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SRO Disciplinary Proceedings: How Much Delay is Unfair?

N NASD REGULATION Hearing Panel
recently concluded that disciplinary.
charges against an unidentified broker
, dealer and two of its executives must
be chsmissed for unfair delay® Like two earlier U,
S. Securities and Exchange Commission deci
stons, however, this case provides little guidance
to SRO (self-regulatory organizations) Hearing
Panels to evaluate how much delay is unfair. The
case is now under review by NASDR's National
Adjudicatory Council. Some background is in
order.

Prior SEC Opinions

In In re Hayden, Exchange Act Release No.
42,772, 2000 WL 571683 (May 11, 2000), a bro-
ker appealed a New York Stock Exchange find-
ing that he violated various Exchange rules in
connection with the sale of limited partnerships
to investors. In Mr. Hayden'’s appeal to the com-
mission, he asserted that the proceeding
against him, which was filed more than five
years after the last alleged act of misconduct,
was barred by the five-year statute of limitations applica-
ble to certain federal government actions contained in 28
U.8.C. §2642 and the Due Process C!ause of the United
States Constitution?

The commission did not address these arguments, find-
ing instead that it had an obligation to ensure fundamen-
tal fairness in SRO disciplinary proceedings. In applying
the fairness principle to Hayden, the SEC measured the
time that had elapsed between (i) the last alleged mis-
conduct and the filing of the NYSE's complaint; (ii) the
date the Exchange was on notice of the alleged miscon-
duct and the date the complaint was filed; and (iii) the
date the NYSE began its investigation and the date the
complaint was filed. The commission found that Mr. Hay-
den’s last alleged act of misconduct occurred in April 1990
and that the Exchange first became aware of the allega-
tions in 1991, Nevertheless, the NYSE did not begin its
investigation until May 1993 and filed its complaint against
Mr. Hayden in November 1996,

In considering this time line, the commission wrote that
It was not, on the record before it, able to state “that Hay-

den’s ability to mount an adequate defense was impaired

by the Exchange's delay.” Hayden, 2000 WL 571683 at *2.
Nevertheless, the commission set aside the NYSE's discl-
plinary action, holding that “the Exchange does have a statu-
tory obligation to ensure the fairness and integrity of its
disciplinary proceedings. We believe that the delay in the
underlying proceeding was inherently unfair.” Id.

While indicating that the delay did not prejudice Mr.
Hayden, the SEC did not make any attempt to articulate
what was unfair about the delay. The commission also did
not provide any guidance as to whether such a delay
would always be unfair or whether its holding was Hmit-
ed to the specific facts of the case. Finally, the SEC did not
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discuss the merits of the NYSE's charges in
reaching its conclusion.

Six months after Hayden, the commission
again addressed delays in the commencement
of an NYSE disciplinary action. In In re William
D, Hirsch, Exchange Act Release No. 43,681, 2000
SEC Lexis 2703 (Dec. 8, 2000), Mr. Hirsch
appealed an Exchange disciplinary action find-
ing that he had engaged in various NYSE rule vio-
lations concerning two customer accounts. Much
like Hayden, Hirsch contended that a statute of
limitations should bar certain of the charges
brought against him.

The SEC first noted that it had consistently

tions in §2462 does not apply to SRO disciplinary
actions.? Next, the commission indicated that
vnder certain circumstances, SRO delays can ren-
der a disciplinary action unfair, citing its prior
decision in Hayden. However, with little com-
ment, the SEC rejected the application of Hayden
to Mr. Hirsch's case, simply noting that the
charges were filed within just 20 months after
the NYSE was informed of the alleged miscon-
duct, even though nearly eight years had passed since the
tast alleged violation. Hirsch at *18. Hirsch, however, pro-
vided no guidance as to how the Hayden rationale was to be
applied in cases generally.

Recent NASDR Panel Decision

In the recent case, NASDR alleged that in 1992 and 1993
the firm violated the NASD's antifraud, suitability and super-
visory rules in connection with the sale of certain closed-
end trusts. The complaint charged that the firm urged its
sales force to market the trusts as safe, lowrisk investments
designed to replace expiring certificates of deposits with-
out disclosing the trusts’ substantial investment risks, inciud-
ing their use of mortgage-backed derivatives.

As early as 1993, NASDR began receiving customer com-
plaints regarding the trusts, In that same year, articles
appeared in the press describing the dangers posed by cer-
tain funds (such as the trusts) that invested in derivative

_products. By July 1994, investors had filed a class action suit

alleging fraud and deceptive marketing practices in con-
nection with the sale of the trusts. Around this same time,
the media reported that the New York Attorney General had
begun an investigation into funds investing in derivatives
and that the trusts were a possible target of the probe, The
use of derivatives even spawned congressional hearings at
which SEC Chairman Arthur Levitt and the New York Attor-
ney General testified.

Despite this widespread notice, NASDR claimed that it
had not become aware of any possible misconduct by the
firm involved until January 1995 at the earliest. Specifical-
ly, NASDR asserted that no one within the SRO was aware
of the class-action lawsuit, congressional hearings or, with
one exception, press attention relating to the trusts. Even
after the issue surrounding the trusts became known with-
in the organization, NASDR did not commence an investi-
gation until January 1996. Between January 1996 and
September 1998, NASDR undertock a sweeping review of
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the matter, issuing 163 formal

requests for documents and deposing

over 60 individuals., Despite the

breadth of this review, NASDR:

recelved most of the requested doc-
uments by January 1957 and had com-
pleted Its interviews by July 1998

In June 1999, NASDR notifled the
firm that it was considering formal
disciplinary charges. The firm
responded to this notification by pro-
viding a Wells submission in Septem-
ber 1999 and met with NASDR two
months later to discuss the investi-
gation. NASDR did not file its com-
plaint untit Nov, 20, 2600.

The firm {and two executives also
charged by NASDR)Y moved for sum-
mary disposition under two theories,
First, the respondents asserted that
the delay in bringing the complaint
was inherently unfair and required dis-
missal under the commission’s deck-
sion in Haydern. The respondents also
argued that the five-year statute of im-
itations contained in §2462 had run.*

NASDR asserted that Hayden did
not require dismissal of the charges
and that §2462 did not apply to SRO
diseiplinary actions. According to
NASDR, fairness was an equitable
concept requiring adjudicators to
consider the causes for delayson a
case-by-case basis. In particular,
NASDR asserted that the Hearing
Panel should take into consideration
the complexity of the matter and
respondents’ conduct during the
investigation, which was allegedly a
significant factor in the delay in filing
a complaint. The Hearing Panel
recounted: that “in effect,” the
[NASDR] urges the [Hearing] Panel 1o
read into Hayden a number of factors
not addressed in that decision ... .”
CHO Redacted Decision CAF 060045
at 14. To distinguish Hayden, NASDR
claimed that “it was fair to take
longer with this case because it is
more complex.” Id at 15. Summing up
NASDR’s argument, the Hearing Panel
stated that “in essence, [NASDR]

‘urges the [Hearing] Panel to permit
- all the time it needs under the par-

ticular facts and circumstances of
each case.” Id.

Arguments Rejected

At the end of the day, the Hearing
Panel! rejected these arguments. To
begin with, it noted that in Hayden the
commission emphasized that SROs
had an obligation to ensure that its
disciplinary proceedings were falr
and that delay alone can render that
process unfair. In the absence of any
articulation by the 3EC 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 Hoyden and found that the
delay exceeded the corresponding
delays in Hayden in each of the three
periods to be measured. The Hearlng
Panel conciuded that the-fairness
principle articulated in Hayden com-

pelted dismissal of !he _charges |

against the respondents, '
In arriving at its decision, the Hear-

ing Pane! found that nothing in Hay-

den tmplies that the question of
{airness turas on how difficult it s for
NASDR to detect and investigate mis-
conduct or whether that task is made
more problematic by the conduct of
member {irms or associated persons,
Rather, the Hearing Panel recognized
that NASDR must develop and impie-
ment a {alr disciplinary process and
that delay alone can render a pro-
ceeding unfair. In the absence of any
commission (or NAC) standards gov-
erning delay in SRO disciplinary pro-
ceedings, the Hearing Panel
concluded that "the ultimate ques-
tion ... is how much delay is unfair”
id at 17. Acknowledging that guidance
was needed, the Hearing Panel took
the unusual step of recommending
that the NAC call the case for ex;)e-
dited review.

Conclusion

As a basle principie, one could

argue that the SRO enforcement

process might be improved if there
were a defined period within which
the SROs were required to commence
proceedings. That Is so not only to
ensure fairness to the respondents
but also to motivate the SROs to deal
with thelr cases in an expeditious
manner. Applying the provisions of 28
U.5.C. §2462 to SROs could be one
way to do this; but we will have to
wall for a court to agree.

[n the meantime, what lessons can
we draw from Hayden (case dis-
missed), Hirsch (case not dismissed)
and this most recent NASDR decision?
The first obvious point is that stale

cases will be thrown out not with-

standing the SROs’ objections to
extending the provisions (or ration-
ale) of 28 U.S.C, §2462 to thelr pro-
ceedings. But another Important
lesson is that we should look hard at
whether or not some objective stan-

dard for measurlng unfair delay would’

be an improvemer:t gver the current )

state of a fdirs

To be sure, hoth S‘éOs and r;espcm-3

dents might well argue thai the
absence of a defined period of limi-
tation or even concrete criteria,
allows each side continued flexibiity
in dealing with delay on an case-by-
case basis. Thus, SRQs might have
good reasons to bring old cases, and
respondents might be able to show
prejudice and unfalrness in bringing
charges in aged cases. But that is true
in any litigation and the law has rec-
ognized that, on balance, the system
is better, if it has predictability.

How this gltimately will be resolved
is still unclear. It will be interesting to
see how the National Adjudicatory
Councit handles this case and
whether it will lead to more definitive
guidelines.

*+Be

(1) See NASD Regulation, inc., Oifice of Hear-
ing Officers Redacted Decision CAF 000045
(Dec. 14, 2001) (available on the Web at
www.nasdr.com/pditext/oh01201_0lred.txt). In
accordance with NASD rules, the identitles of the
respondents in this case were redacted from the
published decisien.

(%) Section 2462 provides that “an action, sult
or proceading for the enforcement of any civil
fine, penalty, or forfeiture, pecuniary or other-
wise, shail not be entertained uniess com-

menced within five years {rom the date when -

the clalm first accrued ... " For years, the SEC
took the position that §2462 did not apply to is
enlorcement activitles. In 1996, the U.B, Court

of Appeals for the District of Cofumbia Clrculf

squarely held that a six-mionth supervisory sus-
peasion imposed by the commission was a
“penalty” subject to the five-year statute of ltm-
itatiens provision of §2462, Accordingly, the
Court vacated the sanction. See Johinson ». SEC

87 F.3d 484 (D.C. Cir. June 21, 1586).

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

{4) The Hearing Panel did not declde the
statute of limitations Issue in its decision but, citv
ing to the SEC's Hirsch decision, noted that the
commission had previously rejected the idea that
§2462 applies to an SRO. GHO Redacted Decision
CAF000045 at 12,

{5) Sooner or later, a cour! is golng to be recep-
tive to the argument that when SROs are cartying
aut their statutory responsibility to enforce the
federal securities laws, theys hould be bound by
the same ground rules as the SEC; which coutid
mean the recognition thal suspenston from the
securities business by an SRG is as much a “penal
ty” a¢ when the suspension is fmposed by the SEC,
thus providing a springboard for the appiication
of Section 2462 to SRO proceedings.



