the hearing panef took

-

the unusual step of recommending |
that the NAC call the case for expe~ .

dzted review.

-NAC’s ])_e(:ismn_ on Appeal

In a lengthy opinidn, the NAC
affirmed the hearing panel’s deci-
sion, holding that “Enforcement’s
_delay in filing the complaint exceed-
ed the bounds of fairness that the
Exchange Act requires.” NAC Deci-
story CAF000045 at 10. The NAC, how-
ever, established a different analysis
to be applied in cases ‘where a
respondent alleged that enforcement
had unfairly delayed commence-

-ment of an action. !

_ The NAC began its review by point-
ing out that the Securities and
Exchange Act of 1934 does not define
“fairness” and noting that it found no
cases providing direction as to the
4 meaning of that term. Borrowing from

court decisions from a variety of

areas of the law, the NAC found that
concepts of fairness “are rooted in
_equity and require consideration of

the facts and circumstances of each-

case.” Id at 11, Specifically, the NAC
stated that the equitable concepts of
“unclean hands” and the harm occa-
sioned by the delay must be ana-
Iyzed. In'focusing on these two
concepts, the NAC declined to adopt

- enforcement's suggestion that the
complexity of a case should also be
reviewed, finding that this notion is
not a traditional #quitable consider-

ation. However, in a footnote, the NAC

indicated that there may be addi-
tinnal ralovant ponitahle considera-

lar;

In analyzing these lssues, the NAC

first evaluated whether the “unclean

hands" docirine was applicable

because respondents had allegedly
caused part of the delay. In particu-
_ enforcément "~ assertéd that
respondents hampered the investi-
gation by failing to produce customer

‘complaint information to the staff in
. a timely manner, The NAC observed
.that part-of the delay In providing

certain documents to the staff was

“sanctioned” by enforcement when -

it agreed to permit respondents to

" provide the matérials on a rolling

basis. In reaching that conclusion,
the NAC suggested that enforcement

could have entered into a tolling

' Dean Witter will impact
NASD disciplinary
actions. Whewn an issue is.
raised about delay, .
hearing panels will be
required to analyze
equitable concepts,
including the “unclean .
~hands” doctrine.

i

agreement to ensure that-extensions
of time that it had granted were not

later held against it in evaluating the

fength of the investigation’s delay.
The NAC also noted that to the

extent respondents’ alleged failure to

prodiice documents did impede the

investigation, enforcement could have '

filed a disciplinary action under NASD
Rule 8210, which permits the staff to
réquire firms and individuals to pro-
vide information in connection with
any investigation. The NAC found that
“under these circumstances, we are
unable to conclude that the respon-
dents acted with “unclean hands” and
therefore are preciuded from advanc-
ing a fairness argument.” Id at 19:
Second, the NAC evaluated
whether respondents were harmed
by delay in commencing enforce-
ment’s case. The NAC decided that
the respondents were hampered in
thelr ability to mount a defense
because of the faded memories of
witnesses and lost documents. Last-
ly, the NAC concluded that enforce-
ment exceeded three of the four time
periods measured by Havden.

Based upon its atialysis of the Hay- -
den measures and its finding that.

.respondents -had demonsirated

harm as a result of enforcement’s

delay, the NAC affirmed the dxszmssal'
-of the complaint. = ~

. Dear Witter will obvtously 1mpact '
Iittgated NASD disciplinary actions.
Whére an issue is raised about delay
in the initiation of an NASD com:
plaint, hearing panels will be
required to analyze traditional equi-
table concepts, including the doc- -
trine of “unclean hands” and the
harm to respondents. In addition, the .

“time periods identified by the SEC's

Hayden case must also be measured.
‘Perhaps miore interestingly, how-

_ever, Dean Witter may also afiect the

investigatory phase of NASD matters.
For example, as notedabove, the
NAC ruled that enforcement “sanc-

tioned” part of the delay in the pro-

duction of documents by perrnitting

the submission of documents ona-
“rolling basis. In light of this, NASD

investigators may be less willing in
the future to permit firms to produce
materiais and information in this

- standard manner where the length of

the investigation may be approach-
ing the Hayden time periods. )
Moreover, in noting that enforce-

. ment could have commenced a dis-

ciplinary action under NASD Rule

8210 for respondents’ alleged faflure .
. to produce documents timely,

enforcernent staff may now be more
willing to use this mechanism. Finak
ly, the NAC's suggestion that enforce-
ment could have used a tolling

-agreement to assure that any delays

in its Investigation would not be -
counted against it may prompt the
staff’s use of such agreements in
future investigations, Each of these
issues bears watching over the next
severai years .
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{1) See “SRO Dzscxplmary Proceedmgs How
Much Delay is Unfair?" New York Law Journal,
Feb. 21, 2002 discussing NASD Regulation,
Inc., Office of Hearing Officers Redacted
Decision CAF 000045 (Pec. 14, 2001} (available
on the web at. wwwmsd*com;pdﬁ .
text/oh$12G1 Olred.tat).

{2y See NASD '\ationai Adpudicatory.

. Council decision CAFU00045 (Jul. 28, 2008 (avail-

able on the Web at wwwnasdrcom ‘pdb

+ téxt/nac0702_01.pdf). While the earlier hearing

panet decision redacted the identities of the.
respondents in aceordance with NASD rules, the
NAC action indicates that Dean Witter Reynolds
Inc. was the broker dealer named i the case.
Consistent with the NAC decision, we refer 1o
the matter here as the Dean Witter case.

{3y See id at footnote 11 and cases cited
therein.

{4} The hearing panel did not decide the
statute of Hmitations issue in its decision but,
citing to the SEC’s Mirsch dedision, noted that
the commission had previously rejected the
idea that §2462 applies to'an SRO. OHO Redact- '
ed Decision CAFG0G045 at 12

{3) The hearing panel did net ézscuss the
period of time that had elapsed from the first
act of misconduct to the filing of the complaint.



