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Introduction

Recent months have seen renewed atten-
tion to the use of administrative adjudica-
tion in government enforcement cases. First,
the Securities and Exchange Commission
(“SEC”) took several public steps to indicate
and demonstrate that it intends to bring an
increasing number of enforcement actions
before administrative law judges rather than
to federal court.! This, in turn, has triggered
a flurry of criticism from a variety of sources,
including a prominent federal court judge
with a history of pointed interactions with
the SEC.2 While these events were unfolding,
the Director of Enforcement at the Commod-
ity Futures Trading Commission (“CFTC”)
announced that Commission intends to start
using the administrative adjudicatory pro-
cess for enforcement cases, after a number of
years in which it never did so.’?

This article will summarize the recent devel-
opments and put them in the context of the
history of these agencies’ use of administrative
proceedings for enforcement, and the legal
and policy issues surrounding that use.

The History of the Use of
Administrative Enforcement
Proceedings

While the use of administrative proceed-
ings for enforcement has bubbled up at both
agencies at the same time, the history of that
use at the two agencies leading up to this
point is much different.

For most of its existence, the SEC had been
limited in its ability to use administrative pro-
ceedings for enforcement purposes. While some
expansion of that authority had occurred over
the years,* the major expansion came with the
Dodd-Frank Act, in which Congress gave the
SEC broad authority to bring cases administra-
tively against non-registrants.’

CONTINUED ON PAGE 3
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CONTINUED FROM PAGE 1
Given the history of limited authority to proceed
via administrative procedure in enforcement actions,
the SEC Enforcement Division bought most of its
cases, and virtually all of its important cases, in fed-
eral court. As a result, even as the authority to use the
alternative, administrative route expanded over the
years, the Division appeared to continue to believe
that important cases should have the imprimatur of
federal court. Some of the more public frustrations
that the Division has faced in recent years with what
it likely perceived as straightforward matters, e.g., the
entry of settlements,® combined with the expansion
of authority under Dodd-Frank, may have triggered
a recognition that the administrative path might offer
attractions that the Division had been overlooking.

The history at the CFTC is much different. There,
from its initial days in the mid-1970s, the CFTC has
always had authority to bring a full range of cases
either administratively or to federal court.” Indeed,
going back to the Commodity Exchange Adminis-
tration in the Department of Agriculture, the ad-
ministrative process produced important decisions.®
Until the last decade, the CFTC’s Enforcement Di-
vision was as likely, in fact more likely, to choose
the administrative forum as to go to federal court,
particularly for cases that were not “plain vanilla”
fraud schemes. For example, during the 1990s, the
CFTC filed more administrative actions than district
court proceedings every year, with the percentage
ranging between 55 and 80 percent of the filings for
the year.’

During the later part of the tenure of Gregory
Mocek as the Director of Enforcement at the CFTC,
the Division ceased bringing cases through admin-
istrative proceedings. All matters were brought to
federal court. Indeed, this use of the federal courts
became so complete, the dockets of the CFTC’s
Administrative Law Judges (“ALJs”) dwindled to
almost nothing, and by 2012, the CFTC ceased em-
ploying any AL]Js.!® Although various explanations
have been offered for the CFTC Enforcement Di-
vision’s change in tactics, it is likely the case that
mounting frustration with the duration of and re-
sults from the administrative process played major
roles in the decision.

The reasons for turning now to the administrative
processes also seem to vary somewhat between the
two agencies. CFTC Enforcement Director Aitan
Goelman has been quoted as saying that the ““over-
whelming reason for this change is resources.””!!
His view appears to be that administrative cases,
with their more limited discovery, will not use up as
much personnel time as federal court proceedings.'?
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Over at the SEC, the increased use of the admin-
istrative process first drew public attention in 2014
when Enforcement Director Andrew Ceresney said
the agency would begin to use it more in insider-
trading cases.'® It quickly became apparent, how-
ever, that the increased use of administrative pro-
ceedings was likely to be across-the-board. As Kara
Brockmeyer, the head of the SEC Enforcement Di-
vision Foreign Corrupt Practices Act unit, was re-
cently quoted as saying, “‘It’s fair to say it’s the new
normal... . Just like the rest of the enforcement di-
vision, we’re moving towards using administrative
proceedings more frequently.””'* The reasons for
doing so, moreover, have been ascribed not just to
the need to conserve resources, but more broadly
to various benefits flowing from use of the forum."

The Impact of the Use of
Administrative Proceedings
for Enforcement

The common wisdom is that administrative ad-
judications overwhelmingly favor the agency. And
there are many aspects of the proceeding that
strongly tilt the balance towards the prosecution.
First and foremost, it would be hard to deny that,
generally speaking, there is a significant “home-
court advantage” to the administrative route. In-
deed, as has been often cited in the recent furor over
this issue, in the fiscal year ending September 30,
2014, the SEC won 100% of its internal administra-
tive hearings, while winning only 61% of its trials
in federal court.'® Moreover, the Commission—SEC
or CFTC—sits as judge on review of the ALJ’s Ini-
tial Decision. Thus, even if the Administrative Law
Judge (“ALJ”) goes astray, each Commission is in
a position to undo any departure from orthodoxy
by an AL]J if it wishes to do so. Arguably, a recent
example of this came in In the Matter of Flannery
and Hopkins."” There, the SEC rejected the conclu-
sion and reasoning of the AL]J’s Initial Decision, and
held that respondents could be held liable under Sec-
tion 10(b) of the Securities Exchange Act and SEC
Rule 10b-5(a) & (c) for their actions in connection
with the making of a false or misleading statement
even where they could not be liable under Rule 10b-
5(b) in the wake of U.S. Supreme Court’s decision in
Janus Capital Group v. First Derivative Traders."®
And while a decision of either Commission is sub-
ject to appeal to the federal Courts of Appeal, the
availability of that “independent” scrutiny is legally
and practically more limited than the impact of hav-
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ing the fact-finding and trial-level determinations
occur in the court system.

Second, the opportunity for discovery is very much
more limited in the administrative process. With few
exceptions, there are no pre-hearing depositions, and
third-party document discovery can be very much
more difficult than in a federal court.” The agency
staff, of course, has had all the opportunity it wants
during the investigative phase to develop the record
both through document production and testimony.
To similar effect, the staff presumably takes as much
time as it feels necessary to conduct the investigation
and put its case together before filing. The defen-
dants, in contrast, will be under the gun from the AL]J
to prepare quickly for a hearing. While the staff has
often taken years, the defendants seldom have more
than months to prepare.?’

Despite these significant disadvantages, an ad-
ministrative proceeding is not always bad news for
the defendant. Generally speaking, in proceedings
at either Commission, the defendant can get quick
and easy access to the non-privileged portions of
the investigatory record.! Moreover, the enforce-
ment divisions have affirmative obligations to dis-
close material, exculpatory information—not true
in an enforcement case in federal court—and to
turn over witness statements.*> The less formal, less
rule-bound procedures of the administrative hear-
ing can often facilitate defendants’ efforts to intro-
duce into evidence potentially relevant information
that might be more problematic under a strict ap-
plication of the Federal Rules of Evidence. While,
generally speaking, administrative proceedings do
give the enforcement side a distinct home-field ad-
vantage, there is some history of AL]Js being willing
at times to rule against the staff, particularly at the
CFTC. Indeed, at the CFTC, even the Commission
has shown a willingness to rule for respondents in
its adjudicatory capacity where it had previously
authorized the action in its prosecutorial capacity.?®
Most importantly, particularly on issues involving
market or industry-specific concepts or conduct,
the patience and tolerance of federal judges facing
crowded criminal dockets can wear thin, while AL]Js
(and Commissioners) who work regularly on the
subject matter can bring an understanding of indus-
try practice and non-intuitive realities to their ex-
amination of the facts and circumstances.

The use of administrative proceedings in enforce-
ment proceedings has one clear impact on the devel-
opment of the law, which is either a negative or a
positive depending on your perspective. Because the
Commission, be it SEC or CFTC, sits as adjudica-
tor, the administrative process allows the Commis-
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sion to develop the law through its decisions. The
Commissions in effect already do that to some de-
gree through their settlement orders, but as guidance
on the meaning of the law, those orders are both
somewhat problematic and controversial.?* Fully
adjudicated decisions that result from an adversarial
process that provides for full briefing and often oral
argument,” whatever its flaws, will produce deci-
sions that will carry more weight, value and author-
ity. The result—taking the interpretation and expli-
cation the law away from district court judges and
putting it in the hands of the Commissions—is good,
if you believe that there is value in the development
of the law by the expert agency, or is bad, if you be-
lieve the law is better developed by Article III judges
(a viewpoint discussed further below).

Policy and Constitutional Issues
Raised in Connection with the Use
of Administrative Enforcement
Proceedings

In any event, potential targets of administrative
enforcement proceedings see the disadvantages as
far outweighing the advantages, and a public hue
and cry has arisen, particularly with regard to the
SEC’s announced plans to use the administrative
process more regularly.?® Many of those expressing
concern focus on what they see as the misguided
and even dangerous policy implications of the shift.
Judge Jed Rakoff, who is well known for his will-
ingness to critique the SEC handling of enforcement
matters,”” has discussed publicly what he has called
“the dangers” that the SEC’s shift towards admin-
istrative proceedings poses “to the development of
the law.” While noting that “the informality and
arguable unfairness of S.E.C. administrative pro-
ceedings might present serious problems for those
defending such actions,” Judge Rakoff argues that
the true danger that “the judiciary and the public”
should fear from the shift is that “it hinders the
balanced development of the securities laws.” He
reasons that,

while the decisions of federal district
courts on matters of law are subject to de
novo review by the appellate courts, the
law as determined by an administrative
law judge in a formal administrative deci-
sion must be given deference by federal
courts unless the decision is not within the
range of reasonable interpretations un-
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der the doctrine of established by the Su-
preme Court in Chevron U.S.A., Inc. v. Natural
Resources Defense Council, Inc., 467 U.S. 837
(1984). The result would be unlikely ... to
lead to as balanced, careful, and impartial
interpretations as would result from hav-
ing those cases brought in federal court.?®

Others have focused more on the issue of the un-
fairness to defendants of the administrative process
as compared to federal trials.”’ As one commentary
put it, “the SEC will likely anticipate more wins or,
at a minimum, the ability to grind down the respon-
dent, who will have to wait years before seeing a
neutral forum.”’® And some have called on Con-
gress to act to prevent the use of administrative pro-
ceedings, at least for non-regulatory cases such as
insider trading and fraud.?!

Some defendants recently have also mounted con-
stitutional challenges to the use of the administra-
tive process in enforcement matters. These challeng-
es raised primarily two constitutional arguments.
One is an equal protection/due process argument.
This argument starts with the claim that those sub-
ject to administrative proceedings where the facts
and circumstances are similar or identical to others
sued in federal court. It then asserts that those be-
ing brought to the administrative forum are being
subjected to a kind of disparate treatment or adverse
selective manner of prosecution motivated by a de-
sire to limit the defendants’ access to information
or other procedural protections.*? These claims have
not gotten very far to date, although principally on
the procedural ground that the courts have no ju-
risdiction over the ancillary attacks on the admin-
istrative processes, and that the arguments should
be raised in the first instance instead in the pending
administrative proceedings.*

The second constitutional argument arises from
the vesting of executive power in the President of
the United States under Article II—specifically,
clause 2, the so-called “Appointments Clause.”**
In Free Enterprise Fund et al. v. Public Company
Accounting Oversight Board et al.,’> the Supreme
Court held that the Public Company Accounting
Oversight Board was improperly constituted be-
cause the Board members, although acting with the
powers of “executive officers,” were insulated by
statute from the President by two layers of limita-
tions on removal. The improper insulation arose
from the fact that the Board members could only
be removed “for cause,” and those who could re-
move the Board members could only be removed
by the President, in turn, also “for cause.” While
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the Court had previously upheld the constitution-
ality of imposing one level of protected tenure be-
tween those vested with executive power and the
President, it held that two layers of protected ten-
ure was a bridge too far.’

In the course of its opinion, the majority ad-
dressed the question of the impact of the decision
on the use of ALJs at independent agencies such as
the CFTC and SEC. Indeed, the dissenting opin-
ion, authored by Justice Breyer and joined by three
other Justices, recognized that AL]Js are similarly in-
sulated from removal by two levels of “for cause”
requirements,’” and asked the seemingly rhetorical
question, “Does every losing party before an AL]J
now have grounds to appeal on the basis that the
decision entered against him is unconstitutional?”3
The majority responded that its decision did not
reach the question of the constitutionality of federal
agency ALJs because: (1) it is not clear that they are
“Officers of the United States,” such as to trigger the
Article IT concern, and (2) “many administrative law
judges of course perform adjudicative rather than
enforcement or policymaking functions, ... or pos-
sess purely recommendatory powers.”%

As the dissent in Free Enterprise Fund suggested,
however, it is not clear how powerful those dis-
tinctions really are. In Freytag v. Commissioner of
Internal Revenue,” the Supreme Court discussed
when personnel serving an adjudicatory function—
in that case, special trial judges appointed by the
Tax Court—were “inferior officers” subject to the
constrains of the Appointments Clause. There, the
Court noted that the special trial judges could be
assigned to render decisions in certain types of cas-
es—which the parties apparently conceded would
make them subject to the Appointments Clause.*!
The Court also reasoned that, even if the employ-
ees “lack authority to enter a final decision,” their
“duties, salary and means of appointment ... are
specified by statute,” and they “perform more than
ministerial tasks.” In that regard, the majority opin-
ion noted in particular that the special trial judges
“take testimony, conduct trials, rule on the admis-
sibility of evidence, and have the power to enforce
compliance with discovery orders.” Moreover, the
decision noted, “In the course of carrying out these
important functions, the special trial judges exercise
significant discretion.”*

These duties, of course, sound a great deal like
those that SEC and CFTC AL]Js perform.* And the
Commissions” ALJs certainly exercise significant
discretion in discharging those duties.* Indeed, im-
portantly, Justice Scalia, in the course of his concur-
ring opinion in Freytag on behalf of four Justices,
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expressly stated that the federal “corps of admin-
istrative law judges ... are all executive officers.”*

On the other hand, in applying Freytag, the United
States Court of Appeals for the District of Colum-
bia has suggested that, in deciding if agency AL]Js
trigger an Appointments Clause analysis as ‘inferior
officers” rather than merely employees, the crux of
the issue is whether their decisions are only “recom-
mended” or can be final. In Landry v. Federal De-
posit Insurance Corp,* the court noted the Supreme
Court’s discussion in Freytag of the various duties
of the special judges in question and the reference to
their exercise of discretion, but concluded that the
judges’ “power of final decision in certain classes of
cases was critical to the Court’s decision.”*” Because
the ALJs in question in the case before it “have not
such powers,” but only could make recommended
decisions, proposed findings of fact and conclusions
of law and proposed orders, the court concluded
that they were not inferior officers triggering con-
cerns under the Appointments Clause.* Moreover,
it rejected the argument in the case before it that the
FDIC had not engaged, in fact, in de novo review,
characterizing that, even if true, as “go[ing] only to
[the FDIC’s] carefulness, not its authority.”*

Thus, the precise stature of the AL]Js’ decisions at
the agency and the nature of the agency review autho-
rized under its rules could be critical to the consider-
ation of the constitutional issue. In that regard, while
the rules at the SEC and CFTC are generally similar
with regard to the nature and handling of an AL]J’s
Initial Decision, they differ in small ways that could
nonetheless be critical to the constitutional analysis.

At the SEC, on the one hand, the rules state that,
on appeal of an AL] Initial Decision, “The Com-
mission may affirm, reverse, modify, set aside or re-
mand for further proceedings, in whole or in part,
an initial decision by a hearing officer and may make
any findings or conclusions that in its judgment are
proper and on the basis of the record.”*® They also
provide that the Commission, on its own initiative
and without limitation, can decide to review an Ini-
tial Decision of an ALJ.*" On the other hand, the
Initial Decision is not called a recommendation, and
the rules state that, in deciding whether to grant a
petition for review,

the Commission shall consider whether
the petition for review makes a reason-
able showing that: (i) a prejudicial error
was committed in the conduct of the pro-
ceeding; or (ii) the decision embodies: (A) a
finding or conclusion of material fact that
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is clearly erroneous; or (B) a conclusion of
law that is erroneous; or (C) an exercise
of discretion or decision of law or policy
that is important and that the Commission
should review.>?

Moreover, the Commission rules require a Com-
mission order to be issued in order for the Initial
Decision to become a final decision, but they leave
no discretion as to the issuance of such an order in
the absence of petition for review or a decision by
the Commission to review the Initial Decision on its
own initiative.*

The CFTC rules similarly state that, on appeal of
an Initial Decision, “[T]he Commission may affirm,
reverse, modify, set aside or remand for further pro-
ceedings, in whole or in part, the initial decision by
the Administrative Law Judge and make any find-
ings or conclusions which in its judgment are prop-
er based on the record in the proceeding.”** While
the Initial Decision, again, is not characterized as a
recommendation, in contrast to the SEC rules, the
CFTC does not appear to grant itself any discretion
under its rules whether to hear an appeal if one is
sought by a party.®

On the other hand, and also in contrast to the
SEC procedure, no Commission order is necessary
for an ALJ’s Initial Decision to become a final deci-
sion of the CFTC. Rather, the rules state that, if no
appeal is taken and the Commission does not take a
case for review on its own initiative, “The initial de-
cision shall become the decision of the Commission
30 days after service thereof.”*¢ If that happens, the
rules provide that any affected party “shall be duly
notified thereof by the Proceedings Clerk. The no-
tice shall state that the time for filing a notice of ap-
peal by the party has expired, that the Commission
has determined not to review the initial decision on
its own initiative and shall specify the date on which
a final order in the proceeding shall become effective
as against that party.”’’

Of course, as the Freytag decision suggests, it
may be sufficiently problematic under the consti-
tutional analysis if ALJs exercise significant pro-
cedural authority and discretion over the conduct
of the hearing, the admissibility of evidence and
the taking of discovery. At both the SEC and the
CFTC, the AL]Js are given the types of responsibili-
ties to which the Freytag opinion appeared to be
referring in that regard.”®

In any event, whether because of the exchange be-
tween the majority and dissenting opinions in the
Supreme Court’s Free Enterprise Fund decision or
the recent new attention given the administrative
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process by the agencies’ enforcement divisions, vari-
ous litigants are teeing up the Appointments Clause
issue in the courts. While, as noted above, several
such attempts have been turned aside for the mo-
ment for being procedurally flawed, attempts at col-
lateral attacks on the use of administrative proceed-
ings for enforcement continue to be filed.*” There
seems little doubt that the courts eventually will
need to grapple with this issues, with potentially
profound effects on the use of administrative pro-
ceedings for enforcement, including by the CFTC
and SEC.

Conclusion

The increased use of administrative enforcement
proceedings at both the CFTC and SEC promises
to have an impact on outcomes, procedural rights
of defendants—both perceived and real—and on
the development of the substantive law. How sig-
nificant an impact there will be will depend on how
the administrative proceedings actually are con-
ducted, how the agencies handle their increased role
in developing the law as adjudicators, and policy
decisions regarding the types and volume of cases
brought administratively. But it also could be a
relatively short-lived impact, depending on how the
courts ultimately handled the constitutional issues
that will eventually be before them.
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